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Weak economic growth to boost capital adequacy of
Russian banks
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new capital started recovering
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—— Capital adequacy in the banking sector expected to grow
persistently in the coming years. Weak economic growth, as projected
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by ACRA for the years ahead, will be the key reason for low growth rates
of banks’ assets that are unlikely to return to pre-crisis level any time
soon. Due to this as well as in view of recovering profitability of banking
activities, sector’s core capital adequacy (IFRS Tier-1) will increase from
the acceptable 11.5% to the moderately high 13.9%, with the minimum
recommended level of 6%. Loss absorption cushion will double:
advancing from RUB 3.2 trillion (approximately 50% of the total core
capital of the Russian banking sector under IFRS) as of year-end 2016 to
RUB 6 trillion by early 2021.

Ability of banks to generate capital has recovered. Recovered
profitability following 2016 results together with moderate dividend
strategy followed by banks’ owners gave rise to a substantial growth of
averaged capital generation ratio (ACGR) for both annual and five-year
periods; ACRA uses ACGR as a factor for capital adequacy assessment. It
returned to green and stood at the acceptable level of 84 bps versus the
critical value of -17 bps a year ago.

Capital adequacy growth to contribute to improving credit quality
of Russian banks. Capital adequacy is one of the key rating factors
according to ACRA methodology. The weighted average value of ACGR
(directly affecting capital adequacy) may reach the adequate level of 120-
130 bps for the entire banking system by year-end 2020. This, in
particular, will have a positive effect on both capital adequacy factor
assessment of rated banks and credit rating levels as a whole. Indicator
gap between leaders and outsiders will remain, but will not be so wide.
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Averaged capital generation ratio
(ACGR) is calculated for each
period as a ratio of financial result
adjusted for gratuitous financial
aid received (as recorded in P&L),
one-off revenues, dividend
payments, and net share buyback,
to risk-weighted assets (RWA).
Then, average value of this
indicator is determined for the last
five years. For more details, please
see Methodology for Credit Rating
Assignment to Banks and Bank
Groups under the National Scale
for the Russian Federation.

Ability of banks to generate new capital started recovering after a
three-year decline

Capital adequacy level of a bank is one of the determining factors for its credit
rating according to ACRA methodology. As part of capital adequacy assessment,
we calculate averaged capital generation ratio (ACGR) that is the evidence of
banks' ability to increase their own capital. Due to highly volatile operational
environment in the Russian banking sector, we use five years as the historic
horizon for indicator calculation.

Following 2016 results, the average weighted ACGR for the largest Russian banks:
was at the acceptable 84 bps (80 bps for banks with ACRA ratings). This value
exceeded both figures of the previous two years and the average figure for five
years standing at 56 bps (54 bps for banks with ACRA ratings), which is the
evidence of positive, albeit small, changes in the Russian banking industry.

Figure 1. ACGR dynamics in 2012-2016
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Although the negative trend has reversed, capital generation ability of banks is at a
satisfactory level (according to ACRA methodology), which reflects a moderate
ability of banks to increase their capital adequacy. At the same time, there is a
substantial number of players among the largest Russian banks generating negative
capital due to material operating losses, or aggressive dividend strategy of
shareholders, which means that capital amount and its adequacy of loss-making
banks decline without outside injections.

1 Their assets amounted to 87% of the total assets in the banking system as at December 31, 2016 (excluding Bank NCC (JSC) due to

specifics of its activities).
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A detailed banking sector
forecast is available in the
research titled "Weak demand
for loans stimulates risk
appetite among Russian banks”.

Figure 2. ACGR assessments for groups of banks for the period of 2012-2016
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Excluding adjustments made by ACRA, average capital generation in the last five
years was 97 bps (vs. 56 bps including adjustments). On average, adjustments
reduced the indicator by 33%, with dividend payments and treasury shares
transactions as prevailing factors (approximately 25%). ACGR, used by the Agency
in it activities, is the evidence of actual capital generation (considering shareholder’s
dividend strategy). Generated capital may be used to further increase active
operations without losing financial stability.

Continuing recovery of banks’ profitability to support capital generation
increase in the coming years

According to ACRA's forecast, the average weighted ACGR for the entire banking
system might reach 120-130 bps by year-end 2020, which means that “"Adequate”
assessment of this indicator will prevail for the majority credit institutions. This
expectation is based on the following assumptions:

e Lower volatility of banks’ financial results and increased income generation
amid gradual recovery in economic growth rates in Russia;

e  Relatively low rates of loan portfolio and overall risk-weighted assets growth
(not exceeding 10% per year), with moderately high net income level;

e Moderate level of dividend payments is preserved (below 30% of net income)
amid continuing regulatory pressure.

In the projected period, the largest banks will continue contributing the most to
profitability and capital generation indicators (traditionally strong figures of
Sberbank; very likely recovery in profitability of a number of other banks with the
state as a shareholder, and large private banks (including foreign banks) with high
creditworthiness level).

Although the overall expected trend is positive and consistent, reaching “Strong”
capital generation level (over 200 bps) for the entire banking system is very unlikely
at this time. Long-term structure limitations for income increase of banks are the
key reason: lower interest rates and net interest margin, insufficiently developed
commission business, and materialization of deferred credit risks in several
industries.
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Absorption cushion is the
value (amount) of bank’s
core capital decline where
its adequacy ratio reaches
the minimum regulatory
level (for the purposes of
capital adequacy
assessment under IFRS, it is
set to 6%).

