
ʇʦʜʟʘʛʦʣʦʚʦʢ

INVESTMENT OUTLOOK 

QUARTERLY UPDATE

VTB Capital IM Investment Team

For Professional Investors Only

Art of Investments

November 2018

Market data as of 23.11.2018



CONTENT

23.11.2018 Investment Outlook 2

Á Investment Summary

ÁReturn Expectations

ÁGlobal Themes

ÁDomestic Macro

ÁFixed Income: Ruble Debt

ÁFixed Income: Hard Currency Debt

ÁEquities

Á Individual Stock Cases

ÁAppendix

ÁContacts



INVESTMENT SUMMARY
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Á The global economy is going through a late-cycle expansion phase. Russia is well positioned to benefit from the robust
demand for hydrocarbons and other commodities as well as better supply-demand balance, because the current economic cycle is
extended beyond earlier expectations. Russian equities tend to perform well in a late-cycle environment.

Á We amended the 2019 macro forecast scenario probabilities from 25/50/25% to 30/60/10% (Bear Case / Base Case / Bull
Case). The amended weights resulted in a downgrade of the 2019 Real GDP forecast from 2.0% to 1.6%, while the Industrial
Output forecast was downgraded from 2.6% to 2.0%. CPI forecast was raised from 5.0% to 5.3%, YoY, while the forecasted key rate
at 2018 year-end was raised from 7.0% to 7.7%. The weighted scenario implies a well-balanced federal budget and a moderately
undervalued Ruble.

Á In September 2018, the Central Bank of Russia (CBR) raised the key interest rateïfor the first time since December 2014ï
by 25 bps to 7.5%, because inflationary risks have risen. The longest period of monetary easing ïsince Elvira Nabiullina was
appointed as the head of the CBR in mid-2013 and the CBR began transitioning to the inflation targeting regime ïhas probably
ended. We expect headline inflation to accelerate to 5-6% YoY on the 12-month horizon, compared to the CBR target of 4% and
2.5% neutral key rate.

Á We remain moderately defensive in the Russian fixed income space. We prefer liquid, shorter-duration, high-grade issues, both
in Ruble and Hard Currency debt. Nevertheless, we do not rule out investing in high-yield bonds to generate additional alpha when
proper opportunities materialize.

Á We think that the OFZ market is already pricing in another 25bps hike and a pause afterwards. Total returns for OFZ bonds
could be around 10%, and 8-9% for corporate bonds in the baseline scenario. Corporate bond credit spreads now look narrow,
because the investor base in OFZ bonds is different from the investor base in corporate bonds. The OFZ segment has many non-
residents, while the corporate bond segment, on the contrary, has very few non-residents, which makes it less volatile.

Á Russian Eurobonds are about to deliver low single-digit total returns over the 12-month horizon. In our scenario analysis
we assume that US interest rates will continue to rise. Yields for 10-year US Treasury bonds may reach 3.4-3.9% within the next
12 months, as the US Federal Reserve proceeds with rate-hiking cycle.

Á Our top-down and bottom-up DCF models indicate 30%+ equity market returns over the next 12 months. Russia is in the
midst of a cyclical recovery in earnings. With high implied cost of equity, companies are likely to put equity issuance on hold and opt
for dividends and buybacks.

Source: VTB Capital Investment Management research  estimates
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RETURN EXPECTATIONS

Investment Outlook Source: VTB Capital Investment Management research  estimates23.11.2018
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THE GLOBAL ECONOMY IS IN GOOD SHAPE IN THE 
SHORT RUN

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates23.11.2018

ÁThe probability of a global economic recession is 10-15% on the 12-month horizon, according to Bloomberg consensus. 

ÁThe likelihood of a recession in major world economies is likewise low (10-15% probability).

ÁAt the same time the current growth rate of global GDP is running above potential and output gap is positive. These are 
clear signs of the later stage of a business cycle.

ÁWe believe there is likelihood of a slowdown after 2019. Risks of recession may increase within the next 2-3 years.
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GLOBAL MONETARY TIGHTENING IS ON THE HORIZON

ÁLeading central banks tend to tighten monetary policy during later stages of the business cycle.

ÁThe European Central Bank (ECB) is ready to put an end to its quantitative easing programs and to start raising interest 

rates. The Bank of Japan (BOJ) is close to curtailing its stimulus programs, while the Bank of England (BOE) already 

began raising interest rates. The US Federal Reserve is in the midst of its rate-hike cycle.

ÁWe continue to see rate hikes in the emerging markets (EM) space. Turkey and Russia in EMEA, Argentina and Mexico 

in Latin America and Philippines, Indonesia, India in Asia lead the way. There are signs of further tightening, especially 

given large capital outflows.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates23.11.2018
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PROTECTIONISM: SHORT-TERM GAIN, LONG-TERM PAIN

ÁProtectionist policies that have triggered trade wars around the world may hinder GDP growth and cause a spike in 

inflation. This may lead to higher risk premiums and capital outflows from EMs. 

ÁAccording to International Monetary Fundôs (IMF) latest estimates, tariff hikes may hurt global output by 0.4 pp over the 

next five years, after a tariff shock in a baseline scenario (tariff growth of 3.6%). The global productivity may fall by 0.8

pp for the same period of time in such a scenario. 

Á In the event of more significant tariff hikes, the negative impact on output and productivity will be much stronger, which 

may raise the risk of a global recession within the next 5 years.

Investment Outlook Sources: IMF, VTB Capital Investment Management research  estimates23.11.2018
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MARKET PERFORMANCE IS TIED TO THE STAGE OF 
THE BUSINESS CYCLE 

ÁThe global economy recovered from the credit crunch of 

2007-2008 and has been expanding since then. 

Currently, it is in the later stage of the cycle, with DMs 

closer to the peak and EMs somewhat behind.

ÁNormalized unemployment in DMs as well as positive 

output gap and less synchronized business cycles in 

many countries indicate that we are in a late stage of the 

global business cycle.

ÁProtectionist policies (i.e., trade wars) could trigger a 

downturn in the business cycle.

ÁRussian equities tend to perform well in a late-cycle 

environment.

Investment Outlook Sources: Bloomberg, Morgan Stanley, VTB Capital Investment Management research  estimates23.11.2018

Average 1-year total returns in various asset classes during each phase of the business cycle
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DOMESTIC MACRO

Investment Outlook23.11.2018
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RUSSIA REMAINS COMPETITIVE IN COMPARISON TO 
EM PEERS

Russia has a relatively strong 

position in the Global 

Competitiveness Index, compared 

to EM peers.

In particular, Russia scores higher 

than most EM peers in the 

following areas: information and 

communications technologies (ICT) 

adoption, skills development and 

labor market.

Russia is in line with EM peers 

when it comes to business 

dynamism, product market, 

institutions and infrastructure.

At the same time, Russia lags 

behind EM peers in the following 

categories: financial system, 

healthcare and innovation 

capability that need to be 

developed.

Investment Outlook Sources: WEF, VTB Capital Investment Management research  estimates
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RUSSIA MADE TREMENDOUS GAINS IN THE DOING 
BUSINESS INDEX IN LESS THAN A DECADE

Á In May 2012, the target was set to raise Russiaôs position in World Bank's Doing Business rating from 120th place in 

2011 to 50th place by 2015, and then to 20th place by 2018. Since then, the 2015 and 2018 targets had been met by 

98% and 65%, respectively.

