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Russian Sovereign Debt:
What Do Investors Need
to Know?

Last year was a turbulent economic and political
period, to say the least. Despite a great deal of hope
as economies emerged from the dark days of the
pandemic, Russia’s decision to invade Ukraine led to
disruption in the global economy, impacting supply
chains and causing a rise in prices on everything from
food to energy.

WESTERN NATIONS RUSHED TO
DEMONSTRATE THEIR SOLIDARITY
WITH UKRAINE BY ROLLING OUT AN
UNPRECEDENTED SET OF SANCTIONS
TARGETING RUSSIA AND ITS ECONOMY
IN A BID TO ISOLATE THE COUNTRY
FROM THE GLOBAL FINANCIAL SYSTEM

Western nations rushed to demonstrate their solidarity
with Ukraine by rolling out an unprecedented set of
sanctions targeting Russia and its economy in a bid to
isolate the country from the global financial system.
Russia has responded to these sanctions with its own
set of countermeasures, creating a complex legal
environment for foreign investors. In this article, we
look at the measures taken by those on both sides, and
outline what these sanctions mean for those invested
in Russian sovereign debt.

Background

In general, the Russian government sells two types of
bonds to foreign investors. These include Eurobonds

-those denominated in foreign currencies (usually in
dollars) that form part of Russia’s external debt; and
local currency bonds (i.e., federal loan obligations
or OFZs) - these are denominated in Russian rubles
which form part of the state’s internal debt. In both
instances, these bonds are issued by the Ministry of
Finance of the Russian Federation.

SINCE RUSSIA'S INVASION OF
UKRAINE, FOREIGN OWNERSHIP
OF SOVEREIGN EUROBONDS HAS
FALLEN FROM 51.1% IN JANUARY
2022 TO 45% IN JANUARY 2023

Since Russia’s invasion of Ukraine, foreign ownership
of sovereign Eurobonds has started to fall. In January
2022, the share of these bonds owned by foreign
investors stood at §1.1%, representing circa $20bn. By
January 2023, that figure had fallen to 45%, or $16bn,
according to Russia’s Central Bank. Meanwhile,
foreign ownership of local currency sovereign bonds
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has seen an even steeper decline, falling from 19.9%
(roughly RUB3.1tn) in January 2022 to 11.1% (circa
RUB2.0tn) in January 2023.

Non-Resident Share of Russian
Federation Eurobonds

Date Share of Total
Debt of Russian
Federation Eurobonds (%)

Amount ($Mn)

31 December 2021 51.1% 19,959
31 March 2021 49.8% 18,550
31 Deccember 2022  45.0% 16,307
31 March 2022 44.7% 16,144

Source: Bank of Russia

Western Sanctions!
The U.S.

The U.S. has imposed sanctions targeting Russian
sovereign debt since 2019, when the country prohibited
U.S. financial institutions from participating in the
primary market for non-ruble denominated bonds
issued by the Russian sovereign, including Russia’s
Central Bank (“CBR”), the Russian National Wealth
Fund (“NWF”), and Russian Ministry of Finance
(“MinFin”)2. At that time, the prohibition did not
apply to local currency bonds or the secondary market
for Russian sovereign debt. Subsequently, in 2021,
the U.S. prohibited American financial institutions
from participating in the primary market for both
ruble and non-ruble denominated bonds issued after
June 14, 2021, by the CBR, the NWF and the MinFin.3
Again, the secondary market for Russian sovereign
debt remained outside the scope of U.S. sanctions on
sovereign debt, but this situation changed in 2022.

U.S. financial institutions prohibited
from participating in primary market for
Russian-issued non-ruble denominated bonds

Prohibition of U.S. financial institutions from
participating in primary market for both ruble
and non-ruble Russian denominated bonds

U.S. bans U.S. financial institutions from
participating in secondary market for ruble
or non-ruble denominated bonds

U.S. introduces sweeping ban on ‘new investments',
prohibiting U.S. persons from purchasing new and
existing securities issued by an entity in Russia

