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Q: How has the Russian financial mar-

ket and economy have changed in the 

past years?

A: Currently Russia is transitioning from 

a commodity boom to a consumer-based 

economy and approaching a size $1.5 

trillion. That definitely positions Russia 

as one of the top ten economies in the 

world, behind the U.S. and China, but on 

par with India and Brazil. The country has 

gone through a dramatic recovery since the 

1998 debacle, which established quite a 

low base for comparison. 

Currently, the macroeconomic picture is 

very strong. Russia has grown by an aver-

age of 6% to 7% growth for eight years. For 

2008, the projected growth is about 8%. In 

addition, Russia has one of the most fis-

cally conservative economies in the world. 

Actually, I believe that the Minister of Fi-

nance, Alexei Kudrin, has kept a tight rein 

on the fiscal policy and deserves global 

recognition for that. While piling huge in-

ternational reserves with trade and budget 

surpluses, he has managed to keep gov-

ernment spending and inflation in check.

There is already structural inflation in the 

economy as the income, the consumption, 

and the costs continue to go up. Under 

communism, everything was subsidized, 

and the expenses for gas, telephone, elec-

tricity, and occupancy costs are still very 

low. That leaves a tremendous amount for 

consumer disposable income, which has 

gone up about 27% for the last few years. 

One of the most dynamic markets in the world, Russia may be difficult to understand for 
outsiders, but is extremely rewarding for those who know it well. Ticker revisits John Connor, the 
manager of the Third Millennium Russia Fund, to find out that he still finds Russia an exciting 
market with improving governance. This year, however, the focus is on the domestic growth story, 
rather than on the traditional oil exports.
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At the same time, there is extreme restraint 

on the government level and income taxes 

are kept low. 

Q: What is your investment strategy in 

this transitional environment?

A: Last year our strategy for outperform-

ing the RTS Index, which is our benchmark, 

was underweighting the oil and gas compa-

nies because we felt that these commodi-

ties are getting ahead of themselves, par-

ticularly oil. That proved to be a successful 

strategy, and we did outperform the bench-

mark. 

Now we have an emphasis on the compa-

nies related to the local consumer, and I be-

lieve that the domestically oriented growth 

will continue. Moving into the consumer 

sector, we try to pick the companies that 

will outperform in the next year or two. We 

do not have specific sector allocations; we 

try to pick the winners. For example, last 

year we had exposure to Far East Telecom 

and Comstar. Both stocks were among the 

best-performing telecom stocks.

Q: How do you find the right companies 

and how do you manage the account-

ing and the cultural differences?

A: First, we read a lot. Second, we travel to 

the market frequently to meet every com-

pany in the portfolio. We may meet with the 

companies after we have invested in them 

but, ideally, we would have met them prior 

to our investment. 



ups.’ In the pharmaceutical area, the wide-

spread state pharmacies were privatized 

to their managers and employees. Then, 

they were bought out and re-branded as 

‘Pharmacy 36.6’ and became the leading 

company in the area. A very successful 

business was built through the acquisition 

of the state pharmacies, refurbishing and 

re-branding them with new counters and 

lighting.  

The situation is similar with Rosinter, the 

only publicly traded restaurant chain in 

Russia. That is a very interesting company, 

run by a talented young man who showed 

up from Argentina. In his early restaurants, 

he used different concepts and branded 

them as Italian, Spanish, and Mexican 

restaurants. He had locations in downtown 

Moscow and offered nice décor and good 

service for low to medium prices. 

To become really big, he got the franchise 

for TGIF. Now he has prime locations all 

over the place, and runs the biggest public 

restaurant company in Russia. His original 

concepts were replaced by a mass ap-

proach and he built a higher-end McDon-

alds type of chain. That is an example of 

a ‘roll-up,’ because he used a lot of pre-ex-

isting restaurant locations with ready kitch-

ens, leases, etc. It is interesting that the 

ticker symbol for the stock is ROST, which 

means ‘growth’ in Russian.

Those are two examples of consumer 

stocks that have achieved very good re-

sults in the last few years, and both of 

them are relatively new to the market. Of 

course, the most successful company has 

been Wimm-Bill-Dann Dairy. It is based on 

the same idea of rolling up dairies and 

juice lines from pre-existing locations. Now 

the company is the biggest purveyor of fruit 

juice and yogurts, and it recorded signifi-

cant growth last year. 

Q: In your view, how would a global 

slowdown in commodity prices affect 

the Russian growth story? How depen-

dent is the Russian economy on com-

modity exports?

A:  Right now, everyone wants what Rus-

sia has. The Asian demand seems huge 
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Regarding the transparency and the integ-

rity, I believe that Russia has undergone 

a mini revolution in that respect. In 2003, 

Russia reformed its tax system to remove 

the incentive for transferring funds abroad 

and for hiding income. Now the income tax 

is very low, at about 13% flat for individu-

als and in the mid 20% range for the busi-

nesses.

In addition, the imprisonment of Khodork-

ovsky served as an explicit warning for ev-

eryone who was trying to run the country 

instead of running his own businesses. 

The epoch of Yeltsin was financed by the 

people made wealthy by his privatization 

program, but they got carried away and 

Putin slapped them down hard by sending 

Khodorkovsky to jail. The message was “Go 

back to running your businesses instead of 

buying members of the parliament.”  

