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Coronavirus disease
(COVID-19) and the
oil price shock

Global markets are undergoing a period of
increased uncertainty on account of the spread of
coronavirus disease (COVID-19). It is unclear how
serious this virus will turn out to be, how virulent it is
and how broadly it will be spread amongst the global

population.

One may hope that COVID-19 will follow normal
influenza seasonality and decline in spring-summer
2020, but that is far from certain. Recent interesting
data points show that of some 80,000 cases in China,
fewer than 20,000 remain affected.It is hard to verify
this information, but it hopefully indicates that China
has been successful in its efforts to limit the spread of
the virus. On the other hand, cases are reported to be
rising fastin Europe, North America and certain
Middle Eastern countries. Global mortality figures vary
significantly; Germany has no fatalities in over 1,000
cases whilst other countries report mortality rates of up
to 5%. All of this against a backdrop of influenza that
kills hundreds of thousands annually. It is likely that
there is both an under-reporting of cases and false-
positive results.

Russia has reported relatively few cases and no
fatalities thus far, though these numbers may well rise
soon despite serious travel restrictions that impose self-
isolation policies on people arriving from impacted
countries — something that now includes most major

trading partners.

COVID-19 has set off an economic chain reaction,
with many Chinese industries having halted
production and economic activity having slowed
considerably - first in China, but now increasingly
across the world. In turn, this has caused a decline in
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demand for certain commodities, particularly oil,
which has also seen a subsequent sharp decline in
prices. At the time of writing, oil prices have fallen by
almost half their pre-COVID-19 levels. A marked fall
first arose on demand destruction. OPEC+ countries
then considered countering this with a coordinated
supply cut, but negotiations broke down on Russia’s
apparent refusal to agree to further production cuts.
Saudi Arabia reacted with a decision to flood the
market to drive prices down further (and its market

share up).

It is not easy to fully understand the reasoning of
each party, but Prosperity sees the logic behind Russia’s
hesitancy to cut its production further. Doing so would
have effectively meant bailing out shale producers in
the US, by limiting Russia’s own production in the face
of demand destruction.

One may be certain that interesting game theory
case studies will follow from this situation, but we feel
that it may be more useful to discuss the relative
position of the major oil producers. United States of
America (“US”), Russia and Saudi Arabia are the
leading oil producing nations. Each operates under
very different geological and economic circumstances.

The US has seen a major increase in production in
the last 4 years, with shale production rising by 4.5
million barrels per day to a total of some 9.5 million
barrels per day. This production is relatively high cost.
It is hard to get accurate data as most companies prefer
to report very flattering numbers, given that they have
never been cash-flow positive and rely heavily of the
goodwill of capital markets. Including capital
expenditure, they were barely breaking even at
previous higher oil prices and are likely to have to
curtail investment considerably under current prices.
Many companies will not be able to service their debts
if these prices remain for any extended period of time.
As for the US economy, the oil sector is not large
enough to have an impact on the US dollar exchange
rate and lower oil prices may have a beneficial effect on
demand, even if there are likely to be lay-offs in the oil

sector.
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Saudi Arabia is in avery different situation. They
have low direct extraction costs, but the whole
economy is dependent on revenues from the oil sector.
Many analysts believe that Saudi Arabia needs Brent
Crude oil prices of around USD 8o per barrelto
balance the budget. Most consumer goods are
imported, so allowing the currency to fluctuate with
the oil price would have a very significant impact on
real incomes - something that in turn may have serious
social and political consequences. Saudi Arabia does
enjoy large reserves and is therefore able to run
significant budget deficits during periods oflower oil
prices. There are of course time limits to such
behaviour, but Saudi Arabia can likely withstand lower
prices longer than US shale producers.

Russia is arguably in a more comfortable position.
Russian oil companies are amongst the lowest cost
producers in the world, with all-in costs of USD 12-14
per barrel of oil. Furthermore, Russia has a flexible
exchange rate, with the ruble tending to move broadly
in line with the terms of trade. Higher commodity
prices tend to result in a stronger ruble and vice versa.
The social impact is different from Saudi Arabia’s, as
the Russian economy is more diversified and most
ordinary consumer goods are produced in Russia. A
lower oil price and weaker ruble will lead to some
uptick in inflation, but largely on higher-end and
discretionary goods.

The flexible exchange rate protects the margins of
Russian oil companies — as was observedin 2014-2015
when the margins were stable despite oil prices
declining by more than half. The Russian budget also
has an automatic stabiliser; all of the expenditure is in
ruble and ruble-denominated revenue did not decline
materially in 2015. It is also noteworthy that the
Russian budget has been drawn up with this type of
situation in mind, being set to balance with an average
oil price of USD 40 per barrel. Excess revenues have
beendirected to the National Wealth Fund, which is
close to reaching its targeted 7% of GDP. The Ministry
of Finance and Central Bank of Russia also hold very
large reserves, allowing Russia to support low oil prices
for an extended period of time without serious
economic consequence. The net government debt of
Russia is close to zero.

