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KAZAKHSTAN
GROWTH STIMULUS CHALLENGES STABILITY OF THE ECONOMY

The economy is receiving support from accelerated budget spending, but the effect is limited

GDP growth will likely decelerate to 3.8% yoy in 2019 on the back of a temporary decline in oil production, while
consumer demand will likely suffer from an increased credit burden and higher inflation.

NBK needs to keep conditions tight (9.00%) leaving little chance of easing in the medium term

Although the inflation dynamics remain within the NBK target range, we see an upward trend in the CPI growth, with
increased risks from accelerated retail sales and a weaker tenge. For this reason, the NBK will likely continue to limit
secondary risks and keep conditions tight.

Loose fiscal discipline put pressure on the tenge

Increased social spending in the regional budget requires additional transfer from the NFRK, which undermines the
stability of the tenge, already hit by global risks. We see USD/KZT at 395 by end-2019 and 400 in 2020.
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Growth stimulus challenges stability of the economy

m Kazakhstan’s 1H19 GDP growth was surprisingly resilient at 4.1% yoy despite maintenance works on the main oilfields
restraining industrial production growth. Economic growth was supported by accelerated consumption growth owing to
increased social spending and intensified credit growth, which also accelerated the CPI growth. We expect the primary
boost from the consumption surge to gradually fade away by year-end, while oil production should increase with the
end of construction works. We see GDP growth at 3.8% yoy in 2019 and 3.4-3.5% yoy in 2020-2021.

®m Political uncertainty in Kazakhstan eased with the election of new President Tokayev, who supports the existing
Government policies and will likely continue outgoing president NazarbayevV’s initiatives. In particular, the Government
increased social spending by 10% to $8.4bn in 2019, which will be financed by additional transfers from the NFRK. This
decision undermines fiscal tightness and raises concerns about the stability of CPI growth and the FX market as the
Government would prefer a weaker tenge in these circumstances.

B The current inflation dynamics create risks for monetary policy. While headline inflation remains within the NBK target
range of 4-6% (5.4% yoy in July) owing to artificial low inflation of regulated tariffs, food inflation rapidly accelerated.
The NBK suspended monetary policy easing and switched its forward guidance to a hawkish footing. We expect
inflationary risks to dominate in the economy (SGe: CPI 5.6% yoy by year-end) owing to a weaker tenge and a revival
in the consumer demand, so the NBK will have to keep tight conditions (9.0%). However, no hikes are needed given
the environment of overall falling global rates.

® The tenge suffered both from loose fiscal policy and external background turmoil. The currency weakened against the
ruble from 5.4 to 5.8 on the global EM market sell-off and the drop in oil prices, while the ruble was supported by
internal factors. We see further weakening on the tenge to 395 by year-end and to 400 in 2020 against the dollar as
eased fiscal discipline will outweigh external balances.
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OUTLOOK — WHERE WE DIFFER FROM CONSENSUS

Annual CPI % yoy GDP growth % yoy Unemployment

2018 2019 2020 2021 2022 2023 2018 2019 2020 2021 2022 2023 2018 2019 2020 2021 2022 2023

Consensus Economics 5.3 55 5.2 5.0 4.9 4.7 4.1 3.6 3.6 3.7 3.9 4.1 4.9 4.8 4.8 4.8 4.7 4.7
IMF (Jul'19) 5.3 5.7 4.8 4.7 4.2 4.0 4.1 3.8 3.9 3.7 3.3 3.3 4.9 4.9 4.9 4.9 4.9 4.9
Societe Generale 5.3 5.6 5.1 5.0 4.9 4.7 4.1 3.8 35 3.4 3.3 3.2 4.9 - - - - -

Quarterly usoi

2019 3Q19 4Q19 1Q20 2Q20 2Q19 3Q19 4Q19 1Q20 2Q19 3Q19 4Q19 1Q20 2Q20 2Q19 3Q19 4Q19 1Q20

Consensus Economics 5.4 5.7 5.5 5.8 5.5 - - - - 9.00 9.00 8.89 888 875 381 380 384 385
Market* - - 5.3 - - - - - - - - - - - 381 391 394 395
Societe Generale 5.4 5.4 5.6 5.3 5.4 - - - - 9.00 9.00 9.00 9.00 9.00 381 390 395 400

*Bloomberg consensus

m All market participants expect GDP growth to decelerate in 2019. We remain in the pessimistic camp as accelerated
consumer demand will have a limited effect, while the expected slowdown in the global economy will hamper oil production.

m |nflation is expected to stay within the NBK target range with an acceleration by year-end owing to risks from food prices
and a weaker tenge. Our forecast differs marginally from the consensus.

