
UNCLASSIFIED//FOR OFFICIAL USE ONLY 

(U) INTRODUCTION 

(U//FOUO) In accordance with Section 242 of PuЬlic Law 115-44 (P.L. 115-44) ("Countering 
America's Adversaries Through Sanctions Act" (CAATSA)), the U.S. Department ofthe 
Treasury, in consultation with the Department of State and the Director of National Intelligence, 
was tasked with preparing а report addressing the potential effects of expanding sanctions under 
Directive 1 issued under Executive Order (Е.О.) 13662 to include sovereign debt and the full 
range of derivative products. 1 

(U//FOUO) The following report provides analysis ofthe potential effects of expanding 
Directive 1 as outlined in Section 242 of CAATSA to include new sovereign debt and the full 
range of related derivatives. As such, the following analysis excludes the implications of 
prohiЬiting dealing in existing issuances of sovereign debt or existing derivatives. The report has 
three sections: 1) an overview ofthe current sanctions program, 2) а description ofRussia's 
economy and existing sovereign debt and derivatives market, and 3) analysis of the potential 
effects of expanding Directive 1 to include new sovereign debt and derivative products on U.S. 
and international markets and the Russian government and economy. 

(U//FOUO) This release of this report is not а sanctions action and does not constitute puЫic 
guidance regarding the implementation of new sanctions. Additionally, this report does not 
represent а change in sanctions policy toward Russia. 

(U) SECTION 1 

(U) Existing Debt and Derivative Restrictions 

(U//FOUO) In response to Russia's invasion and occupation ofUkraine in 2014, President 
Obama declared а national emergency in Е.О. 13660 and imposed sanctions on entities and 
individuals engaged in specified activities related to Ukraine. President Obama expanded the 
scope ofthe national emergency in subsequent Executive orders, including Е.0.13662 ofMarch 
20, 2014 ("Вlocking Property of Additional Persons Contributing to the Situation in Ukraine"), 
which Ыocked the property and interests in property of any person determined Ьу the Secretary 
of the Treasury, in consultation with the Secretary of State, to operate in sectors of the Russian 
economy selected Ьу the Secretary of the Treasury, in consultation with the Secretary of State. 

(U//FOUO) Pursuant to the authority provided Ьу Е.О. 13662, and following the Secretary of 
the Treasury's determination under section l(a)(i) of the Order with respect to the financial 
services sector ofthe Russian Federation economy, the U.S. Treasury Department issued 
Directive 1 on July 16, 2014, which prohiЬited U.S. persons from transacting in, providing 
financing for, or otherwise dealing in new debt of longer than 90 days maturity or new equity of 
persons determined to Ье subject to Directive 1, their property, or their interests in property. On 
two subsequent occasions, the U.S. Treasury Department's Office of Foreign Assets Control 
(OF АС) has issued amended versions of Directive 1, reducing the tenor of allowaЬle new debt in 

1 {U/ /FOUO) This report is explanatory only, does not have the force oflaw, and is not а legally binding 
interpretation of the provisions of САА TSA. 
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each instance (the September 12, 2014 version reduced the tenor from 90 to 30 days, and the 
September 29, 2017 version reduced the tenor from 30 to 14 days).2 The prohiЬition оп dealing 
in proscribed new debt also applies to any transaction processed to or through the United States, 
Ьу non-U.S. persons. Currently, these prohiЬitions do not apply to the sovereign debt ofthe 
Russian F ederation. 

(U//FOUO) In the Ukraine/Russia-related sanctions program, OFAC has considered dealing in 
derivatives linked to proscribed new debt to Ье equivalent to dealing in the underlying new debt. 
Directive 1 consequently prohiЬits U.S. persons from dealing in derivatives linked to new debt 
with maturity periods in excess ofthe applicaЫe authorized tenor. То mitigate undue disruption 
to the derivatives markets, however, and to prevent unintended consequences, OF АС issued 
General License No. 1 - cuпently General License No. lB, following two rounds ofupdates to 
maintain consistency with the updates to the authorized tenures under Directive 1 - authorizing 
all transactions Ьу U.S. persons and transactions within the United States involving, among other 
instruments, derivative products whose value is linked to an underlying asset that constitutes debt 
of longer than the applicaЬle authorized tenor issued Ьу а person subject to Directive 1. Thus, 
while Directive 1 prohiЬits U.S. persons from dealing in specified new debt, General License IB 
authorizes U.S. persons to deal in derivative products that are related to such new debt. The 
general license does not, however, authorize other transactions involving such debt, such as the 
holding, purchasing, or selling of such debt. 