ÁRussia made tremendous gains in the Doing Business index in less than a decade. From 2010 to 2018, Russia ïlike no 

other developing economy ïhas moved up 92 positions.

ÁThe most improvements for the period from 2010 to 2018 occurred in the following areas: registering property, getting 

credit, dealing with construction permits, starting a business and paying taxes.

Investment Outlook Sources: World Bank, VTB Capital Investment Management research  estimates
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TIGHT FISCAL POLICY FOR THE NEXT THREE YEARS
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ÁWe see a modestly tight fiscal policy for the next three years (2019-2021) with the total budget surplus of 0.8-1.8% of 

GDP.

ÁThe projected crude oil (Urals) price has been raised to USD 58-64/bbl from USD 41-44/bbl from year ago. However, the 

Ministry of Finance (MinFin) plans to continue to make contributions to the National Wellbeing Fund, as long as the market 

price for Urals exceeds USD 40/bbl (cut-off level increased by 2% p.a. from 2018). The accumulation of the National 

Wellbeing Fund (RUB 2.8-4.1 trillion per year) will continue to take place, in line with the so-called Fiscal Rule.

ÁThe privatization of state assets is not on the agenda for the next three years, because of low market valuations. 

Nevertheless, the Russian Government still depends on cash flow generated by state-owned assets, including annual 

dividends of RUB 600-700 billion per year.

ÁMinFin scheduled a sizable borrowing program of about RUB 1.5-1.7 trillion per year, so investors should require 

premiums for primary bond placements.

Source: The Ministry of Finance of the Russian Federation

Macro projections 2018 E 2019 F 2020 F 2021 F

Real GDP growth, (% change YoY) 1.8 1.3 2.0 3.1

CPI growth, (% change YoY, eop) 3.4 4.3 3.8 4.0

USDRUB official exchange rate, (aop) 61.7 63.9 63.8 64.0

Crude oil price, Urals (USD/bbl, aop) 69.6 63.4 59.7 57.9

Federal Budget projections 2018 E 2019 F 2020 F 2021 F

Revenues (RUB, bn) 18747.5 19969.3 20218.6 20978.0

Revenues (% of GDP) 18.5 18.9 18.3 17.7

Expenditures (RUB, bn) 17424.5 18037.2 18994.3 20026.0

Expenditures (% of GDP) 17.2 17.0 17.2 16.9

Total d®ficit (-) / surplus (+) (RUB, bn) 1323.0 1932.1 1224.3 952.0

Total deficit (-) / surplus (+) (% of GDP) 1.3 1.8 1.1 0.8

Non-oil and gas deficit (-) (RUB, bn) -7391.3 -6366.2 -6711.9 -7066.3

Non-oil and gas deficit (-) (% of GDP) -7.3 -6.0 -6.1 -6.0

23.11.2018 Investment Outlook

The Federal Budget for 2019-2021



RESTRICTIVE MONETARY POLICY MAY CONTINUE
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Á In September 2018, the Central Bank of Russia (CBR) raised the key interest rate ïfor the first time since December 

2014 ïby 25 bps to 7.5%, because inflationary risks have risen. The longest period of monetary easing ïsince Elvira 

Nabiullina was appointed as the head of the CBR in mid-2013 and the CBR began transitioning to the inflation targeting 

regime ïhas probably ended.

ÁWe believe that the Regulator is ready for further tightening if external factors / geopolitical risks worsen. Save marginal 

scenarios, the CBR may raise the key rate to 7.75% and keep it at that level until the end of 2019, which is currently our 

base-case scenario.

Taylorôs key rate adjusted for inertia represents the Taylorôs key rate (8.5%) adjusted to the current key rate (7.5%) with weights of 50 to 50, respectively.

Investment Outlook Sources: CBR, Federal State Statistics Service, Bloomberg, VTB Capital Investment Management research  estimates
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FISCAL RULE IN LIGHT OF MARKET VOLATILITY
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Á In September 2018, in light of worsening external factors, the CBR halted foreign currency purchases on the local FX 

market, which were conducted in accordance with the so-called Fiscal Rule, until the end of 2018. 

ÁUnder the Fiscal Rule, the Regulator has purchased USD 35.3bn in 2017 and USD 49.5bn since February 2017. 

ÁHigher outflows of private capital, in tandem with official FX purchases, have put pressure on the Ruble, and the CBR 

decided to temporarily halt its FX purchases. 

ÁNevertheless, MinFin is planning to keep the Fiscal Rule for the period from 2019 until 2021. In other words, the CBR 

may continue FX purchases from the open market in 2019 at oil prices above USD 41/bbl. We do not rule out that the 

Regulator may take into account market volatility  and capital flows as well. 

Investment Outlook Sources: CBR, The Ministry of Finance of the Russian Federation, VTB Capital Investment Management research  estimates23.11.2018

51.0

54.0

57.0

60.0

63.0

66.0

0

20

40

60

80

100

J
17

F M A M J J A S O N D J
18

F M A M J

U
S

D
R

U
B

, a
ve

ra
g
e

C
a
p
it
a
l 

o
u
tf
lo

w
, 

U
S

D
 b

n
.

Capital outflows and USDRUB exchange rate

Insrease in GIR assets, USD bn. cumulative

Net Capital Outflows by Private Sector, USD bn. cumulative

USDRUB average, right scale

41 45 50 55 60 65 70 75 80 85

50 0 8 18 28 38 48 58 68 78 88

55 0 8 18 28 38 48 58 68 78 88

60 0 8 18 28 38 48 58 68 78 88

65 0 8 18 28 38 48 58 68 78 88

70 0 8 18 28 38 48 58 68 78 88

75 0 8 18 28 38 48 58 68 78 88

80 0 8 18 28 38 48 58 68 78 88

U
S

D
R

U
B

 a
v
e
ra

g
e

Urals crude oil price, $/bbl

Estimated FX purchases under the fiscal rule by 

Minfin (USD, bn.)



INFLATION RISKS ARE ON THE RISE
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ÁAccording to CBRôs estimates, inflationary risks have increased over the next 12 months, largely due to the FX pass-

through effect (adds roughly 0.9 pp to headline CPI) and the VAT (value added tax) increase from 18% to 20%, which 

will be effective at the start of 2019 (adds 0.8-1.3 pp to headline CPI).

ÁThe abovementioned factors result in higher expected inflation, despite low headline inflation figures published for 

October 2018 (3.5% YoY). 

ÁWe expect headline inflation to accelerate to 5-6% YoY on the 12-month horizon. 

Investment Outlook Sources: CBR, Federal State Statistics Service, Bloomberg, VTB Capital Investment Management research  estimates

0%

4%

8%

12%

16%

20%

The headline inflation is driven by non-
monetary factors and should exceed 5% YoY 

within the next 12 months

Monetary inflation, yoy Headline CPI, yoy

Forecast

0%

2%

4%

6%

8%

10%

12%

14%
CBR's key interest rate and headline inflation

Services Non-Food Goods

Food Goods CBR, Key Rate, %

23.11.2018



2019 MACRO FORECAST: OUR VIEW
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We amended 2019 macro 
forecast scenario probabilities 
from 25/50/25% to
30/60/10% (Bear Case / 
Base Case / Bull Case). 

The amended weights 
resulted in a downgrade of 
the 2019 Real GDP forecast 
from 2% to 1.6%, while the 
Industrial Output forecast 
was downgraded from 2.6% 
to 2%.

