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Research Update:

Russia Foreign Currency Ratings Lowered To
'BB+/B'; Outlook Negative

Overview

e In our view, the Russian Federation's nonetary policy flexibility has
weakened, as have its econonic growth prospects.

« W are therefore |owering our foreign currency sovereign credit ratings
on Russia to 'BB+/ B from'BBB-/A-3 and our |ocal currency sovereign
credit ratings to 'BBB-/A-3" from'BBB/ A-2'.

* At the same time, we renoved these ratings from CreditWatch, where they
were placed with negative inplications on Dec. 23, 2014.

e The outl ook is negative, reflecting our view that Russia's nonetary
policy flexibility could dimnish further. We could I ower the ratings if
external and fiscal buffers deteriorate over the next 12 nonths faster
than we currently expect.

As a "sovereign rating" (as defined in EU CRA Regul ati on 1060/ 2009 "EU CRA
Regul ation"), the ratings on the Russian Federation are subject to certain
publication restrictions set out in Art 8a of the EU CRA Regul ati on, including
publication in accordance with a pre-established cal endar (see "Cal endar O
2015 EMEA Sovereign, Regional, And Local Government Rating Publication Dates,"”
publ i shed Dec. 30, 2014, on RatingsDirect). Under the EU CRA Regul ation

devi ati ons fromthe announced cal endar are allowed only in limted

ci rcunst ances and nust be acconpani ed by a detail ed explanation of the reasons
for the deviation.

In this case, the reason for the deviation is a significant change in our
perception of Russia's nonetary flexibility over the 2015-2018 forecast

hori zon and the effect we expect Russia's weakening econony to have on its
financial system As a result, we have revised downward our expectations on
key macroeconomni c indicators.

The next rating publication on Russia is scheduled for April 17, 2015,
according to our cal endar.

Rating Action

On Jan. 26, 2015, Standard & Poor's Ratings Services lowered its | ong- and
short-term foreign currency sovereign credit ratings on the Russian Federation
to '"BB+/B from'BBB-/A-3'. W also |lowered the |long- and short-term | ocal
currency sovereign credit ratings to 'BBB-/A-3'" from'BBB/A-2'. In addition,
we renoved these ratings from Credi tWatch, where they were placed with
negati ve inplications on Dec. 23, 2014. The outl ook on the long-termratings
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i s negative.

At the same tinme, we revised the transfer and convertibility (T& ) assessnent
on Russia to 'BB+ from'BBB-'. W affirmed the long-termnational scale
rating on Russia at 'ruAAA .

Rationale

The downgrade reflects our view that Russia's nonetary policy flexibility has
become nore linmted and its econom ¢ grow h prospects have weakened. W al so
see a heightened risk that external and fiscal buffers will deteriorate due to
ri sing external pressures and increased governnent support to the econony.

We believe that Russia's financial systemis weakening and therefore linmiting
the Central Bank of Russia's (CBR s) ability to transnit nonetary policy. In
our opinion, the CBR faces increasingly difficult nonetary policy decisions
while also trying to support sustainable GDP growth. These chall enges result
fromthe inflationary effects of exchange-rate depreciation and sanctions from
the West as well as counter-sanctions inposed by Russia. W project Russia's
real GDP per capita growh to average | ess than economies with conparable

| evel s of per-capita income over our 2015-2018 rating horizon

In Decenmber 2014, the CBR increased its key interest rate by 750 basis points
over five days to 17% This was to stemthe sharp depreciation of the ruble
and curb inflation. The ruble briefly appreciated agai nst the dollar but has
since continued to depreciate, reaching about 66 rubles to the dollar (as of
Jan. 26, 2015), conpared to about 35 a year ago. The interest rate on

i nterbank | oans increased substantially, to well above the key rate--although
it has since noderated. W see such novenents in financial instrunent rates as
strong indicators of a weakening nonetary transm ssion nmechanism W expect
that credit to the econonmy will be curtailed, which will likely further

under m ne growt h.

W al so understand that during 2014 the Russian public had been converting
rubles into foreign currency, thereby fueling depreciation. Gven the
pass-t hrough of nore expensive inmports to donestic prices generally, we now
expect that inflation will rise above 10%in 2015.

