I am on vacation this week but will have email and mobile contacts, albeit possibly with some delayed response. 

Rising Oil Risk Premium & WTO Prospects
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Asia’s markets have started the week by extending Friday’s gains on Wall Street. Commodity prices are also trading better as investors interpret events in Europe positively. One month Brent is above $110 p/bbl and copper is 3.2% higher. Gold last traded at $1645,9 p/oz and the euro is also up against the dollar at $1.389. All of which bodes very well for a positive start to the week’s trade on Moscow’s bourses and for strengthening of the ruble relative to the dollar.

There are currently three important events that, depending on how they play out, will have an important impact on how Russian equities and the ruble trade over the remainder of 2011. All three are external to Russia. These are a) the policy response in Europe and the US to the euro zone debt threat and the risk of a slowing in the US economy, b) Russia’s WTO entry process and, c) events in North Africa and the Mid East.

EU debt plan is most important market issue. The more immediate issue is this week’s talks in Europe to agree the terms of the debt bailout fund. Markets closed better on Friday because of a boost to optimism that a deal will be reached during this week. If that hope is realized then there is a very good chance that the October market rally can extend a lot further. Especially if the US Fed also adds an additional growth stimulus, or market stabilizer, or clearly states its intention to do so if required in the future, at its meeting on Tuesday and Wednesday next week. That said, few investors actually believe that the measures currently proposed by the EU leaders represent a long-term solution and that another crisis is more likely to occur in the 1st half of 2012. But, as demonstrated in early October, that concern should not prevent an extended global rally over the short-term if the newsflow justifies it.

ETF flows may again pick up and drive big blue chips. If global markets do rally further then investor flows into emerging market funds, and into Russia funds via ETFs in particular, should again turn positive. Last week the EM fund flow data showed that GEM portfolio managers have started to allocate more money to Russia exposure and that is usually a leading indicator of what to expect from the country dedicated fund flows. In the 1st Qtr, Russia funds attracted $3.4 bln of new money, which boosted the RTS by 17% compared to a gain of 3% for the MSCI EM Index in the same period. The other BRIC countries all reported net outflow in that period. Of that $3.4 bln, almost 70% was invested via ETF funds and they concentrate only on the most liquid names. Gazprom. LUKoil and Rosneft were three of the top four performers in this period for that reason and because ETF investors were using Russia as an oil proxy. 

Note: See the table of Q1 performances at the end of this note. These are many of the names that would again gain from a step up in ETF flows into Russia.

WTO entry boosted with EU deal. Over the weekend the EU Trade Commissioner confirmed that Russia and the EU had finally struck a deal on the outstanding issues holding up EU approval for Russia entry into the WTO. The announcement raises the prospects for Russia joining the organisation at the mid December WTO Council meeting. The final, and still outstanding, hurdle is agreement with Georgia. Both sides are scheduled to meet again this week. The assumption has always been that should the US and EU want Russia entry to proceed then Georgia will be “persuaded” to also sign off with some face-saving concession by both sides. Probably the removal of important restrictions against Georgian wine and water – both previously very popular in Russia – while Georgia would moderate its insistence on border monitoring. WTO entry is a net positive for the Russia market as, apart from the benefits and conditions of membership, it shows that Moscow is now more focused on improving its investment credentials and the perception of business risk amongst foreign investors. 

Oil held up well because of supply risk. A significant reason for the large ETF inflows in Q1 was because of the rising oil price in that period. If Brent crude stays above the $100 p/bbl then, assuming the global optimism from a EU debt fund deal, that will provide the favourable backdrop to sustain new ETF inflows. The price of Brent held up relatively well in September despite weakness across other commodities and ended Friday close to the $110 p/bbl level. Although a slide into recession in the US/EU and a much lower pace of growth in China would undermine price support, the current global economic concerns are balanced with a steadily rising oil supply risk premium because of the still dangerous politics in North Africa and the Mid East. 

Libya oil return is uncertain. Despite the death of former ruler Qaddafi, it is by no means certain that the various opposition groups will be able to agree on a unified government. Now that the former dictator is dead, the common purpose is gone and at least four different regional groups will need to agree on the way forward. Without that the country will not be able to restore oil production much beyond 500-600,000 bbl/d. 

Saudi Arabia instability is the long-term threat. Analysts are already focusing on Algeria, i.e. the last remaining authoritarian regime in the region, as the next potential target for internal instability. Algeria produced 1.3 million barrels last month. Egypt is still an issue and the risk remains high of more negative headlines in the run up to the Egyptian election at end November. Beyond that, the expected prominent role of the Muslim Brotherhood in the country post-election changes the stability dynamic in the region. The death of Saudi Arabia’s Crown Prince again highlights the issue of succession in the Kingdom and the major risk of vested interest groups – internal and foreign – using this as an opportunity to create instability. A number of recent events give credibility to those fears.

