EM (EMEA) Flash
FX Weekly

EHSAN KHOMAN
Head of Emerging Markets Research
– EMEA
DIFC Branch – Dubai
T:+971 (4)387 5033
E: ehsan.khoman@ae.mufg.jp

LEE HARDMAN
Currency Analyst
Global Market Research
Global Markets Division for EMEA
T: +44 (0)20 577 1968
E: lee.hardman@uk.mufg.jp

MUFG Bank, Ltd.
A member of MUFG, a global financial group

25 January 2022

Russia: contextualisation of geopolitical risks on
global markets through scenario analysis
Current state of affairs
Deliberations between Russia, the US and Europe surrounding the Ukraine crisis –
which have been building up since summer 2021 over a Russian military build-up
near the Ukrainian border – have gone from bad to worse. There are increasing signs
of posturing and escalation than of progress since the turn of the year. This has
included a cyber operation against Ukrainian government websites on 14 January,
the announcement of new Russia-Belarus military exercises for February, UK arms
shipments to Ukraine on 16 January, new US sanctions against separatist individuals
in Donbas on 20 January and a US State Department request for the departure of all
nonessential personnel and their families from Ukraine on 21 January. Yet dialogue
also continues. Russian Foreign Minister Lavrov and US Secretary of State Blinken
both indicated after their 21 January meeting that their talks were productive. Lavrov
said the US agreed to provide a written response to Russian security proposals this
week. Blinken said the US and Russia “are on a clearer path to understanding each
other’s positions”.

Impact on Russian financial assets year-to-date
The highly uncertain geopolitical outlook has markedly intensified in recent weeks,
contributing to pressures on Russian and Ukrainian markets across asset classes.
Thus far in 2022, the RUB is down 5.3%, Russian 5 year CDS spreads have risen
113bp to 237bp (surpassing the COVID-19 peak of 203bp registered in March 2020),
the Russian equity market is down 18.5% and the 10 year OFZ yield has increased
134bp to 9.74%.

Scenarios of what comes next (within the next 3 months)
Short-term (3 month) scenarios from here include:
1.
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Limited escalation but diplomatic resolution (probability: 65%). Despite a
hardened build-up of Russian forces on Ukraine’s border, with the prospects
of further cyber operations, diplomacy prevails. The latest corroboration
between Russia and the US on 21 January (Lavrov – Blinken meeting) is
positive for diplomacy with both sides displaying signals of a continued
interest in dialogue. Granted, the course of the dialogue remains connected
to the written proposals Russia wants from the US and NATO, and the
diplomatic track is complex with subjective interpretation of proposals crucial
in determining the next steps in negotiations. However, our base case is
that there will be enough substance in the spirit of diplomacy to ultimately
warrant the path towards de-escalation, albeit with still elevated security

2.

3.

risks on the table.
Moderate Russian incursion and limited occupation of Ukraine (probability:
25%). Should Russia interpret that the US and NATO address are not
willing to entertain issues they consider non-starters – (i) Russia’s demand
for a formal ban on Ukrainian and (ii) Georgian membership in NATO and a
withdrawal of NATO forces and equipment from states that became
members after 1997 – then Russia could see its chances to get its way with
military intervention within Ukrainian territory. What’s more cyberattacks
against core infrastructure could increase in frequency. For its part, the US
may sanction Russian financial institutions and secondary market trading of
new sovereign debt. The US may also push Germany for additional Nord
Stream 2 delays beyond the summer.
Acute Russian invasion and prolonged occupation of Ukraine (probability:
10%). A replay of the 2014 Crimea annexation with Russian attacks and
occupation of major parts of Ukrainian territory would be a worst case
outcome. Russian could also follow through with cyber-kinetic attacks. In
this scenario, on top of US sanctions on Russian financial institutions and
secondary market trading of new sovereign debt, Russia would be at risk of
being cut-off from SWIFT which could lead to broader contagion effects for
emerging markets and the commodities space (Russia is a major oil, gas,
palladium, platinum, gold and coal producer – amongst other commodities).

Global markets implications of scenarios (within the next 3 months)
Whilst not our base case, failure to reach an agreement which leads to escalation of
military conflict (scenario 2 or 3 above) will almost inevitably trigger further US and
potentially EU sanctions on Russia. Indeed, whilst markets have already begun to
price in geopolitical risk premia onto Russian assets, prospects of a further
deterioration is almost certain. Having said that, we consider the Russian economy
as better prepared to face sanctions restrictions relative to the past, but not immune.
Conditional on the type of sanctions, we see the economy being affected with the
immediate impact via weaker FX, higher inflation and tighter monetary policy. The
blow to economic sentiment is another channel that could hurt growth.