B Against this background, we expect a flat trajectory on the key rate over next 12 months, while the consensus is pricing
one key rate cut in 2Q20. We see this as hard to implement owing to loose fiscal policy.

B Most see further devaluation of the tenge, but we expect this to happen faster than consensus. We expect pressure
both from global economy risks and pressure from the Government owing to increased transfers from the NFRK in 2019-2021.

Source: Bloomberg, Bank of Russia, IMF, Consensus Economics, Rosbank
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RETAIL TRADE COMPENSATED FOR FORCED CUT IN OIL PRODUCTION
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In 1H19, GDP growth remained at 4.1% yoy. Construction
works on the key oilfields have become the main reason for
this moderate economic performance.

However, accelerated social spending (+10% vs the
previously planned level), introduced by former president
N.Nazarbayev in February 2019, boosted consumer activity
and supported the relatively robust economic growth. The
contribution of retail trade to GDP growth increased from
1.0pp to 1.2pp.

With the end of reconstruction works in 2Q19, oil
production is expected to rise by ¢.15%, prompting further
acceleration in economic growth. However, the decelerating
global economy, as well as limited capacity for further trade
growth after the rapid primary effect, will limit the potential for
full-fledged acceleration.

We expect GDP growth at 3.8% yoy in 2019 and
deceleration to 3.4-3.5% yoy in 2020-2021.



CONSUMPTION BOOSTED BY INCREASED GOVERNMENT SPENDING
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® Household consumption has found a new growth driver in social spending. According to the Republican budget
amendments, the Government is going to spend KZT3.2tn in 2019 on social items vs the previously planned KZT2.9tn. At the
same time, consumer credit activity has continued to intensify. Retail lending rose by 20.7% yoy in Jan-May 2019. In this
context, real disposable income growth accelerated to 7.9% yoy in 1Q19, while retail sales growth jumped by 4.9% yoy and
6.1% yoy in 1Q19 and 2Q19, respectively.

B We adjusted our expectations of real income growth for the increased social spending from 3% yoy to 5% yoy in 2019.
Certainly, growing public wages and pensions will support an upward trend. Nevertheless, rapid lending growth since 2018 has
led to a growing credit burden and has limited consumer potential. In addition, lower oil prices can limit wage growth in the
mining sector, which is the largest contributor to the overall pay-out.

m We believe that income growth will continue to support consumer demand. We expect household consumption growth at
5.0% yoy in 2019, which could be limited by poor global demand and unstable inflation and FX dynamics.

Source: Committee on statistics in RK, BIS data, CEIC data, Rosbank
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MONETARY POLICY: NBK NEEDS TO KEEP HAWKISH STANCE

I
11 %yoy 20 %yoy
R 18
/v_\ 16
. — / 14
12
5 10
8
3 6
1 4
. 2
-1 0 T T T T T T T
Jan-17 May-17 Sep-17 Jan-18 May-18 Sep-18 Jan-19 May-19 Sep-15 Mar-16 Sep-16 Mar-17 Sep-17 Mar-18 Sep-18 Mar-19

—CPI ——Food Non-Food ——Services Target CPl range ——CPI ——Key Rate

m After a rapid deceleration in CPI growth to 4.8% yoy in February owing to tariff regulations, headline inflation returned to an
upward trend and speeded up to 5.4% yoy by end-July. The main reason behind this acceleration is the rapid jump in food
prices by 8.7% yoy in July backed by both the tenge depreciation and increased consumer demand. At the same time, non-
food price growth also remained at elevated levels (6.1-6.3% yoy).

® The National Bank of Kazakhstan (NBK) has set an inflation targeting policy with the CPI target in the range of 4-6% yoy. Since
the beginning of the year, the NBK has delivered 25bp in cuts to 9.0% as inflation sustainably remained within the desired
range. However, the CPI risks intensified in 2H19 owing to the tenge weakening and increased social spending. The NBK has
now switched its forward guidance to a hawkish wording.

m We expect CPI growth to accelerate to 5.6% yoy by year-end as inflationary risks gain momentum. Moreover, at the
beginning of next year, headline inflation has every chance of reaching 5.8-6.0% owing to base effect in services. Against this
background, we do not expect any easing from the NBK in 2H19 or 1H20 as the CPI dynamics may undermine target
levels. Nevertheless, the global wave of rate cutting, including the Central Bank of Russia, creates an environment in which an
additional increase in the Kazakhstan key rate is not needed.

