
Summary

• In 2008, Ukraine's economic growth slowed

to 2.1% yoy, pointing to a sharp contraction

in the last quarter of the year. Real sector per-

formance in January 2009 was also disap-

pointing.

• The consolidated budget deficit constituted

1.5% of estimated GDP, about half of the tar-

get. Since the 2009 budget was developed

based on overly optimistic macroeconomic

parameters and targets a deficit of 3% of

GDP, the fiscal stance in 2009 looks quite

worrisome.

• Consumer inflation accelerated to 22.3%

yoy in 2008. Inflation pressures are fore-

casted to ease in 2009. At the same time,

spill-over of exchange rate depreciation and

planned service tariffs adjustments will ham-

per the speed of disinflation.

• Ukraine's currency lost about 60% of its

value with respect to the US Dollar in 2008.

Depreciation and a deep economic downturn

are challenging banking sector stability;

however, monetary and government authori-

ties are active in addressing banking sector

weaknesses.

• The current account deficit widened to $11.9

billion or 6.7% of estimated GDP in 2008.

December 2008 and January 2009 current

account statistics was encouraging, demon-

strating a sharp reduction in imports.

• The forecasted rapid deterioration of the fi-

nancial account makes the balance-of-pay-

ments position in 2009 quite vulnerable.

However, with the support from interna-

tional financial institutions, the situation

looks manageable.

• During February 2009, two international rat-

ing agencies downgraded Ukraine's sover-

eign ratings.

Economic Growth

According to preliminary estimates, real GDP

grew by 2.1% yoy in 2008, which suggests that

the real GDP decline in December was smaller

than in the previous month. A similar trend

was observed in the industrial sector as its out-

put increased 3.2% month-over-month (mom)

in December. On an annual basis, industrial

production contracted by 26.6% yoy, slightly

up from 28.6% yoy in November. December's

figure brought the cumulative industrial output

decline to 3.1% yoy in 2008. Signs of a growth

rebound may be attributed to a sharp Hryvnia

devaluation in 4Q 2008, which allowed

Ukraine's exports to reap some competitive

gains even in a weak external environment.

However, January's data confirmed that with-

out strong, well-planned measures to revive

economic growth, devaluation alone will not

be sufficient. In addition to external weak-

nesses, real wages declining by about 12% yoy

in January 2009, growing unemployment,

hryvnia depreciation and credit tightening

have caused domestic consumers to reconsider

their behavior towards retrenchment of expen-

ditures. The continuing credit squeeze and fall-

ing corporate profits are likely to have de-

pressed investment decisions. Finally, due to a

protracted gas dispute with Russia, which re-

sulted in Russia's gas supply cut-off to

Ukraine, a number of industrial enterprises

were forced to reduce or stop production as

available gas resources were directed to sup-

port heating and electricity producers in the

first place and alternative energy resources

were scarce. As a result, virtually all sectors,

both export and domestic market oriented, re-

ported a dramatic downturn, the worst in more

than 10 years.

Ukraine's industrial production sank by 34.1%

yoy in January with metallurgy, chemicals,

and machine-building being the main sources

of the downfall. Production of chemicals plum-

meted by 49.6% yoy. Output in machine-build-

ing has dropped by 58.3% yoy on account of a

64.3% yoy decline in production of transport

vehicles. Production of metals and metal

posted a 46% yoy decline. The only industry

demonstrating an increase in output was coke

and oil-refining. Despite falling demand for

coke from the metallurgical industry, low

world crude oil prices, strong demand for fuel

oil as an alternative to scarce natural gas, and a

low statistical base allowed the industry to

show a 2.4% growth in output.

Suffering from a credit squeeze, sliding hous-

ing prices, and falling private and government

investments, construction showed a 57.6% yoy

decline in the value of construction works.

Closely linked to external trade and industrial

sector performance, wholesale trade and cargo

transportation turnovers declined by 33.5%

yoy and 32.5% yoy respectively. A 7.8% yoy

and 5.7% yoy drop in retail sales and passen-

ger transportation reflected falling consumer

demand.
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In contrast to other sectors, agriculture demon-

strated an increase in output by 0.5% yoy in

January 2009. At the same time, the growth

was achieved mainly thanks to higher poultry

and egg production, while production of other

agricultural products continued to contract.

Given the shortage of domestic supply of agri-

cultural products, more expensive imports, and

deterioration of consumer demand, food-pro-

cessing showed a 14.3% yoy decline in output.