All good for Russia. The bottom line is that without cause for a major drop in important demand from China and India, the expected newsflow and in events in North Africa and the Middle East over the winter should keep the supply risk premium higher than it usually is. That is an agreeable prospect for fund and ETF investors looking at Russia as both an oil proxy and a beneficiary of higher oil revenues. 

This Week: The ticking clock is deafening 

EU talks will again dominate. The main backdrop to all markets again this week will be the efforts by EU leaders to agree the structure for a debt rescue deal. The deadline is set for Wednesday but, as has been seen several times already, that is a movable target and may be extended if more time is required. Still, there is pressure to everything wrapped up by the G20 summit in France on November 3rd and 4th. 

US 3rd Qtr GDP update on Thursday. Meantime, this is a busy week for macro indicators covering the US economy and there are plenty of big name corporations still to release 3rd Qtr reports that may impact on investor sentiment. The first of the macro reports will come today with the Chicago Fed’s national activity index. On Tuesday the Conference Board will update its consumer confidence survey and that is always closely watched by investors as a lead indicator for spending. US September durable goods orders and new home sales data will be released on Wednesday. The big number for the week will come on Thursday. That is the advance reading of 3rd Qtr US GDP growth. The consensus is for growth of 2.5%, up from +1.3% in the 2nd Qtr. The monthly report covering personal spending and incomes will be released Friday. 

Preparing for an even busier week after. By the time we get to Friday, investors will already be very focused on the major events scheduled for the following week. All countries will release manufacturing data, with the China number likely to have the greatest impact, and US monthly payroll data will be released on Friday. The Fed’s FOMC meeting will be on Tuesday and Wednesday and the G20 summit will start on Thursday.

Russian IT company reports. In Russia this will be a quieter week for economic updates with only the weekly inflation and Foreign Exchange value reports of significance. Amongst the companies expected to issue financial and trade updates for the 3rd Qtr will be Mail.ru (Tuesday) and Yandex (Thursday).

Last Week: Lots of noise but little headway

Late bounce in S&P saved the week. There was a great deal of trashing about in global markets last week as investors reacted to a steady stream of macro and corporate news while waiting for the main event, the euro zone debt talks, to reach a conclusion. There was more evident optimism as markets closed on Friday than was evident earlier in the week and that led to modest net gains for the five days in most bourses. US markets trading strongly on Friday with the S&P 500 adding 1.9% for the session and that allowed the index to finish the week with a gain of 1.1%. Although a small gain, last week’s rise gave the S&P 500 its longest run of weekly gains since February. The US market gains helped the MSCI World Index to finish the week with a net rise of 0.7% and to cut its year to date loss to 6.7%. Europe’s markets (Stoxx 600) showed an even smaller net gain of 0.2% for the five days, also because of a better Friday. Asia’s markets had closed before the burst of euro debt optimism pushed western markets higher so that the MSCI Asia-Pacific Index closed down 0.7% and is off 16% year to date.

Emerging markets. Emerging markets lagged the even modest developed markets rise mainly because Asia’s markets closed before the S&P rally and because the asset class was more affected by the slightly lower growth numbers in China. On Tuesday, China announced 3rd Qtr GDP growth of 9.1% and that was the slowest pace for two years. The Shanghai Composite Index fell 4.7% for the week. The China performance contributed to a loss of 1.2% for the MSCI Emerging Markets Index and that extended its year to date loss to 20%. The Bovespa added 0.4% for the week (-20% YTD) and India’s Sensex lost 1.5% (-18% YTD).

Moscow bourses. Russia’s bourses exhibited the usual higher-beta characteristic in the face of global equity and currency market volatility. Nevertheless the market indices fared better than their EM peers and more in line with developed markets. The RTS closed 0.8% better and is 17.5% down in 2011. MICEX was a little better, finishing with a net gain of 1.1% and is 14.3% lower YTD. The IOB GDR index added 0.6% and is 16.2% down since January 1. There was no distinguishing theme to the stock performances (see table of best and worst ADR/GDRs last week at the end of this note) other than low volume price squeezing of stocks that have been poor performers in recent months. LSR Group was typical with a five-day gain of 20% reducing the year to date loss to 55%. Integra gain propped the table with a loss of 16% while several steel names also feature in the lower list.

Sugar glut. Sugar was the worst performing soft commodity, losing over 5% for the week as trader sentiment turns the most bearish in over three months because of concerns about a significant global supply glut that may persist for at least 12 months. Wheat and corn rose by just under 2% each. 

