
OIL AND RUSSIA

Oil and Russia Update

investments.miraeasset.us

MAY 2020

By Malcolm Dorson, Senior Portfolio Manager

On Oil

The drop: In March, OPEC proposed extending production cuts in an attempt to balance the 
market due to demand concerns associated with the fallout from Covid-19. Russia declined 
the proposal, which led Saudi Arabia to respond by increasing production and discounting its 
prices. The recent decline in oil prices is not sustainable for Saudi Arabia, as the Kingdom has 
not yet diversified its economy’s revenue streams to the point of oil independence. Saudi Ara-
bia’s budget breakeven stands at roughly US$84 a barrel vs. US$48 a barrel for Russia. 
Saudi Arabia also has a fiscal deficit close to 7% of GDP. If oil prices stabilized at US$20 a 
barrel, that deficit could more than double to 15% of GDP. From Russia’s perspective, the 
move will put pressure on the ruble, which could hurt consumer confidence, increase inflation, 
and lead to interest rate hikes. With that said, we believe it is in the best interest of both Saudi 
Arabia and Russia to agree on supply side reductions. 

The resolution and outlook: On April 12th, OPEC+ countries finally reached an agreement 
on a 10 million barrel per day production cut in May-June and continued cuts through 2022. 
This is a step in the right direction, but does not make up for the roughly 35 million barrel a day 
supply glut coming from a lack of global demand. In addition, we question whether the multi-
year agreement is sustainable since it depends on a shaky coalition that includes the US, 
Russia, Iran, Saudi Arabia, Mexico, and others remaining on the same page. Demand declines 
have also continued to outpace said supply cuts, and we believe this dynamic is likely to 
remain for the short term. Analysts are speaking about hitting storage caps by May. We believe 
oil prices will likely remain weak in the near term, but may begin to rise in the second half of the 
year as production cuts, smaller producers falling offline, and the slowing spread of Covid-19 
(which will allow people to drive, fly, and produce again) could coincide in the same period.

SEE IMPORTANT INFORMATION ON BACK PAGE
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Relationship Between the Ruble and Oil Prices
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Commodity prices show a strong 

negative relationship with the US dollar 

as a weaker dollar generally means 

a strong global, and EM, economy 

and improving demand dynamics.

On Emerging Markets

When speaking about emerging markets (EM) as an asset class, there is a counterintuitive 
positive correlation between EM equities and oil prices. The relationship is surprising consid-
ering oil importers make up a larger percentage of the EM index than oil exporters. That said, 
this relationship is more about the US dollar than oil. EM countries and the companies within 
them have historically taken advantage of US capital markets to fund their dynamic growth 
opportunities, so when the US dollar strengthens, it can add pressure to their balance sheets 
and earnings expectations. Tying this to oil, commodity prices also show a strong negative 
relationship with the US dollar as a weaker dollar generally means a strong global, and EM, 
economy and improving demand dynamics. 

On Russia

Though oil prices, the ruble, and Russian equities have traditionally traded in-line with each 
other, recent history shows these relationships changing. We saw a strong correlation between 
the ruble, oil, and Russian equities during the oil collapse of 2014-2015 and the recovery into 
2017, but the correlation broke in 2018-2019 due to the implementation of Russia’s budget 
rule, which seeks to reduce the country’s dependence on oil. This is a fiscal rule where the 
government stabilizes the currency by selling the ruble when oil prices rise and purchasing the 
ruble when oil prices fall. Despite the budget rule and intervention from the Central Bank of 
Russia, the large market swings have caused the correlation to reemerge and Russian equities 
are now, once again, seen as a play on oil prices.
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There are two important points to make on the positive side. 
n  Though the ruble-oil correlation is back, it is flatter than in previous periods. This means that 

the budget rule is working to some extent, despite the dramatic moves in oil prices. The ruble 
is also showing a bit more resilience because Russians are not buying any imports (so there 
is no need to sell the ruble and buy the US dollar) and they are in a tax period where Russian 
corporates are selling US dollars and buying rubles to pay local taxes. 

n  In regard to Russian equities and oil prices, the relationship has a similar slope relative to past 
periods, but the equity market has rerated up. This reflects the best-in-class fundamentals 
of Russian corporates and the economy’s relatively strong economic backdrop (single digit 
unemployment, low inflation, dovish monetary policy, conservative balance sheets, low cost 
of capital, etc.).

Considering Russia is facing both Covid-19 and the dramatic fall in oil prices this year, the 
country presents a relatively resilient position for four reasons.
n  At the end of 2019, Russia boasted a fiscal surplus and a current account surplus providing 

it room for increased spending to support its domestic economy. 
n  Russian corporates came into the crisis with debt to equity levels below 20%. These conser-

vative balance sheets provide ample room for sustainability through volatile times. 
n  Oil and gas companies make up a majority of Russia’s corporate sector. Despite the impact 

of falling oil prices, energy trades in US dollar, so their revenue currency has been stronger 
than their cost currency. 

n  Last, President Putin has above average power and support, which allows him to institute 
draconian safety precautions, when necessary, to help limit Covid-19 contagion rates. 

