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The sanctions imposed by the G-7 countries on Russia in the wake of the Russian invasion of
Ukraine raised high expectations among Western leaders. U.S. President Joe Biden declared
on March 8, “We are enforcing the most significant package of economic sanctions in history,
and it’s causing significant damage to Russia’s economy. It has caused the Russian economy
to, quite frankly, crater”* In a March 26 tweet, the president crowed, “As a result of our
unprecedented sanctions, the ruble was almost immediately reduced to rubble.”? Today,
while confronted with recession, Russia nonetheless has largely taken these sanctions in
stride. On the war front, viewed from a tactical perspective, Moscow has continued military
actions in Ukraine, gaining territory and disappointing a spate of optimistic Western
predictions in the process.®> The Kremlin also has turned the tables on Europe by holding the
continent hostage due to its dependence on Russian energy. On the strategic front, Russia is
enlarging trade and financial relationships with China, India and other Asian economies as
it looks to secure its economic and geopolitical future.

Russia is home to a mountain of natural resources that the country has used to gain wealth
and influence around the globe as one of the largest exporters of commodities. For decades,
Western countries have invested in Russia to source energy, agriculture, fertilizer and other
raw materials. This created a dependence in the West on these supplies from Russia and
put Russia in a position of strength when Moscow decided to invade Ukraine. In fact, the
sanctions imposed by the West on Russia might be inflicting more damage to the West
than to these measures’ intended target. As | noted in a previous paper, those sanctions
accelerated the development of a Beijing-Moscow trade-and-finance axis.* In light of
Russian resilience, including the strength of Russia’s currency and current account surplus,
the China-Russia axis has gained credibility as an exemplar to other sovereign governments
seeking alternatives to a world order once dominated by the G-7 countries.

Western sanctions against Russia have not only failed to work as intended, they also have
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Sanctions and Energy Prices

A series of coordinated G-7 sanctions put in place on Russia since
the invasion of Ukraine has frozen Russia out of the Western
global financial networks for almost all transactions expect for
energy. The fatal flaw in the construction of these sanctions was
the exclusion of Russian energy exports. This has allowed the
Russian government to continue strategically vital sales of natural
gas, oil and coal. The sanctions have allowed Russia to further
strengthen its current account balance as the price of energy has
soared well past the financial impact that might have occurred
from any decrease in export volume. Russia’s current account
surplus totaled $138.5 billion by the end of the first six months
(January-June) of 2022. This compares to $39.7 billion at the end
of the first six months of 2021. (Figure 1) As noted by Central
Bank of the Russian Federation (CBR), the current account surplus
was expanded by a significant growth in exports and a decline in
imports.
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In the months following the invasion of Ukraine, global energy
prices skyrocketed, especially energy prices paid by Europe. As
Russia accounts for a significant portion of the energy needs
of Europe and indeed the world, the result was windfall profits
to Russian energy exporters in the form of foreign currency
payments. At the same time, sanctions by the West on the Russian
economy have brought about a severe contraction in imports of
goods and services to Russia, as the sanctions have frozen the
Russian banking system out of the Western financial system. This
will likely keep imports constrained in the foreseeable future.
To be sure, the sanctions have had an impact on the domestic
Russian economy, as retail sales in Russia dropped about 10%
year-over-year in May, reflecting the recessionary headwinds
facing the country. This drop in domestic consumption has
resulted in a dynamic whereby Russians’ demand for foreign
currency has plummeted while they continue to receive a large
supply of foreign currency via revenues from the commodity-
exporting companies. Moreover, a report from the Centre for
Research on Energy and Clean Air estimates that Russia earned
€93 billion in revenue from fossil fuel exports in the first 100 days
of the war (Feb. 24 to June 3).°

Central Bank of the Russian Federation:
Playing to the Ruble’s Strength

On Feb. 28, the CBR implemented rules for exporting companies
in Russia, mandating the conversion of their export proceeds
from foreign currency back into rubles. When the rule was
implemented, the CBR required exporting companies to convert
80% of their foreign currency revenues back into rubles. The goal
was to help stabilize the sell-off in the currency. From mid-March
through May, the ruble not only recovered the losses experienced
at the start of the Ukraine crisis but appreciated beyond the levels
it traded at prior to the crisis. This program was so successful that
the CBR on May 23 was able to relax the percentage of revenues
required to be converted from 80% down to 50%. The ruble has
remained well supported since that time. (Figures 2, 3)
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Russia’s Resilient Ruble | December 31, 2021 through July 31, 2022
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2021: In January, Ukraine President Volodymyr Zelensky appeals to U.S. President Joe Biden to permit Ukraine to join NATO. In the
spring, Russia begins massing troops near Ukraine’s borders in what it says are training exercises. On Dec. 7, Biden warns of sweeping
Western sanctions against Russia if it invades Ukraine. Dec. 17, Moscow demands that NATO withdraw forces from Eastern Europe and
commit to never admitting Ukraine as a member.
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The Long Game