Prosperity understand the logic behind Russia’s
apparent reluctance to participate in a coordinated oil
production cut in response to the current very sharp
demand-decline. There had already been considerable
opposition to the previous cut, with Rosneft CEO Igor
Sechin being the most vocal. Russia had previously
refused to participate in similar supply cuts but did so

PROSPERITY CAPITAL MANAGEMENT

in the form of the OPEC+ agreement. It is unclear what
exactly compelled Russian participation in the last
agreements and what made them elect not to continue
to do so in this instance. The effect of the previous cuts
was to support prices, which de facto encouraged
investment into the US shale oil industry. It is not
certain that this was in Russia’s long-term interest. We
also have a somewhat limited understanding of Saudi
Arabia’s views. Perhaps this tit-for-tat action is actually
theatre, as they too would likely be better-off with at
least temporarily lower prices than to cut deeply and
cede further market share to their US competitors.
There are also other oil producing countries that are
more vulnerable than Saudi Arabia, such as their local
competitor Iran, while the major international oil
companies tend to have considerably higher-cost
projects.

We do not yet know just how serious the health
crisis will become, but COVID-19 has already resulted
in significant disruption of the global economy,
including lower oil demand. It is unclear how long this
will persist, but hopefully things will be more apparent

by summer.

There looks to be abreakdown in the OPEC+
arrangement with coordinated production cuts and
this is likely to result in lower oil prices for most of this
year. In turn, this will probably bring about H2 2020
production declines in the US and possibly some later
improvement in global demand. Prosperity will hence
be revising our forecasts for oil, other commodities and
the national exchange rate. Our analysis though
continues to show that profits in the Russian oil sector
will be more resilient than other producers and that
cash flows will be sufficient to support investments,
debt service and dividends.

As is oftenthe case in these situations, Russian
valuations quickly turn attractive - not only in the oil
sector, but across the market. Starting from an already
appealing level, recent market action has unearthed
value across Prosperity’s investment universe.
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The information contained in this newsletter is not approved for the
public and is only intended for recipients who would be generally
classified as 'qualified’, 'professional’, ‘sophisticated’, ‘accredited' or
'institutional' investors. No person inany jurisdiction may treat this
newsletter as constituting an offer to purchase any Shares, nor should
any person attempt to purchase shares or interests inany Fund.

The contents of this newsletter are not to be construed as investment,
legal or tax advice. Each investor should consult its own counsel,
accountant or investment business adviseras to legal, tax and related
matters concerning its investment or potential investment.

This newsletter has been prepared by Prosperity Capital Management
Limited ("PCM "). The information, format, contents of and material
contained inthis newsletter are the copyright property of PCM and all
rights are reserved inrelation thereto. This newsletter and all
information or material contained herein may not be forwarded to any
party, without the prior express written consent of PCM.

This newsletter contains data and facts oninvestments which are
provided for informational purposes only, nothing in this newsletter
shall constitute an offering of any shares or interests inany Fund
described herein. Any offering of, or application for, interests ina Fund,
is made by the Fund itself and is subject to the terms and conditions of
the respective Fund’s Information Memorandum, constituent
documents and the completion of any relevant subscription application.
The information in these documents may be different from the
information contained in this newsletter. None of PCM, its affiliates or
subsidiaries, any fund managed by PCM described herein (each, a
"Fund" and collectively, the "Funds"), or any of their directors, officers or
shareholders (together “PCM Related Parties”) gives any warranty or
representation as to the accuracy or completeness of any of the data or
information herein.

Neither PCM nor any of the PCM Related Parties shall have any liability,
inany respect, howsoever arising, out of or in relation to this

newsletter, or reliance upon the information contained herein, including
but not limited to any liability arising due to the inaccuracy, lack of
completeness of, or failure to update or correct any information
included herein or omitted to be included herein.

PCM reserves the right atany time without notice (i) to change or
withdraw the content or format of any part of this newsletter and (ii) to

no longer send you this newsletter. The information in this newsletter is
subject to updating, completion, revisionand amendment.

Investment in investment vehicles investing in Russia and other FSU
countries involves risks not normally associated with vehicles investing
in more developed and more politically and economically stable
jurisdictions with more sophisticated capital markets and regulatory
regimes, such as the United States and Western Europe. Such risks
include political, economic and currency risks and the risks associated
with investing in underdeveloped legal, regulatory and accounting
environments. Inaddition, the Russian market is volatile and has limited
liquidity, transparency and depth. This could result in the relevant
investment vehicle, including any Fund, not achieving the desired
purchase or sale price for its investments.

Some information contained on this newsletter contains forward-
looking statements. These forward-looking statements include, without
limitation, statements relating to revenues and earnings. The words
"believe", "intend", "expect”, anticipate", "project”, "estimate", "predict",
"is confident", "has confidence" and similar expressions are also
intended to identify forward-looking statements. These forward-looking
statements are not historical facts. Rather, these forward-looking
statements are based on the current beliefs, assumptions, expectations,
estimates, and projections of and about the Russian and FSU markets,
the economic conditions in Russia and FSU countries. These forward-
looking statements are not guarantees of future performance and are
subject to risks, uncertainties and other factors, some of which are
beyond the control of PCM and are difficult to predict. Consequently,
actual results could differ materially from those expressed, implied or
forecasted in these forward-looking statements

The prices of shares or interests in the Fund(s) and any income from
them can go down as well as up and investors may not get back the full
amount invested or any amount atall. Past performance is not
indicative of future performance and is not a guarantee of future
returns. When aninvestment involves a foreign exchange transaction, it
may be subject to fluctuations in currency value
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Prosperity Capital Management Limited
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Administration
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Fax: +345 945 7100
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Advisory

Prosperity Capital Management (RF) Ltd
10, Nikolskaya St.

Moscow 109012

Russia

Phone: +7 495 961 2810
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Client Service
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