CPI forecast was raised from 
5.0% to 5.3%, YoY, while the 
forecasted key rate as of 
year-end was raised from 
7.0% to 7.75%.

The weighted scenario 
implies a well-balanced 
federal budget and a 
moderately undervalued 
Ruble.

Investment Outlook

Note: 2019 forecast is based on the weighted average scenario probability

Sources: CBR, Federal State Statistics Service, Ministry of Finance, VTB Capital Investment Management research  estimates

Russian Economy ï Scenarios and Forecasts 2019

KEY INDICATORS 2016 2017 2018 E 2019 F Bear Case Base Case Bull Case

Real GDP, % YoY -0.2% 1.5% 1.8% 1.6% 0.7% 1.7% 3.4%

Industrial output, % YoY 1.1% 1.0% 2.7% 2.0% 0.9% 2.1% 4.7%

Real retail sales, % YoY -5.2% 1.2% 3.4% 2.6% 1.0% 3.0% 5.2%

Real wages per capita, % YoY 0.6% 3.4% 6.4% 1.6% 0.0% 2.0% 4.2%

PRICES AND MONEY SUPPLY 2016 2017 2018 E 2019 F Bear Case Base Case Bull Case

CPI, % average per year 7.1% 3.6% 3.0% 5.2% 5.4% 5.2% 5.1%

CPI, % December YoY 5.4% 2.5% 4.6% 5.3% 5.7% 5.3% 5.0%

Money supply (M2), % YoY 9.2% 10.5% 12.4% 11.7% 8.5% 12.4% 17.0%

TRADE BALANCE AND FEDERAL BUDGET 2016 2017 2018 E 2019 F Bear Case Base Case Bull Case

Trade balance,  USD bn 90 115 170 133 113 138 166

Federal budget revenues, RUB bn 13 460 15 089 18 422 18 671 16 820 19 039 22 019

Federal budget general Def.(-)/Surp.(+), % of GDP -3.4% -1.5% 1.0% 0.6% -1.2% 1.0% 3.7%

EXCHANGE RATE 2016 2017 2018 E 2019 F Bear Case Base Case Bull Case

USDRUB exchange rate, eop 60.7 57.6 64.0 60.5 62.1 60.0 58.4

USDRUB exchange rate, aop 66.3 58.1 62.4 61.9 62.6 61.6 60.9

EURRUB exchange rate, eop 63.8 68.9 75.5 70.9 71.4 70.8 70.0

CBR dual-currency basket (USD55/EUR45), eop 62.1 62.7 69.2 65.2 66.3 64.9 63.6

Gross international reserves (GIR), USD bn 378 433 504 557 533 563 592

BoR Key Policy Rate,% 10.0% 7.8% 7.75% 7.75% 7.75% 7.75% 7.75%

PAST ASSUMPTIONS 2016 2017 2018 E 2019 F Bear Case Base Case Bull Case

Crude oil price, average, USD/bbl 44 54 73 68 55 70 90

Forecast by Scenarios 2019

23.11.2018



2019 MACRO FORECAST: CONSENSUS VIEW
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The average, third-

party oil price 

forecast have 

remained at USD 

60+/bbl, while the 

real GDP forecast 

remains at 1.6% for 

2019 aop.

The average third-

party inflation 

forecast have been 

amended since the 

previous quarter: it 

was raised from 

4.1% YoY to 4.7% 

for 2019 eop.

Notes and acronyms:

Base-case scenario forecasts are used, unless stated otherwise.

IMFïInternational Monetary Fund

OECDïOrganization for Economic Co-operation and Development

EBRDïEuropean Bank for Reconstruction and Development

Investment Outlook Sources: Third-party data, Bloomberg, VTB Capital Investment Management research  estimates23.11.2018

Third-party forecasts of the Russian Economy in 2019

Source Real GDP, % YoY Crude oil, $/bbl CPI, % YoY Date of forecast

EBRD 1.5% na na Nov-18

Bloomberg consensus 1.5% 76 4.9% Nov-18

Ministry of Econ. Dev. 1.3% 63 4.3% Oct-18

IMF 1.8% 52 5.7% Oct-18

Bank of Russia (BoR) 1.5% 55 5.3% Sep-18

World Bank 1.8% 66 4.0% Jul-18

OECD 1.6% 70 4.0% May-18

Average 1.6% 64 4.7%

Average, excl. 

extremums
1.6% 63 4.5%

VTBC IM forecast 1.7% 70 5.3% Nov-18
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FIXED INCOME: RUBLE DEBT
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ÁCredit risk within the Ruble bond market is relatively low. Interest rate risk may resurface as the CBR changes its 
rhetoric. We do not rule out further rate hikes on the 12-month horizon. Though the moderate tightening of the monetary 
policy has already been priced in by the market.

ÁThe Federal Bond (OFZ) market is very sensitive to changing market conditions, because the share of non-residents in 
this segment is relatively high (refer to the Appendix).

ÁRuble-denominated corporate and sub-federal bonds, on the other hand, are less volatile, mainly because the share of 
non-residents in this segment is lower, and the Russian banking system is experiencing a surplus in Ruble liquidity.

RUBLE BONDS: KEY TRENDS

Investment Outlook Sources: Moscow Exchange, VTB Capital Investment Management research  estimates
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ÁWe believe that the CBR will carry on with its moderately tight monetary policy until the end of 2019 and that corporate 

spreads to OFZs will widen at a moderate level. 

ÁCurrent corporate bond credit spreads look overly narrow, because the investor base in OFZ bonds is different from the 

investor base in corporate bonds. The OFZ segment has sizable non-resident holdings, while the corporate bond 

segment has mostly domestic institutional investor base, which makes it less volatile.

ÁAlthough more volatile, the OFZ segment looks more attractive at current levels, compared to corporate issues.

RUBLE BONDS: EXPECTED RETURNS

Investment Outlook Sources: Moscow Exchange, VTB Capital Investment Management research  estimates23.11.2018

Ruble Bonds Current Value Bear Base Bull

Corporate Bonds Z-spread to OFZ, 

bps
49 200 100 50

Weighted Average Duration, years

OFZ (Moex Index) 4,9 4,9 4,9 4,9

Corporate Bonds (Moex Index) 2,8 2,8 2,8 2,8

Target Yield-to-Maturity RUB terms, %

OFZ (Moex Index) 8,9% 9,0% 8,5% 8,5%

Corporate Bonds (Moex Index) 8,9% 10,6% 9,1% 8,6%

Expected Total Return RUB terms, % per annum

OFZs (Moex Index) 8,6% 10,5% 10,5%

Corporate Bonds (Moex Index) 5,8% 8,5% 9,5%

Average Expected Return RUB terms, % per annum 7,2% 9,5% 10,0%

Scenario probability, % 30% 60% 10%



LOCAL GOVERNMENT BOND YIELDS AND INFLATION
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ÁThe Russian 10-year Federal Bond (OFZ) yield is now 

close to historical highs in real terms (around 6%), one 

of the highest levels in EMs.

ÁHeadline inflation has bounced from its historical low of 

2.2% to 3.5% YoY in October 2018, due to waning 

disinflationary effects related to food pricing and FX.