U.S. Sanctions on Russian
Sovereign Debt

In late February 2022, the U.S. prohibited the same
financial institutions from participating in the secondary
market for ruble or non-ruble denominated bonds
issued after March 1, 2022 by the CBR, NWF, or
MinFin. In addition, it prohibited U.S. persons from
engaging in any transactions involving the same
institutions, including any transfer of assets to such
entities and any foreign exchange transactions for

or on behalf of such entities. The U.S. Department
of the Treasury’s Office of Foreign Assets Control
(“OFAC”) clarified that, subject to the above-
referenced secondary trading restrictions on U.S.
financial institutions, the prohibition does not apply
to trading in the secondary markets for debt issued
by the CBR, the NWF or MinFin, provided that no
such entity was a counterparty to the transaction
and no other restrictions were triggered. The ban,
however, applied whenever dollar interest or principal
payments were made on Russian sovereign debt given
that dollar payments clear through the U.S. financial
system. Although OFAC temporarily authorized such
payments, the general license lapsed on May 25, 2022,

' To read more on Western sanctions, see Cleary Gottlieb’s sanctions blog, available at: https://www.clearytradewatch.com/2022/05/
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biden-administration-imposes-new-restrictions-on-russian-sovereign-debt

For more information, see Cleary Gottlieb’s alert, available at: https://www.clearytradewatch.com/2019/08 /united-states-imposes-limited-sovereign-debt-multilateral-lending-and-

For more information, see Cleary Gottlieb’s alert, available at: https://www.clearygottlieb.com/news-and-insights/publication-listing/
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and has since not been renewed. Since then, U.S.
persons have required a specific license to continue
to receive dollar interest or principal payments on
Russian sovereign debt.

As part of a further escalation in April 2022, the U.S.
introduced a sweeping ban on “new investments,”
which, as OFAC clarified in June 2022, prohibits
U.S. persons from purchasing both new and existing
debt securities issued by an entity in Russia. The
restrictions do not prohibit U.S. persons from selling
or divesting debt or equity securities issued by an
entity in Russia to a non-U.S. person.

€300 BILLION OF RUSSIAN
CENTRAL BANK RESERVES HAVE
BEEN FROZEN, TWO THIRDS OF
WHICH ARE BLOCKED IN THE EU

The EU

The EU followed the U.S. in 2022 and introduced its
own restrictive measures. It prohibited directly or
indirectly purchasing, selling, or otherwise dealing
with transferable securities, including bonds, issued
after March 9, 2022, by Russia, its government, the
CBR, or a legal person, entity or body acting on behalf
of or at the direction of the CBR. Furthermore, the
EU introduced a prohibition on refinancing Russian
sovereign debt, and banned any transactions related
to the management of the reserves and assets of the
CBR and the NWF (but, interestingly, not MinFin).
It also made the National Settlement Depository,
which provides safekeeping and depository services
in respect of Russian local currency sovereign bonds
and which has acted as paying agent under a number
of Russian sovereign Eurobonds, subject to an asset
freeze. In practice, the latter meant that there was
no longer an active bridge between the NSD and
international clearing systems, including Euroclear
and Clearstream. Although, in contrast to the U.S.,
EU sanctions do not per se impose any impediments
to receiving payments under Russian sovereign
bonds, because of the asset freeze imposed on the

NSD, any payment made by the NSD to any of the
international central securities depositories (ICSDs)
is subject to blocking by the latter. Notably, the ICSDs
reinforced the blow to investors by announcing the
suspension of trading, clearing, and settlement of any
ruble-denominated transactions, which effectively
left foreign investors trapped in Russian local
currency bonds.

MORE THAN 70% OF ASSETS OF
THE RUSSIAN BANKING SYSTEM ARE
CURRENTLY UNDER SANCTIONS

The UK

In late February and March 2022, the UK restricted
the provision of any financial services, including
payment transmission services, for the purpose of
foreign exchange reserve and asset management to
the CBR, the NWF, and MinFin, as well as any persons
owned or controlled by any of these entities or acting
on their behalf or at their direction. Similar to the U.S.,
in April 2022 the UK Treasury temporarily authorized
financial services for the purposes of the receipt and
onward transfer of non-ruble-denominated interest
and principal payments from the CBR, the NWF and
MinFin in respect of debt issued by them before
March 1, 2022. However, the authorization expired on
June 30, 2022, and was not extended. Furthermore,
the UK extended existing restrictions on dealing with
certain financial instruments by prohibiting any
dealings with transferable securities, which includes
bonds, issued on or after March 1, 2022, by the
Russian government. Unlike the U.S. though, an
outright prohibition on all new investments to Russia
introduced by the UK in July 2022 did not extend to
new or existing debt.