January's real sector developments, which

were below expectations, generated further pes-

simism regarding Ukraine's economic outlook

in 2009. As the global economy is forecasted

to start recovering only in the last quarter of

2009, commodity prices for Ukraine's major

exporting commodities are likely to remain

weak throughout the year. Falling real house-

hold income and employment will exert a

heavy toll on private consumption, while

lower corporate profits, tight access to credit

and weak investor sentiment reduce capital

spending. Moreover, the economy will face an

imported natural gas price increase of about

30% on average during 2009. On a positive

note, weak domestic demand, lower energy

prices and more expensive imports will help to

curb imports. Overall, given the above de-

scribed scenario and the estimated magnitude

of GDP decline in January 2009, we've down-

graded our baseline GDP forecast and now see

real GDP falling by 5% yoy in 2009.

Fiscal Policy

Rapid deterioration of economic growth since

October 2008 caused a sharp worsening of fis-

cal performance during November-December

2008 and at the beginning of 2009. In Novem-

ber 2008, revenues to the general fund of the

state budget were 11% below target. Though

the State Treasury reported only a 9.3% un-

der-execution of budget revenues to the gen-

eral fund in December, the improvement was

virtual, as to a significant extent it was

achieved thanks to extra revenues not foreseen

in the budget law. In particular, the National

Bank of Ukraine transferred to the state budget

an extra UAH 3.5 billion ($437.5 million) in

December as the difference between its reve-

nues and expenditures. Excluding this amount,

December's revenues to the general fund of the

state budget were under-fulfilled by 26%. Cu-

mulatively, state budget revenues were 2.8%

above target thanks to over-fulfillment of bud-

get revenues in the first ten months of the year.

In 2008, consolidated budget revenues grew

by 35.4% yoy in nominal terms to UAH 297.8

billion ($37.2 billion). The increase was

mainly achieved thanks to a 41% yoy increase

in tax revenues that reflected robust growth in

wages and corporate profits, booming imports

and strong exports in the first nine months of

the year. Due to government austerity mea-

sures (freezing public sector employees' nomi-

nal wages, cutting expenditures of government

agencies, etc.) initiated in November, the con-

solidated budget posted a deficit of UAH 14.2

billion ($1.8 billion), or about 1.5% of esti-

mated GDP in 2008. The budget gap was just

over half the target1; however, it exceeded the

IMF budget deficit ceiling set at UAH 9.9 bil-

lion.

The fiscal stance in 2009 looks quite worri-

some. Although the government reported

slight over-fulfillment of budget revenues in

January by about 1%, it was achieved thanks to

non-planned receipts. In particular, the NBU

transferred UAH 1 billion to the budget as the

difference between its revenues and expendi-

tures. At the same time, this amount should

have been paid only at the end of 1Q 2009.

Moreover, about UAH 1.9 billion of tax re-

ceipts were received as customs clearance for

the natural gas imported back in 1Q 2008. Ex-

cluding these proceeds, budget revenues were

under-fulfilled by more than 25%. Reliance on

one-off budget revenues questions the

sustainability of budget revenues in the com-

ing months, thus indicating the need for a

downward revision of budget parameters. How-

ever, the forthcoming presidential election

(scheduled for early 2010) looks like an in-

creasing constraint on the government to main-

tain fiscal prudence.

Since 2004, the Ukrainian government has fol-

lowed a pro-cyclical fiscal policy, which was

partially attributed to short election cycles in

the country. Generous social spending allowed

for raising living standards as well as gaining

popularity. Despite a notable increase in bud-

get expenditures, the government maintained

fiscal deficits at about 1% of GDP thanks to ro-

bust growth in tax revenues, which were the re-

sult of booming external trade, buoyant con-

sumption growth and some improvement in

tax administration. Loose fiscal policy is par-

tially responsible for the economic difficulties

the country is currently facing as the popula-

tion's growing purchasing power amid limited

domestic supply of consumer goods was in-

creasingly satisfied via imports. Rapidly wid-

ening trade and current account deficits made

the country particularly vulnerable to adverse

external shocks. At the same time, a heavy bud-

get bias towards social spending (current ex-

penditures accounted for more than 85% of to-

tal consolidated budget expenditures in 2008)

left little scope for non-inflationary fiscal stim-

uli for the Ukrainian economy during crisis

times.

Though the Ukrainian government committed

to maintaining a balanced budget in 2009, it

came up with a deficit of more than 3% of GDP

and revenues developed on a quite optimistic

macroeconomic forecast. Given tight global fi-

nancial conditions, foreign investors' risk aver-

sion and the severity of the economic down-

turn in Ukraine, the government hopes to raise

the necessary budget deficit financing on the

domestic market. However, given the banking
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1
According to the Budget Law amended on December 12th, 2008, the targeted budget deficit was raised to UAH 25 billion, or almost 2.6% of GDP.



sector weaknesses and unattractive yields on

domestic securities, the only feasible option to

finance the deficit is monetizing it.