Source: NBK, Committee on statistics in RK, CEIC data, Rosbank
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BANKING SYSTEM FACED WITH OLD PROBLEM OF DOLLARIZATION
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m Unstable tenge dynamics put pressure on the banking

system. The share of FX deposits returned to growth in
June — the combined FX deposit ratio of corporates and
individuals edged up to 41.6% from 39.1% over May,
increasing instability and vulnerability of the banking system.

Consumer loans growth continued to accelerate rapidly
to 20.7% yoy as of 1 June 2019, while corporate loans fell
significantly by 11.6% yoy, keeping the overall growth
around zero (+0.6% yoy).

m Increased credit growth in the retail sector makes the

banking system fragile as NPLs are growing in the
environment of slower nominal wage growth compared
to lending growth. In addition, there is still a huge surplus
of tenge liquidity owing to a low loan-to-deposit ratio (75%),
which will require coordinated action by the NBK to absorb
liquidity.



FISCAL DISCIPLINE IS GETTING LOOSE AS SOCIAL SPENDING INCREASED
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B The National Bank of Kazakhstan supported the FX market in
1H19, spending FX reserves. Even though the NFRK increased
by $2bn to $59.9bn, the overall international reserves dropped by
$1bn to $87.6bn. Nevertheless, the current level of reserves (53%
of GDP) supports the solid fiscal footing.

m The Government revised the regional budget for 2019 and
increased spending on social needs by 10% (wages, pensions,
compensations) owing to decrees by ex-President Nazarbayev,
which will be financed via increased transfers from NFRK (+25%).

m Over the first five months, the budget performed worse than in the
previous year as accelerated expenses significantly outstripped
revenues. But the regional budget deficit is expected to widen only
to 2.1% of GDP in 2019 (vs. 1.2% of GDP in 2018), which is still a
relatively low level.

®m In general, fiscal changes do not undermine the stability of the
system, but lead to negative consequences for CPI growth and
FX dynamics.



TRADE BALANCE UNDER PRESSURE FROM INCREASED IMPORTS
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Source: NBK, Committee on statistics in RK, CEIC data, Rosbank
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CURRENT ACCOUNT DEPRIVED OF STIMULUS TO IMPROVE
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addition, payments abroad remained high (c.35% of export

15 I revenues) as the Kazakhstan oil industry is mainly financed
10 I abroad (70% of all FDI).
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FX: TENGE IS ON A DEPRECIATION TRAJECTORY
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The tenge came under pressure from both domestic and external sides. Firstly, political tension at the beginning of the year intensified
capital outflows from the economy. Even though the arrival of new President Tokayev has served to ease the political risk by supporting
existing policies, the increased social payments have raised concerns as the increased transfers from the NFRK could force the
authorities to keep a weaker tenge through the indirect mechanism of FX liquidity management.

Secondly, the risks of global recession exacerbated by the US-China trade conflict resulted in a sell-off on the EM FX markets and caused
oil prices to drop. The impact on the tenge was amplified by oil and the overall negative EM sentiment. All in all, USD/KZT increased
to 387 by mid-August.

Even though Kazakhstan is a satellite economy of Russia, the tenge was not supported by the strong positions of the Russian ruble in
June-July as the ruble appreciated owing to strong demand from foreign investors (RUB/KZT increased from 5.4 to 5.8 over the year).

We revised USD/KZT forecast up from 375 to 395 by end-2019 as we do not see strong support for the tenge from the fundamental
factors: fragile CA surplus and lack of stimulus for capital inflows. In 2020, we expect USD/KZT at 400 as loose fiscal policy will further
weigh on fundamentals.

Source: NBK, Bloomberg, CEIC data, Rosbank
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APPENDIX - DISCLAIMER

The document is intended for informational purposes only. The information herein is not meant to be an offer to buy or sell or solicitation to make an offer to buy or sell. Any
securities and including any expression of opinion, has been obtained from or is based upon sources believed to be reliable but is not guaranteed as to accuracy or

completeness although Rosbank believe it to be clear, fair and not misleading. To the maximum extent possible at law, Rosbank does not accept any liability whatsoever arising
from the use of the material or information contained herein.

Any information presented by PJSC ROSBANK in this message shall not be considered either as the delivery of incomplete or inaccurate information, in particular, as a non-
disclosure of or a representation on the circumstances that are of the importance for execution, performance or termination of transaction, or as a promise or obligation to
execute transaction on terms and conditions specified in this message, or as an offer, unless otherwise is expressly specified in this message or in an agreement.
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