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Key indicators: November forecast

. November
Indicator 2010F

Real sector

GDP, y-0-y -
Industrial production, y-o-y 5.9%
Capital investments, y-0-y 9.1%
Retail sales, y-0-y 2.8%
Private sector

Real income, y-o-y 12%

Accrued salary, RUB
Foreign economy

Trade balance, $ bin 10.0
Average oil price (Urals), $/bbl. 19
Stock market

RTS, points 1,600-1,650
Exchange rate, inflation and rates levels

Inflation (CPI), y-0-y 8.0%
Refinancing rate 1.15%
Bicurrency basket, RUB 35.0-36.5

Exchange rate, RUB/USD (avg.) 308
- no forecast available
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» Key indicators of the real sector dynamics in September remained mixed. Although seasonally-adjusted

monthly change in GDP finally turned positive (+0.2) after two consecutive months of decline in economic
activity, the year-on-year figures are still distorted by the low base effect. We consider acceleration of
industrial production (to +1.0%, SA) a positive sign, but data for at least two more months is required
before we deem it sustainable. So far we observe stabilization of production and investment levels, but any
further expansion is unlikely to happen without new drivers.

Leading indicators so far indicate the absence of new drivers for acceleration of growth. Economic
sentiment remains only weakly optimistic, with producers are still highly uncertain about future demand,
despite positive trends in employment and incomes. Investment activity is starting to catch up, but is still not
enough to spur longer-term economic growth.

Although 69% of corporates continued to report an increased availability of credit in September, lending
remains subdued, basically due to shy demand. The average ruble lending rates, according to CBR estimates,
declined to 9.7% in September, but surveys indicate that the minimum lending rates range from 11.2% to
15.7%, depending on the borrower's category.

038 Based on the current and perspective trends, we believe that:

+ Retall sales dynamics are likely to remain positive, but the year-on-year figure would probably decelerate
sharply due to diminishing low base effect. We also think that a slowdown in consumer prices in October
signals somewhat less prominent dynamics of household demand. Afthough unemployment rate declined in
September, there are factors that limit the positive effect on consumer sentiment. First, the seasonally-
adjusted figure is still above 7.0% (7.3%), and second, unemployment rate tends to increase towards the
yearend. Still, further deceleration of inflation is unlikely due to a rise in expectations, supported by monetary
base growth. Thus, the November CPI figure might rise to 8.0% year-on-year. We, however, do not expect
the CBR would lift the refinancing rate till the end of 2010.

+ We share a positive view on the near-term commodity price levels, based on expectations of liquidity
provision by the monetary authorities worldwide (and especially in the US). Under our case-case scenario,
Urals price will average $79/bbl. We do not anticipate the trade balance to fall below $10.0 bn in November,
as a sharp rise in imports due to investment demand observed in August it hardly sustainable under the
current circumstances, when producers lack confidence in the future demand for their products.

+ We believe that the risks of ruble depreciation have been overestimated— the recent movements were
mostly speculative in nature. Although fundamentals remain rather strong, we do not rule out persistent
volatility of the exchange rate, especially after the CBR widened the range for bicurrency basket. As a result,
we expect the average exchange rate of RUB 30.5-31.0 per USD in November, while the euro-dollar pair is
likely to be more volatile. Therefore, we expect the bi-currency basket to remain within the 35.0-36.5 range
over the coming month.
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Leading indicators

»

Indicators of economic activity in September
remained somewhat mixed. Manufacturing PMI fell by
1.7 p., but remained above the 50 p. threshold, which
indicates that optimism among producers still prevails.
Sentiment in the services industry recovered after a
drop below 50 one month earlier. Yet, the survey by
IET indicates that manufacturers still lack confidence
in the future demand for their products. In fact, the
number of respondents whose stocks of finished
goods are ‘below normal levels' in September
reached a 7-year high, while the quantity of those
who hold excessive stocks hit a record low.

