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Investment Summary
 The RTS is continuing to grow but is diverging from the AB-ICI which we consider a proxy of fair market value


Lack of economic growth drivers limit AB-ICI upside and create downside risk for RTS growth

AB-ICI starting to diverge from RTS Index
AB-ICI up since
mid-summer

The AB-ICI is up 1% since mid-summer but this reflects volatility in the sideways
range. The RTS, by contrast, is showing continued recovery from the local low
reached on May 20 and is starting to deviate from the fundamental value of the
market:


Economic confidence has contracted somewhat in recent months. This is
primarily due to the high dollarization component of local deposits. By
contrast to the 2008-10 crisis, when the share of forex deposits declined to
20% following the sharp jump in dollarization, this time around, the share of
forex-denominated deposits has so far remained around 26%;



Foreign confidence has shown improvement in recent months primarily
driven by the recovery of FDI inflows to Russia. That said, since 2014, the
average quarterly FDI inflows have been close to zero and have contracted
substantially versus the $13.6bn in average quarterly inflows seen prior to
2014;



Market confidence remains a support for the AB-ICI primarily due to the
recovery in the RTS Index but also because of the increase in bond
durations. That said, with the economy continuing to move in a sideways
trend, we believe further market growth could create overheating risks,
hence the RTS divergence from the AB-ICI is a negative sign.

Level of dollarization
pressures economic
confidence
Foreign confidence
improves on better FDI
inflows

RTS growth remains the
driver of recovery but its
deviation from the AB-ICI
creates risks

Figure 1: AB-ICI and RTS index: a risky deviation pattern

Source: New Economic School, RTS, Alfa Bank
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AB-ICI: Weak performance under economic stagnation
AB-ICI is following the
general economic
trend

The dynamics of the AB-ICI is very much in line with our understanding of the
general Russian economic trend. Russian GDP contracted 0.9% y/y in 1H16;
following the very unstable pattern evident in 3Q16, we expect the economy to
contract by 0.8% y/y in FY16. Our pessimism is mainly formed by the lack of
drivers: consumption is failing to generate growth; monetary and budget policies
are both rather tight; and the economy has no means to increase leverage.

CBR commitment to a
flat rate came as a
negative surprise for
the market

While we had expected the CBR to implement tight monetary poilcy this year, we
are surprised at the extend to which it has been executed. At the end of
September, the CBR announced it would pause rate cuts for the remainder of this
year and probably until 1Q-2Q17. We view the open commitment for a flat nominal
rate as a very negative surprise for the real sector, which was pricing in continuing
monetary easing. Given the CBR’s recent guidance and the relatively tight budget
policy, we have cut our -0.3% y/y GDP forecast to -0.8% y/y for FY16.
Although budget policy is currently tight, this will change in the coming months.
First, defense expenditure will receive an injection of RUB800bn before end-2016,
and that will increase this year’s budget spending from the RUB16.2tn initially
announced to RUB16.4tn. In light of the RUB1.6tn federal budget deficit reported
in 9M16, practically the same amount should be spent before the year-end to give
an expected annual budget deficit of RUB3.0tn. Second, there will be a one-off
pension payment in January 2017 and regular pension indexation will begin in
February. That said, the Finance Ministry’s plan to fix the level of budget
expenditure for the next three years limits the scope of economic recovery.
The tight monetary and budget policy would not be a major problem if the private
sector of the economy created growth drivers. However, while nominal salaries
increased at a rate of 7.9% y/y in 9M16 and the unemployment rate was only 5.2%
as of end-September, import growth will unfortunately completely neutralize any
recovery in consumption. In 3Q16, imports were already up 4.6% y/y and we
believe this is just the beginning of a recovery in imports.
Finally, it is not obvious if the Russian economy can generate leverage-linked
growth. While retail lending is up 1.7% from its low in April and non-mortgage
loans are up 1% from the bottom seen in June, we are not convinced that it could
provide strong support for consumption. The increasing number of people below
the poverty line should build demand for non-mortgage retail lending. The trend in
corporate lending is even worse. Since the beginning of this year, forexdenominated loans have declined by $20bn while the ruble-denominated loan
book is up just RUB0.5tn. The bulk of deleveraging in 2016 is attributable to the
trade sector together with other unclassified sectors, which generated a
substantial decline in forex-loan exposure. After posting average growth of 3.5%
y/y in 1H16, the loan book, adjusted for forex revaluation, contracted by 1% y/y in
August-September and is expected to decline further in 4Q16.
All in all, our growth outlook is negative, we see very limited upside potential for a
recovery in the AB-ICI and, as a result, we are skeptical about the sustainability of
RTS growth.

Although Finance
Ministry has to spend
more on defense, it
will still try to control
expenditure going
forward

Growth in imports will
neutralize any
recovery in
consumption

Recovery in retail
lending expectedly
weak, corporate
lending disappointing

Limited AB-ICI upside
leaves us cautious on
the RTS
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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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