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Russian bonds hold firm during latest oil rout

Oil prices and the rouble are once again in freefall, but the latest episode is having little effect on

Russia’s bond market.

— Markit iBoxx USD Russian Federation Sovereigns index yield is 89bps tighter than the last

time oil dipped below $44

— Markit iBoxx USD Corporates Russian Federation Index yield has nearly halved since

December

— The negative correlation between oil prices and Russian bond yields has weakened over

the past six months

After enjoying a recovery in the first half of
2015, oil prices have started to decline again
to the detriment of oil exporting nations.
Lower expected demand from China and
global oversupply has put renewed price
pressure on the commodity. At the same time,
fears of a global slowdown have seen
investors flee emerging markets, crushing
their currencies along the way.
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The Russian rouble has not been spared,
with latest levels against the US dollar
approaching the record highs seen in January
this year. It has lost 26% of its value against
the US dollar in the last three months alone.
Yesterday also saw the price of WTI crude oll
hit a new six year low as its price dipped
below $40 per barrel. Just a few months ago,
Russia surpassed Saudi Arabia as China’s
biggest oil trade partner.
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But these levels for crude oil and the rouble
have been seen before; last December-
January. Back then credit markets reacted
very negatively, with Russian eurodollar bond
yields spiking to record levels. The Markit
iBoxx USD Corporates Russian Federation
Index hit a record 13.64% last December
when Russia’s central bank decided to hike
interest rates 6.5% to halt capital flight amid a
tumbling oil price. Likewise, the Markit iBoxx
USD Russian Federation Sovereigns Index
also hit a record yield of 7.78% on the same
day.

As the price of oil started to stabilise in
January, so did investors’ outlook on Russia.
Yields for both corporates and sovereigns
started to decline.

Bonds holding up better

Correlation between Russian bonds and WTl oil price
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The relationship between the price of oil, the
rouble and Russian bond yield was evident.
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From July 2014 to January 2015, the
correlation between bond yields and the price
of WTI oil was -0.93 for sovereign and
corporates; a strong negative relationship.

Since January this relationship continued to
weaken, with one year correlations between
oil and sovereigns now -0.33 and with
corporates -0.54.

This weakening relationship is demonstrated
by the fact that bond yields are nowhere near
historical highs, despite oil prices seeing
another dip over the past two months. The
Markit iBoxx USD Corporates Russian
Federation Index and the Markit iBoxx USD
Russian  Federation  Sovereigns index
currently yield 7.57% and 5.07% respectively,
1.57% and 0.89% lower than the last oil price
trough in March.

Clearly bond investors are a lot more
confident that Russia can weather the storm
better this time around. The shock factor,
which may have led to fear selling, is not as
pronounced this time around. Uncertainty
around the economic impact of geopolitical
sanctions has also waned as Russia has
adapted, but risks remain. If oil prices and the
rouble fall further, Russian bonds could be
entering unchartered territory.
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