We anticipate that asset quality in the financial systemw || deteriorate

gi ven the weaker ruble; restricted access of key areas of the econony to

i nternational capital markets due to sanctions; and econonic recession in
2015. Asset quality deterioration nmay not be inmedi ately apparent in reported
figures, however, due to tenporary neasures introduced by the CBR that allow
Russi an banks to apply nore favorabl e exchange rates when val ui ng

forei gn-currency denom nated assets and apply nore flexible provisioning
pol i ci es.

We project that the economy will expand by about 0.5% annually in 2015-2018,
bel ow the 2.4% of the previous four years. W see this nuted projected growh
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partly as a | egacy of a secular econom c slowdown that had al ready begun
before the recent devel opnents in the Ukraine. It also reflects a |lack of
external financing due to the introduction of econom c sanctions and the sharp
decline in oil prices. Ruble depreciation will subdue GDP per capita in dollar
ternms, which we forecast at $8,600 in 2015. W al so expect that declining
donestic purchasing power as a result of exchange rate depreciation and rising
inflation will likely hanmper Russia's growth prospects.

Bal ance- of - paynment pressures have hit the econony; Russia is experiencing a
severe terms-of -trade shock (see "Standard & Poor's Revises Its Crude G| And
Natural Gas Price Assunptions," published Jan. 9, 2015). W nevert hel ess
expect that Russia's current account will remain in surplus over 2015-2018 due
to inport conpression (a consistent drop in inport denand).

In our view, balance-of-paynment pressures center on the financial account.
Private-sector net capital outflows averaged $57 billion annually during
2009-2013; they increased to $152 billion in 2014. Stresses could nount for
Russi an corporations and banks that have foreign currency debt service
requi renents without a concomtant foreign currency revenue stream

We estimate Russia's gross external financing requirenment for 2015 at close to
85% of current account receipts (CARs) plus usable reserves. W expect that
sonme of this requirement will be accomvbdated by dollar sales by the CBR
potentially exerting additional downward pressure on CBR reserves. Qur figure
for CBR usabl e reserves deducts fromthe CBR s reported foreign currency
reserves:

 Investnents nade by the CBR on behalf of the governnent;

« The CBR s foreign currency swaps

 Funds received under repos with nonresidents; and

 Accounts of domestic banks that are counted as reserves.

By this definition, we forecast that reserve coverage of current account
paynments will decline to about three nonths by 2017, from seven nonths in
2014.

That said, Russia maintains a net external asset position. W expect a narrow
net external asset position of about 9% of CARs over the 2015-2018 forecast
hori zon (liquid external assets held by the public and banki ng sector m nus
external debt).

On Nov. 10, 2014, the CBR nodified its exchange rate regine. It noved from an
operational band--with regular interventions on and outside the borders of the
band agai nst a dual currency basket--to a freer float, with foreign currency
interventions permssible in case of financial stability threats. This change
shoul d afford the CBR greater ability to conserve reserves. Historically,
there is usually a strong correlation between the external value of the ruble
and oil prices; this has once again been the case over the past 12 nonths.

To mitigate oil-price vulnerability, in 2013 the governnent instituted a
fiscal rule that caps government spending based on | ong-term historical oi
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prices, while targeting a central governnent deficit of less than 1% of GDP
This rule is designed to | ead to asset accumnul ati on when oil prices are high
and to allow the government to draw on assets when prices are |ow, thereby
reduci ng the pro-cyclicality of fiscal policy. W expect fiscal policy to
significantly | oosen as the sharp decline in oil prices, conpared to
historical prices, allows for higher deficits.

Rubl e depreci ation supported the governnent's fiscal position in 2014 because
about half its revenues cone from hydrocarbons and are priced in U. S. dollars.
The U. S. dollar oil price decline of 55% since the start of 2014 was only 10%
inruble terms. As a result, we estinate that the central governnment posted a
smal |l deficit of 0.5%of GDP |ast year. However, we expect a deterioration in
| ocal and regional governnent bal ances, which bear the brunt of the
government's increased spending on public-sector wages. Overall, we estinate
that the general government will post a deficit of 1.3%of GDP in 2014 and an
average annual deficit of 2.5%over 2015-2018. Support to the banks through

t he placenent of RUBL trillion (about 1.4% of GDP) in government bonds was
approved in 2014 and is accounted for in governnent expenditure, though not
yet utilized.

