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Ukraine Crisis: Implications for ETF Investors
Posted on April 2, 2014 by Aniket Ullal

This article was co-authored with John Lunt, the President of Lunt 
Capital, a Salt Lake City based asset management firm. His experience 
in Ukraine goes back 20 years through his teaching engagements, 
board membership and personal travel.

The ongoing crisis in Ukraine is acknowledged as the most significant geo-political event in the last 10 years. 
In this article we examine the possible implications of these events for investors, with a specific focus on 
ETFs and index-based portfolios since that is our area of expertise.

Investors may have exposure to Russia in 3 ways that can impact their portfolios.

a)     ‘Direct’ exposure e.g. through a Russia ETF.

b)    Exposure through an emerging markets or BRIC allocation.

c)     Enhanced risk to the overall portfolio due to the macro environment.

We address each of these in turn.

Exposure through a Russia ETF

Whitehouse spokesman Jay Carney said recently, “I wouldn’t, if I were you, invest in Russian equities right 
now, unless you’re going short.”  While we do not look to the White House for investment advice, Putin’s 
actions have changed the risk calculus associated with Russian investments.  The Market Vectors Russia ETF 
(RSX), the largest Russia ETF, had a total return of -14% in 2014 YTD* and -11% in the trailing 12 months 
(*through 3/31/14). There are two ways to view this: The current crisis will further dampen prospects in the 
Russian market or alternatively, investors may consider it a buying opportunity (the “buy when others are 
afraid” argument). While a short-term correction is certainly possible, we lean towards the former when 
taking a multi-year view. As we can see in the chart below, the 3 largest Russia ETFs all have over 60% of 
their assets in the energy and materials sectors.  This ETF sector concentration reveals the precarious lack 
of diversification within the Russian economy.
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ETF Data: First Bridge; Chart 1 data as of 3/21/14

These sectors were already at risk from a slowdown in markets like China and from newer supply sources 
such as US shale gas. Though a high degree of interdependence with Europe may limit sanctions in the 
short run, Western Europe is likely to reduce its long-term energy dependence on Russia, and that could 
hurt the latter’s growth prospects. With the prospect of Putin being in power until 2024, it  seems  unlikely 
that we will see a dramatic turn towards more positive engagement with the West, which will likely hamper 
foreign investment and prospects for Russia’s economy.

Exposure through an emerging markets or BRIC allocation

There are two important considerations here. First, we think investors could start de-coupling Russia from 
other markets that it has traditionally been grouped with. The concept of a ‘BRIC’ grouping has always been 
somewhat arbitrary since all four markets are often driven by different factors. Investors will move away 
from broad BRIC allocations towards more country specific allocations. We expect a similar trend in Eastern 
Europe or emerging market allocations. As we can see in the chart below, while the Russian market has 
declined in the trailing 12 months, Poland has appreciated significantly. If markets like Ukraine and Poland 
come further into the orbit of Western Europe, investors may want targeted exposure to those markets 
without automatically including Russian exposure.

ETF Data: First Bridge; Chart 2 data as of 3/25/14

Second, ETFs with the same label may have very different exposures to specific markets. As we can see in 
Chart 3, EEB has more than twice the Russia exposure of BKF. Investors will (or at least need to) pay 
attention to the allocation within BRIC and emerging market ETFs to see what their individual country 
allocations are.

ETF Data: First Bridge; Chart 3 data as of 3/21/14
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← New article on smart beta ETFs The interesting case of Russian (RSX) ETF flows →

The political outcome in the region is critical, as it could impact all investors even if they have no direct 
Russia exposure. A couple of scenarios, though there may be more, could play out. The first is that Russia’s 
 annexation of Crimea results in limited Western sanctions that minimally disrupt world trade. In this 
scenario, investors may expect higher risk premiums for Russia related exposure, but it may not have a big 
spillover effect into other markets.   In this scenario, investors will assume that economic considerations 
will overwhelm political rhetoric, leading to a continuation of the status quo.

The second scenario is that Russia expands its military presence into eastern Ukraine. While this appears 
foolhardy, it cannot be completely ruled out. Historically, Russia has always regarded Ukraine as a ‘buffer 
zone’ with Europe. A pro-west Ukrainian government will not be viewed as a positive outcome  by Vladimir 
Putin. Previously, pro-western leaders such as Viktor Yushchenko and Yulia Tymoshenko have encountered 
aggressive personal and political attacks. If Russia meddles politically or militarily in eastern Ukraine, 
tensions could escalate rapidly. In this scenario, a larger conflict will almost certainly impact all markets. It 
may result in a flight to defensive assets such as US treasuries and gold and away from equities.  In this 
scenario, a Russia-inspired geopolitical earthquake could overwhelm economic considerations, resulting in 
real economic losses.

While investors have been aware of the corruption and lack of freedoms in Russia, there has been a broad 
assumption that emerging countries would play by Western rules in the areas of finance and international 
relations. Putin has reminded investors that he plays by a different set of rules, and even if Russia does not 
expand its military presence further, these recent events may cause policy-makers to reevaluate post-1989 
geopolitical assumptions.  Political risk factors that explicitly restrict or implicitly threaten globalization may 
impact investments more broadly.

Other investment professionals have noted that investing can sometimes be like trying to find the best 
house in a bad neighborhood. Right now Russia is looking like the house on the street whose tenants are in 
financial trouble. Pulling down the shutters and yelling at the neighbors doesn’t seem like a recipe for 
economic success or attracting further investment.

Disclosure: The material contained herein is for general information purposes only and is not financial or 
other professional advice on any matter, and is not to be used as such. Views expressed are those of the 
authors only.  This information is not an offer, recommendation, or solicitation to buy or sell any security 
and should not be construed as such.

If you enjoyed this post, please consider leaving a comment or registering below to 
get an update when we post something new.

This entry was posted in Russia and tagged RSX; Russia ETFs. 
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John says:

April 4, 2014 at 7:40 am

Great investment and political insight again by John Lunt.

Thanks John
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