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There are two ways of depicting the recent performance of the Russian stock market. First, it can be described as a 17% 
collapse, making it the worst seven working day performance since Mr Khodorkovsky’s arrest in October 2003. Or second, it 
can be viewed as the long awaited ‘healthy correction’ in a bull market which has left the RTS up 38% year-to-date.  

We subscribe to the second of these views. Despite the severity of the pull-back, we view the last few days of trading as the 
correction which most have been expecting for the last several months. While there are scenarios under which the correction 
can turn into a fully-fledged bear market (see below), we do not see any change to Russia’s fundamentals and to the longer 
term revaluing of Russian assets. There are several reasons why we remain reasonably sanguine. 

� Just an average correction. The average drop in the RTS during the seven-year bull market run since 1999 has 
been 19%. So far the RTS is down only 17%. Moreover, the revaluation since October last year has been among 
the most dramatic during that seven-year run. It would not, therefore, be surprising to see a pull back of greater 
severity than in the past, without destroying the integrity of the bull market. In other words, could anybody 
reasonably expect the recent bull market without the sort of correction we are seeing now?  

� Fundamentally, a developed market phenomenon. The fundamental reason for the recent correction appears to 
be the realisation that US interest rates will have to rise by more than the market had expected to choke off the 
inflationary pressure of higher commodity prices. The fear is clearly exacerbated by the well flagged imbalances 
that continue to characterise the US economy - poor external and budgetary position, the leveraged position of the 
US consumer and the recent weakness of the dollar. The unwinding of these imbalances will have major 
implications for the global economy, and arguably Fed tightening will eventually prove to be the catalyst. But unlike 
in previous tightening cycles, there is no clear linkage to emerging markets, and this is particularly true for Russia. 
So even in the worse case scenario of this particular element of the tightening cycle finally leading to the unwinding 
of the imbalances in the US, it does not automatically mean that history has to repeat and emerging markets must 
suffer too. In terms of figures, the history suggested by Figure 1 below does not necessarily have to repeat because 
of the fundamental situation described in Figure 2. 

� Debt markets remain sanguine. In virtually all previous serious emerging market meltdowns, equity has been led 
lower by debt. Indeed, the asset class that should be most immediately impacted by tightening US liquidity and 
rising Fed rates is debt. Yet, while our equity desk is suffering from dangerously high blood pressure, our debt desk 
looks quite relaxed. EMBI+ emerging market spreads have widened from 175 bps to 200 bps, and Russia is now 
around 115 bps, up from 100 bps ten days ago. But this is hardly the stuff of emerging market collapse. Again, in 
terms of figures, the link suggested in Figure 3 between debt spreads and equity provides comfort that current 
equity weakness is temporary. 

� This time, there is domestic liquidity. In the past, Russian assets have been particularly exposed to the vagaries 
of international capital flows. Without the support of Russian funds, the knee-jerk retraction out of emerging markets 
when global risk has risen has tended to increase the volatility for Russian assets. Over the last two or three years, 
however, a large and increasing pool of domestic capital has been invested into Russian equity. This provides the 
domestic support to arbitrage the worst of the international volatility. While currently domestic funds are (sensibly) 
joining the correction, they are, by all accounts, sitting on cash and will be, in my opinion, among the first to return 
after the current storm calms, providing a cushion against the worst swings in asset prices. 

� Russia is a hedge against global instability. Russia in some ways is in a position of acting as a hedge against 
current instability. To the extent that global inflationary pressure is a result of higher commodity prices, commodity-
rich Russia is in a relatively strong position. This is particularly true given that some of the current instability on 
global markets is a result of fears over the Middle East. While in the long-run a deterioration of the situation in Iran 
hurts everybody, in the short-run another leg-up in the oil price will help Russian equities.  

� Valuations. Russian equity is no longer particularly ‘cheap’. As we have pointed out elsewhere (see our last 
quarterly, ‘The Great Russian Rally – Break Or Bubble?’), on a cross country basis, a high oil price needs to be 
assumed to push earnings high enough to leave Russia trading at a discount to emerging market comparables. 
Indeed, if sectors are compared (rather than indices), Russia is now often trading at a premium. Nevertheless, 
neither is Russian equity particularly expensive. Assuming an average oil price of USD55/barrel of Brent for 2006, 
aggregate Russian equities are trading at a 2006 multiple of 11.5, which is below most of its developed and 
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developing market comparables. Therefore, unless commodity prices collapse, further weakness will make Russian 
equities increasingly attractive from a valuation perspective.    

It appears, therefore, that Russia is in a strong position to weather current uncertainty. While the equity market was 
much overdue a correction, it is too early, in our opinion, for talk of a longer-term bear market. For that to happen, we 
would need to see the current financial weakness be exacerbated by the sort of fundamental changes that would alter 
longer-term perceptions of the direction in which Russia is headed. Below we spell out the sort of scenarios under which 
this might happen. But currently, we have no good reason to expect these changes. We therefore maintain our RTS 
forecast of 1750, and will be looking for the right moment to buy back in to Russian equity at these lower levels.  