We view t he nodest general government net debt position as a rating strength,
as we do its lowinterest burden as a percentage of revenues. The central
government's Reserve Fund and National Walth Fund, together total about 14%
of CGDP (al though we believe about 1% of GDP of this is invested in non-liquid
donestic assets). In our opinion, the central governnment w |l progressively
use these two funds to increase its support to the econony and the financi al
system W understand that RUB500 billion (about 0.7% of GDP) will be taken
fromthe Reserve Fund and put on Mnistry of Finance deposit accounts with the
donestic banks to inmprove their liquidity. In our view, this will add to the
non-liquid portion of the governnment's reserve assets, although we understand
that at some point in the future these funds could be used for deficit
financi ng.

We view Russia's institutional and governance effectiveness as a rating
weakness. Political power is highly centralized with few checks and bal ances,
in our opinion. We do not currently expect that the government will be able to
effectively tackle the | ong-standing structural obstacles (perceived
corruption, the weak rule of law, the state's pervasive role in the econony,
and the chal |l engi ng busi ness and investnent clinate) to stronger econonic
grow h over our 2015-2018 forecast horizon

Outlook

The negative outl ook reflects our view that Russia's nonetary policy
flexibility could dimnish further

For exanple, the inposition of exchange controls, if inplenented, could
further hanper nmonetary flexibility. We could also lower the ratings if
external and fiscal buffers deteriorated at a naterially faster pace over the
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next 12 nonths than we currently expect.

We could revise the outlook to stable if Russia's financial stability and
econom ¢ growth prospects were to inprove.

Key Statistics

Table 1

Russian Federation - Selected Indicators

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Nominal GDP (bil. US$) 1,300 1,661 1,223 1,525 1,905 2,015 2,079 1,892 1,235 1,346 1,467 1,545
GDP per capita (US$) 9,102 11,631 8,568 10,671 13,330 14,092 14,509 13,194 8,605 9,376 10,205 10,745
Real GDP growth (%) 8.5 5.2 (7.8) 4.5 4.3 3.4 1.3 0.7  (2.6) 1.9 2.0 1.2
Real GDP per capita growth 8.8 5.2 (7.8) 4.4 43 3.3 1.0 0.6 (2.7) 1.8 1.9 1.1
(%)

Change in general 1.7 1.0 2.1 1.4 2.2 1.2 1.5 5.1 1.4 2.1 1.8 2.8
government debt/GDP (%)

General government 6.8 49 (6.3) (3.4) 1.5 0.4 (1.3) (1.3) (3.4) (2.1) (2.2) (2.2)
balance/GDP (%)

General government 8.3 7.7 10.2 10.0 10.4 10.7 11.5 15.6 16.7 17.4 18.0 19.7
debt/GDP (%)

Net general government (10.8)  (13.5) (6.5) (1.3) (2.1) (2.2) (0.8) 1.1 5.5 7.2 8.7 10.7
debt/GDP (%)

General government interest 1.3 1.2 1.7 1.6 1.6 1.6 1.8 2.3 3.8 3.7 3.9 4.1

expenditure/revenues (%)

Other dc claims on resident 39.3 43.2 47.0 44.6 46.9 50.6 55.8 58.4 64.8 65.3 67.1 69.5
nongovernment sector/GDP

(%)

CPI growth (%) 9.0 14.1 11.7 6.9 8.4 5.1 6.8 7.8 13.5 6.5 6.0 6.0
Gross external financing 67.8 57.2 74.6 65.9 65.5 68.1 74.3 76.6 85.6 93.7 96.1 94.5
needs/CARs plus usable

reserves (%)

Current account 5.6 6.3 4.1 4.4 5.1 3.5 1.6 3.0 1.1 2.6 2.6 2.1
balance/GDP (%)

Current account 16.3 17.5 13.2 13.8 15.4 10.9 5.2 8.8 3.1 6.9 6.8 5.7
balance/CARs (%)

