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Investment Summary
 AB-ICI remained flat last months reflecting current account deficit, decline in foreign banks’ presence despite
favorable performance of the financial indicators


Tight budget, monetary policies and lending conditions imply that AB-ICI is likely to move sideways in line
with the economic activity

AB-ICI stood flat last months
AB-ICI was flat last
months

The AB-ICI index remained above its local bottom of March 2016, however was
flat last month. Rather favorable market sentiment toward Russia was neutralized
by the structural weakness of Russian economy:


Economic confidence index was declining last month despite the recovery
of the capital account. In August Russia got around $1bn net capital inflow,
which highlighted the attractiveness of local markets; however, this inflow
was compensating the deficit of the current account which apparently was
around the same amount for July-August. As a result, the trust to the ruble
remained rather weak: the share of forex deposits in the retail market grew
to 26% in July.



Foreign confidence continues decline, reflecting a continuing exit of
foreign banks from the local market. This trend is particularly important in
the retail lending area where the foreign banks presence has declined from
17% in 2008-2010 to current 11%, the level of 2005;



Market confidence was the area of support for the index with RTS being
relatively stable since June and local fixed-income market posting signs of
better activity. Russian financial markets remain in focus of investors due
to the high return on fixed-income instruments and RTS, which did not
recovery to 2013-2014 levels.

The net capital inflows
funds current account
deficit

Foreign banks continue
their exit

Only financial markets
show support to AB-ICI

Figure 1: AB-ICI shows recovery from the end of last year

Source: New Economic School, RTS, Alfa Bank
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AB-ICI: Moving sideways with the economy
AB-ICI is up only 1.5%
YTD

The dynamic of the AB-ICI which is only 1.5% above the level of December last
year is in line with the overall economic trend: Russian economy is moving
sideways. The engines of growth, driving up economic activity during previous
years, are all not available this time.

Budget policy is tight:
public salaries are
frozen; pension oneoff payment due
January 2017 lowers
the base of upcoming
indexation

First, the budget policy is much tighter than expected. The cabinet decision to
freeze the federal budget expenditures at RUB15.8 trn for the next 3 years,
including the electoral 2017-2018, points that the preferences of the budget policy
has changed from social ones to financial ones. In other words optimizing the use
of the reserve fund is a more important task than to maintain the living standard of
Russian population. The painful discussion about a second increase of pensions
this year ended recently with Prime Minister Dmitry Medvedev’s decision in favor
of a one-off payment of RUB5,000 per pensioner in January 2017. The one-off
payment would cost the budget RUB200bn, however will help to significantly
reduce the base for 2017 regular pension indexation. The public sector salaries
are expected to remain unchanged despite upcoming elections.

The CBR now take
explicit commitment to
keep the policy rate
unchanged until this
year end

Second, the monetary policy is also relatively tight. While the CBR’s rate cut on
September 16 from 10.5% to 10% came in line with the consensus, its comment
was hawkish and in line with our understanding that the monetary policy should
stay tight. For the first time the CBR is taking a medium term explicit commitment
to keep policy rate at the current level until the end of 2016. Cabinet decision to
make a one-off RUB200bn pension payments in January 2017, followed by the
regular indexation of pension starting from February suggests that inflation could
pick up around March-April next year. The CBR has previously assessed this
impact at around 0.5 pp and is likely to focus on this figure for reality check. The
seasonality of the budget payments thus suggests that in the base case the rate
cut could be expected only in March 2017

Retail lending market
has touched the
bottom; however its
recovery will be
delayed due to the
poor income outlook
and low interest of
retail banks to boost
their lending

Finally, the growth of the previous years was relying on the active growth of the
retail lending, an engine of the local consumption boom. While the retail lending
market has arrested its decline and stabilized at some RUB10.8tn over last four
months; however, comparative analysis of 2008-2010 suggests that the market is
lagging well behind the trend emergent from the last crisis. During that period, the
contraction, which started in September 2008, reached the bottom 16 months after
the beginning of the crisis, with a 12% drop, and by October 2010, the market had
returned to its pre-crisis level. This time, in contrast, the contraction was far
smoother, but the market is still 5% below its September 2014 level, and is moving
sideways. A marked difference to the 2008-2010 experience is that retail banks
have not been able to use the crisis as an opportunity. During the last crisis, they
started active retail lending as early as in 2010: retail loans grew from 47% of their
assets in 2009 to 55% in 2010, and their share in the retail lending market
expanded from 7.2% to 9.5%, respectively. In 2016, however, retail loans still
represent only 45% of retail bank assets, and their share in retail lending has
continued declining to its current 9.0% level. We believe that the retail banks’
strategy is partially a reaction to the deterioration in the household income trend
(i.e. the freeze of public sector salaries since 2015), and partially a reaction to
changes in legislation. The recently approved law on collection agencies now
significantly reduces the room to collect bad loans, which in the case of the retail
lending segment, represent 8.5% of the overall loan book.