UNLIKE THE U.S. THOUGH, AN OUTRIGHT
PROHIBITION ON ALL NEW INVESTMENTS
TO RUSSIA INTRODUCED BY THE UK IN
JULY 2022 DID NOT EXTEND TO NEW OR
EXISTING DEBT
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‘Unfriendly’ Jurisdictions as Outlined by the Russian Federation

B Jurisdictions marked as ‘unfriendly’

Source: See, e.g., Decree of the President of the Russian Federation dated March 1, 2022, No. 81, as amended (“Decree No. 81").

Russian Response — investors “to whom it is not possible to make
payments due to foreign infrastructure’s failure
The Russian state reciprocated and introduced to perform.” (Group III)

countermeasures in response to a rollout of Western
sanctions on its sovereign debt - any transactions

with sovereign bonds involving Russian financial o
infrastructure and investors from “unfriendly = Spe €1 al
jurisdictions,” such as the U.S., EU, and UK, now — Cle arance

require special clearance by the Russian government.

. . ANY TRANSACTIONS WITH SOVEREIGN
Workarounds, such as SPVs incorporated in

BONDS INVOLVING RUSSIAN FINANCIAL

“friendly” jurisdictions but controlled by persons from INFRASTRUCTURE AND INVESTORS
“unfriendly” investors are also prohibited by Russian FROM "UNFRIENDLY JURISDICTIONS,"
law. Furthermore, payments on sovereign bonds are SUCH AS THE U.S., EU, AND UK, NOW

eront] REQUIRE SPECIAL CLEARANCE
now made differently. BY THE RUSSIAN GOVERNMENT

Starting in June 2022, Russia has since made interest
payments on Eurobonds in rubles. Such payments

are made to the NSD, which acts as paying agent While Group I investors receive payments as usual
and which, as mentioned, is subject to an EU asset and Group II receive payments bypassing foreign
freeze. In addition, all investors that hold sovereign infrastructure, Group III investors, or foreign
Eurobonds are split into three categories, namely: investors holding through financial intermediaries in

the U.S., EU and UK, are required to take additional
— investors holding bonds entirely through Russian steps to receive payments from the Russian state.

infrastructure (Group I)

— investors holding bonds through Russian depositories
and foreign infrastructure (Group II)
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INVESTORS FROM “"UNFRIENDLY"
JURISDICTIONS ARE ELIGIBLE TO
HAVE ONLY RESTRICTED “S"-TYPE
ACCOUNTS IN RUSSIA, THE FUNDS
IN WHICH COULD NOT BE MOVED
OUT OF RUSSIA WITHOUT A
SPECIAL CLEARANCE

After payments are made to Group I and Group II
investors, the residue funds are transferred to a
special “I’-type account. In order to get payments
from such accounts, Group III investors will need to
apply to the NSD, disclosing its holding structure up
to an ultimate holder and providing title documents
to Eurobonds, which could be particularly difficult
given how complicated the majority of holding
structures are these days. Foreign investors must
also waive any potential claims to MinFin. Once
such steps are completed and the NSD is satisfied
with the documents, foreign investors could get
payments on their personal accounts but through
Russian banks. It should be noted that investors from
“unfriendly” jurisdictions are eligible to have only
restricted “S”-type accounts in Russia4, the funds
on which could not be moved out of Russia without
a special clearance. Setting aside the issue of how
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many Russian banks are subject to Western sanctions,
moving out of foreign infrastructure and getting
payments on sovereign Eurobonds in Russia is not an
appealing option for the majority, if not all, foreign
investors.

Although a different regime applies to sovereign
local currency bonds, investors from “unfriendly”
jurisdictions find themselves in a similar position.
Interest payments or principal repayments should
be made to restricted “S”-type accounts opened
with Russian credit institutions. Furthermore, even
if payments on local currency bonds were made
through the normal payment routes, considering
the asset freeze imposed by the EU on the NSD and
the suspension of settlement of ruble-denominated
payments by ICSDs, it is unlikely that funds would
reach foreign investors.

Only time will tell us to what extent the Western
sanctions will really affect Russia. What is clear,
however, is that both the package of measures
implemented by the West, and the countersanctions
put forward by Russia, have created a highly complex
legal landscape for foreign investors in sovereign
bonds, and this is proving a significant challenge for
many to navigate. With no end to the war in sight,
these investors will continue to bear a significant cost
as aresult.
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+ Toread more on “S”-types accounts, see Cleary Gottlieb’s sanctions blog, available at: https://www.clearytradewatch.com/2022/05/

sanctions-developments-resulting-from-the-geopolitical-conflict-in-ukraine /.
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