Narrow net external (29.2) (22.6) (44.5) (42.9) (37.9) (36.7) (28.5) (21.2) (10.0) (8.3) (8.6) (8.2)
debt/CARs (%)

Net external liabilites/CARs ~ 33.7  (43.2) (27.4)  (3.6) (22.9) (21.0) (19.3) (21.5) (29.5) (31.8) (345) (37.7)
(%)

Other depository corporations (dc) are financial corporations (other than the central bank) whose liabilities are included in the national definition
of broad money. Gross external financing needs are defined as current account payments plus short-term external debt at the end of the prior
year plus nonresident deposits at the end of the prior year plus long-term external debt maturing within the year. Narrow net external debt is
defined as the stock of foreign and local currency public- and private-sector borrowings from nonresidents minus official reserves minus
public-sector liquid assets held by nonresidents minus financial-sector loans to, deposits with, or investments in nonresident entities. A negative
number indicates net external lending. CARs--Current account receipts. The data and ratios above result from Standard & Poor's own
calculations, drawing on national as well as international sources, reflecting Standard & Poor's independent view on the timeliness, coverage,
accuracy, credibility, and usability of available information.
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Ratings Score Snapshot

Table 2

Russian Federation - Ratings Score Snapshot

Key rating factors

Institutional assessment Weakness
Economic assessment Weakness
External assessment Neutral
Fiscal assessment: flexibility and performance Neutral
Fiscal assessment: debt burden Strength
Monetary assessment Neutral

Standard & Poor's analysis of sovereign creditworthiness rests on its assessment and scoring of five key rating factors: (i) institutional assessment;
(ii) economic assessment; (iii) external assessment; (iv) the average of fiscal flexibility and performance, and debt burden (v) monetary assessment.
Each of the factors is assessed on a continuum spanning from 1 (strongest) to 6 (weakest). Section V.B of Standard & Poor's "Sovereign Rating
Methodology," published on Dec. 23, 2014 , summarizes how the various factors are combined to derive the sovereign foreign currency rating,
while section V.C details how the scores are derived. The ratings score snapshot summarizes whether we consider that the individual rating
factors listed in our methodology constitute a strength or a weakness to the sovereign credit profile, or whether we consider them to be neutral.
The concepts of "strength”, "neutral”, or "weakness" are absolute, rather than in relation to sovereigns in a given rating category. Therefore, highly
rated sovereigns will typically display more strengths, and lower rated sovereigns more weaknesses. In accordance with Standard & Poor's
sovereign ratings methodology, a change in assessment of the aforementioned factors does not in all cases lead to a change in the rating, nor is a
change in the rating necessarily predicated on changes in one or more of the assessments.

Related Criteria And Research

Related Criteria

* Sovereign Rating Methodol ogy, Dec. 23, 2014

 National And Regional Scale Credit Ratings, Sept. 22, 2014

e Met hodol ogy For Linking Short-Term And Long- Term Rati ngs For Corporate,
I nsurance, And Sovereign |Issuers, My 7, 2013

e Criteria For Determining Transfer And Convertibility Assessnents, My 18,
2009

Related Research

e« Energi ng Markets Sovereign Rating Trends 2015, Jan. 21, 2015

» Standard & Poor's Revises Its Crude G| And Natural Gas Price Assunptions,
Jan. 9, 2015

* Cal endar O 2015 EMEA Sovereign, Regional, And Local Governnent Rating
Publication Dates, Dec. 30, 2014

e Sovereign Ri sk Indicators, Dec. 15, 2014 (an interactive version of the
Sovereign Ri sk Indicators can be found at www. spratings. con SRI)

e Russia's Economic Risks WIIl Conpound Wak Local And Regi onal Governnent
Fi nances, Dec. 14, 2014

* Sovereign Rating And Country T&C Assessment Histories, Dec. 4, 2014

e Sovereign Ratings Score Snapshot, Dec. 4, 2014

* Emerging Markets Sovereign Rating Trends Third Quarter 2014 Update, Cct.
8, 2014

* Risks Mount For A Longer Downturn In Russia, COct. 8, 2014

» The Fal | out Between Russia And The West Puts European Corporates In A Bind
, Sept. 18, 2014
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e Sanctions WII Increasingly Wigh On Russian Banks' Funding And Liquidity
Profiles, Sept. 18, 2014