In the aftermath of the financial and economic

crises during the 1990s, direct NBU financing

of government expenditures was forbidden by

law. However, 2009 budget innovations allow

the government to by-pass this ban. According

to Article 84 of the 2009 budget law, the gov-

ernment has obliged the NBU to buy out gov-

ernment securities from commercial bank port-

folios within three days of the banks' request.

Direct monetary financing of the budget deficit

undermines the central bank's ability to con-

duct independent monetary policy and raises

the risks of losing control over inflation.

The inflationary sources of budget deficit fi-

nancing rather than the size of the budget defi-

cit target per se were among the main reasons

for the IMF program delay in February 2009.

At the same time, the program did not foresee

the magnitude of the economic downturn ob-

served during November 2008-January 2009.

Hence, the IMF has been considering the relax-

ation of the program requirements for Ukraine

at the request of the government authorities.

According to preliminary information, the

Fund may agree to have larger fiscal deficit if

there are realistic revenues and non-inflation-

ary sources of its financing such as funds from

other international institutions (the World

Bank, EBRD, etc.) and individual countries.

Though the Ukrainian government is actively

seeking such financing, the budget is likely to

be revised during March-April 2009 to reduce

the deficit and revise budget revenues.

Monetary Policy

Monthly consumer price inflation accelerated

during December 2008-January 2009. The CPI

index grew by 2.1% mom and 2.9% mom re-

spectively driven by an upward revision of util-

ity tariffs and spill-over effect of Hryvnia de-

preciation. The impact of the latter was the

most pronounced for price growth on transport

vehicles, household appliances and

pharmaceuticals as the lion's share of these

commodities is imported. The depreciation of

the national currency has also undermined the

benefits from the declining world commodity

prices. In particular, despite the continuing

slide of world crude oil prices, Ukraine's do-

mestic fuel and gasoline prices grew by 10.2%

mom in January 2009. In annual terms, con-

sumer inflation remains unchanged at 22.3%

yoy since November 2008. Thanks to favor-

able statistical base effect, the NBU measures

to smooth the exchange rate adjustment and

falling domestic demand are likely induce dis-

inflation in the coming months. At the same

time, the speed of this process will be ham-

pered by continuing tariff adjustments to

cost-covering levels, monetary financing of

the fiscal deficit and raid dollarization of the

economy. Thus, consumer inflation is fore-

casted to stay at around 15% at the end of the

year.

Though the Ukrainian currency lost about 60%

of its value with respect to the US Dollar in

2008, depreciation pressures still remain rather

strong. Foreign trade and current account bal-

ances started to improve in December 2008

and January 2009, but the supply of foreign cur-

rency to the country was quite modest. On the

other hand, a substantial portion of external pri-

vate debt maturing in 2009 as well as a surge in

population demand for foreign currency contin-

ued to pressure the exchange rate.

The National Bank of Ukraine was tolerant of

foreign exchange depreciation but tried to

smooth the process by selling its international

reserves. Though it spent about $11 billion in

4Q 2008 and another $3.3 billion in Janu-

ary-February 2009 to prevent a free-fall of the

currency, the foreign exchange market re-

mained extremely volatile with the Hryvnia

sometimes approaching 9.5 with respect to the

US Dollar. The periods of sharp Hryvnia depre-

cation tend to be explained by speculative be-

havior of some market participants. Though

we do not reject such an explanation, we be-

lieve that the causes of such developments are

rooted in the government and monetary authori-

ties' inability to increase public confidence in

the financial crisis resolution measures. In

turn, weak public confidence was the result of

the lack of transparency and consistency in the

NBU measures to stabilize the market as well

as poor coordination between the government

and monetary authorities in addressing the cri-

sis. Recently, however, there were some im-

provements. The NBU has issued a number of

resolutions regulating its forex market interven-

tion policy, it started to regularly inform the

public about the measures taken to address

banking sector weaknesses, raised the quality

and expanded the content of BoP and mone-

tary statistics, etc.

