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Investment Summary
 The gap between the AB-ICI and RTS index remained wide during 2017, narrowing slightly only in December due to
seasonal factors



High oil prices triggered upward revisions to economic growth forecasts and boosted market sentiment



Weak 4Q17 macro statistics placed ceiling on Russian growth, but the market ignored that, especially after “Kremlin list’
publication

AB-ICI – temporary growth without fundamental improvements
AB-ICI mainly flat in 2017,
interrupted by seasonal
growth in December
Economic confidence
pressured by capital
outflows and slow retail
deposit de-dollarization

High oil prices boosted
market confidence, while
the threat of sanctions
restricted it

Despite a recovery towards
the end of the year, the
share of foreign banks is
still below the 2016 level

The gap between the AB-ICI and RTS indexes remained wide during 2017, the AB-ICI
mainly flat while the RTS strengthened driven by positive market sentiment. The AB-ICI
increased by 3.0% m/m in December due to seasonality; however, we still see no
improvement in fundamentals:


Economic confidence strengthened at the end of 2017 due to a seasonal pick-up
in retail deposit growth (+3.6% m/m in December, vs. 2.2% m/m in December 2016,
and 8.3% m/m in December 2015). However, in general fundamental factors played
against a recovery: Russian macro statistics are weak, net capital outflows
accelerated y/y ($31.3 bn in 2017 vs. $19.8 bn in 2016), the level of retail deposit
dollarization remains above the pre-crisis level (20.6% in 2017 vs. 17-18% in
2011-13).



Market confidence was quite unstable during the year. On one hand, high real
interest rates and a strong oil prices (recently surpassing $70/bbl – the highest since
2014) played in favor of it. While on the other, the threat of sanctions tightening
placed a ceiling on market confidence. Despite a seasonal bond placement
acceleration near the end of the year (52 in December 2017 vs. an average of 20
during the year) the number of issuances by Russian companies remained in line
with 2016, when 263 bonds were placed (vs. 252 in 2017).



Foreign confidence was under pressure in 2017. Although the share of foreign
banks in Russia recovered near end-2017 to 7.5%, it still remains lower than end2016. We attribute the year-end recovery partly to statistical factors as a result of the
CBR’s cleanup of the banking sector in 2017. The CBR revoked the licenses of 58
banks and put three large private banks (Otkritie, B&N Bank and Promsvyazbank)
under the management of the Fund of Banking Sector Consolidation.

Fig. 1: AB-ICI and RTS Index: AB-ICI up 2.8% y/y in 2017 due to year-end growth

Source: RTS, Alfa Bank
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High oil prices boosted
both economic growth
forecasts and market
sentiment

High oil prices ($65-70/bbl in November-December 2017 and January 2018 vs. $53/bbl in
10M17) have resulted in upward revisions to Russia economic forecasts by the World Bank
and the IMF, which revised up their Russian GDP growth forecast to 1.7% y/y in 2018 (from
1.6% y/y earlier). The RTS advanced by 10% during December supported by the
improvement in market sentiment, which was also boosted by high oil prices.

Market is under euphoria
about Russia after
“Kremlin list”
publication; however, we
do not share such view

The RTS index is now enjoying a relief rally after the publication of the recent US CAATSA
report – the so-called “Kremlin list” – a list of 210 names (114 state officials and 96
businessmen), that looks like a copy-and-paste of last year’s Forbes list. While it was
initially expected to become a roadmap for future sanctions, it has now served only to
arouse market surprise and show that the US is unwilling to exert systematic pressure on
Russia’s elites. However, we believe the report should be treated with a bit more cautious,
as it has already caused a stir. Firstly, in US a scandal has flared-up that may stoke
geopolitical tensions: according to Anders Aslund, an Atlantic Council expert, the original
report was thrown out at the last minute and replaced with what amounts to a hasty copyand-paste of the Russian government website and last year’s Russian Forbes magazine.
Secondly, uncertainty significantly increased after publication of the report, as (a) still there
was no information on the sovereign debt report and (b) US President Trump unexpectedly
decided not to impose sanctions on companies involved in major transactions with the
Russian defense sector, which, however, is technically illegal, because this was not agreed
with Congress. Thirdly, the US Treasury Secretary Steven Mnuchin stated that additional
sanctions against Russia will be imposed; however, the market has no idea what form this
may take.

Our cautious view is
underscored by the weak
4Q17 macros statistics and
the cloudy outlook for 2018

Our concerns is that the market is now overly optimistic, ignoring the extremely
disappointing macro statistics on Russia. Firstly, 4Q economic growth in Russia
decelerated to 1.2% y/y and reached only 1.5% y/y for 2017, implying that November’s
economic growth deceleration (-0.3% y/y accrding to Economy Ministry data) was not an
anomaly, but a signal of economic weakness. We warned about this earlier, when two
sectors which are indicators of future growth dynamics demonstrated a contraction in 3Q17
(manufacturing by 0.1% y/y and construction by 0.7% y/y). Secondly, the 2018 economic
growth outlook is cloudy. (A) State projects (the Kerch Bridge and the Power of Siberia),
which provided nearly 90% of investment growth in 2017, are nearing completion. (B) The
industrial production outlook has also been dampened by proposals of production
shutdowns in 11 of Russia’s regions to facilitate security and safety control during the World
Cup. (C) Tight budget policy (just 1% y/y growth in expenditures) and the Finance Ministry’s
desire to save additional oil revenues from high oil prices will limit consumption growth this
year. Moreover, uncertainty surrounding the cabinet’s tax initiatives in relation to personal
tax will also cap consumption growth. The OPEC agreement also puts a ceiling on Russia’s
windfall from high oil prices, which is why we are concerned about the oil price as the main
driver of growth in the Russian economy.

We downgraded GDP
forecast to 1.0% in 2018; the
gap between AB-ICI and RTS
will remain wide

Given the aforementioned factors and the fact that the economic growth acceleration in
Russia was quite short-lived in 2017, we have downgraded our GDP growth forecast for
this year to 1.0% y/y (vs. the 1.5% y/y initially expected). We believe that the gap between
the AB-ICI and RTS indexes will remain wide this year, as the end-2017 AB-ICI index
growth acceleration was temporary due to seasonal factors, while we do not see any
improvements in the fundamental factors that may narrow the gap. In the short-term, the
RTS index will benefit from strong oil prices, however there is a risk of market sentiment
deteriorating.
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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 stock-specific
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.

Target Prices
The Target Price reflects the research analyst’s informed opinion on the price which is likely to be attained by the stock within 12 months,
subsequent to the date of the Target Price determination.
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 36 of Commission Delegated Regulation (EU) 2017/565 supplementing the Markets in Financial Instruments Directive 2014/65/EU ("MiFID
II"). Alfa Bank is regulated by the Central Bank of the Russian Federation under general license number 1326. Alfa Capital Holdings (Cyprus)
Limited ("ACC") is distributing this document to its clients 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.
Alfa Capital Holdings (Cyprus) Limited is owned by ABH Financial Limited and Joint Stock Company Alfa Bank , a subsidiary of ABH Financial
Limited. 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 II. 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 II 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. This document is not for distribution or use by European investment firms providing portfolio
management or other investment or ancillary services to clients, unless it is received in return for payment. 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
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, 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
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