Overall, Russia has gone through very 

rapid changes, and in the period between 

the tax reform and the current business 

culture, the people really got themselves 

together. Now the companies are audited 

by PricewaterhouseCoopers, Deloitte, and 

KPMG. When I listen to a presentation by 

a young investor relations person speaking 

English, I know that things have changed. 

Now the market is well regulated in a very 

professional way. 

I believe that Russia is one of the most 

substantial markets in the world and peo-

ple have a lot of confidence in it. There 

isn’t the gambling element that you have in 

China, and the domestic Russian market 

has become significant. Shareholding is 

widespread because of all the privatization 

vouchers, and the market is on par with the 

best practices in other markets. So, I have 

a lot of confidence in the market and the 

company information that I get.

Q: Would you illustrate your investment 

process with some specific examples 

of stock picks?

A: The telecom sector would be a good ex-

ample. For years, there was a talk about 

the telecom expansion to underserved 

markets. The landline telephony is still 

very deficient in Russia, which remains a 

poor European country where many people 

don’t even have telephones. That creates 

an even greater opportunity for the mobile 

phone providers.

The current situation reflects the growth in 

the disposable income. Last year we began 

to perceive that cell phones are becoming 

a consumer commodity, as people are talk-

ing more and the usage rates are growing. 

Previously, we did not have big exposure to 

the telecom stocks, but we invested heav-

ily in them last year and they had a great 

run.

They are also expanding geographically 

into Ukraine and around other regions, and 

I expect the strong growth to continue for 

another couple of years. These are private 

companies since initiation, so we avoided 

the typical problems of the privatized enti-

ties that were run by bureaucrats, not by 

executives. 

Q: How have the changes in the demo-

graphics and the purchasing power af-

fected the companies?

A: Well, there are many examples of ‘roll-

“With the significant 
improvement of the 
corporate governance, the 
accounting, the transparency, 
and the integrity in Russia, we 
do not see a lot of currency 
and corporate governance 
risks.”
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because there is very strong growth in 

the consumer sectors of India and Chi-

na, where everyone wants to drive a car. 

There is high demand for commercial and 

residential buildings that requires steel, 

nickel, and many other commodities. When 

you add oil and gas to the picture, it really 

becomes huge, and Russia is the biggest 

exporter of energy.

There are always speculations about the 

bubble in that area, and I agree that the big 

question is how long this demand will con-

tinue. I think that nobody knows what is go-

ing to happen, but as long as the demand 

from the large developing countries contin-

ues, the trend for Russia is positive. The 

minute this demand slackens, however, 

the Russian economy will have a problem. 

A recession in the U.S. would also affect 

the Russian stocks, mainly because of the 

panic. The recession, however, is an open 

question because the U.S. is still growing 

albeit at a slower pace. In addition, I be-

lieve that the U.S. is not that determinative 

for the Russian market, at least not in the 

way it used to be. Now the growth not only 

in India and China, but also in Taiwan and 

Vietnam, is becoming more important. 

Taiwan, for example, is increasing the in-

tensive cultivation to get higher yield grains 

and higher quality crops. That means that 

the Russian exports of potash and other 

fertilizers are very strong. One of our hold-

ings, Ural Kaliy, had a fantastic year in 

2007, up about 800% since we bought it. 

The stock represents 8% of our portfolio 

and is one of our biggest holdings, along 

with Sberbank, which is also a high-growth 

consumer stock. This is the largest bank in 

Russia that also got into mortgage lending, 

retail lending, auto lending.  

Q: Does that mean that, instead of wor-

rying about a possible slowdown in one 

area, you try to figure out the next win-

ner and move before the others?

A: Typically, I am a buy and hold manager. 

I am not trying to make trading profits or 

to time the market. We are not trying to 

prejudge when things have peaked. We do 

have target prices and we do take profits 

but, in general, before we replace a stock, 

we have to feel that there is something 

more attractive.

Q: What is your approach towards port-

folio construction? Do you follow any 

benchmarks?

A: Typically, we hold less than 40 positions 

that we select from about 100 or 110 in-

vestable companies. Our benchmark is 

the RTS Index, which consists of about 50 

companies, but as a market cap index, it 

is very heavily weighted towards oil and 

gas. Gazprom accounts for almost 50% of 

the Russian market in terms of capitaliza-

tion and is the third largest company in the 

world. As companies from other sectors 

develop and grow, however, Gazprom, Lu-

koil, and the other behemoths should get 

smaller weight in the index.

Q: What kind of risks do you perceive 

and what is your strategy for minimiz-

ing them?

A: With the significant improvement of the 

corporate governance, the accounting, the 

transparency, and the integrity, we do not 

see a lot of currency and corporate gover-

nance risks. 

On the surface, however, there is substan-

tial political risk. For example, 2007 was a 

very bad year for public relations between 

the U.S. and Russia, mainly because of the 

nuclear-tip missiles. The U.S. admits that 

it had made a mistake not consulting with 

Russia beforehand, but Russia overreact-

ed and the tensions remain. So, the com-

munication is not well done in Russia as it 

doesn’t have paid lobbyists, doesn’t know 

how to play that game yet and, therefore, 

pays a price. That’s the reality and also a 

political risk.

There is also a liquidity risk that we handle 

through limiting our positions in the second 

and third tier stocks. If this was a hedge 

fund, we would be able to take more risks, 

but as a public company with redemptions, 

we have to stick to the liquid blue chips 

and ADRs. Overall, I believe that the main 

risks are related to politics and fund liquid-

ity, not the currency, corporate governance, 

and financial market risks.
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