AB-ICI is expected to
move sideways in line
with the GDP

With obstacles on all the main instruments of the growth it looks like economic
activity will remain under pressure not only this, but also next year. The electoral
cycle may help a little bit, however the next year growth forecast still stays at 11.5% y/y only. We thus expect the AB-ICI will keep delivering modest growth with
no obvious catalyst for improvement.
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RATING DEFINITIONS
Alfa Bank applies a three-tier rating system for stocks under coverage. These ratings are based on the expected total stock return, which is
the sum of the return to the target price and the expected dividend yield.
The ratings are:
Overweight (O/W):

Expected total stock return > 15%

Equal Weight (E/W):

Expected total stock return < 15% and > 0%

Underweight (U/W):

Expected total stock return < 0%

Owing to price volatility and our policy of not changing our ratings in response to frequent, short-term misalignments with expected returns,
our ratings may sometimes not conform with the ranges indicated above.
In addition to the ratings above, we may occasionally assign the following classifications to stocks covered:
Restricted (R):

A rating, target price or financial forecasts are not disclosed owing to compliance or other
regulatory considerations.

Under Review (U/R):

In response to recent or pending news flow requiring a significant overhaul or amendment of a
company’s financial model, the previous rating and/or target price is temporarily not disclosed.

Coverage in Transition (I/T)

Due to changes in the research team, the disclosure of a stock’s rating and/or any other stockspecific information is temporarily suspended. The stock stays in Alfa Bank’s coverage universe
and usual disclosures will be resumed in due course.

Not Rated (N/R)

The stock is not in Alfa Bank’s coverage universe at the time the research product referring to it is
published.

IMPORTANT INFORMATION
The contents of this document have been prepared by Joint Stock Company Alfa Bank ("Alfa Bank"), as Investment Research within the
meaning of Article 24 of Commission Directive 2006/73/EC implementing the Markets in Financial Instruments Directive 2004/39/EC
("MiFID"). Alfa Capital Holdings (Cyprus) Limited ("ACC") is distributing this document to its clients in the EEA and accepts no responsibility
towards any other classes of recipient. Alfa Bank and ACC have in place appropriate conflicts of interest policies and procedures aimed at
ensuring the objectivity of the information contained in this document. The information contained in this document is provided for
information purposes only and is not a marketing communication, investment advice or personal recommendation within the meaning of
MiFID. The information must not be used or considered as an offer or solicitation of an offer to sell or to buy or subscribe for any securities
or financial instruments. In the UK, this document does not constitute a Financial Promotion within the meaning of section 21 of the
Financial Services and Markets Act 2000 (as amended). ACC is regulated by the Cyprus Securities and Exchange Commission under
license number CIF 025/04. This document is not for distribution to retail clients as defined by MiFID and may not be communicated to such
persons. This document is not for distribution or use by any person or entity in any jurisdiction where such distribution or use would be
contrary to local law or regulation or which would subject Alfa Bank, ACC or any other group entity to authorization, licensing or other
registration requirements under applicable laws. The information contained in this document is the exclusive property of Alfa Bank.
Unauthorized duplication, replication or dissemination of this document, in whole or in part, without the express written consent of Alfa Bank
is strictly prohibited. Although the information in this document has been obtained from, and is based on, sources Alfa Bank believes to be
reliable, no representation or warranty, express or implied, is made by Alfa Bank, ACC or the authors. ACC and its officers and employees
do not accept any responsibility as to the accurateness or completeness of any information herein or as to whether any material facts have
been omitted. All information stated herein is subject to change without notice. ACC makes no warranty or representation that any
securities referred to herein are suitable for all recipients and any recipients considering investment decisions should seek appropriate
independent advice. Nothing in this document constitutes tax, legal or accounting advice. Alfa Bank, ACC and their associated companies,
officers, directors or employees (excluding any financial analysts or other personnel involved in the production of research), from time to
time, may deal in, hold or act as market makers or advisors, brokers or commercial and/or investment bankers in relation to the securities,
financial instruments and companies mentioned in this email, or may have been, or may be represented on the board of such companies. If
such circumstances arise, Alfa Bank, ACC and their associated companies have in place appropriate conflicts of interest policies and
procedures to ensure that investment research remains independent and objective. A summary of ACC's conflicts of interests policy,
containing details relevant to investment research, is available upon request from ACC. ACC has arranged for Alfa Bank and other relevant
group entities involved in the production of research to implement equivalent policies.
Alfa Bank is incorporated, focused and based in the Russian Federation and is not affiliated with US-based Alfa Insurance.
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