To be sure, the West is trying to find ways to end its dependence
on Russia’s supplies of energy. The EU imports around 4.5 million
barrels per day of crude oil from Russia, two-thirds of which
are delivered by tankers. (Figure 4) EU leaders have reached
an agreement to embargo maritime oil shipments from Russia
through a ban on insurance on seaborne Russian oil shipments.
EU Council President Charles Michel said the agreement covers
more than two-thirds of oil imports from Russia. Ursula von der
Leyen, the head of the EU’s executive branch, said the punitive
move will effectively cut around 90% of oil imports from Russia
to the EU by the end of 2022. Natural gas dependence, however,
remains problematic. Russia accounts for about 40% of the natural
gas imports of the EU. The EU recently agreed to expedite a 15%
reduction in natural gas usage across the region, but that will be
easier said than done. Originally scheduled to begin in 2023, the
new agreement, announced on July 26, was supposed to start, in
principle, almost immediately.
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Despite these efforts, it will take years for Europe to rewire its
energyinfrastructure away from Russian oil and, more importantly,
Russian natural gas. In fact, the new agreement provides opt-out
provisions for countries that are highly dependent on Russian
natural gas.

The Russians are not sitting idle, however. They are using this time
to adjust their exports to “more friendly” countries that will be
less willing to sanction their exports. Examples of new energy-
export partners for Russia are China and India, the world’s second
and sixth largest economies by GDP. Even before the Ukraine
conflict, increased energy shipments, and other expansions and
innovations in trade cooperation were already underway among
these countries. In December 2019, the Power of Siberia 1 pipeline
turned on, starting one of the largest Russia-China liquid natural
gas (LNG) pipelines to date. At that time, Gazprom announced
by “2023, nearly 40% of Chinese gas demand growth will be met
through Russian gas from Power of Siberia.”® Plans for a second
Russia-China pipeline were announced Feb. 4 when Putin was
attending the Winter Olympics in Beijing. The Power of Siberia 2
pipeline will divert gas from Russia’s Yamal field, which currently
accounts for about a third of Russian LNG exports to Europe. The
new pipeline is expected to have about the same capacity as the
Nord Stream 2 gas pipeline from Yamal to Germany, which has
already been constructed but now is unlikely to enter service.

The adjustments go beyond commodity exports. Russia is rewiring
its financial ties to “more friendly nations” as well. For example, it
is widely believed that the CBR is now intervening in the currency
market to slow down the pace of the ruble’s appreciation. Russia
appears to be taking a more strategic framework in rebuilding its
reserve assets. Reuters has reported that Russia’s purchases of
Chinese yuan have grown eightfold since May 20. The sanctions
effectively confiscated the majority of the CBR foreign currency
assets. Thus, Moscow’s shift to holding foreign currencies of
“more friendly nations” will likely be a durable regime.

On July 11, the Reserve Bank of India (RBI) announced an
arrangement for invoicing, payment and settlement of exports/
imports in Indian rupees, probably to facilitate expanded trade
with Russia. This new system with the RBI enables a bilateral
ruble-rupee payment system between the two countries. |
discussed the coming proliferation of such bilateral arrangements,
bypassing the U.S. dollar, in a paper last year, as the world moves
to a more a multipolar order, with the two strongest axes being
the G-7 and China-Russia.” To no one’s surprise, New Delhi has
chartered a foreign policy in coordination with its imports of
Russian energy and military arms. The Indian foreign ministry has
refused to back U.S. and EU sanctions over the Ukraine conflict
and has emphasized its engagement to stable economic relations
with Russia.® India was among 35 nations, including China, that
abstained in a March 2 vote in which the U.N. General Assembly
voted 141 for, five against to condemn Russia’s invasion of
Ukraine.
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The government of the world’s largest democracy by population
also was among 58 nations to abstain on April 7 when 93 nations
in the General Assembly adopted a resolution, over 24 voting
against, to suspend Russia from the U.N. Human Rights Council .

The Great Realignment: Cui Bono?

Europe and Russia are embarking on a massive realignment
in their energy and trade structures over the coming years as
they seek to bring an end to their mutual co-dependence. Such
a transformation would necessitate an immense infrastructure
build-out. Russia will continue to focus on energy transportation
infrastructure to new markets such as China and the rest of
Asia. Europe will need to build out LNG ports, and refining and
energy storage capabilities. The net beneficiaries from this new
infrastructure will be industrial metals and economies that extract
and export the raw materials for these Eurasia infrastructure
build-outs.

Today, the world is worried about an impending recession caused
by inflation and tightening financial conditions under hawkish
central bank policies aimed at addressing that inflation. Industrial
metals and emerging markets have faced these challenges, but
these markets stand to benefit when the European and Russian
energy infrastructure projects get underway. Given that energy
infrastructure is not only of strategic importance but also a

national security issue for these regions, these projects will likely
be prioritized even in a challenging macroeconomic environment.
Investors should sharpen their pencils now to be ready to benefit
from these secular shifts.