	ADR/GDR Leaders & Laggards Last Week*
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	        %

	
	
	
	

	LSR Group
	$4.20
	19.9%
	-54.5%

	Magnit 
	$21.76
	12.7%
	-25.7%

	Novorossiisk Seaport
	$8.11
	10.5%
	-18.9%

	X5 Retail Group
	$24.60
	10.5%
	-46.8%

	GazpromNeft
	$20.60
	10.2%
	-1.0%

	Etalon Group**
	$4.60
	9.8%
	-34.3%

	Yandex**
	$26.43
	9.4%
	5.7%

	TMK G
	$12.00
	8.6%
	-41.9%

	Mail.Ru
	$33.63
	7.8%
	-6.6%

	Petropavlovsk
	$717.50
	5.4%
	-37.3%

	Vimpelcom
	$10.70
	5.3%
	-28.9%

	Nomos Bank**
	$10.50
	5.0%
	-40.0%

	Polymetal
	$16.18
	3.7%
	-11.6%

	Tatneft 
	$27.87
	3.4%
	-15.8%

	AFI Development
	$0.50
	3.3%
	-56.1%

	
	
	
	

	RTS
	1,460.5
	0.8%
	-17.5%

	MICEX
	1,447.0
	1.1%
	-14.3%

	IOB GDR Index
	827.5
	0.6%
	-16.2%

	MSCI EM Index
	920.1
	-1.2%
	-6.0%

	MSCI World Index
	1,194.3
	0.7%
	-6.7%

	S&P 500
	1,238.3
	1.1%
	-1.5%

	Copper, $ p/lb
	$322.30
	-5.4%
	-27.5%

	Brent, Fwd, $ p/bbl
	$109.56
	-2.4%
	15.6%

	Rub/US$
	$31.29
	-1.0%
	-2.5%

	US$/Eur
	$43.11
	-0.9%
	-6.4%

	
	
	
	

	MTS
	$14.11
	-1.8%
	-32.4%

	Evraz
	$18.40
	-1.9%
	-48.7%

	Global Ports**
	$14.50
	-2.0%
	-3.3%

	Sistema
	$17.04
	-2.1%
	-31.6%

	Norilsk Nickel 
	$21.00
	-2.4%
	-11.3%

	Severstal 
	$12.46
	-2.5%
	-26.1%

	Surgutneftegaz 
	$7.95
	-3.6%
	-25.0%

	Eurasia Drilling
	$21.70
	-3.8%
	-33.2%

	CTC Media
	$11.34
	-4.0%
	-51.6%

	Rus Hydro 
	$3.52
	-4.2%
	-35.5%

	Novolipetsk 
	$25.22
	-5.2%
	-47.1%

	RusAl (HK$)
	$6.68
	-5.4%
	-44.0%

	Hydraulic Machines**
	$4.40
	-6.4%
	-45.5%

	IRC (HK$)
	$1.09
	-8.4%
	-23.2%

	Integra
	$1.61
	-15.5%
	-54.8%

	
	
	
	

	Source: Bloomberg
	
	
	

	
	
	
	

	* as at close October 21st
	
	

	** YTD is from IPO listing price
	
	


	ADR/GDR – Leaders & Laggards 1st Qtr 2011

	
	

	
	Performance, 1st Qtr '11*

	
	

	
	

	Tatneft 
	37.1%

	Gazprom 
	31.8%

	Rosneft 
	30.0%

	LUKoil 
	28.5%

	GazpromNeft
	26.6%

	Sistema
	21.1%

	Chelyabinsk Zinc
	19.9%

	Severstal 
	18.7%

	Novatek
	17.2%

	Uralkali
	15.8%

	Norilsk Nickel 
	15.3%

	Sberbank**
	12.4%

	RusAl (HK$)
	12.2%

	Evraz
	11.8%

	GlobalTrans
	11.8%

	PIK Group
	11.1%

	Cherkizovo Group
	11.0%

	Transcontainer
	10.5%

	
	

	RTS
	17.3%

	MICEX
	9.2%

	IOB GDR Index
	19.2%

	MSCI EM Index
	2.9%

	S&P 500
	5.9%

	
	

	MTS
	3.2%

	CTC Media
	2.3%

	WBD
	2.2%

	TMK 
	2.1%

	Novorossiisk Seaport
	0.3%

	Hydraulic Machines
	-1.0%

	Integra
	-3.1%

	Vimpelcom
	-3.3%

	Pharmstandard 
	-3.5%

	Polyus 
	-3.6%

	Rus Hydro 
	-4.9%

	Novolipetsk
	-6.9%

	O'Key Group
	-7.0%

	X5 Retail Group
	-8.5%

	Highland Gold
	-11.0%

	Petropavlovsk
	-15.5%

	Mail.Ru
	-18.5%

	
	

	Source: Bloomberg
	

	
	

	* Jan 1st to March 31st 
	

	** Sberbank performance based on RTS listing 