The availability of credit to corporate borrowers
continued to improve in September. On the supply
side, the level of minimum interest rates charged by
banks fell to an average of 13.2% from 13.7% in
August. Still, the demand for borrowed funds remains
depressed due to cautious investment and
production plans in the corporate sector. As a result,
we do not anticipate any further acceleration of
growth rates of the banks’ loan portfolio (+3.3% m-
on-m in August).

The indicators of bank lending activity in September
provide some evidence to support our view. Despite
the steady increase in the monetary base in October
(by 0.9% m/m), stabilization of the money muiltiplier at
2.5x indicates the reluctance of banks to lend. The
only reason for the significant extension of lending by
Sberbank was a loan to RUSAL (RUB 137.9 bin): after
adjustment for single large-scale items the portfolio of
loans of Russia's largest bank declined by 1.7%.

Acceleration of power consumption growth during
the first weeks of October might be interpreted as a
good signal, given that industrial production exhibited
a high correlation (above 90%) to it since the
beginning of 2009. The average growth rate of 6.7%
y-0-y seems even more plausible if we consider the
diminished low-base effect and the absence of
distortions  associated with extreme weather
conditions.
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Current economic environment

»

Industrial production in September gained 6.2%,
slowing down a bit from a surge by 7.0% in August. A
seasonally adjusted growth of 1.0% m/m in
September did not improve the combined 3Q result:
total output produced in July-September was 0.3%
lower than in the 2Q10. We do not expect to see
any serious acceleration of production growth rates:
leading indicators suggest little incentive to increase
output on behalf of manufacturers, while the
technical factors’ influence (low base effect) continues
to fall.

Investment growth rate in September fell only a little
short of the two-digit number (9.4% y-o-y), the
seasonally-adjusted figure was quite modest: only
0.9% m/m after a rise by 4.3% a month earlier.
Although in the short-run such a dynamics doesn't
pose any  significant  threat to  growth,
underinvestment might negatively affect productive
capacity in 2011,

MED estimated that Russia’'s SA GDP growth turned
positive (+0.2%) after two consecutive months of
decline. Yet, a rebound in September was not
enough to compensate for the previous losses. As a
result, GDP in the 3Q dropped by 0.7%.

MED estimated that Russia's trade balance improved
in September to $9.3 bln after an unexpected drop
in August to $8.3 bIn: export gained 13.4% y-o-y
(supported by stable oil prices) while import growth
rate decelerated to 32.3% vy-o-y. The preceding
squeeze of trade balance can be attributed to a surge
in the value of imported equipment, which is hardly
sustainable given the weak investment demand.

CBR during the first two weeks of October added
$9.3 bin to its foreign exchange reserves. Despite the
fact that the CBR has widened the range of bi-
currency values to RUB 32.9-36.9 effective October
14, we doubt that the value of FOREX interventions
will decrease dramatically. On October 21, CBR
shifted the boundaries upwards by 5 kopeks, which
indicates that another $650 min were purchased.

Base industries output vs. Russia’s GDP in 2004-2010
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Russia’s trade balance vs. oil prices

Source: Rosstat, Gazprombank calculations
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»  We believe that the high volatility of the Russian Inflation: pessimistic scenario Consumer confidence indicators
ruble has speculative rather than fundamental reasons , , }
behind it. The depreciation mainly took place against 4% 1 25% 7 10%
the euro (-1.8%), while against the US dollar ruble 2007 forecast revision + 10%

gained almost 0.5% mtd, which is perfectly consistent 7% - I --------- —= W% 1 9%

with the two currencies’ relative dynamics. 0% AT

» Inflation slowed down a little in October: as of
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authorities, who were very much looking forward to , n“
deceleration of inflation. Yet, we believe there’'s — 4%+ % - 6%
limited potential for the further slowdown, as the H”” -+ 6%
monetary (such as high growth rates of the money %1 0% L 5%
supply), as well as seasonal factors will be pushing the
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decline in unemployment rate to 6.6% in September Source: Rosstat, MED, Gazprombank estimates Source: Rosstat
from 6.9% a month earlier is likely to result in further .
increase in the marginal propensity to consume. Yet, _Stock market dynamics Bond market volume (at par value)
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income will be restraining demand recovery. Retail
sales in September added 4.7% y-o-y, losing some of
the momentum (August rise was 6.5% y-o-). 4000
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»  Fund inflows into the Russian stock market remained
weak compared to the GEM: $0.08 bln vs. $7.1 bin in ~_ 3000 -
September, and $0.238 bin vs. $9.5 bIn since the E
beginning of October. Yet, among the BRIC markets =
Russia was one of the best performing mtd: RTS
gained 5.5%, second only to China (+12.7%).