Base case:
65% probability
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Bear case:
25% probability

Worse case:
10% probability
Acute Russian
Moderate Russian
Limited escalation but
invasion and
Metric
Current level
incursion and limited
diplomatic resolution
prolonged occupation
occupation of Ukraine
of Ukraine
5 year CDS spread
207bp
155bp
279bp
380bp
Up/Downside
-25%
+35%
+80%
USD/RUB
77.5
73.0
85.0
95.0
Up/Downside
+5.8%
-9.7%
-22.6%
Inflation
8.4% y/y
7.6% y/y
10.1% y/y
21.8% y/y
Up/Downside
-9.5%
+20.2%
+159.2%
Benchmark rate
8.50%
8.50%
9.50%
12.00%
Up/Downside
0bp
100bp
350bp
MSCI Russia index
668.8
768
534
315
Up/Downside
+14.8%
-20.2%
-52.9%
Real GDP growth
3.2% y/y
2.9%
1.4%
-3.6%
Up/Downside
-0.3%
-1.6%
-6.8%
EU Gas (EUR/MWh) EUR78.9/MWh
EUR43.4/MWh
EUR102.7/MWh
EUR173.8/MWh
Up/Downside
-55%
+30%
+120%
Brent crude (USD/b)
USD87.9/b
USD83.5/b
USD94.9/b
USD122.6/b
Up/Downside
-5.0%
+8.0%
+39.5%
Source: Bloomberg, CBR, Russian Federal Statistics Service (FSS), MUFG Research
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Policy options from the Central Bank of Russia (CBR)
The Central Bank of Russia’s (CBR) operational policy framework is orthodox yet
flexible. We consider that the CBR would not remain inactive in the event of our base
case not transpiring. There are two immediate tools at the CBR’s disposal, one of
which has materialised today (24 January):
1.

2.

Suspension of FX purchases. The CBR is currently purchasing about
USD500m per day within the framework of its fiscal rule – aimed at reducing
the economy’s exposure to fluctuations in oil and gas prices. During trading
hours today (24 January), it said it is halting these purchases in a bid to
reduce financial market volatility in Russian risk assets. To put this into
context, the CBR suspended its FX purchases of USD250m per day in
September 2018 so as to not add to the precipitous depreciation of the
currency. Apprehensions of US sanctions at the time weighed markedly on
broader Russian risk assets. Moreover, during the height of the initial
draconian COVID-19 mobility restrictions in March 2020, the CBR reversed
its policy and started to sell USD. Fast forward to now, the latest pause
comes amid mounting geopolitical tensions and it is evident that the CBR
does not want regular FX purchases linked to the budget rule to be an
added dynamic source of selling pressure on the currency.
More aggressive interest rate hikes. The CBR is already in a tightening
cycle – hiking by 425bp thus far since early 2021 to 8.50% – and intends to
push the level of real rates firmly into positive territory. Having a policy rate
above the neutral range of 1-2% in real terms is a core CBR strategy, in our
view. The risk of acute pressure on Russian risk assets and the currency
could lead to a more challenging inflation outlook which could warrant even
more aggressive policy action. Whilst the CBR has not advocated a doubledigit policy rate does not foresee (for now) a double-digit policy rate, its
perspectives could change if the geopolitical situation were to deteriorate
and increase inflation risks (see table in the global markets implications of
scenarios section above).

FX implications
The RUB has already moved along way to price in a higher geopolitical risk premium.
USD/RUB has just risen back above the 78.000-level for the first time since April, and
reached the highest level since the November 2020 when it peaked at 80.954. It
marks a sharp turnaround for the RUB in recent months after USD/RUB it hit an intraday low of 69.220 on 26th October 2021. Up until that point the RUB had been the
best performing EM currency in 2021 supported by the higher price of oil and inflation
fighting credibility of the CBR who had raised rates aggressively boosting the RUB’s
carry appeal. In recent months though the RUB has significantly underperformed
other EM currencies. After USD/RUB put in place the low on 26th October, only the
TRY (-29% vs. USD) has declined more sharply than the RUB (-11%). In contrast
other popular EM carry currencies such as the ZAR (-2.5%) and MXN (-1.5%) have
declined much more modestly than the RUB. Heightened geopolitical uncertainty has
also lifted USD/RUB volatility back up to its highest level since November 2020
undermining the RUB’s carry appeal.
We see three main potential outcomes for RUB performance going forward:
1.
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Limited escalation but diplomatic resolution (probability: 65%). In our base
case scenario, the geopolitical risk premium currently priced into the RUB
would gradually be pared back. It would allow the undervalued RUB to
rebound. We would expect USD/RUB to initially fall back towards last year’s

2.

