ALFA-BANK Macroeconomic Analysis
AB-ICI June: Down As Expected

Natalia Orlova (7 095) 795-3677 NOrlova@alfa-bank.com

July 26, 2005 www.alfa-bank.com Moscow

Investment Summary
e AB-ICldown 3.5% in June, reflecting poor domestic liquidity and market concentration
e Declinein CBR reserves on PC payments to be compensated by faster dollar accumulation

e Pension and salary indexation in August-September will support Index recovery

I AB-ICl declined 3.5% in June on poor liquidity

AB-IClI suffered froma  The AB-ICI declined 3.5% in June, largely due to the lack of positive

lack of good news fundamental changes rather than any negative news. First, the CBR'’s
recalculation of the 1HO5 balance of payments suggested a higher than
expected capital outflow that accelerated last month. Second, on the
corporate bond market the share of small and medium-sized enterprises
(SMEs) continues to decline, while state-run companies and banks (such as
VTB) are assuming leading positions. In short, the Index last month suffered
from a lack of positive news.

Figure 1. AB-ICl declined 3.5% in June, as expected
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Pension/salary In the coming months we expect the upward trend to resume. The planned
indexation from August increase in pensions from August 1 and the 10-30% indexation will inject a
will allow an increase in  few billion dollars into the banking system. As a result, we believe that current

banking liquidity liquidity in banking accounts (~$20 blin) will rise starting from September.

China’s revaluation Another point with regard to banking liquidity is that the CBR is currently
means a stronger ruble  paying $15 bln ahead of schedule to the Paris Club, and this has already
rate, and thus greater resulted in a near $10 bin decline in reserves. This led to market expectations

capital inflows to Russia that the monetary authorities will have to purchase dollars more aggressively
from the market, and thus a large number of participants began switching from
rubles into dollars, thereby reducing ruble liquidity. However, after China’s
announcement of 2.1% revaluation of the yuan followed by weakening of the
dollar on foreign markets, we believe that the Russian public will be less
|
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willing to maintain long positions in dollars. Also, the ruble’s appreciation is
seen as a powerful argument in favor of greater capital inflows to Russia.

Figure 2. Inerbank Rates Remain High and Volatile
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The strength of state An area of concern, however, is that Russia’s banking and corporate markets
banks has led to higher  have not seen significant structural changes. Quite the opposite — the position
interbank rates of state entities is now stronger. This has apparently resulted in a declining

share of SMEs on the Russian corporate bond market. Another, less direct
implication of this concentration of assets in state institutions is reflected in
liquidity indicators. State banks, which mainly service the accounts of the
largest state companies, are not allocating their excess liquidity to the
interbank market, but rather to deposits with the CBR or to government bonds.
Thus, given the increasing role of state institutions, it is unsurprising that the
interbank market is now experiencing growth in interest rates despite high oil
prices and good domestic liquidity.
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