»  Corporate borrowers continued to take advantage of
the favorable conditions in the Russian bond market 0
due to abundance of liquidity: nominal corporate
bond volume increased by more than RUB 115 bin.
OFZ supply was also catching up: Ministry of Finance
sold RUB 145.4.0 bin worth (at par) of government
bonds in September and securities worth another
RUB 84.9 blin since the beginning of October.
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Appendices
1. Economic situation abroad

China’s manufacturing indicators Change in non-farm payrolls, K

»  Recently, the key concems around the globe were the )
issues of competitive devaluation and deflation risks, as 60 - T 0% 600 -
well as the potential policy responses. 400 |

»  Although Finance ministers of the G-20 countries at % T 10% 200 |

their recent summit agreed to refrain from devaluing

national currencies to spur economic growth, there is g % 0
stil no binding commitment. On the contrary, some 200
countries are obviously taking advantage of their strong T
bargaining position — USA being one of the key 451 -10% 400 |
beneficiaries.

» Markets are anticipating the Fed's announcement of 40 { -20% 40
further QE in the beginning of November. The -800 -
estimates of a potential UST buyout differ, ranging from v -1000
$500 bln to $2 trln, but dollar lost more than 10% 3~ oo TR
against the euro since the beginning of September, and =
more than 18% since touching a local high at 1.192 (per
unit of European currency) in June, obviously pricing in PM 5)
the high probability of action on behalf of the Fed. ,
Given the limited flexibility of European policy-makers, . Source: Bloomberg ' Source: Bloomberg, Gazprombank estimates
further strengthening of the regional currency might  EUR/USD rate dynamics 5-year (DS spreads dynamics (eurozone)
negatively affect the prospects of economic recovery. L6 1200
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»  Macroeconomic data in the US during the last two
months was rather weak, fuelling the hopes for further 1000 -
stimuli from the FED. Additional source of concem '
comes from the low inflation rates in the US: CPI -21,3% 800
increment hasn't exceeded 1.2% y-o-y over the last four |4 | 600
months. Yet, the risks of deflation seem limited at the

moment. 400 4

» A hike in the reserve requirements for certain Chinese
banks seemed to only have a short-term effect on +18,2% 200 4
investors’ sentiment. The indicators of confidence inthe |3 | ' 0
manufacturing sector remained on the rise, and
industrial production growth rates stabilized at above
13% y-o-y. Yet, Chinese foreign exchange policy I
remains an obstacle in the process of resolving global
imbalances.
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2. Commodity markets

»

Commodity markets were ruled by speculative
demand as high volatility in the FOREX made them
more attractive for investment. Dollar weakness was
the key supporting factor, as the fundamentals
remained mixed (high crude stockpiles advocated the
idea of unstable future demand, while strong results
in the corporate sector indicated the possibility of a
recovery) and weighed on the value of the
commodities.

Prices of Urals oil in October fluctuated in the range
of $78.6-83.4/bbl, and although there was a general
downward trend since the beginning of the month, it
is not inconsistent with the dynamics that prevailed
since June. Base metals have generally grown during
October: the price index added 5.8% from the
beginning of the month. Metals futures demonstrated
a slightly smaller rise, but still trade almost 2.0%
above the base asset value, which indicates a positive
outlook.

