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Russia and India have long had a close relationship, going back to the days of Nehru and Khrushchev. But,
though links between the two countries remain tight, the same can’t be said of their relative creditworthiness.

The conflagration in the Ukraine has pushed Russia’s CDS spreads significantly wider this year. The sovereign
is now quoted at 255bps, almost 100bps wider than where it started the year. After a brief lull, the conflict has
escalated, with Russia accused of crossing the border into south-east Ukraine – an invasion by any other name.
Russia’s denials were given short shrift by western governments, and Ukraine has declared its intention to join
NATO, a move that will surely daw the ire of President Putin and inflame the situation further.

So far, the markets are nonplussed by the worsening picture in eastern Europe. The other members of the BRIC
group are all tighter than where they 12 months ago. India’s spreads have rallied by 177bps over this period, and
at 178bps are now 77bps tighter than Russia (they were 150bps wider in August last year).

India’s economy grew 5.9% during the second-quarter, its fastest rate for more than two years. The rally in the
sovereign’s spreads accelerated in May, when Prime Minister Modi was elected. However, it should be noted
that India’s economy as in a trough (by its standards) this time last year, and it remains to be seen whether Modi
can deliver the market-friendly reforms he has promised.

Russia and India’s spreads have diverged, but the other BRICs – Brazil and China – have been stable in
comparison. Brazil’s spreads have rallied to 130bps this year, but news that it has fallen into recession
highlighted the inherent problems in the government’s economic model.
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China trades tighter than the rest, but has seen little improvement this year. A hard landing for China is not the
most likely scenario, but given the property bubble and the concurrent build-up of debt in the shadow banking
sector, it is a scenario that can’t be discounted.

Of course, all emerging markets are benefitting from QE in the US and Japan, and bond yields are staying low as
a result. But investors should be cognisant that it is not a homogeneous asset class, and position themselves
accordingly when the monetary policy cycle turns.
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