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Regional bond market: reasons for staghation

Placement of sub-federal and municipal bonds in 2019

In 2019, the yield on sub-federal bonds fell below the pre-recession
level for the first time since 2013 amid the Bank of Russia’s lowering
of its key rate. Last year the weighted average yield for initial
placements decreased on average by 1 pp compared to 2018. The annual
yield on bonds placed in late 2019 was lower than 7%, while annual
coupon rates reached 6.5%.

Nevertheless, Russian regions were unable to take advantage of
these favorable market conditions to increase the duration of their
debt portfolios. In 2019, the total volume of bonds placed by regions
and municipalities was equal to that of 2018. Yet at the same time, both
the number of placements and issuers decreased. The average maturity
of new bond issues fell by four months to 4.4 years.

Regions have lost interest in bonds mainly due to growth in budget
income, which has reduced their need to resort to borrowing. The
number of regions running budget deficits has almost halved compared
to 2017. Account balances accumulated in recent years allow regions to
finance deficits without raising funds through borrowing. Measures
carried out by the Russian Ministry of Finance to reduce regional debt
loads have also been effective.

Regions preferred to take out bank loans as interest rates fell
throughout 2019. Regions have practically no opportunities to carry out
early repayment of bonds. Bank loans are more flexible from this point
of view because they can be paid off in ahead of schedule should interest
rates fall and then be replaced by much cheaper loans.

It will still be possible for regions to switch from commercial debt
to bonded loans in 2020, although a significant increase in the
volume of placements is unlikely. Despite this, provisions added to the
Budget Code of the Russian Federation in mid-2019 to ensure control
over the debt load of regions and municipalities, and the stabilization of
interest rates at their current low level may contribute to a certain
increase in bond placements.



mailto:maxim.pershin@acra-ratings.ru
mailto:elena.anisimova@acra-ratings.ru
mailto:media@acra-ratings.ru

m Regional bond market: reasons for staghation February 10, 2020

In 2019, 80% of bonds placed had an
ACRA credit rating. In 2018, this
indicator was 72%.

Russian regions are losing interest in bonds, despite favorable
conditions

Although the conditions for making bond placements to raise long-term
financing were extremely favorable in 2019, a boom in the placement of sub-
federal bonds did not occur.

At the same time, 2019 was the Russian Ministry of Finance’s most successful year
in terms of raising debt financing. Despite the federal budget surplus, net internal
borrowing hit a new record at RUB 1.4 tIn. The total volume of federal loan bond
(OFZ) placements at nominal value in 2019 more than doubled compared to 2018
and amounted to RUB 2.1 tIn vs. RUB 1 tIn. The average maturity of OFZs placed
in 2019 grew to 8.9 years (compared to 7.4 years in 2018).

It is noteworthy that there were only 15 placements — worth a total of RUB 96.75
bln — in the sub-federal and municipal bond market in 2019. As a result, the total
volume of issues remained unchanged from 2018, but the number of new
placements in 2019 fell by a quarter. Besides initial placements, 2019 also saw two
additional placements of bonds that were first issued in 2017, to a total of RUB
19.5 bin.

Figure 1. The peak in placement volume over the past six years was recorded in
2017
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In 2019, only nine regions and two municipalities decided to issue new bonds.
The Belgorod Region, Moscow Region, and the Republic of Sakha (Yakutia)
entered the bond market twice. The city of Tomsk issued exchange-traded bonds
and bonds for the general public. For comparison, 14 regions and one
municipality made new placements in 2018, and in 2017 there were 29 regions
and three municipalities. In 2019, only one issue was not placed in full — in
November, the Novosibirsk Region placed 15% of an issue with an annual yield
of 6.7%.
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In 2019, Russian credit organizations
continued to serve as the primary
investors in sub-federal bonds — they
held around two-thirds of outstanding
sub-federal bonds.

" Excluding bonds for the general public.

ACRA notes that major issuers played a bigger role last year, with the share of a
single issuer in the total nominal volume of sub-federal and municipal bonds
placed in 2019 reaching 40%, its highest since 2013. For comparison, this share
was 25% in 2018 and 21% in 2017. The four largest issuers (the Moscow and
Nizhny Novgorod Regions, the Republic of Sakha (Yakutia), and the Krasnodar
Krai) accounted for more than 70% of bonds offered in 2019.

As of 11M 2019, the total nominal value of bonds placed by regions and
municipalities had changed slightly (+RUB 16.42 bln) compared to the start of
the year. As of December 1, 2019, the volume of outstanding bonds was RUB
565.45 bin for regions (30% of their total debt) and RUB 20.46 bin for
municipalities (6% of their total debt).

Figure 2. Only nine regions placed new bond issues in 2019
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As the Bank of Russia cut its key rate from 7.75% to 6.25% per annum in 2019,
the annual weighted average yield on initial bond placements declined to the
minimum level for the analyzed period (since 2013) and amounted to 7.2%. Prior
to the recession, in 2013, the annual weighted average yield was 8.1%. It was
8.2% in 2017, the peak year for sub-federal placements in the analyzed period.
The annual yield on the last major placements of 2019, namely the Moscow
Region’s five-year bonds and the Sverdlovsk Region’s seven-year bonds, was
6.7% and 6.9%, respectively. In December 2019, Tomsk placed RUB 1 bin of bonds
with an annual yield of 7.6%.