(U) SECTION 11 

(U) Russian Macroeconomic Environment 

(U//FOUO) Following two years of recession, due in part to falling oil prices and Westem 
sanctions, the Russian economy rebounded in 2017. Prudent Russian government monetary and 
fiscal policies have brought inflation down and reduced the fiscal deficit while also maintaining а 
low level ofpuЫic debt. However, the medium-term outlook for the economy remains muted 
due to underlying structural weaknesses in Russia' s domestic economy and continued sanctions 
pressure Ьу the United States and EU. 

2 (U) The modifications to Directive 1 made on September 29, 2017 were required Ьу Section 223(Ь) of CAATSA, 
and as required Ьу that section, took effect on September 29, 2017, the authorized tenor for new debt issued on or 
after November 28, 2017 is 14 days or less. U.S. persons are therefore prohiЬited Пот dealing in new debt issued 
Ьу, on behalf of, or for the benefit ofpersons operating in Russia's financial sector named under Directive 1, their 
property, or their interests in property ifthe debt's maturity period exceeds 14 days. Other tenors apply to debt 
issued between July 16, 2014 and November 28, 2017. Directive 1 also includes а prohiЬition on dealing in new 
equity issued Ьу, on behalf of, or for the benefit ofpersons operating in Russia's financial sector named under 
Directive 1, their property, or their interests in property. This report does not further address the equity prohiЬitions 
ofSection 242 ofCAATSA. 
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(The following graphic is classified U//FOUO) 

Iable 1: H.us~ia :\l;1пoe(·onoшk Iшlit'<1toгs, 2013-2021 

2013 2014 2015 
NoiDnal GDP (Вi, RUВ) 73,134 79,200 83,233 
NoiDnal GDP (Вi, US$) 2,297 2,064 1,366 
Real GDP Growth (у/у %) 1.8 0.7 -2.8 
Infht:Юn(EOP , у/у%) 6.5 11 .4 12.9 
Fiscal Deficit (% GDP) -1 .2 -1 .1 -3.4 
Gross Debt (% GDP) 12.7 15.6 15 .9 
Ctпrent Account (% GDP) 1.5 2.8 5.0 

Reserves (ЕОР, Bi US$)1 510 385 368 

Crude Oil (US$/Вапе1)2 104 96 51 
Source: Internat ional Monetary Fund, Cerrtral Bank ofRussia 
1· As ofJanuary 2018 

2· l nternational Monetary Fund f orecasted averag e p rices 
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(U) Russian Sovereign Debt and Derivatives Market 
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2019(/) 
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(U//FOUO) The Russian sovereign debt and derivatives market is one ofthe largest among 
emerging markets and continues to attract intemational investors. Russia' s sovereign debt 
consists primarily of ruЫe denominated bonds (refeпed to as "domestic" throughout this report) 
and foreign currency denominated bonds (refeпed to as "extemal" or "Eurobonds"3 throughout 
this report), many of which trade actively on international markets.4 Derivatives related to 
sovereign debt consist of а variety of instruments, including currency derivatives, interest rate 
swaps, and credit default swaps (CDS), which Russian and international investors use to manage 
market risk and speculate on market movements. In addition to Russian CDS, which explicitly 
reference Russian sovereign debt, sovereign debt investors use currency and interest rate swaps 
to hedge against interest rate and currency risk inherent in bonds. 