Figure 3. ACGR forecast for the entire banking system (in bps)
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Banks to almost double loss absorption cushion in the next four years

Russian banks have entered the most favorable period for organic capital adequacy
increase. According to ACRA’s projections, core capital (IFRS Tier-1) adequacy ratio
in the banking sector will advance from 11.5% to 13.9% by year-end 2020, if no
external macroeconomic and geopolitical shocks occur. Statutory adequacy ratio
(N1.2) level will range from 11.4% to 11.8%, which is explained by a more
conservative approach to calculating risk-weighted assets as compared to Basel
requirements.

Due to a slow recovery in economic activity and low demand for investment in
general and credit resources in particular, we expect asset-related transactions of
banks to increase at a modest pace (according to ACRA’s projections, the 10%-level
will not be exceeded until the turn of 2019-2020). In the present context, such
economic growth rates have a positive effect on capital adequacy level by virtue of
a slower increase in risk-weighted assets. In addition, capital adequacy of the
Russian banking sector will be supported by the fact that credit quality of
outstanding loans has moved beyond its peak period, and cost of risk will decline
in the long term exerting progressively lower pressure on banking business
profitability.

As a result, if dividend strategy of owners is preserved and no additional capital is
injected, loss absorption cushion based on Tier-1 CAR will increase from RUB 3.2
trillion as at year-end 2016 to RUB 6 trillion by 2021. In terms of share of risk-
weighted assets, the indicator will increase from 5.9% to 8.4%. For rated banks, that
means their capital adequacy assessments might improve, with all other conditions
being equal.
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Figure 4. Capital adequacy in the forecast period
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One cannot rule out a scenario where a strongly pronounced higher risk appetite
of banks would result in a faster increase in assets (advancing by approximately
10% in 2017, with further gradual increase to 15% by 2020). In such case, capital
adequacy will stagnate vs. its current level of 11.5% due to a “delayed” effect of
income gains and increased cost of risk (in the range of 0.2%-0.3%). Loss absorption
cushion will advance to RUB 5.3 trillion in nominal terms; however, it will still sustain
impairment of assets by 5.9% maximum. Under this aggressive scenario, the
average effect on capital adequacy rating component will primarily be neutral.
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The Analytical Credit Rating Agency (ACRA) was founded in 2015, with its 27 shareholders representing major Russian corporate and financial
institutions and its authorized capital exceeding RUB 3 bn. ACRA’s main objective is to provide the Russian financial market with high-quality
rating products. Methodologies and internal documents of ACRA are developed in compliance with the Russian legislation and with regard
to global rating industry best practices.

The provided information, including, without limitation, credit and non-credit ratings, rating assessment factors, detailed credit analysis results,
methodologies, models, forecasts, analytical reviews and materials, as well as other information placed on the ACRA website (further referred
to as Information), coupled with the ACRA website software and other applications, are intended for information purposes only. Information
must not be modified, reproduced or distributed by any means, in any way or form, either in whole, or in part, in marketing materials, as part
of public relations events, in news bulletins, in commercial materials or reports without a prior written consent from, and reference to, ACRA.
Any use of Information in violation of these requirements or the law is prohibited.

ACRA credit ratings reflect ACRA's opinion about the ability of a rated entity to meet its financial obligations or about the credit risk of
individual financial obligations and instruments of a rated entity at the time of publication of the relevant Information.

Non-credit ratings reflect ACRA’s opinion about certain non-credit risks assumed by interested parties interacting with a rated entity.

The assigned credit and non-credit ratings reflect all material information pertaining to a rated entity and known by ACRA (including the
information received from third parties), the quality and reliability of which ACRA considers appropriate. ACRA shall not be responsible for
the accuracy of information provided by clients or relevant third parties. ACRA does not audit or otherwise verify the provided data and shall
not be held responsible for their accuracy and completeness. ACRA conducts rating analysis of information provided by customers using its
own methodologies, with the texts thereof available on ACRA’s website — www.acra-ratings.com/criteria.

The only source that reflects the latest Information, including the one about credit and non-credit ratings assigned by ACRA, is ACRA's official
website — www.acra-ratings.com. Information is provided on an "as is" basis.

Information shall be considered by users exclusively as ACRA’s statement of opinion and must not be regarded as advice, recommendation
or suggestion to buy, hold or sell securities or other financial instruments of any kind, nor shall it be viewed as an offer or advertisement.

Neither ACRA, nor its employees and persons affiliated with ACRA (further referred to as the ACRA Parties) provide any direct or implied
guarantee expressed in any form or by any means regarding the accuracy, timeliness, completeness or applicability of Information for making
investment and other decisions. ACRA does not act as a fiduciary, auditor, investment or financial advisor. Information must be regarded
solely as one of the factors affecting an investment decision or any other business decision made by any person who uses ACRA’s information.
It is essential that each of such persons conduct their own research and evaluation of a financial market participant, as well as an issuer and
its debt obligations that may be regarded as an object of purchase, sale or possession. Users of Information shall make decisions on their
own, involving their own independent advisors, if they deem it necessary.

ACRA Parties shall not be responsible for any action taken by users based on Information provided by ACRA. ACRA Parties shall under no
circumstances be responsible for any direct, indirect or consequential damages or losses resulting from interpretations, conclusions,
recommendations and other actions taken by third parties and directly or indirectly connected with such information.

Information provided by ACRA is valid only as of the date of preparation and publication of materials and may be amended by ACRA in the
future. ACRA shall not be obliged to update, modify or supplement Information or inform anyone about such actions, unless the latter was
recorded separately in a written agreement or is required by the legislation of the Russian Federation.

ACRA does not provide advisory services. ACRA may provide additional services, if this does not create a conflict of interest with rating
activities.

ACRA and its employees take all reasonable measures to protect all confidential and/or material non-public information in their possession
from fraud, theft, unlawful use or inadvertent disclosure. ACRA provides protection of confidential information obtained in the course of its
business activities as required by the legislation of the Russian Federation.
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