ÁWe expect CPI to accelerate closer to 5.0-5.5% by the 

end of 2019, which will decrease real yield to 3-3.5% in 

the base-case scenario.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates

Russia

Brazil

South Africa

MexicoIndonesia

Hungary

Poland

Malaysia

Thailand

India

Turkey

-1

0

1

2

3

4

5

6

0% 20% 40% 60%

1
0
Y

 Y
ie

ld
 l

e
s
s
 1

8
E

 C
P

I 
In

fla
ti
o
n

Gov-t domestic currency debt, % of GDP

RUB real yields are high  compared to other 
EMs

-8,0

-6,0

-4,0

-2,0

0,0

2,0

4,0

6,0

8,0

2011 2012 2013 2014 2015 2016 2017 2018

10-year OFZ yield - CPI YoY

Real 10Y Yield Average

0.0

5.0

10.0

15.0

20.0

25.0

30.0

2010 2011 2012 2013 2014 2015 2016 2017 2018

EM YoY inflation rates

Turkey Brazil Russia South Africa

23.11.2018



RUBLE CARRY
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ÁThe implied volatility of the USDRUB rate has gradually fallen 

from 17% in 3Q18 to 14%, as the marketôs sentiment towards 

geopolitical risk, growth of oil prices, and the CBRôs halt of FX 

purchases until the end of 2018, has improved. 

ÁThe Ruble yield pick-up over UST is ca.120 bps wider than 

EM average, but a few of EMs provide better carry over the 

UST, both in absolute and volatility-adjusted terms.

Investment Outlook Sources: Bloomberg, Cbonds, Moscow Exchange, VTB Capital Investment Management research  estimates
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RUBLE CORPORATE SPREADS BY CREDIT RATING
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ÁDespite rising volatility, corporate credit spreads remain tight, compared to historical level.

ÁCorporate issues do not offer overly attractive risk premiums to OFZs, credit spreads have not yet started to widen. 

This can be partly explained by market liquidity factors, which cause corporate bond prices to lag behind OFZs.

ÁSpreads for both high-yield and investment-grade corporate bonds are close to their lows, namely because of the low 

share of non-resident holders of Russian corporate bonds.      

Investment Outlook Sources: Cbonds, VTB Capital Investments  research estimates23.11.2018
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INFLATION-LINKED OFZS AND FLOATERS AS A RISK 
HEDGE

ÁCurrent market consensus does not account for higher inflation if risk factors materialize (i.e., weaker Ruble, low crude 

oil prices, higher social spending, increasing of taxes, and tougher economic sanctions).

ÁCPI-linked and variable-coupon OFZ bonds may hedge against higher inflation and higher interest rates for the next 12 

months.

Investment Outlook Sources: Bloomberg, VTBC, VTB Capital Investment Management research  estimates
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FIXED INCOME: HARD 
CURRENCY DEBT

Investment Outlook23.11.2018



RUSSIAôS CREDIT PROFILE VS. EM PEERS

27

ÁRussiaôs credit metrics, debt burden, and the balance of payments look better, compared to EM peers (2018E).

ÁThe YTM of the Russiaô23 bond is 4.50%, 5-year Russian CDS is 150 bps, compared to EM average levels of 4.4% and 

140 bps, respectively.

Á In the rising interest rate environment created by the Fed in the US, we expect GEM Eurobonds to remain under 

pressure.

Investment Outlook Sources: CBR, Federal State Statistics Service, Bloomberg, VTB Capital Investment Management research  estimates
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GEM RELATIVE VALUATION

28Investment Outlook Sources: IMF, VTB Capital Investment Management research  estimates23.11.2018

Aggregated budget sustainability index is based on the following metrics: net interest to fiscal revenue ratio, general balance sheet to GDP ratio, 

net interest payment to gross debt ratio, gross debt to GDP ratio, net interest to GDP ratio, and fiscal revenue to GDP ratio.
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ÁExternal factors continue to exert pressure on Russian Eurobonds.

ÁCredit spreads are currently close to average historical levels in the sovereign and corporate segments, and below 

average levels in the HY segment.

ÁOAS spreads for sovereign issues are currently around 215bps, 260bps for HG issues, and 320bps for HY issues. 

RUSSIAN EUROBONDS UNDER PRESSURE DUE TO 
EXTERNAL FACTORS

Investment Outlook 29Sources: BofA Merrill Lynch, VTB Capital Investment Management research  estimates
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Á In our scenario analysis we assume that interest rates in the US will continue to rise. 10-year US Treasury yields may 

reach 3.4-4.1% within the next 12 months, as the US Federal Reserve is in the midst of its rate-hiking cycle.

ÁWe see a minor tightening in credit spreads, driven by the quality of Russiaôs credit as compared to EM peers, and by 

the declining volume of investable issues due to redemptions and buybacks.

ÁWe expect YTMs for Sovereign Eurobonds to settle around 5%, yields for HG bonds at 5-6%, and yields for HY issues at 

6-7%.

RUSSIAN EUROBONDS: EXPECTED RETURNS

Investment Outlook Sources: Moscow Exchange, VTB Capital Investment Management research  estimates23.11.2018

Russian Eurobonds Current Value Bear Base Bull

Govt OAS Spreads, bps

Sovereign Eurobonds (GDRU Index) 215 250 150 100

Investment Grade Corporate (ERUI Index) 256 350 220 200

High Yield Corporate (ERUH Index) 321 550 320 300

Weighted Average Duration, years

Sovereign Eurobonds (GDRU Index) 7.4 7.4 7.4 7.4

Investment Grade Corporate (ERUI Index) 3.8 3.8 3.8 3.8

High Yield Corporate (ERUH Index) 2.8 2.8 2.8 2.8

Target Yield-to-Maturity on a 12m horizon, %

10-year US Treasury Bonds 3.1% 3.4% 3.9% 4.1%

Sovereign Eurobonds (GDRU Index) 5.1% 5.8% 5.3% 5.1%

Investment Grade Corporate (ERUI Index) 4.9% 6.6% 5.8% 5.9%

High Yield Corporate (ERUH Index) 6.0% 8.6% 6.8% 6.8%

Expected Total Return USD terms, % per annum

Sovereign Eurobonds (GDRU Index) 0.4% 3.6% 5.2%

Investment Grade Corporate (ERUI Index) -0.2% 2.1% 1.9%

High Yield Corporate (ERUH Index) 1.3% 4.5% 4.4%

Scenario probability, % 30% 60% 10%



RUSSIAN CORPORATES: CREDIT SPREADS LOOK 
MODERATELY ATTRACTIVE 

31

ÁRussian corporate bond universe (represented by the CEMBI Index) has an average S&P rating of BB+ and an average 

Gross Debt / Trailing 12m EBITDA ratio of 1.8x.

ÁAggregate credit spread for Russian BB+ corporate universe is ~45 bps wider, compared to BB-rated names in the EM 

universe while credit metrics are commeasure of BBB/A rating brackets. We expect issuers with positive free cash flow 

generation to commence buybacks. We are also looking for opportunities in Turkish and Mexico corporate credit at the 

moment.

Investment Outlook Sources: Bloomberg, JP Morgan, VTB Capital Investment Management research  estimates
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CORPORATE LEVERAGE AND CREDIT SPREADS

32

ÁSince 2010, the aggregate Debt/EBITDA ratio for Russian corporates (excl. the banking sector) increased from 1.5x to 

2.8x driven by capex funding, then decreased lately to 1.8x due to recovery in profitability and less new borrowing.