 

Figure 1. Lessons From the Past 
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Figure 2. Emerging Markets Better Positioned       

 

Source:  International Council of Statistics, Renaissance Capital estimates 

 

 

 

 

 

 

 

 

 

Figure 3. No Debt Catalyst 

1997 2005 (e) 1997 2005 (e) 1997 2005 (e) 1997 2005 (e) 1997 2005 (e) 1997 2005 (e)

GDP growth (%) 5.1 6.2 1.4 5.7 3.3 2.3 7.5 5.7 4.7 4.0 9.3 9.9

Gross interest payments 

due (% of exports) 8.0 3.6 13.8 5.9 20.9 11.4 8.5 7.9 3.4 1.9 1.5 0.8

External debt (% of GDP) 35 27 40 28 26 24 48 49 34 23 19 12

Current account balance 

(% of GDP) -1.3 2.3 -0.1 9.3 -3.8 1.8 -1.4 -6.3 -1.6 2.1 3.9 6.7

International reserves 

(USD bn) 540 2046 13 182 51 54 19 15 20 210 143 822

International reserves 

(months of imports) 4.3 7.6 1.9 12.9 6.3 5.1 8.5 7.9 1.4 7.8 9.5 13.3

Inflation (%) 12.1 4.7 11.1 10.9 4.3 5.2 99.1 7.7 4.2 1.7 0.4 1.6
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Disaster Scenarios 

As we describe above, for current market weakness to translate into a more serious bear market, we believe that something 
more fundamental must change. Here we caveat our reasonably relaxed view of the situation on the equity market with four 
descriptions of events we fear most in the current environment. 

� Financial weakness has real consequences. Perhaps the most unwelcome development internationally would be 
if current weakness in emerging markets and commodities exposed previously hidden weaknesses in developed or 
developing market financial systems. Nobody wants to see a repeat of the Long Term Capital Management 
collapse that occurred following the 1998 emerging market financial crisis. It is widely accepted that the carry trade 
out of Yen has financed much of the rise in asset prices globally. Liquidity tightening and a sharp downward 
movement in asset prices put a great deal of strain on any such arbitrage position. Weaknesses in global financial 
systems are generally exposed during periods of sharp and correlated asset price movements, such as that 
currently. 

� An ‘event’ develops in Russia. There is always the possibility of some completely unrelated event taking place in 
Russia which shifts perception away from the ‘Russia the commodity based growth’ story towards the ‘Russia the 
corrupt political basket case’ story. Under the bullish conditions that have prevailed in recent months, negative 
events are swallowed easily. Under the current more bearish conditions, negative events will receive a great deal 
more focus. The current rumour in the Russian market is that Economic Development and Trade Minister, German 
Gref is on the point of being asked to leave the government. While Mr Gref is a talented reformer and would always 
be missed, under bullish market conditions the move would likely be interpreted against the backdrop of the 
absence of reforms that have recently prevailed. Under current circumstances, his removal would serve to remind 
that Russia has lost momentum in its move towards a rule-based market economy. 

� Policies post the G8 summit prove destabilising. The rapid deterioration in public relations between Russia and 
the US in recent months can still be reversed ahead of the G8 meetings in July. We continue to trust that US Vice 
President Dick Cheney’s outburst in Vilnius a week ago was dedicated to the US domestic audience and is being 
quietly redefined behind the scenes. We still hope that the US is able to extend an olive branch ahead of the St. 
Petersburg meetings on 15 July through a final political push to get the economic agreements necessary for 
Russia’s accession to the WTO. We have some hope that Presidents Bush and Putin will be able to rekindle their 
old relationship when they meet personally. However, currently momentum seems to be very much in the other 
direction. While it may at times not seem so, there is currently considerable pressure in Moscow to create the right 
conditions for a successful G8 meeting. This means that market friendly, western-oriented decisions such as 
currency liberalisation and debt repayment are being pushed, while less welcome and more controversial 
decisions, such as a closer relationship with the Chinese or a more aggressive process of state accumulation of 
private assets are being delayed. If the G8 proves to be controversial, then we may well see an acceleration of the 
less welcome policies in the period following mid-July.  

� Continuing weakness in commodity prices. Perhaps the most likely factor that could cause a longer-term 
downturn in Russian equity prices is that commodity and hydrocarbon weakness builds momentum. So far, oil 
prices have deteriorated slightly, but remain bullish for Russia, while commodity prices have been mixed at worst. 
However, the International Energy Agency figures showing that demand for oil is slowing while supply is rising paint 
a potentially more bearish picture. While fundamentally Russia, in our view, actually looks better with oil prices 
closer to USD35/barrel than to USD70/barrel, clearly near-term earnings and overall sentiment would suffer if 
hydrocarbons moved into a cyclical downturn.  
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