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Russia Screams Value, But Is It A Trap? 

Out of 32 countries, Russia is ranked 1st in valuation.  Valuation metrics include, but are not limited to the following: 

• 5 Year P/E is 6.1x, ranked #1 
• Earnings Yield is 19.3%, ranked #1 
• 12 month forward P/E is 4.24, ranked #1 
• 12 month trailing P/E is 5.18, ranked #1 
• Price to Cash Earnings Ratio is 3.42, ranked #1 
• Price to Book Ratio is 0.75, ranked #1 
• Trailing ROE/Forward P/E is 3.42, ranked #1    

Out of 32 countries, Russia is ranked 15th in fundamentals.  Fundamental metrics include, but are not limited to the 
following: 

• Long-Term Earnings Growth is -4.24%, ranked #32 
• Short-Term Earnings Growth -3.95%, ranked #32  
• Short Term Earnings Growth/P/E Ratio is -0.76, ranked #32 

Growth is the primary concern for investors in Russia.  Based on consensus estimates, real GDP growth is expected to be 
1.5% in 2013 and 2.5% in 2014, helped by the Sochi Olympics, infrastructure spending, and the base effect from weak 
investment in 2013.  2010, 2011, and 2012 Real GDP growth was 4.5%, 4.3%, and 3.4%, respectively. 

• Economic Growth: Recent real sector indicators have posted a slight improvement as GDP growth crossed into 
positive territory in seasonally adjusted terms, 0.5% q/q in Q3.  However, overall performance remains weak, 
with the economy expanding only 1.3% y/y in Q1-Q3.  Investment lagged the most, struggling to break out of 
an 18 month downtrend driven by weakness in commodities. Industrial output has been roughly flat, and the 
growth outlook remains weak in the medium term.  

• Manufacturing: Russia was the only European country where PMI surprised on the downside in November, 
falling back 2.4 points to 49.4.  The reading is now the lowest in the region, by far, and the only reading below 
50 (contracting).  With weak Industrial Production prints in recent months, the near-term recovery of Russia’s 
manufacturing sector and growth as a whole is in question. 

• Consumption: Consumer demand deceleration could continue as recent high wage growth normalizes from its 
rapid ascent, particularly in the public sector. Moderating consumer lending would likely pull consumption 
down, as would an expected uptick in unemployment. Higher unemployment may be driven by the 
government’s intent to liberalize the labor market by easing restrictions on companies to release unneeded 
workers. At the same time, the government is expected to provide subsidized loans to small businesses, 
subsidized housing and retraining for workers, and improved social infrastructure to boost traditionally low 
labor mobility. 

• Demographics: The Russian death rate far exceeded its birth rate (2.2 million to 1.5 million) in 2011, and much 
of Russia's population is over the age of 50.  These conditions tend to coincide with credit contraction and a 
declining economy. Importantly, these demographic headwinds have been partially overcome by Russia's 
immigrant population.  Russia currently has the second highest immigrant population in the world, and the 
inflow of immigrants into Russia has been largely responsible for stabilizing Russia’s demographics. 

• Commodities: Russia is the world's second largest oil producer, next to Saudi Arabia, at just over 10 million 
barrels per day. Russia is also one of the world's largest producers of natural gas, in line with the United States. 
Russia is the world's leading producer of nickel at 280,000 tons. Other commodities produced significantly in 
Russia include wheat, timber, platinum, palladium, and coal.  The multi-year down trend in commodity prices 
(since April 2011) is a fundamental obstacle for stronger economic growth and corporate earnings in Russia. 
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A second concern is that above-target inflation and a low output gap provide limited space for monetary policy 
support.  Current 5y5y yields are about 8.8%, versus 5y spot yields of about 7.3%.  Higher rates 5 years from 
now makes little sense unless long-term creditworthiness or inflation fundamentals are worsening, which is not 
our view.   

• Creditworthiness: Russia's government was forced into a policy of fiscal responsibility after its 1998 default.  As 
a result, Russia has one of the most responsible budget policies of any sovereign government, with a Debt to 
GDP ratio under 10%.  Russia also has a positive balance of trade which has allowed the Bank of Russia to 
accumulate enormous foreign currency reserves.  Russia's foreign currency reserves are fourth only to China, 
Japan, and Saudi Arabia.   

• Inflation: Consumer inflation spiked unexpectedly in Q4 (to 6.5% y/y in November), putting the 6.0% year-end 
target out of reach.  The main factor was food CPI, which accelerated to 7.4% y/y in November from 6.3% in 
September.  Subdued money supply growth (15% y/y M2 growth in the past 12 months, versus 20% a year 
earlier) should help the Central Bank of Russia guide inflation lower.   

• Currency: The Central Bank of Russia is committed to full inflation targeting by the end of 2014.  An integral 
part of this transition will be the full exit from FX management, likely leading to a temporary pick-up in RUB 
volatility and possible weakening in Q2-Q3.  Overall, consensus forecasts project the RUB to weaken about 3% 
by the end of 2014.  However, the Sochi Olympics are expected to produce a spike in tourism in Q1, which 
would amplify Russia’s usual Current Account strength at the beginning of the year.  This is expected to 
produce near term appreciation of the RUB in Q1 2014 of about 3-4% versus the USD.   

Since the Federal Reserve suggested tapering its bond purchases, many emerging markets currencies and equity indices 
have suffered.  From May 1st through December 10th, the Russian Ruble is down 4.4%, while the South African Rand is 
down 13.1%, the Indonesian Rupiah is down 18.9%, the Turkish Lira is down 12.2%, the Indian Rupee is down 12.2% 
and the Brazilian Real is down 14.3%.  As for equities, in US Dollar terms the MSCI Emerging Markets Index lost 0.51% 
percent from May 1st through December 10th.  Over the same time frame, the MSCI Russia Index earned 6.03% percent.   

Russia may struggle to realize the upside of its inherent value until global growth and commodity demand normalize.  
Watch for fundamentals, momentum, and risk metrics to confirm that Russia’s valuations and earnings multiples are 
ready to expand.  Still, for medium to long-term investors Russia could represent a relatively low risk opportunity for 
exposure to one of the primary drivers of positive equity performance, Value.     
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