ÁDespite high geopolitical risk in 2014-2016, Russian corporates have managed to keep key credit metrics quite 

manageable by cutting CapEx and by deleveraging.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates
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ÁGEM Eurobonds continue to be under pressure with yields exceeding 6%. Credit spreads in sovereign issues have 

exceeded the average historical values, while spreads in corporate issues are currently below average historical levels. 

ÁCurrent sovereign bond spreads are close to 310bps, while corporate Eurobond spreads are close to 320bps.

ÁWe believe that select EM Eurobond markets (Turkey, Indonesia) look more attractive than the Russian Eurobond market in 

risk/returns terms. 

GEM EUROBONDS: KEY TRENDS

Investment Outlook Sources: BofA Merrill Lynch, VTB Capital Investment Management research  estimates
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Á In our scenario analysis for GEM Eurobonds, we assume that interest rates in the US will continue to rise. Yields for 10-

year US Treasury bonds may reach 3.4-4.1% within the next 12 months as the US Federal Reserve is in the midst of its 

rate-hiking cycle.

ÁWe see wider spreads in light of capital outflows from GEM markets, and higher country-specific risks that have been 

realized and priced-in (especially in Turkey, Brazil, Mexico, and South Africa).

ÁWe expect YTMs in the sovereign segment to be around 6-7% and in the 6-8% range in the corporate segment, on the 

12-month horizon. They are competitive with Russian Eurobonds across the same investment horizon.

GEM EUROBONDS: EXPECTED RETURNS

Investment Outlook Sources: Moscow Exchange, VTB Capital Investment Management research  estimates23.11.2018

GEM Eurobonds
Current 

Value
Bear Base Bull

Govt OAS Spreads, bps

GEM Sovereign (I1GV Index) 313 400 300 200

GEM Corporate (EM3R Index) 321 450 350 250

Weighted Average Duration, years

GEM Sovereign (I1GV Index) 6,6 6,6 6,6 6,6

GEM Corporate (EM3R Index) 4,2 4,2 4,2 4,2

Target Yield-to-Maturity, %

10-year US Treasury Bonds 3,1% 3,4% 3,9% 4,1%

GEM Sovereign (I1GV Index) 6,2% 7,3% 6,8% 6,0%

GEM Corporate (EM3R Index) 6,3% 7,7% 7,2% 6,4%

Expected Total Return USD terms, % per annum

GEM Sovereign (I1GV Index) 0,3% 3,1% 7,3%

GEM Corporate (EM3R Index) 2,0% 3,6% 6,0%

Scenario probability, % 30% 60% 10%
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ÁWe believe it is still too early to reduce Russia exposure, given the 

recent strength relative to other EMs.

ÁA combination of high dividend yield on mid-cycle profits supported 

by strong FCF generation, low leverage, and expanding cash 

distributions look like a recipe for further outperformance.

ÁOn a sector-neutral basis (i.e., adjusting for the heavy weighting of 

commodity sectors) Russian equities trade close to 10-year lows.

ÁPublic companies put equity issuance on hold and opt for dividends 

and buybacks. A pool of investable free-float is shrinking.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates23.11.2018
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RUSSIA IS A VALUE OUTLIER IN EM SPACE
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ÁBased on conventional valuation metrics, Russia stands out as a clear value outlier in the EM equities space.

ÁWith double-digit 2019/2017 EPS CAGR potential, a P/E multiple re-rating to 10-15x should not be ruled out.

ÁRussiaôs aggregate DY based on 2018E results is ca. 6.5% with a ca. 40% payout ratio. No other market is the world 

offers such high and secure yield.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates23.11.2018
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WHY RUSSIAôS DIVIDEND YIELD IS SUSTAINABLE

23.11.2018 Investment Outlook 38

1,0
1,2

1,8

2,6

2,5

2,3

2,5
2,5

2,0

0,0

0,5

1,0

1,5

2,0

2,5

3,0

2010 2011 2012 2013 2014 2015 2016 2017 2018E

R
T
S

I 
a
g
g
re

g
a
te

d
 
 D

e
b
t/

E
B

IT
D

A
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RTS Index constituents is on a declining path
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ÁThe aggregate dividend payout ratio for the RTS Index has 

more than doubled since 2010, increasing from below 20% to 

40% as expected by the end of 2018.

ÁLow leverage. After peaking in 2013, the aggregated 

Debt/EBITDA ratio for the RTS Index constituents is on the 

downward path, with projected value of ca. 2.0 as of 2018 year-

end

ÁDividends may be increased further, as current distributions are 

well covered with FCFs.

Sources: Bloomberg, VTB Capital Investment Management research  estimates
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PRIMER ON RUSSIAN EQUITY MARKET EPS
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ÁThe Oil & Gas sector now accounts for approximately 60% of RTS Index EPS, which is close to the10-year average, with 

significant gains in 2018, as the result of oil price strength in RUB terms.

ÁThe Financials sector has gained the most in terms of weighting in index EPS over the last decade. The Consumer 

sector profits were resurgent up to late 2014, with RUB devaluation and retail sector saturation, later causing a massive 

setback.

ÁOil & Gas EPS is most stable over the course of the cycle, due to adjustments through the floating exchange rate.

ÁEPS for all major sectors except retail are now in the recovery mode, while the latter is dragged down by negative 

consensus revisions for Magnit.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates
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ÁWe expect a ca. 19% CAGR, based on our bottom-up DCF 

models, as a result of the low-base recovery effect for 

cyclical names and contribution from structural growth 

stories.

ÁGazpromôs earnings contribute ca. 25% to RTS Index EPS. 

We see significant positive contribution, as they recover 

from the trough in 2017.

ÁFor DCF modelling purposes, we assume a USD 70 year-

average Brent price in 2019-2020.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates
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VTB CAPITAL INVESTMENTS VS. CONSENSUS
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ÁWe are slightly ahead of Bloomberg consensus on 2018 EPS for the RTS Index as a whole, driven by our positive stance 

on Telecom, Utilities and Financial sector profits. 

ÁAmong individual names, we are significantly more upbeat than the street on 2018 Net Income numbers for IRAO, 

RUAL, MTSS and ROSN, and see downside to market expectations for NLMK, NVTK, TRMK and ALRS.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  

estimates
23.11.2018
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Among key drivers for the 

change in RTS index EPS 

in 2019 vs. 2017 are Oil, 

Gas, Metals & Mining, 

and Banking sector 

profits.

We expect a strong 

recovery of the Oil & Gas 

sector EPS on the back 

of lower cost inflation, 

higher oil prices, and a 

low base in 2017, due to 

one-off negative items in 

Gazprom.

With regard to the RTS 

Index, we see a +50% 

EPS growth in 2019 vs. 

2017 reported numbers 

under our base-case, 

+75% under our bull-

case, and +25% under 

our bear-case scenarios.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  

estimates
23.11.2018



RUSSIAN EQUITIES: A TOP-DOWN VIEW
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The ongoing 

geopolitical tensions still 

demand an additional 

risk premium for 

Russian assets.

RTS Index EPS is in the 

recovery phase, 

supported by the low-

base effect for cyclical 

names and contribution 

from structural growth 

stories.

We see a ca.19% EPS 

CAGR for 2018-2020, 

assuming the mid-cycle 

average Brent price of 

USD 70/bbl.