(U) Russian Sovereign Bonds 

(U//FOUO) The total stock of sovereign bonds issued Ьу the Russian Federation at the end of 
the third quarter of 2017 (ЗQ20 1 7) was equivalent to $160 billion, ofwhich domestic debt was 
$122 billion and Eurobonds were $38 Ьillion (see ТаЫе 2 below). 5 Domestic bonds outstanding 
consist almost exclusively of Federal Loan OЫigations (OFZs), which are medium to long-term 
bonds that primarily offer а fixed coupon. OFZs are the primary instrument used to finance 
Russia's budget deficits and manage banking sector liquidity. Russia issues Eurobonds primarily 
to raise foreign currency for the purpose of building cuпency reserves, servicing external debt 
and import oЫigations, and to maintain visiЬility with foreign investors, particularly in Europe, 
who have been а traditional source of foreign investment for Russia. Foreign investors are 
essential participants in both the domestic and external bond markets and hold approximately 
one-third ofthe outstanding bonds in each market. PuЫically availaЫe information obtained 

3 (U) Eurobonds, despite their name, сап Ье denominated in any foreign currency. The term simply refers to bonds 
denominated in а currency that is not !оса! to the issuer. Most Russian Eurobonds are denominated in U.S. dollars. 
4 (U//FOUO) In addition to bonds, Russia' s puЬ!ic debt stock consists ofЬilateral and multilateral loans, and 
guarantees provided to state-owned enterprises. For the purposes ofthis report, with the exception of data taЬ!es, we 
exclude loans and state guarantees, as they are not generally tradaЬ!e instruments. 
5 (U//FOUO) Data forthis report is as of January 2018. 
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from Bloomberg as to which entities own this debt only accounts for 8 percent of the total share 
of all Russian Eurobonds and OFZs outstanding, leaving а large data gap as to the remaining 
holders. 

Bonds 100.6 121.8 140.5 158.9 
ohv 0FZ 1 114.1 83.4 68.5 92.9 113.2 

% of Tota/ РиЫtс Debt 49.5% 45.6% 45.6% 50. 7% 55.4% 
ohv Other 

1,2 
21.3 13.9 8.0 7.7 8.6 

State Guarantees 39.4 31.4 23.8 31.4 3L2 36.О 37.5 

EuroЬonds 40.7 39.3 35.9 37.6 38.2 41.1 43.2 
% ofTotal PuЬlic Debt 17.6% 21.5% 23. 9"А/ 20.5% 18.7% 17.6% 16.9% 

Loans & Other~ 3.7 3.0 2.2 1.9 1.3 1.5 1.3 
State Guarantees 11.4 12.1 11.9 11.7 1L7 14.1 15.2 
Iotal 55.8 54.4 50.О 51.2 5L2 56.7 59.8 

Total Plablic DeЬt 2013 20/J 2015 2016 2017 
Iotal 230.6 183.1 150.3 183.2 204.3 

% GDP 10.6% 13.2% 13.5% 13.2% 14.6% 14.9°.4 15.3% 
RUВ 60.66/USD, 2015: RUВ72.88iUSD, 2014: RUВ 56.26/USD, 201 З: RUВ 32.73/ USD 

:.As ofthird quarter2017 

2·0ther sovereign domestic bonds issued Ьу the Russian Federation 

3·rnch!des loans due to foreign govemments, mukila1eral banks, and other Ьonds 
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G1·aph 2: Nonresident Holdlngs of 
Eurobonds 

').\"\ \ i -O' ').\"\\,.о\').\"\ \ <\_Q\ ').\) \ s -O' ').\"\ \ 6 _Q\ ').t) ,1-О' 
- Nonresident Holdings (ЕОР, Bil. US$) 

-~onresident Market Sliare (rl1s) 
Sош·се: Сепи·а/ BankofRussia, Mi11isl1J· of Finace 

(U//FOUO) According to puЫic information ftom the Russian Finance Ministry, Russia plans to 
issue roughly $17 billion annually in net new domestic bonds to finance its fiscal deficits over 
2018-2019, but to taper issuance beyond 2019 as the Russian budget comes into balance. 6 On 
the extemal side, Russia' s persistent current account surplus, supported Ьу energy exports, its 
ample foreign exchange reserves, and its manageaЫe schedule of dollar-denominated bond 
redemptions limit the need for Eurobond issuance in upcoming years. However, Russia plans to 
continue to maintain а presence in this market to support а benchrnark yield curve and to reach 
new investors. Future extemal debt issuances will continue to Ье primarily denominated in U.S. 
dollars. 