Russia has seen two significant economic crises since 2008. Only the fittest of corporates 
have survived since then. In the global financial crisis, almost a quarter of Russian-listed com-
panies went out of business. When the US and Europe imposed economic sanctions on 
Russia in 2014 and 2015, Russian corporates already had more conservative balance sheets, 
which blunted the fallout. More importantly, it led to companies shifting to even safer leverage 
positions, which implies that the impact of today’s volatility should be significantly less damag-
ing than in the past. 

Correlation Between Russian Equities and Oil
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Source: Sberbank CIB Investment Research. Russian equities represented by the RTS index.
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Important Information and Definitions
The views and information discussed in this paper are subject to change and may not 
reflect the current views of the writer. The views expressed represent an assessment of 
market conditions at a specific point in time, are opinions only and should not be relied 
upon as investment advice regarding a particular investment or markets in general. Such 
information does not constitute a recommendation to buy or sell specific securities or 
investment vehicles. It should not be assumed that any investment will be profitable or will 
equal the performance of the portfolios or any securities or any sectors mentioned herein. 
The subject matter contained herein has been derived from several sources believed to be 
reliable and accurate at the time of compilation.
Fiscal Deficit is a shortfall in a government’s income compared with its spending.
Gross Domestic Product (GDP) is the monetary value of all the finished goods and 
services produced within a country’s borders in a specific time period.
Organization of Petroleum Exporting Countries (OPEC) is an association of major 
oil-producing nations which seeks to control crude-oil prices by setting production limits 
for each member nation.
OPEC+ is an alliance between the Organization of the Petroleum Exporting Countries 
(OPEC) and non-OPEC producers to rebalance the oil market.
Past performance is no guarantee of future results.
Market Turbulence Resulting from Covid-19 — The outbreak of Covid-19 has nega-
tively affected the worldwide economy, individual countries, individual companies and 
the market in general. The future impact of Covid-19 is currently unknown, and it may 
exacerbate other risks that apply to the Fund.
MSCI Russia Index is designed to measure the performance of the large and mid cap 
segments of the Russian market.
Russian Trading System (RTS) Index is a free-float capitalization weighted index of 50 
Russian stocks traded on the Moscow Exchange, calculated in US dollars.
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We believe Russian equities are well positioned to recover quickly post Covid-19, especially if 
that coincides with a reduction in global oil supplies. There is a chance we could see favorable 
conditions for Russia towards the middle of the year as OPEC production cuts could increase 
at the same time as small energy producers move offline and Covid-19 cases begin to diminish 
allowing for supply/demand normalization. In addition, Russia’s central bank has maintained 
a dovish stance. Over the past five years, Russia has cut rates from 17% to 5.5%, which not 
only encourages spending, but has shifted capital out of fixed income and boosted the local 
equity market. 

Russian Equities Rally in 2016
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S&P 500 Index is a market-capitalization-weighted index of the 500 largest U.S. publicly 
traded companies.
Investment Risk — There can be no guarantee that any investment strategy (risk man-
agement or otherwise) will be successful. All investing involves risk, including the potential 
of loss of principal.
Emerging Markets Risk — The risks of foreign investments are typically greater in less 
developed countries, which are sometimes referred to as emerging markets. For example, 
legal, political and economic structures in these countries may be changing rapidly, which 
can cause instability and greater risk of loss. These countries are also more likely to ex-
perience higher levels of inflation, deflation or currency devaluation, which could hurt their 
economies and securities markets. For these and other reasons, investments in emerging 
markets are often considered speculative. Similarly, investors are also subject to foreign 
securities risks including, but not limited to, the fact that foreign investments may be 
subject to different and in some circumstances less stringent regulatory and disclosure 
standards than US investments.
An investor should consider the Fund’s investment objectives, risks, charges and 
expenses carefully before investing. This and other important information about 
the investment company can be found in the Fund’s prospectus and summary 
prospectus. To obtain a prospectus or summary prospectus, please contact your 
financial advisor or call (888) 335-3417. Please read the prospectus carefully be-
fore investing.
Mirae Asset Global Investments (USA) LLC is the investment advisor for the Mirae 
Asset Discovery Funds. The Mirae Asset Discovery Funds are distributed by Funds 
Distributor, LLC. Mirae Asset Emerging Market Specialists are registered representatives 
associated with Funds Distributor, LLC which is not affiliated with Mirae Asset Global 
Investments (USA) LLC or its affiliates.

As a side note, we point to 2016’s 

commodity upswing (oil bottomed 

in the first half of the year) and 

Russia (along with Brazil and 

Peru) performed strongly and 

rallied 56% that year.