Investment Outlook Sources: Bloomberg, VTB Capital Investment Management research  estimates
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RTS Index top-down scenarios (next 12 months)

Bear Base Bull

EPS 2017 $ 154.9 154.9 154.9
     % change 2019 vs 2017 26.3% 51% 77%
EPS 2019E, $ 195.6 233.4 274.5
Russian sovereign risk, % 6.8% 4.8% 4.4%
Russian ERP, % 20.0% 13.0% 11.0%
Terminal earnings growth, % 1.0% 1.0% 1.0%
Current RTS Index value 1111 1111 1111
Target  P/E multiple 3.9 6.0 6.9
RTS Index fair value 759 1393 1905
Upside/Downside, % -31.7% 25.4% 71.5%
Dividend yield, % 6.2% 7.4% 8.6%
Total return, % -25.5% 32.8% 80.1%

Probability-weighted return, % 20.0%

Estimated probability, % 30% 60% 10%

Memo item: year-average Brent price, $ 55 70 90
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EXPORTERS OR DOMESTIC DEMAND STOCKS ? 

23.11.2018 Investment Outlook 45
Sources: Bloomberg, VTB Capital Investment Management research  estimates
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OIL & GAS: DIVIDEND BONANZA IN PERFECT STORM 

Á Strong prices: Higher oil prices and the weaker Ruble results in the above-average RUB-based oil price. 

Á Growth of production: Following the amendment of the OPEC+ agreement, Russian production has reached 11.36 m bpd in October 2018 (4.4% 
YoY growth). This renews the post-Soviet record. This amendment has freed up Russian oil majorsô production capacities.

Á Significant FCF generation: strong oil prices, coupled with the growth of production give double-digit (ca. 14.2%) FCF yields in the oil sector. 
Therefore, Russian oil companies are able to cover both capital expenditures and dividends from its free cash flow.

Á Dividend distribution: Russian oil companies trade with the 6.1% dividend yield for 2018 (based on oil & gas weights in the RTS index). We believe 
that Russian majors may continue to amend their dividend policies, following Rosneft and Tatneftôsexample. GazpromNeft may be next, doubling its 
payout up to 50% in two years.

Á Valuation: Russian vertically integrated oil majors trade at EV/EBITDA of 4.9 and P/E of 5.6 in 2019. 

Á The tax maneuver (as a mid-term measure) is unlikely to hurt the profitability of Russian majors. By 2024, the export duty on oil should be 
eliminated (currently it is 30%), while the Mineral Extraction Tax (MET) will be raised on oil volumes of production. Net-net, getting rid of the export 
duty will take away subsidies from the Russian & Belarusian refining segments, as well as consumers. As export netbacks increase, domestic prices 
will follow. 

Á Surgutneftegas provides a natural hedge when the Ruble is weak, because of its USD 41.5 bncash position on the companyôs balance 
sheet.

23.11.2018 Investment Outlook 47

The Russian oil & gas sector benefits from high oil prices and the weaker Ruble, trading with a double-digit (14.2%) FCF yield. 
The newly introduced tax maneuver in Russia lowers risks for the sector as a whole. The amendment of the OPEC+ agreement 
unlocks free oil production capacities of Russian oil majors. 

Sources: VTB Capital Investment Management research  estimates, Bloomberg
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SURGUTNEFTEGAS: EQUATION WITH TWO UNKNOWNS

Surgutneftegas is more like a bank than an oil company

Stable business model: with production of 60-62m tons of oil per 
annum, and with the benefit of tax breaks (10% discount to the 
official MET rate). According to our estimates, operating results 
provide a dividend yield of 8.2% in Surgutneftegas preferred 
shares.

Large cash pile on the balance sheet: RUB 2.7 trillion, 
represents 13.3% of corporatesô deposits in the Russian 
Federation. 

Dividend policy not likely to change:

Á Surgutneftegas ordinary shares (Surgut ords) trade 

with a 2.3% dividend yield until 2025 (DPS of RUB 

0.65/share).

Á Surgutneftegas preference shares (Surgut prefs) trade 
with the average dividend yield of 14.1% until 2025 
(average DPS of RUB 5.4/share; 2018 DPS of 
6.07/share) as our long-term forecasts are based on 
the Brent price of USD 70/bbl and the gradual 
weakening of the Ruble to RUB 75.78 by 2025. 

Sensitivity of preference share dividends:

Year-end USDRUB YoY change by 1 RUB would result in:

Á ca. RUB 44bn FX gain/loss

Á RUB 0.32/share change in DPS of Surgut prefs

Á 0.83pp change in dividend yield of Surgut prefs

USD 5/bbl oil price change would result in :

Á RUB 0.15/share change in DPS of Surgut prefs

Á 0.4pp change in dividend yield for prefs
48

Preference shares of Surgutneftegas (TP: RUB 50.2; Upside: 31%) provide a perfect hedge, given the weak Ruble and the 
average Brent price of USD 70/bbl. 

Surgut prefsΩ ŘƛǾƛŘŜƴŘ ǎŜƴǎƛǘƛǾƛǘȅ ǘƻ ŀǾŜǊŀƎŜ ƻƛƭ ǇǊƛŎŜ ŀƴŘ ¸9 w¦.¦{5 ǊŀǘŜ ƛƴ нлму9

Macro Forecasts incorporated in Surgutneftegas model:

Sources: Company, VTB Capital Investment Management research  estimates, Bloomberg
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RUSSIAN BANKS START TO PAY DECENT DIVIDENDS

Sberbankôsdividend yield should reach the double-digit level in 2019, VTBôs ïin 2020 as banksô net incomes and 

DPRs rise

ÁNet income CAGRs 2020/2017 of Sberbank

and VTB are expected to amount to 13.9% 

and 17.2%, respectively.

ÁDividend CAGRs 2020/2017 of Sberbank

and VTB are expected to amount to 26.8% 

and 19.6%, respectively, thus outpacing the 

net income CAGRs.

ÁSberbankôsdividend payout ratio is expected 

to rise from 36.2% (2017) to 50% (2019e) of 

the bankôs net income.

ÁThe dividend payout ratio on common shares 

of VTB is expected to rise from 37.2% (2017) 

to 40% (2020e) of the bankôs headline net 

income.

ÁDouble-digit dividend yields are expected to 

be achieved on both Sberbank and VTB 

shares. On the former this should happen in 

FY19 while on the latter this should happen 

in FY20.

Investment Outlook23.11.2018 Sources: Company, VTB Capital Investment Management research  estimates, Bloomberg
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MATERIALS: TRADE WAR BETWEEN US AND CHINA 
REMAIN IN THE SPOTLIGHT

The Chinese economy has slowed down 

considerably in 2018 because of the ongoing 

trade war with the US. Chinese fiscal and 

monetary tightening in 1H18 has likewise 

played a role in this slowdown. 

In response, the Peopleôs Bank of China and 

the Chinese Government announced a number 

of measures to stimulate economic growth. 

There are plans to reduce personal income tax 

in January 2019 ïwhich should increase the 

median income by 10% - and slash the value 

added tax for select goods. These fiscal 

measures are expected to boost GDP by 0.7-

0.9%.

There is hope that Donald Trump and Xi Jinping 

will come together to try to end the trade war by 

reaching a compromise with regard to trade 

tariffs at the upcoming G20 summit, which will 

be held in Argentina in late November. We are 

optimistic ahead of the G-20 summit and expect 

positive effects from fiscal and monetary 

measures in China, which should stabilize the 

demand for base metals in 2019. Russian base 

metals producers continue to benefit from the 

weak Ruble and strong prices, and look 

fundamentally more attractive to investors than 

their international peers.

