Russia and the 2018 FIFA World Cup

The Thinking Man’s Approach

Russia’s long-term growth is promising. An increase in government
expenditure on investments in healthcare, education, and housing may
prove valuable in the long-run. The 2018 FIFA World Cup will help
change towards a more positive market sentiment of Russia and prove
valuable in the long-run, by giving investors more confidence to
engage in higher levels of foreign direct investments.
However, in the short-term, there are complexities that Russia must
maneuver through. Among these are infrastructure difficulties, monetary and
fiscal policy execution, sizeable output and wealth gaps, and sanctions. In
light of the July meeting between Mr. Trump and Mr. Putin, we believe this
topic merits a discussion. This meeting parallelizes our views of low
expectations for resolution, but with gradual steps in a positive direction.
As a result, we conclude Russia is an investment consideration in the long
term. The opportunity is found alongside increasing domestic investments
and a more positive market sentiment which can drive positive growth and
minimize the “Russian Discount” we see priced in the market today.
To understand where Russia might go, we must first understand where it
currently is. Today, Russia’s equity market is heavily discounted—relative to
the U.S. and other emerging market equities. RSX, an ETF which seeks to
replicate as closely as possible the price and yield performance of the MVIS
Russia Index, includes companies posting single-digit price to earnings ratios
and 5.72% dividend yields1, on average. Additionally, its earnings per share
growth is similar to the S&P 500 and 8% higher than the MSCI emerging
markets index. These measures reflect that investors are discounting Russia’s
equity market. Conversely, this may be reflecting deep value.
Source: Bloomberg
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Russia’s pension age increase and
the Value-Added-Tax hike are set to
fund Russia’s $126 billion spending
program on healthcare, education,
and housing.5
_________________________
We anticipate that FDIs will be
made in its oil and gas sector, which
accounts for more than 35% of the
Russia’s equity index and slightly
above 16% of GDP.
———————————————
For more on how we are
positioning our portfolios, please
contact your investment advisor or
email:
ideas@bigsurpartners.com
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The Short-Term
There is no foreseeable catalyst that will propel Russian equities upward. Moreover, we anticipate
high correlation, low liquidity, and higher volatility amongst emerging markets and difficulties Russia
must face in the short term.
Among these difficulties include: complexities of infrastructure development, balancing monetary
and fiscal policies, addressing a large output and wealth gap, and the effects of sanctions.
Infrastructure investments in Russia are expensive and complex. It costs about 10x as much to build
in Russia as it does to build in Europe1. This is not just a result of political unscrupulousness; it is
because there are no detailed maps of what lies underneath the Soviet-era infrastructure. Also,
Russia must carefully balance its monetary and fiscal policies. In regards to inflation, there was a
slight decline. Inflation fell -0.2% yoy; however, it was offset by higher non-food goods, particularly
oil prices. It was also offset by a weaker Ruble. Since recent inflation has maintained at +2.4% yoy,
Central Bank of Russia is expected to firmly keep their benchmark rate on hold while the impact of
the VAT (or sales tax) hike will raise inflation towards their 4% target.2 Figure 1, below, shows
Russia’s Consumer Price Index (CPI) and it’s tend and consensus forecast. It’s also important to note
that Russia faces large output and wealth gaps. Simply put, in Russia, the wealth of the top onetenth of 1% of the population is equal to that of the bottom 90% of the population.3 As a result, the
economy performs in two significantly different ways for the two different social classes. The tension
between the two social classes, and therefore economies, make it more difficult for pension,
healthcare, and debt promises to be met. Furthermore, the effects of technological changes on
employment and the wealth gap are likely to intensify in the short and medium term.4 Recent
developments suggest the risk that these gaps are to be closed through fiscal easing rather than
monetary easing.5 Finally, the sanctions on Russia have affected the share prices of Russia’s

largest companies, further adding to its lower multiples. It is for these reasons, we believe
the downside risks outweigh upside risks for Russia in the short-term.
Russia Consumer Price Index (CPI)

Source: Federal State Statistics Service
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The Long-Term
The long-term presents a different opportunity arising from increasing pension age, VAT hikes, and
higher levels of foreign direct investments (FDI). An increase of pension age addresses the wealth
gap problem Russia currently faces. The pension age increase will reduce budgetary transfers that
are estimated to be about 2% of GDP to cover pension shortfalls.6 Similarly, the value-added-tax
increase will provide the country with additional capital for other investments that are estimated to
lift growth by early next decade by encouraging investment and innovation.7 This type of tax serve
as an advantageous tool of fiscal policy because it can be adjusted almost immediately after it is
announced and can influence spending behavior instantly to generate revenue for the government
at little or no cost to the government. Russian domestic investments are expected to increase due
to increases in pension age and value-added tax. Both the pension age increase and the VAT hike
are set to fund Russia’s $126 billion spending program on healthcare, education and housing. In
addition, FDI in Russia can increase in response to a positive change of investor sentiment. Figure
2, below, shows Russia’s FDI- Net Flows and its trend and consensus forecast. The FIFA World cup
may also add to the shift to a more positive investor sentiment. Of the +1 million World Cup visitors,
60% were first time visitors to Russia and almost half were from a western culture. More specifically,
we anticipate that FDIs will be made in its oil and gas sector. This sector accounts for more than
35% of the Russia’s equity index and slightly above 16% of GDP.8 With the U.S. placing sanctions on
Iran, oil and gas supply must come from another source; possibly Russia.