6 (U//FOUO) The Ministry ofFinance ofthe Russian Federation, РиЫiс Debt Management Policy of the Russian 
Federationfor 2017-2019, March 2017. 
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G1·aph 3: Matu1·ity Schedule of Sovereign Bond 
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(U) Russian Derivatives Market 

(U//FOUO) The derivatives market in Russia is utilized Ьу banks, large institutional investors 
(e.g. major westem mutual funds, hedge funds, pension funds, and insurance companies), and 
other corporations to hedge market risks, such as currency and interest rate fluctuations, to hedge 
against the risk of Russia defaulting on its OFZs and Eurobonds, and to speculate on market 
movements. According to the Bank for Intemational Settlements (BIS), global banks' derivative 
contract exposure to Russian counterparties totaled over $2. 7 billion in the third quarter of 2017, 
down from $4.3 Ьillion in the third quarter of2016 (а 37 percent decrease) (see ТаЫе 2 below). 
Although the precise characteristics of these derivative contracts is unclear, the vast majority of 
these contracts likely reference ruЫes or Russian interest rates. Reported U.S. derivative 
exposure to Russian counterparties is also down. U.S. derivative exposure in the third quarter of 
2017 totaled $205 million compared to $445 million in the third quarter of 2016, а 54 percent 
decrease. European derivative exposure has also fallen, reaching approximately $1. 7 Ьillion in 
the third quarter of 2017, а 33 percent decrease from the third quarter in 2016.7 

(U//FOUO) Importantly, BIS data does not precisely capture the size and scope ofthe market 
for Russian interest rate, currency, and credit derivatives market as it only notes exposure of 
reporting banks. As many of these contracts are traded over-the-counter or not reported, accurate 
measures oftotal notional outstanding are not availaЫe for most products. However, the 
Intemational Securities and Derivatives Association (ISDA) estimates that the gross outstanding 
notional value of CDS that references Russian sovereign debt was $72 Ьillion as of December 
2017. 

7 (U//FOUO) European derivative data is based on reporting banks in France, Germany, ltaly, and the United 
Кingdom. 
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Tablc 3: Notioнal Dc1i\atiн F:xposш·c to H.11ssia11 Co1111tпpa11ics 1/М ( .'>Si 

2012 2014 2015 2016 ЗQ2017 

АН Reporting 3.0 11.3 4.9 3.7 2.7 
United States 1.2 2.3 0.8 0.3 0.2 
France 0.6 3.0 1.2 0.8 0.7 
Germany 0.2 0.7 0.1 0.1 о .о 

Italy о.о 0.1 О.О 0.6 0.6 
United Kingdom 0.5 2.5 1.6 0.9 0.4 
Source: Bankfor International Se ttlements; End of Period 

(U) SECTION 111 

(U//FOUO) Expanding Directive 1 to include dealings in new Russian sovereign debt and the 
full range of related derivatives would likely raise borrowing costs for Russia; prompt Russian 
authorities to alter their fiscal and monetary strategies; put downward pressure on Russian 
economic growth; destaЬilize financial markets, including Russia's repurchase market, which is 
critical for ovemight bank funding; increase strain on Russia's banking sector; and lead to 
Russian retaliation against U.S. interests. However, because Russia's economy has extensive 
real and financial sector linkages to global businesses and investors, the effects of the sanctions 
would not Ье limited to Russian authorities and businesses. In particular, expanding sanctions 
could hinder the competiveness oflarge U.S. asset managers and potentially have negative 
spillover effects into global financial markets and businesses, although competitive distortions 
could Ье partially mitigated if the EU implemented similar sanctions. Expanding U.S. sanctions 
to include dealings in new Russian sovereign debt without corresponding measures Ьу the EU 
and other U.S. partners could undermine efforts to maintain unity on Russia sanctions. Given the 
size of Russia' s economy, its interconnectedness and prevalence in global asset markets, and the 
likely over-compliance Ьу global firms to U.S. sanctions, the magnitude and scope of 
consequences from expanding sanctions to sovereign debt and derivatives is uncertain and the 
effects could Ье bome Ьу both the Russian Federation and U.S. investors and businesses. 
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