Deepening trade and financial linkages between China and Russia
are creating a rival political and economic pole to the G-7. | think
it is likely that other nations, especially emerging markets with
substantial trade ties to Russia and China, will become parties
to this axis, with Beijing as the senior member. As economic
and financial connections between China and Russia continue
to grow, emerging market countries will need to decide if their
own economic and financial linkages are more tied to China or
to the West. As noted in my previous paper, a multipolar world,
already emerging before Russia’s invasion of Ukraine, has been
accelerated by the G-7’s sanctions against Moscow.® Within that
multipolar world, some countries will face the binary choice of
a net alignment with the West or China, as in the case of Iran’s
alignment with the latter. Others will endeavor to steer a course
between both axes, as in the case of India. In any event, for
many governments, G-7 alignment will no longer be a default
setting. Russia’s resilience in defiance of some of the most severe
sanctions the West has ever imposed demonstrates the viability
of the Sino-Russo axis for all to see. m
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Important Information Regarding This Material

Issue selection processes and tools illustrated throughout this presentation are
samples and may be modified periodically. These are not the only tools used by
the investment teams, are extremely sophisticated, may not always produce the
intended results and are not intended for use by non-professionals.

DoubleLine has no obligation to provide revised assessments in the event of
changed circumstances. While we have gathered this information from sources
believed to be reliable, DoubleLine cannot guarantee the accuracy of the
information provided. Securities discussed are not recommendations and are
presented as examples of issue selection or portfolio management processes.
They have been picked for comparison or illustration purposes only. No security
presented within is either offered for sale or purchase. DoubleLine reserves the
right to change its investment perspective and outlook without notice as market
conditions dictate or as additional information becomes available. This material
may include statements that constitute “forward-looking statements” under the
U.S. securities laws. Forward-looking statements include, among other things,
projections, estimates, and information about possible or future results related
to a client’s account, or market or regulatory developments.

Important Information Regarding Risk Factors

Investment strategies may not achieve the desired results due to implementation
lag, other timing factors, portfolio management decision-making, economic
or market conditions or other unanticipated factors. The views and forecasts
expressed in this material are as of the date indicated, are subject to change
without notice, may not come to pass and do not represent a recommendation
or offer of any particular security, strategy, or investment. All investments
involve risks. Please request a copy of DoubleLine’s Form ADV Part 2A to review
the material risks involved in Doubleline’s strategies. Past performance is no
guarantee of future results.

Important Information Regarding DoubleLine

To receive a copy of DoubleLine’s current Form ADV (which contains important
additional disclosure information, including risk disclosures), a copy of
DoubleLine’s proxy voting policies and procedures, or to obtain additional
information on DoubleLine’s proxy voting decisions, please contact DoubleLine’s
Client Services.

G-7 (Group of Seven) — Forum of the seven countries with the world’s largest
developed economies whose government leaders meet annually on international
economic and monetary issues. The member countries are: Canada, France,
Germany, Italy, Japan, the United Kingdom and the United States.

North Atlantic Treaty Organization (NATO) — The North Atlantic Treaty
Organization is a military alliance formed by treaty among the governments
of 28 European countries and the United States and Canada. Under the terms
of the North Atlantic Alliance, the members agree to their mutual defense in
the event of an attack by any external party. The European members of NATO
are Albania, Belgium (home to NATO’s headquarters), Bulgaria, Croatia, Czech
Republic, Denmark, Estonia, France, Germany, Greece, Hungary, Iceland, Italy,
Latvia, Lithuania, Luxembourg, Montenegro, the Netherlands, North Macedonia,
Norway, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Turkey and the
United Kingdom.

Important Information Regarding DoubleLine’s Investment Style

DoubleLine seeks to maximize investment results consistent with our
interpretation of client guidelines and investment mandate. While DoubleLine
seeks to maximize returns for our clients consistent with guidelines, DoubleLine
cannot guarantee that DoubleLine will outperform a client’s specified benchmark
or the market or that DoubleLine’s risk management techniques will successfully
mitigate losses. Additionally, the nature of portfolio diversification implies that
certain holdings and sectors in a client’s portfolio may be rising in price while
others are falling or that some issues and sectors are outperforming while others
are underperforming. Such out or underperformance can be the result of many
factors, such as, but not limited to, duration/interest rate exposure, yield curve
exposure, bond sector exposure, or news or rumors specific to a single name.

DoubleLine is an active manager and will adjust the composition of clients’
portfolios consistent with our investment team’s judgment concerning market
conditions and any particular sector or security. The construction of DoubleLine
portfolios may differ substantially from the construction of any of a variety of
market indices. As such, a DoubleLine portfolio has the potential to underperform
or outperform a bond market index. Since markets can remain inefficiently
priced for long periods, DoublelLine’s performance is properly assessed over a full
multi-year market cycle.
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