Conclusion
In conclusion, we will keep a watchful eye for investment opportunities in Russia. While there are
anticipated headwinds in the short-term, long-term opportunities remain. Russian equities are not
expensive relative to earnings and they are offering relatively large dividends. Increasing domestic
investments and an inflow of FDI can be the catalysts that Russia needs to establish sustainable
long-term growth. 9
Russia Foreign Direct Investment – Net Flows

Figure 2

Source: The Central Bank Of The Russian Federation
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Important Disclosures
This material is distributed for informational purposes only. The discussions and opinions in this article are for general
information only, and are not intended to provide investment advice. While taken from sources deemed to be accurate,
BigSur Wealth Management, LLC (“BigSur” or the “Adviser”) makes no representations about the accuracy of the
information in the article or its appropriateness for any given situation. Certain information included in this article was
based on third-party sources and, although believed to be reliable, it has not been independently verified and its
accuracy or completeness cannot be guaranteed. Any statements regarding future events constitute only subjective
views or beliefs, are not guarantees or projections of performance, should not be relied on, are subject to change due
to a variety of factors, including fluctuating market conditions, and involve inherent risks and uncertainties, both general
and specific, many of which cannot be predicted or quantified and are beyond our control. Future results could differ
materially and no assurance is given that these statements are now or will prove to be accurate or complete in any
way. This article may include forward-looking statements. All statements other than statements of historical fact are
forward-looking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and
“expect”). Although we believe that the expectations reflected in such forward-looking statements are reasonable, we
can give no assurance that such expectations will prove to be correct. Various factors could cause actual results or
performance to differ materially from those discussed in such forward-looking statements. BigSur shall not be
responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaim
any liability, including incidental or consequential damages, arising from any errors or omissions.
The companies discussed herein, are for illustrative purposes only and do not represent past or current
recommendations by BigSur. This article is not intended to provide personal investment advice and it does not take
into account the specific investment objectives, financial situation and the particular needs of any specific investor.
Views regarding the economy, securities markets or other specialized areas, like all predictors of future events, cannot
be guaranteed to be accurate and may result in economic loss to the investor. Any securities or products referenced
BigSur believes may present opportunities for appreciation over the subsequent time periods. BigSur closely monitors
securities discussed and client portfolios and may make changes when warranted as a result of evolving market
conditions. There can be no assurance that the securities and performance included or referenced in the article will
remain the same and investment strategies, philosophies and allocation are subject to change without prior notice.
Specific securities or companies identified and described may or may not be held in portfolios managed by the Adviser
and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not
assume that investments in the securities identified and discussed were or will be profitable. BigSur may change its
views on these securities at any time. There is no guarantee that, should market conditions repeat, these securities will
perform in the same way in the future. Any referenced securities and their respective returns reflect the reinvestment
of income and dividends, but do not take into account trading costs, management fees, and any other applicable fees,
expenses, and various factors including account restrictions, guidelines, the timing of investments, and cash flows that
may affect the investor’s actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete
description of fees and expenses. Hypothetical performance results may have inherent limitations.
The returns and references to the S&P 500 and MSCI Emerging Markets index are provided for informational purposes
only. The S&P 500 Index is a market-capitalization weighted index containing the 500 most widely held companies
chosen with respect to market size, liquidity, and industry. The index is calculated on a total return basis with dividends
reinvested. In addition, the volatility and securities of the index may be materially different from an investor’s. The S&P
500 Index was selected and is referenced to allow for comparison of the performance of any referenced securities or
overall market to that of a well-known and widely recognized index. The MSCI Emerging Markets Index consists of 24
countries representing 10% of world market capitalization. The MSCI Emerging Markets Index is available for a number
of regions, market segments/sizes and covers approximately 85% of the free float-adjusted market capitalization in
each of the 24 countries. Comparisons to indexes in this material have limitations because indexes have volatility and
other material characteristics that may differ from the referenced strategy or security. Therefore, actual performance
may differ substantially from the performance of any referenced index). Investors should be aware that the referenced
benchmark funds may have a different composition, volatility, risk, investment philosophy, holding times, and/or other
investment-related factors that may affect the benchmark funds’ ultimate performance results. Due to these differences,
indexes should not be relied upon as an accurate measure of comparison and are for informational purposes only.
Unless noted otherwise, all index returns are denominated in U.S. dollars. Due to these differences, indexes should
not be relied upon as an accurate measure of comparison and are for informational purposes only. Unless noted
otherwise, all index returns are denominated in U.S. dollars. Target exposures included in this article may differ between
clients based upon their investment objectives, financial situations and risk tolerances. Investments in general involve
numerous risks, including, among others, market risk, default risk and liquidity risk. No security or financial instrument
is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by the
Federal Deposit Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article
may fluctuate and, in some cases, investors may lose their entire principal investment. Past performance is not

July 2018

4

indicative of future results. This information is highly confidential and intended for review by the recipient only. The
information should not be disseminated or be made available for public use or to any other source without the express
written authorization of BigSur. Such distribution is prohibited in any jurisdiction dissemination may be unlawful. Please
contact your investment adviser for advice appropriate to your specific situation.
There is no guarantee that the opinions expressed herein will be valid beyond the date of this article. Certain information
included in this article was based on third-party sources and, although believed to be reliable, it has not been
independently verified and its accuracy or completeness cannot be guaranteed. This information is highly confidential
and intended for review by the recipient only. The information should not be disseminated or be made available for
public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in
any jurisdiction dissemination may be unlawful. Please contact your investment adviser, accountant, and/or attorney
for advice appropriate to your specific situation.
For complete disclosure information please go to: https://www.bigsurpartners.com/disclosures/
BigSur Wealth Management, LLC
1441 Brickell Avenue, Suite 1410
Miami, FL 33131
Office (Main): 305-740-6777 ext. 8006
Fax: 305-350-9998
http://www.bigsurpartners.com
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