The spread between the yield on sub-federal bonds and five-year OFZs averaged
0.8 pp in 2019, below 1 pp for the third year in a row (from 2012-2016 the
difference between the aforementioned yields ranged from 1.4 to 2.2 pp).

Regions continued to place bonds for up to seven years in 2019, however more
than half of these issues will be fully redeemed in no later than five years’ time.
The average maturity of bonds placed in 2019’ fell to 4.4 years, compared to 4.8
years in 2018, and 5.8 years in 2017.




Regional bond market: reasons for staghation

February 10, 2020

Profit taxes made the biggest
contribution to the growth of
income of regional budgets, mainly
due to high ruble prices for
commodities. For more details, see
ACRA’s research titled Budget
surplus saved for the future dated
February 22, 2019.

Amendments made to Russia’s
Budget Code in 2019 stipulate
dividing the country’s regions into
groups based on their debt to
internal revenue ratio, share of debt
servicing expenses, and the size of
annual payments to service and
repay debts relative to tax and non-
tax revenue and dotations from the
federal budget. Regions that are not
included in the high debt
sustainability group have to
coordinate their debt policy with the
Ministry of Finance.

For more details, see ACRA's
research titled Debt of Russian
regions to remain expensive
dated January 25, 2018.

Figure 3. Bond yield was below the pre-recession level in December 2019
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Sub-federal bond market: reasons for stagnation in 2019

There are a number of reasons for the low level of bond market activity among
Russian regions in 2019. Firstly, growth in the income of regional budgets has
reduced regions’ debt financing needs. As of 11M 2019, only 17 regions were
running budgets with a total intermediate deficit of RUB 15.65 bin. For the same
period in 2017, 29 regional budgets were in deficit, and 11 regions had deficits as
of 11M 2018 (growth of internal revenues in 2018 allowed regions to increase their
account balances by RUB 0.5 tIn to RUB 1.9 tIn, and they could utilize these funds
in 2019).

Secondly, growth in the supply of sub-federal bonds was restrained by the federal
government’s measures to support regions by reducing their debt loads. Regions
required fewer new borrowings to refinance budget loans due to the obligations
they entered into to reduce debt and extend deadlines for repaying budget loans.

The changes made to the Budget Code of the Russian Federation in 2019 to ensure
control over the debt load of regions acted as an additional incentive for regions
to reduce their total debt. As a result, a greater number of regions began to take
measures to reduce debt in order to be classified as regions with a high level of
debt sustainability.

In 2019, it became possible for regions to replace bank loans, which mostly have a
repayment period of no more than three years, with long-term bonds. This would
have minimized refinancing risks in the future, yet the majority of regions were
unable to take advantage of it (as of December 1, 2019, regions’ bank loan debts
stood at RUB 397.34 bln, four times larger than the total volume of sub-federal
bonds placed in 2019). ACRA is of the opinion that this is due to complex
procedures for placing bonds, complex buyback and/or early redemption
procedures, and interest rates, which fell throughout the year.
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For more details, see ACRA’s
research titled Difficult to invest
while reducing debt load dated
December 9, 2019.

Another new aspect of the Budget
Code is the requirement that
regions and municipalities that
plan to place bonds must have a
credit rating. The draft directive of
the Russian Government that
determines the minimum credit
rating can be found at

regulation.gov.ru.

Regions that placed bonds at 14-16% per annum in 2014-2015 were unable to
refinance them after rates fell. But regions were able to repay bank loans early and
then replace them with new loans at lower interest rates. In connection with this,
and amid expectations of falling interest rates in 2019, many regions chose bank
loans over bonds.

Outlook for the sub-federal bond market in 2020

This year up to RUB 310 bln of sub-federal bonds are expected to be issued,
judging by regional budget laws. In 2019 and 2018, regions planned to issue bonds
with a total nominal value of RUB 250 bln and RUB 330 bln, respectively. However,
the actual volume placed was 2.5-3 times lower — around RUB 100 bin. This trend
is most likely to continue in 2020, with offerings of sub-federal and municipal
bonds in line with 2018 and 2019 levels. Reasons for this include the significant
reserves that regions have built up which will allow them to avoid major new
borrowings (ACRA estimates that as of early 2020 there is more than RUB 2 tIn in
accounts). Growth in the number of placements may be limited by weak demand
from investors for debt liabilities with a long duration under the current conditions
of low interest rates.