» Sovereign Defaults And Rating Transition Data, 2013 Update, Sept. 17,
2014

* Understandi ng Standard & Poor's Russia National Scale Ratings, Sept. 14,
2014

e Banking Industry Country Ri sk Assessnent: Russia, June 17, 2014

e Russia Foreign Currency Ratings Lowered To 'BBB-/A-3'" On Risk O Marked
Deterioration In External Financing; Qutlook Neg, April 25, 2014

« What |Is Threateni ng Russian Local And Regi onal Governnment Ratings, Apri
23, 2014

* Credit FAQ What's Behind Standard & Poor's Qutl ook Revision On Severa
Russi an Corporate GREs? April 10, 2014

 What's Behind Standard & Poor's Qutl ook Revision On Several Russian
Cor porate GREs?, April 10, 2014

* Russia-Ukraine: An Unfolding Crisis, March 28, 2014

* Russian Federation Qutl ook Revised To Negative On Ri sing Geopolitical And
Econom ¢ Ri sks; Ratings Affirnmed, March 20, 2014

 Policy Risks, Not Tapering, Are Key To Enmergi ng Market Sovereign Ratings,
March 5, 2014

* Qutlooks: The Sovereign Credit Wathervane, Year-End 2013 Update, Feb. 4,
2014

 Russian Federation, July 8, 2013

« Change At The Helm OF Russia's Central Bank Has No Effect On The
Sovereign Rating, March 13, 2013

» pening O Russian Donestic Governnment Bond Market To Foreign Investors
Has No | npact On The Soverei gn Rating, Feb. 7, 2013

e Can Russia Drop Its "Spend To Befriend" Fiscal Policy?, Cct. 15, 2012

* Hooked On G I: Russia's Vulnerability To Gl Prices, Mrch 26, 2012

e« Energi ng Markets Soverei gn Debt Report 2014: Borrowi ng To Renmin Broadly
Unchanged This Year, Feb. 17, 2014

e @ obal Sovereign Credit Trends: Downgrades Are Likely To Qutnunber
Upgrades Again In 2014, Dec. 17, 2013

In accordance with our relevant policies and procedures, the Rating Committee
was conposed of analysts that are qualified to vote in the comrittee, with
sufficient experience to convey the appropriate |evel of know edge and
under st andi ng of the nethodol ogy applicable (see 'Related Criteria And
Research'). At the onset of the conmittee, the chair confirned that the

i nfornation provided to the Rating Committee by the primary anal yst had been
distributed in a tinmely manner and was sufficient for Conmittee nenbers to
make an informed deci sion.

After the primary anal yst gave openi ng remarks and expl ai ned the
recomendati on, the Committee discussed key rating factors and critical issues
in accordance with the relevant criteria. Qualitative and quantitative risk
factors were considered and di scussed, |ooking at track-record and forecasts.

The conmittee agreed that economic structure and growth and nonetary policy
flexibility had weakened. All other key rating factors were unchanged.
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The chair ensured every voting nmenber was given the opportunity to articulate
hi s/ her opinion. The chair or designee reviewed the draft report to ensure
consi stency with the Committee decision. The views and the decision of the
rating commttee are sunmarized in the above rational e and outl ook. The

wei ghting of all rating factors is described in the nethodology used in this
rating action (see 'Related Criteria And Research').

Ratings List

Downgr aded; CreditWatch/ Qutl ook Action

To From
Russi an Federation
Sovereign Credit Rating
Forei gn Currency BB+/ Negati ve/ B BBB-/ Wat ch Neg/ A- 3
Local Currency BBB-/ Negative/ A-3 BBB/ Watch Neg/ A-2
Transfer & Convertibility Assessnent BB+ BBB-
Seni or Unsecured BB+ BBB- / Wat ch Neg
Seni or Unsecured BBB- BBB/ WAt ch Neg
Rati ngs Affirned
Russi an Federati on
Russi a National Scale ruAAA/ - -/ - -

Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal creditportal.comand at spcapitalig.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Moscow 7 (495) 783-4009.
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