Investment Outlook23.11.2018 Sources: Companies, VTB Capital Investment Management research  estimates, Bloomberg, NDRC, Goldman Sachs, Morgan Stanley, 

steel companies in the graph (Evraz, Severstal, NLMK, MMK in Russia and Baosteel, Hesteel, Ansteel in China)

Policy Description Implications 

Fiscal 

The decrease of VAT 

from 17% to 16%; as 

well as decrease in 

taxes for small business

Should increase companiesô margins and investments 

(metals demand too) in the economy as a whole.

Fiscal Lower income tax

Experts expect a 5-10%  increase in median individual 

income starting in 2019. VAT and  income tax revenue 

is around USD 200bn per year.

Fiscal
Increase infrastructure

investments

Should lead to higher demand for metals in the mid-

term. 

Mone

tary

Loosen macro-

prudential standards

Experts forecast that credit may grow by 24%. Shadow 

banking may resume in the mid-term. 

SSR
Expansion of area-

intensive SSR 

Geographical area covered by the SSR has been 

expanded (from 20% of GDP to 51% of GDP). 

SSR Winter cuts 

Winter cuts were extended from 4 to 6 months. Steel 

production should be cut by 30-50%, while aluminum 

and alumina production should be cut by 30%.  

Total return of steel companies in China 

and Russia YTD (in USD)
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In August 2018, Russian presidentôs economic advisor, Andrey 
Belousov raised an issue of low investments into export-
oriented commodity sectors, especially when it comes to 
metals producers. Discussions between companies in these 
sectors and government officials resulted in higher mid-term 
capex plans for the former.

Investors and analysts received confirmation of higher capex 
plans at capital market days held by Severstal and Evraz, 
which raised their 2019-2020 capex guidance since 2017 by 
140% and 70%, respectively. Other metals and fertilizers 
producers are likely to follow their lead and raise their capex 
guidance for the next three years. 

Additional capex programs will mainly focus on long-term 
projects, such as blast furnace renovations (which typically 
occur once every 7-10 years), optimization (especially when it 
comes to new environmental standards) and expansion of 
production capacity. Aside from renovation and optimization 
projects, companies will start investing into brand new plants 
and mines.

It is worth noting that higher capex at very low ïor moderately 
low ïdebt levels, which is the case in these sectors, enables 
companies to maintain their dividend payout ratios by 
increasing leverage. Severstal is planning to do just that: 
maintain its dividend payout ratio and update capex guidance. 
We believe that Norilsk Nickel, Alrosa, Polyus, Polymetal and 
PhosAgro are likewise, less likely to decrease dividends.

Source: Bloomberg, VTB Capital IM Research estimates, company reports 

CAPEX HIKE IN METALS AND & MINING MAY NOT IMPACT 
DIVIDENDS IN THE NEAR TERM 

ND/EBITDA FCF yield Dividend yield

2018 2018 2019 2018 2019

Alrosa 0.3 14.7% 16.0% 9.7% 16.1%

Norilsk 0.9 14.3% 5.0% 13.4% 13.4%

NLMK 0.4 10.1% 12.6% 10.1% 12.6%

Severstal 0.4 13.0% 8.7% 14.3% 13.3%

MMK -0.2 11.8% 13.7% 11.8% 13.7%

Phosagro 1.5 8.7% 9.3% 5.2% 7.2%

Evraz 1.0 17.9% 15.8% 15.7% 12.7%

Polyus 1.7 2.3% 6.9% 6.1% 6.9%

Polymetal 1.9 5.6% 13.9% 4.9% 8.8%
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NORILSK: DOUBLE-DIGIT DIVIDEND YIELD AND 
EXPOSURE TO THE ELECTRICAL VEHICLE BOOM

ÁHigh dividend yield. The companyôs DY may be as 

high as 13.3% for 2018. 

ÁLow Net Debt / EBITDA. We expect that the Net 

Debt/EBITDA ratio will be 1.0x at the end of 2018. 

Despite our expectations, higher CAPEX from 2019, 

Net Debt / EBITDA may reach the 2.0x level only by the 

end of 2021, which lowers dividend risks. 

ÁA play on the EV boom. Stricter environmental 

standards and the EV boom in China may lead to 

substantial growth in metals prices (nickel, copper, 

PGM and cobalt) in the longer term.

ÁLong-term growth prospects. We expect Norilsk 

Nickel to finalize the construction of the South Cluster 

and to launch the JV with Russian Platinum on the 5-7 

year horizon. The South Cluster project may increase 

its production after 2023 by 38k tons of nickel, 67k tons 

of copper and almost 1m oz of PGM at USD 2-3 bn. 

The 50/50 joint venture with Russian Platinum may add 

up to 3m oz of PGM, 50k tons of nickel and 70k tons of 

copper at USD 4-5 bn. 

Source: VTB Capital Investment Management research  estimates 

DY, FCF Yield, and ND/EBITDA for Norilsk Nickel
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OIL MARKET: VOLATILITY IS BACK

Á Oil prices (Brent) had reached 2014 highs, before the downward correction in October-November 2018. High oil prices resulted from a tight 
market driven by limited spare capacity. 

Á Uncertainties over the growth of demand in 2019, surging oil production in the US, Saudi Arabia and Russia, in addition to unexpected 
waivers for Iranian export by 8 countries, had stifled the positive momentum on oil markets in one month. 

Á The new global leader in liquids production: United States became the largest global producer of liquids. Crude oil production in the US rose 
from 5 mbd in 2007, hitting 11.3 mbd in October 2018. (vs. 9.4 mbd in 2017). New pipelines are to be launched in 2019-2020, which may unlock 
shale production growth potential going forward. 

Á Inventory build-up: The US Energy Information Administration (EIA) forecasts that total global liquid fuels inventories will remain flat  in 2018, 
compared to 2017, followed by an increase of 0.6 million bbl/d in 2019. To recap, 2017 saw the decline in global oil reserves ïfirst time since 2013. 

Á OPEC + will continue to be the dominant supplier on the world oil market. Russia, together with a few OPEC members, mainly Saudi Arabia, 
will try to play the role of óperpetualô managers. To recap, participants of the oil production cut agreement (OPEC+) represent more than half of the 
worldôs production (vs. 30% of the total supply contributed solely by OPEC members). Therefore, OPEC+ decision in December 2018 to implement 
big cuts of oil production may inspire optimism in oil market. 

Á Oil prices are still significantly above breakeven prices for major oil projects, that have been around USD 55-60/bbl vs. USD 57-90/bbl in 
2012. 

Á Long-term risk of oil-supply shortfall exists, given low investments in the sector overall (with exception of investments in shale projects). 
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OPEC+ AGREEMENT: WHERE DO WE GO FROM HERE?

The Declaration of Cooperation between OPEC and 10 non-OPEC oil producing companies have transformed the market 
within the last two years. Excess overhang in OECD commercial stocks have been eliminated. 

Á OECD commercial stocks are below the five-year average: OECD commercial stock levels have declined to 59.3 days, which is 2.7 days 
lower than in 2017 and 2.1 days lower than 5-year average.  

Á OPEC and non-OPEC Ministerial Meeting decided to return to the 100% conformity level of the production cut agreement since 23 June 
2018, in the wake of overachieving production cuts (conformity level of 147% in May 2018). The agreed-upon OPEC+ agreement cut is 1.8 million 
bbl/d.