Let's take a closer look at the factors that could contribute to an increase in the
volume of bonds issued in 2020. First and foremost, stabilization of interest rates
at their current level would result in fewer regions forgoing bonds in favor of bank
loans. Furthermore, long-term bonds could serve as an instrument for covering
possible growth of regional budget expenses to finance investment projects to
develop infrastructure (which involve an extensive return on investment period).
The 2020 federal budget law allows regions that finance infrastructure
development projects to prolong the repayment of budget loans until 2029
(regions can use up to RUB 30—40 bin for these purposes in 2020 as part of this
budget loan restructuring).

The lack of limitations on the cost of borrowing could serve as an additional driver
of the possible growth of the regional bond market. Regions that participate in
the budget loan restructuring program cannot take out loans at interest rates that
are higher that the key rate plus 1%. As a result, the share of unsuccessful auctions
held by regions in 2019 to take out bank loans increased to 41% °?
(in 2018 this indicator stood at 19%, while in 2017 it was only 5%). If it is not
possible for regions to obtain bank loans without violating their obligations to the
Government of the Russian Federation, they may decide to enter the bond market,
which is not subject to such limitations.

Starting from 2020, the size of regions’ and municipalities’ annual payments to
service and repay debts will be taken into account when assessing their debt
sustainability. Refinancing bank loans using bonds, which usually have maturities
that are two times longer than bank loans, will reduce the annual volume of such
payments and lower the risks associated with refinancing.

2 Excluding the failed offerings of the Republic of Mordovia.
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The Analytical Credit Rating Agency (ACRA) was founded in 2015, with its 27 shareholders representing major Russian corporate and financial
institutions and its authorized capital exceeding RUB 3 bin. ACRA’s main objective is to provide the Russian financial market with high-quality rating
products. Methodologies and internal documents of ACRA are developed in compliance with Russian legislation and with regard to global rating
industry best practices.

The provided information, including, without limitation, credit and non-credit ratings, rating assessment factors, detailed credit analysis results,
methodologies, models, forecasts, analytical reviews and materials, as well as other information placed on the ACRA website (further referred to as
Information), coupled with the ACRA website software and other applications, are intended for information purposes only. Information must not be
modified, reproduced or distributed by any means, in any way or form, either in whole, or in part, in marketing materials, as part of public relations
events, in news bulletins, in commercial materials or reports without prior written consent from, and reference to, ACRA. Any use of Information in
violation of these requirements or the law is prohibited.

ACRA credit ratings reflect ACRA’s opinion about the ability of a rated entity to meet its financial obligations or about the credit risk of individual
financial obligations and instruments of a rated entity at the time of publication of the relevant Information.

Non-credit ratings reflect ACRA's opinion about certain non-credit risks assumed by interested parties interacting with a rated entity.

The assigned credit and non-credit ratings reflect all material information pertaining to a rated entity and known by ACRA (including the information
received from third parties), the quality and reliability of which ACRA considers appropriate. ACRA shall not be responsible for the accuracy of
information provided by clients or relevant third parties. ACRA does not audit or otherwise verify the provided data and shall not be held responsible
for their accuracy and completeness. ACRA conducts rating analysis of information provided by customers using its own methodologies, with the
texts thereof available on ACRA’s website — www.acra-ratings.com/criteria.

The only source that reflects the latest Information, including the one about credit and non-credit ratings assigned by ACRA, is ACRA's official
website — www.acra-ratings.com. Information is provided on an “as is” basis.

Information shall be considered by users exclusively as ACRA’s statement of opinion and must not be regarded as advice, recommendation or
suggestion to buy, hold or sell securities or other financial instruments of any kind, nor shall it be viewed as an offer or advertisement.

Neither ACRA, nor its employees and persons affiliated with ACRA (further referred to as the ACRA Parties) provide any direct or implied guarantee
expressed in any form or by any means regarding the accuracy, timeliness, completeness or applicability of Information for making investment and
other decisions. ACRA does not act as a fiduciary, auditor, investment or financial advisor. Information must be regarded solely as one of the factors
affecting an investment decision or any other business decision made by any person who uses ACRA's information. It is essential that each of such
persons conduct their own research and evaluation of a financial market participant, as well as an issuer and its debt obligations that may be
regarded as an object of purchase, sale or possession. Users of Information shall make decisions on their own, involving their own independent
advisors, if they deem it necessary.

ACRA Parties shall not be responsible for any action taken by users based on Information provided by ACRA. ACRA Parties shall under no
circumstances be responsible for any direct, indirect or consequential damages or losses resulting from interpretations, conclusions,
recommendations and other actions taken by third parties and directly or indirectly connected with such information.

Information provided by ACRA is valid only as of the date of preparation and publication of materials and may be amended by ACRA in the future.
ACRA shall not be obliged to update, modify or supplement Information or inform anyone about such actions, unless the latter was recorded
separately in a written agreement or is required by legislation of the Russian Federation.

ACRA does not provide advisory services. ACRA may provide additional services, if this does not create a conflict of interest with rating activities.

ACRA and its employees take all reasonable measures to protect all confidential and/or material non-public information in their possession from
fraud, theft, unlawful use or inadvertent disclosure. ACRA provides protection of confidential information obtained in the course of its business
activities as required by legislation of the Russian Federation.
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