3.

average of around USD73.700 before falling closer to the USD70.000 later
in the year supported by our forecast for the price of oil to end the year
above USD90/barrel. Tight global liquidity conditions are though creating a
more challenging backdrop for risk assets this year and could dampen a
rebuilding of carry demand for the RUB.
Moderate Russian incursion and limited occupation of Ukraine (probability:
25%). In the moderate escalation scenario, we would expect the RUB to
weaken further even after recent losses. Looking back at price action in
2018 when sanctions on Russia were imposed in April and August. On both
occasions USD/RUB initially rose by around 10% although the RUB partially
reversed losses later in 2018. Assuming that Russia avoids the most
disruptive form of sanctions, we see further upside potential for USD/RUB
under this scenario of between 5%-10% which could take the pair closer to
or above the record high from January 2016 at 85.957.
Acute Russian invasion and prolonged occupation of Ukraine (probability:
10%). In the more severe sanction scenario, the RUB could weaken even
more sharply to new record lows. Our best guesstimate is that USD/RUB
could rise by between 20-30% although we would not be surprised if RUB
weakness proved even greater.

In the two escalation scenarios above, we would expect wider negative spill-over
effects to other FX markets as well. Over the past week there are already signs that
other regional currencies such as the HUF and PLN are starting to underperform
given their close proximity. The negative spill-over effects could further boost the
relative appeal of the USD relative to the EUR. The euro-zone economy would be
more at risk from geopolitical tensions exacerbating the energy price shock given
greater reliance on Russian energy supplies.
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Contextualising the Russia complex in key charts
RUSSIA’S MACRO IS AT ITS STRONGEST WITH FX
RESERVES EXCEEDING TOTAL EXTERNAL DEBT

RUSSIA ENJOYS A TWIN FISCAL AND CURRENT
ACCOUNT SURPLUS, REDUCING FUNDING NEEDS

RUSSIA FX RESERVES AND TOTAL EXTERNAL DEBT (USD BN)

RUSSIA FISCAL BALANCE AND CURRENT ACCOUNT BALANCE (% GDP)
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LIQUID PART OF THE SWF REMAINS NORTH OF 7% OF
GDP – PERMITTING THE STATE TO SPEND THE EXCESS

SURGE IN GEOPOLITICAL RISK CAN TURN THE CBR
SIGNIFICANTLY MORE HAWKISH NEAR-TERM

RUSSIA LIQUID PORTION OF THE NATIONAL WEALTH FUND (% GDP)