Á OPEC is a rather fragmented cartel, where one group of countries (Saudi Arabia, the UAE, and Kuwait) has the capacity to substantially 
increase oil production, while another group (Venezuela, Iran) may have oil supply disruptions in 2H2018-2019 either because of economic 
difficulties or a looming embargo. 

Á Since the return to the 100% conformity level of production, growth of oil production by OPEC+ members outpaced lost export in Iran. 
Saudi Arabia added 700-k b/d since the start of 2018. Growth of oil production in Russia was ca. 400k b/d.  Kuwait and the UAE added 270k b/d, 
while Iranian exports fell by 525k b/d through October. 

Where do we go from here?

Á The risk of higher future supply volumes by non-OPEC countries surpassing global oil demand growth may lead OPEC+ members to 
cut oil production, following the recent test of market.

23.11.2018 Investment Outlook 55Sources: IEA(Short-term Outlook, November, 2018), VTB Capital Investment Management research  estimates
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NORTH AMERICAN SHALE REMAINS THE WILD CARD
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Á Oil production outlook: Liquids production in the US has been recovering, driven by higher oil prices. US crude oil production averaged 
11.3m barrels per day (bbl/d) in October 2018 vs. the 2017 average of 9.4m bbl/d. The EIA forecast of the average daily crude oil production 
for 2019 is 12.1m bbl/d. 

Á Reserves: US shale oil reserves have increased to Iranôs level within the last two years (Iranôs confirmed crude oil reserves are 157.2bn bbl, 
according to OPEC). 

Á Breakeven price: 2018 breakeven shale oil price reached the level of USD 47.5/bbl, which can be lowered by additional USD 3.5/bbl due to 
moving to longer-laterals and higher completion intensity. Shale projects have been under inflationary pressure since 2016, as the segment 
is unconsolidated and not as efficient as the oil & gas industry as a whole. 

Á Beginning of consolidation: Participation of majors in the shale sector began and may bring forth economies of scale and improve capital 
and budgeting discipline. Oil majorsô lower dependence on external financing may make the shale oil sector less exposed to market 
conditions. By 2021, output of majors may exceed 1.1 million barrels a day from shale oil production, or about 20% of the areaôs total shale-
related output.

Á The lack of infrastructure may be ameliorated in mid-term, as crude oil pipelines will be launched starting the end of 2018 with majority 
of pipelines to come online in 2019. However the overall growth of production has exceeded existing capacities in roads, sand, electricity
and even workers.

Á Meanwhile, US shale production may grow at a more moderate rate, than the market expects, given the lack of necessary infrastructure, 
resource depletion, and exploration and production (E&P) companiesô target amendments ïcapital discipline over growth.
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RUSSIAôS CREDIT IMPULSE IS TURNING POSITIVE

The banking systemôs credit 

portfolio growth rate is turning 

positive.

Loans to individuals are 

strong, as much as 20% YoY, 

due to robust mortgage 

demand.

The growth rate of loans in 

the corporate segment is 

roughly half of the growth rate 

in the retail segment. 

Nevertheless, it is on the 

recovery path, given lower 

interest rates in the economy. 

Non-performing loans have 

peaked in late 2016 (now 

gradually declining) and may 

move back to pre-crisis levels 

in the long run.

The resumption of loan 

growth is one of the factors of 

economic recovery in the 

medium term.
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ÁOur core approach for determining the fair value of the Ruble is based on USDRUB exchange rate sensitivity to crude oil 

prices. 

ÁThe Ruble has depreciated to 65-68 range, because of the recent surge in geopolitical risk. We see a 15% discount tied to 

this risk at the current level of oil prices. According to our calculations, the Ruble may appreciate to RUB 60/USD by 2019 

(eop). 

ESTIMATING RUBLE FAIR VALUE

Investment Outlook
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RUSSIAN FIXED INCOME MARKET SNAPSHOT
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As at the end of 9M18, the 
size of the Russian fixed 
income market is ca. USD 
454bn. 

The worsening of the 
global risk appetite has led 
to the lower supply of 
Ruble-denominated 
corporate and government 
bonds. 

As at the end of 9M18, the 
size of the Ruble bond 
market has not changed in 
Ruble terms, but 
decreased by 10%, 
because of the weakening 
Ruble. 

The Russian hard-currency 
bond market ïwhere the 
redeemed older issues had 
not been offset by new 
issues ïhas likewise 
shrunk by 12% during 
9M18.  

Investment Outlook Sources: Cbonds, Moscow Exchange, VTB Capital, Bloomberg, VTB Capital Investment Management research  

estimates
23.11.2018
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RUBLE BOND MARKET SNAPSHOT
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The Russian Ruble bond 

market:

ÁHas RUB 19.97tr of total 

outstanding debt.

ÁHas the average 

investment credit rating of 

BBB-.

ÁRepresented mostly by 

banks and financials, 

utilities and transportation 

in the corporate segment.

ÁHas a liquid sovereign 

segment (OFZ).

Á Is dominated by domestic 

investors (banks, financial 

institutions and pension 

funds).

Investment Outlook Sources: Cbonds, Moscow Exchange, VTB Capital, Bloomberg, VTB Capital Investment Management research  
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NON-RESIDENTôS HOLDINGS IN OFZ STILL UNDER 
PRESSURE
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During 2018, the share of 
non-residents on the OFZ 
market fell from the peak 
of 35% to 25.8%, against 
the backdrop of 
unfavorable external 
factors.

Based on this data, the 
estimated nominal volume 
of OFZs owned by non-
residents decreased from 
approximately RUB 2.35tr 
to RUB 1.85tr during 2018.

According to the CBR, the 
majority of sales by non-
residents fell on bonds 
with the duration of 5-8 
years.

The folding of the carry-
trade can continue, as the 
US Fed raises interest 
rates. At the same time, 
the CBR has been 
tightening its monetary 
policy, which could reduce 
capital outflows from the 
OFZ market.

Investment Outlook Sources: Finance Ministry, CBR, Cbonds, Moscow Exchange, VTB Capital, Bloomberg, VTB Capital Investment Management 
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EUROBOND MARKET SNAPSHOT
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The Russian Eurobond 

market:

ÁUSD 151bn of total 

outstanding debt.

ÁThe corporate segment is 

mostly represented by the 

financial, oil & gas and 

metals & mining sectors.

ÁThe average credit rating is 

BBB-.

ÁSignificant participation of 

non-resident investors.

ÁMostly USD issues.

Investment Outlook Sources: Cbonds, Moscow Exchange, VTB Capital, Bloomberg, VTB Capital Investment Management research  

estimates
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SHARE OF NON-RESIDENT HOLDERS OF RUSSIAN 
SOVEREIGN EUROBONDS
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The CBR stated that the 

share of non-residents in 

Russian Sovereign 

Eurobonds increased from 

38% to 46% during 2018.

Based on this data, the 

estimated nominal volume of 

Russian Sovereign 

Eurobonds held by non-

residents increased from ca. 

USD 15.1bn to USD 16.4bn 

during 9M18.

The Russian Sovereign 

Eurobond market has shrunk 

from USD 39.2bn to USD 

35.4bn because of the 

Russian Finance Ministry 

completed the redemption of 

USD 3.6bn Eurobonds, with 

the maturity in July 2018.

Sources: CBR