Brent futures suggest that the market participants
share rather optimistic views on oil price dynamics.
Contract curve is (1) upward-sloping, which indicates
expectations of a price rise on the horizon of 1-12
months and (2) shifted upwards by as much as $4.5
(for certain delivery dates) as compared to the
previous month's curve. Although the size of the Fed
stimulus package may miss the investors' estimates,
which may result in a temporary rebound of the US
dollar, our longer-term view on commodities remains
positive.

Baltic Dry Index — an indicator of shipping costs —
rose by 12% mtd, losing only slightly after touching a
local max on October 14. Increase in the costs of
freight of capesize vessels (+22% in the first week of
October), which are used for the shipment of iron
ore and coal.

Urals price dynamics, USD/bbl.
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3. Money and fixed income markets

We see no risks to liquidity on the horizon of at least
12 months: not with the commitment of the
monetary authorities to supply the funds necessary to
sustain recovery. This is especially true for the US
money market: the short-term borrowing costs
(LIBOR) are near historical lows, and longer-term
rates are under pressure from potential Fed demand
on the UST. One-year USD LIBOR might be falling
below 0.75% in the near future if no reassessment of
risk occurs, while the 10-year Treasury vyields
fluctuate around 2.5%. Key money market spreads
indicate no risks (whether credit or liquidity): TED-
spread stabilized close to only 16 b. p., converging
with the 2-year swap spreads.

The perception of EM credit risks is rather favorable,
too. Spread offered by EM bonds over the USD
tended downwards, targeting the level of 250 b. p.
(measured by EMBI+ spread). YTM on Russia-30
touched 4% in mid-October, down by 37 b. p. from
the beginning of the month, which indicates the
persistence of demand for debt instruments with
good credit quality. The latter is indicated by the
narrowing of the CDS spread on Russia to below
140 b. p.

Russian money market was affected by the tax
payment season, but the withdrawal of liquidity only
had a marginal effect on interbank rates. O/n
borrowing costs for banks with the top credit quality
reached 3.5% in the end of October, but the spike
didn’t last for long. 3m NDF rates remain in the 3.0-
3.5% range, but given the high volatility of exchange
rates, such a situation doesnt indicate any liquidity
deficit. Accumulated volume of liquid assets on the
banks’ balance sheets by almost RUB 300 bln, but still
amounts to more than RUB 1.5 trin, and serves as
good insurance to banks against the liquidity shocks.

Key MM spreads
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4, Stock markets

DM stock markets dynamics, January 2010=100 EM stock markets dynamics, January 2010=100
»  Despite the fears that this year may provide more |5 _ 130 -
proof to historical findings stating that September was
the worst month for US equities, stock markets ¢ |
exhibited positive dynamics, gaining 7-9%. Other 120 -
developed markets showed a similar surge. October 105 |
dynamics was more reserved: Germany was the top 10 -
performed with a score of +6.6% mtd (DAX index). 100 '8
In the US the rise in stock prices was largely ! 100
attributed to strong financial results in the corporate 9 -
sector. Net income of 297 companies (out of the 90 |
500 comprising S&P5 00) who released their 3Q %07
results exceeded expectations by 3.5-20.0%, 8 80
depending on the sector. |
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»  Despite being the best-performing sector (according
to 3Q financial statements) financial StOCKS continued Source: Bloomberg Source: Bloomberg, Gazprombank estimates
to underperform other sector shares in October.  Banking stock dynamics, December 2008=100 VIX (implied volatility index)
Banks in US and Europe added 1.4% mtd. The key
issue in the sector was the proposed tightening of 180 - 50 -
banking regulation: Fed chairman Ben Bernanke
announced an investigation of the mortgage 160
foreclosure practices at banks (preliminary results are | 10
expected to be released in November). Summit of |
G-20 leaders scheduled to take place in Seoul on 140 4
November 11-12 will host the discussion of new
Basel capital accord, as well as coordination of other 30
actions by the monetary authorities. 120 -
»  Uncertainty over the direction of the US stock
markets in October contracted further: VIX index 100 20
(which indicates implied volatility) fell below 20
points, nearing its pre-crisis level. 80 - | | | | | | |
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