RUSSIA KEY RATE (%), CBR TARGET (%), INFLATION (% Y/Y), USD/RUB
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General disclosures
This report is for information purposes only and should not be construed as investment research as defined by MIFID 2 or a solicitation of any offer to buy or sell any security, commodity, futures contract or related derivative (hereafter “instrument”) or to participate in any trading
strategy. This report does not constitute a personal recommendation and does not take into account the individual financial circumstances, needs or objectives of the recipients. Recipients should therefore seek their own financial, legal, tax or other advice before deciding to invest in
any of the instruments mentioned in this report.
Certain information contained in this report has been obtained or derived from third party sources and such information is believed to be correct and reliable but has not been independently verified. MUFG Securities does not make any guarantee, representation, warranty or
undertaking, express or implied, as to the fairness, accuracy, reliability, completeness, adequacy or appropriateness of any information or comments contained in this report. Furthermore the information may not be current due to, among other things, changes in the financial
markets or economic environment. MUFG Securities has no obligation to update any such information contained in this report.
This report is not intended to forecast or predict future events. Past performance is not a guarantee or indication of future results. Any prices provided herein (other than those identified as being historical) are indicative only and do not represent firm quotes as to either price or size.
This report is proprietary to MUFG Securities and may not be quoted, circulated or otherwise referred to without our prior written consent. Notwithstanding this, MUFG Securities shall not be liable in any manner whatsoever for any consequences or loss (including but not limited to
any direct, indirect or consequential loss, loss of profits and damages) arising from any reliance on or usage of this report and accepts no legal responsibility to any investor who directly or indirectly receives this material.
Country and region specific disclosures
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or is located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to any law, regulation or
rule.
In this regard, please note the following in relation to the jurisdictions in which MUFG Securities has a local presence:
• United Kingdom / European Economic Area (EEA): This report is intended for distribution to a “professional client” or “eligible counterparty” as those terms are defined in the rules of the FCA and PRA. In other EEA countries, this report is intended only for persons regarded as
professional investors (or equivalent) in their home jurisdiction.
• United States of America: This report, when distributed by MUS(USA), is intended for Institutional Investors (“Institutional Accounts” as defined by FINRA Rule 4512(c)). When distributed by a non-US affiliate of MUS(USA), this report is intended for distribution solely to “major U.S.
institutional investors” or “U.S. institutional investors” pursuant to Rule 15a-6 under the U.S. Securities Exchange Act of 1934, as amended. Securities referenced in this report may have been underwritten by MUS(USA) and/or its affiliates. Nothing in this report should be considered
an offer or solicitation of an offer to buy or sell securities or any other financial product or a commitment of any kind with respect to any transaction.
IRS Circular 230 Disclosure: MUFG Securities does not provide tax advice. Accordingly, any discussion of U.S. tax matters included herein (including any attachments) is not intended or written to be used, and cannot be used, in connection with the promotion, marketing or
recommendation by anyone not affiliated with MUS(USA) of any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.
• Hong Kong: This report is only intended for distribution to a “professional investor” as that term is defined in the Securities and Futures Ordinance and should not be passed onto any other person.
• Singapore: This report is only intended for distribution to an "institutional investor", "accredited investor" or "expert investor" as those terms are defined under regulation 2 of the Financial Advisers Regulation. It is solely for the use of such investors and shall not be distributed,
forwarded, passed on or disseminated to any other person. Investors should note that, as a result of exemptions that apply when this report is distributed to "accredited investors" and "expert investors", MUSS is exempt from complying with certain requirements under the Financial
Advisers Act, including section 25 of the Financial Advisers Act (which requires a financial adviser to disclose all material information on certain investment products), section 27 (which requires a financial adviser to have a reasonable basis for making recommendations on
investments) and section 36 (which requires a financial adviser to disclose any interests that it holds in securities that it recommends).
• Canada: When distributed in Canada, this report is distributed by MUS(EMEA) or MUSA. MUS(EMEA) operates under an International Dealer Exemption from registration with the securities regulators in Alberta, British Columbia, Manitoba, Ontario and Québec. MUSA operates
under an International Dealer Exemption from registration with the securities regulators in all Canadian Provinces and Territories. This report is only intended for a “permitted client” as that term is defined under the National Instrument 31-103 in Canada and is not intended for redistribution to any other person. The information contained herein is not, and under no circumstances is to be construed as, a prospectus, an advertisement, a public offering, an offer to sell securities described herein, or solicitation of an offer to buy securities described herein, in
Canada or any province or territory thereof. Under no circumstance is the information contained herein to be construed as investment advice in any province or territory of Canada and is not tailored to the needs of the recipient.
• Japan: This Note, when distributed by MUFG Securities affiliates located outside of Japan, is intended for distribution in accordance with Article 58-2 of the Financial Instruments Exchange Act 1948 (“FIEA”) i) to a “Financial Instruments Business Operator” engaged in “SecuritiesRelated Business” as defined in the FIEA or ii) to the government, the Bank of Japan, a qualified financial institution defined in Article 209 of the Cabinet Office Ordinance Concerning Financial Instruments Business, Etc., or an Investment Manager.
When distributed by Mitsubishi UFJ Morgan Stanley Securities Co., Ltd., this Note is intended for distribution to a “Professional Investor (tokutei-toushika)” as defined in the FIEA.
• United Arab Emirates: This report is only intended for distribution to a “Professional Client” or “Market Counterparty” as those terms are defined under the rules of the Dubai Financial Services Authority and only a person meeting the criteria for these terms should act upon this
report.
• Australia: This Note is only intended for distribution to persons in Australia who are sophisticated or professional investors for the purposes of section 708 of the Corporations Act of Australia, and are wholesale clients for the purposes of section 761G of the Corporations Act of
Australia. This Note is not intended to be distributed or passed on, directly or indirectly, to any other class of persons in Australia.
Other jurisdictions:
MUFG Securities also relies on local registrations or regulatory exemptions in order to undertake certain securities business in other countries. In Thailand, MUS(EMEA) has a derivatives dealer registration with the Securities and Exchange Commission, Thailand. In Canada,
MUS(EMEA) and MUS(USA) each operate under an international dealer exemption registered with the securities regulators. MUS(EMEA) operates under the exemption in Alberta, Quebec, Ontario, British Columbia and Manitoba. MUS(USA) operates under the exemption in all
Canadian Provinces and Territories.
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