RTS index doubles as oil rebound lures investors 

RTS is best performing major world stock index this year after its tumble in 2008
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FRANKFURT (MarketWatch) -- Russia's RTS stock index has doubled in value since the beginning of the year, making it the best performing major world index, as the rebound in oil prices, the stabilization of the ruble and optimism over a global economic recovery have lured investors back into the Moscow market. 

In intraday trading, the dollar-denominated RTS stock index gained 0.7% to 1,257 points on Tuesday, bringing its year-to-date gains to 99%. 

The index earlier soared to an intraday high of 1,265.93 points, which briefly put its year-to-date gains to 100%. 

The RTS index /quotes/comstock/!rtsi (XX:RTSI 1,261, +11.83, +0.95%) has significantly outperformed other emerging markets. 

In comparison, the benchmark MSCI Emerging Markets index /quotes/comstock/! (XX:??? 40,384, +360.29, +0.90%) is up 59.2% this year, while China's Shanghai Composite index /quotes/comstock/! (XX:??? 942.07, 0.00, 0.00%) is up 51% and Brazil's Bovespa /quotes/comstock/30u!i:ibov (XX:BVSP 61,235, -81.36, -0.13%) is up 63%. The S&P 500 index /quotes/comstock/21z!i1:in\x (SPX 1,061, -2.37, -0.22%) has gained only 18%. 

This year's rally comes after the RTS index, which is dominated by oil and gas stocks, tumbled more than 70% in 2008 when investors fled the market, as oil prices tumbled, the ruble came under intense selling pressure and Moscow's foreign exchange reserves declined precipitously. Russia's military conflict with Georgia in August 2008 as well as corporate debt problems and shareholder conflicts also soured investor sentiment. Read more. 
"Valuations were extremely cheap because of the panic selling of late last year," said Chris Weafer, chief strategist at Uralsib Bank in Moscow. 

"We've recovered very strongly this year mainly because of the recovery in the oil price." 

Chris Weafer, chief strategist at Uralsib Bank

"We've recovered very strongly this year mainly because of the recovery in the oil price," Weafer said. "Plus, the recovery and optimism in the rest of the world has allowed for the Russian ruble to stabilize." 

Russia is very exposed to the global economy because of its dependency on commodity exports, particularly oil and gas. Recent signs of the world economy emerging from recession have therefore benefited Russia. 

The country has also been more stable recently after concerns increased last year that the economic crisis may spark social tensions, according to Weafer. Many investment funds, which dramatically reduced their exposure to Russia at the height of the crisis, returned to the market this year, helping push it higher. 

May 2008 high is still far away 

Despite its rally, the RTS index is still trading well below its closing high of 2,487.92 points, set on May 19, 2008. 

Many Russian stocks are trading far below their highs of the last two years, Weafer said. For example, the share price of residential developer PIK Group /quotes/comstock/11i!pkgpl (PKGP.L 3.50, -0.18, -4.76%) is up 280% so far in 2009, but it's almost 90% down from its previous high. 

The RTS index and oil prices were very strongly correlated earlier this year, but lately "we don't have this incredibly close correlation to the oil price," said Marcus Svedberg, chief economist at East Capital Asset Management AB in Stockholm. 

"It's not necessarily the blue chips that are driving the market but rather the mid caps," Svedberg said. "When the money was first returning, it went to the biggest companies -- to Gazprom, Lukoil and Sberbank. But then liquidity is trickling down to second-tier stocks. It's been quite a significant change since the oil price stabilized." 

Still, oil prices, which are currently trading near $66 a barrel, remain very important for sentiment toward the Russian market. 

Citing expectations of higher oil prices, Goldman Sachs analysts have raised their 12-month RTS price target by 10% to 1,700 points. 

"We believe that the underperformance of the oil and gas names, coupled with the improved fundamental outlook on earnings, provide an inflection point for the sector," Goldman analysts wrote in a note to clients on Monday. 

Goldman's list of Russian focus ideas includes oil and gas companies Gazprom /quotes/comstock/11i!ogzpy (OGZPY 23.86, -0.24, -1.00%) , Novatek /quotes/comstock/11i!nvat.y (NVAT.Y 41.00, 0.00, 0.00%) , Lukoil /quotes/comstock/11i!lukoy (LUKO.Y 54.80, +0.65, +1.20%) and Stockholm-listed Alliance Oil Company Ltd. 

In the consumer sector, Goldman recommends X5 Retail Group , Vimpel Communications /quotes/comstock/13*!vip/quotes/nls/vip (VIP 18.65, +0.49, +2.70%) , Mobile TeleSystems /quotes/comstock/13*!mbt/quotes/nls/mbt (MBT 49.20, +2.34, +4.99%) and Sberbank /quotes/comstock/11i!aksjf (AKSJF 2.02, +0.01, +0.50%) , while Mechel /quotes/comstock/13*!mtl/quotes/nls/mtl (MTL 18.12, +0.26, +1.46%) is the broker's key metals and mining idea. 

Will the rally last? 

The Russian economy is expected to contract by around 7% this year, but to grow by about 3% in 2010. Some investment banks have started to revise upward their growth forecasts for Russia next year. 

"I wouldn't be overly surprised if we see a correction in Russia and elsewhere, but I do think there is plenty of upside potential," said Svedberg of East Capital, adding that the market is well below its peak. 

"I do think that Russian growth will surprise on the upside both in the fourth quarter and for the full year next year," he said. 

Weafer of Uralsib expressed more caution, saying that 1,300 points is fair value for the RTS index. 

"We believe we're now in the range where its current values are defendable but there is really no justification to go higher just yet," he said. "We want to see a turnaround in the economy. The market should wait for more evidence of global growth." 
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