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Russia’s annexation of Crimea has alarmed investors, who are fearful President Vladimir 
Putin’s actions could have major geopolitical, economic and financial repercussions. In 
this commentary, Pictet Asset Management’s senior Russian equity investment manager 
Hugo Bain discusses findings from his recent field visit to Russia, a trip he made just days 
before the Russian Federation’s formal absorption of the peninsula. 

Russia’s response to the threat of sanctions 

In analysing Russia’s attitude to the threat of sanctions from the west, it is 
important to recognise that there are competing interest groups within the 
country’s ruling elite. There are those hardliners in Putin’s government that 
have traditionally been very suspicious of Russia’s relationship with the west; 
this group has always wanted a more closed economy so, for them, sanctions 
– even harsh ones that would have a major economic impact – would not be 
troublesome. Indeed, the political analysts we spoke to said hardliners would 
welcome sanctions: their imposition would make the west a convenient scapegoat 
for Russia’s economic woes.

However, there is another influential group that believes Russia’s economic 
future can only be safeguarded by its deeper integration into the global economy. 
In our conversations with policymakers who subscribe to this view, sanctions 
would represent a serious economic threat that should be avoided at all costs. 
While punitive measures against individuals would be manageable, the extension 
of penalties to Russian financial institutions would be far more problematic. 
We were told that Russian authorities are already planning for this worst-case 
scenario by drawing up a list of companies most vulnerable to sanctions. We 
assume this is similar to the strategic list the government drew up during the 
financial crisis of 2008. 

Nevertheless, no-one we spoke to believed Russia’s annexation of Crimea 
would in itself provide the trigger for draconian sanctions. While the US has 
been pushing harder for economic penalties – US regulators are understood to 
be going to great lengths to gauge US institutions’ exposure to Russia, possibly 
to stress test the effect of sanctions – the impression we have is that Europe’s 
dependence on Russian energy supplies continues to discourage the west from 
taking drastic action. (Certainly, the response we have seen so far from the US 
and Europe should not trouble Putin in the slightest). The situation may change 
if Russia pushes further into Ukraine, but this scenario looks unlikely for now. 

Russia sees future in the east

But whatever happens, it is clear that Russia will continue to insure itself against a 
potential deterioration in its trading relationship with the west. While Europe has 
done little to wean itself off Russian oil and gas, Russia is preparing for a future 
in which it is less dependent on the west for energy revenues and investment. 

Corporate Russia is most definitely looking east. Many of the companies we spoke 
to would look to secure financing from Asia instead of Europe. We also heard that 
the country’s major energy providers are looking to close ever larger distribution 
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deals with China – our sources told us that oil group Rosneft had received 
prepayments totalling USD70 billion from new oil supply deals agreed last year. 
We also learned that Gazprom is in talks to finalise a major gas distribution deal 
that could see it supply as much as 70 billion cubic metres of gas to China per year. 
To put that into context, its gas exports to the EU and Turkey last year totalled 162 
billion cubic metres. Viewed through this lens, China’s refusal to criticise Russia’s 
annexation of Crimea should come as no surprise. 

Capital controls targeting portfolio flows unlikely; authorities ready 
to support domestic stock market

Officials were clear that capital controls are not being considered as a means of 
containing any financial and economic damage inflicted on Russia. And even if 
such measures were to materialise, we were told they would probably be limited 
in scope and would not extend to investment flows. Russia has what is probably 
the most open capital account in emerging markets and it was made clear to us 
that it is not about to reverse the reforms that got it to this point. Certainly, history 
suggests Russia sees little value in intrusive capital controls. The measures it 
used in the years following its economic slump in 1998 were restricted to Russian 
citizens and corporations. Investors in bonds, stocks and loans have never been 
in the crosshairs of capital controls and there is no reason to expect a change in 
that approach now. Russia may have harmed its reputation among international 
investors, but our impression is that its position within the global financial system 
is unlikely to suffer materially over the long run. For instance, Russian equities 
are due to begin settling on the Euroclear system by July this year, and we saw 
nothing to suggest this will be derailed. What is more, equity index providers are 
considering requests from international investors to broaden the range of Russian 
stocks included in mainstream benchmarks. 

In another development, government buying of domestic stocks appears to be 
very much on the agenda. There is a precedent for this – authorities buttressed 
the equity market after the collapse of Lehman Brothers in 2008, buying as much 
as USD6 billion in Russian equities. And we understand that purchases would 
focus on large caps. 

Russian corporations generally upbeat on prospects, but not banks

Many of the companies we have met are positive about their operating 
environment. The weakening of the rouble was seen as especially beneficial as it 
should boost exports. Russian banks face a tougher business climate, however. 
They remain a potential target for economic sanctions and may face having to 
replace their international loans with domestic ones should European banks 
retrench from the country. 

RUSSIA FACTS
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Foreign exchange reserves  
USD457 billion, 23% of GDP
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Portfolio positioning – emerging market bonds, emerging market 
equity, developed market equity

Sovereign emerging market debt 

Russian debt and the rouble have fallen to levels that sit at odds with the country’s credit 
profile and economic standing. Russia’s US dollar denominated bonds, for instance, trade 
at a yield spread to US Treasuries that is some 130 basis points wider than the average for 
investment-grade emerging market sovereign debt. Under normal circumstances, we 
would consider these valuations to be attractive. But these are hardly normal 
circumstances. Russia’s annexation of Crimea has prompted many bond investors to flee 
the country and we remain concerned at the prospect of further economic sanctions 
against the Putin regime. We consequently remain neutral Russia – mindful of the risks 
but acknowledging the fact that an easing of geopolitical tensions could give rise to a 
strong rebound. 

More generally, the Russian crisis has led us to retain our guarded stance in our emerging 
debt portfolios. We continue to focus investments in the most liquid areas of the market. 

Emerging market corporate debt 

Russian corporate bonds have undoubtedly suffered, and it could be argued that current 
valuations are attractive given the credit profile of the country’s corporate sector and its 
macroeconomic position. As there is a risk of further sanctions against Putin’s regime, 
we continue to maintain exposure to Russian companies we believe are strategically 
important to the Russian state. This has been our stance for quite some time. We will, 
however, continue to pay close attention to our holdings as the situation unfolds. 
Interestingly, while Russian credit spreads have widened, other regions have seen 
limited spill-over effects.

Emerging market equity

Across our emerging market stock portfolios we have scaled back our investments in 
Russian equities chiefly by reducing exposure to areas we consider particularly 
vulnerable, such as domestic banks, which could be penalised more if sanctions were to 
escalate. Some of these proceeds have been recycled into stocks in the energy sector. The 
rouble depreciation makes companies in this sector more competitive. Following these 
transactions, our portfolios continue to have a higher-than-index exposure to Russia.

Developed market stocks 

The on-the-ground insights we have from our Russia experts have reinforced our 
investment convictions. We cut our exposure to Europe some six months ago and will 
retain this underweight stance. Europe’s worsening relationship with its largest energy 
provider continues to highlight the region’s competitive weakness relative to its major 
global peers. We have also reduced exposure to companies that derive a significant 
amount of revenue from Russia as insurance against a potential slowdown in the Russian 
economy. Against this backdrop, US stocks remain attractive – not only are US corporate 
earnings prospects clearer, but events in Russia also suggest investors should place a 
higher premium on the US’s rapid progress towards energy self-sufficiency. 