The deposit outflow continued in January

2009. A 13% mom growth in corporate

Hryvnia deposits and a 3% mom increase in

corporate FX deposits may be attributed to the

precautionary accumulation of foreign cur-

rency to meet foreign debt liabilities as well as

the rational strategy to minimize foreign ex-

change risk in a volatile market. In contrast,

households kept withdrawing deposits. In Janu-
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ary 2009, the stock of household deposits de-

clined by UAH 7.9 billion ($1 billion) or 3.6%

mom. The NBU's data suggests that the lion's

share of withdrawn deposits were converted

into cash foreign currency as net population

purchases of cash foreign currency amounted

to $585 million. The ongoing flight of depos-

its, the liquidity squeeze due to limited NBU re-

financing and "sterilization" effect of the

NBU's sale of international reserves, and rising

non-performing loans (due to increasing unem-

ployment and Hryvnia depreciation) affected

banking system stability. At the same time, the

monetary and government authorities are ac-

tive in addressing the current challenges faced

by the banking system. The NBU has carried

out an extensive audit of the largest commer-

cial banks and is currently implementing diag-

nostics of smaller banks. The majority of

banks were asked to provide addition capital

and 9 banks have been put under NBU adminis-

tration. One of the first banks put under tempo-

rary NBU administration was stabilized and

sold to new shareholders. Together with the

government, the NBU has been developing a

comprehensive banking sector resolution strat-

egy. Though further stresses in the banking sys-

tem are likely, these efforts will help to mini-

mize their impact and facilitate recovery.

International Trade and Capital

Due to weak external demand and low

international commodity prices, Ukrainian ex-

ports contracted sharply during November-De-

cember 2008. On average during these two

months, exports of chemicals, metallurgical

products, machinery and transport equipment,

which together account for about 2/3 of total

merchandise exports, fell by about 34% yoy,

40% yoy and 20% yoy respectively. However,

thanks to faster growth of agricultural products

exports (particularly, grain) and decent in-

crease in exports of food and mineral products,

total exports declined by 16% yoy on average

during November-December 2008.

Affected by sharp Hryvnia depreciation and

rapidly deteriorating industrial performance,

imports have also started to decline since No-

vember. In December, imports fell by 27.3%

yoy, much faster than exports. As a result, De-

cember's monthly merchandise trade deficit of

$0.8 billion was almost twice as low as the av-

erage monthly deficit over the first eleven

months of the year. At the same time, the cumu-

lative foreign trade deficit continued to widen

and reached a record high $18.5 billion. Corre-

spondingly, the current account deficit

amounted to $11.9 billion, or 6.7% of esti-

mated full-year GDP. Moreover, the deepen-

ing global economic recession, tight interna-

tional liquidity and sharp deterioration of

Ukraine's macroeconomic parameters have

dried up long-term capital inflows to Ukraine

and increased short-term capital outflow from

the country. Thus, in 4Q 2008, Ukraine re-

ceived only $1.2 billion of net FDI inflows,

compared to $8.7 billion in the first nine

months of the year. Moderate FDI and other

capital inflow amid portfolio investments out-

flow and large external private sector debt re-

payments resulted in a financial account defi-

cit of $5.7 billion in 4Q 2008. Though cumula-

tively the financial account stayed in surplus of

about $8.8 billion in 2008, it did not cover the

current account gap. As a result, the difference

was absorbed through the reduction of the

NBU's gross international reserves and

Hryvnia depreciation.

Preliminary balance of payments statistics for

January 2009 were encouraging. Though ex-

ports fell by 32% yoy, imports contracted by

50% yoy. As a result, Ukraine registered mer-

chandise trade and current account surpluses

of about $200 million and $500 million respec-

tively. Such a sharp drop in imports is attrib-

uted to weak domestic demand, declining

world commodity prices and crude oil prices in

particular. At the same time, due to the gas dis-

pute with Russia, which caused a halt in Rus-

sia's natural gas supply to Ukraine during most

of January, Ukraine's import of mineral re-

sources was abnormally low that month.

Though resumed natural gas imports and

higher negotiated price for natural gas will

cause imports to increase in the coming

months, weak domestic demand as well as gov-

ernment measures to curb imports will help to

mitigate this impact.

A faster decline in imports than exports will al-

low Ukraine to cut its foreign trade deficit in

2009 compared to 2008. The current account

deficit is forecasted to narrow to about $4 bil-

lion or 3.6% of GDP in 2009. Ukraine's large

external debt servicing requirements will con-

tinue to pressure the exchange rate. At the

same time, with a number of parent banks an-

nouncing capital support for Ukrainian subsid-

iaries, financial support from the IMF and

other international financial institutions2, the

net foreign financing gap estimated at about

$10 billion looks quite manageable.

Other Developments Affecting

Investment Climate

During February 2009, both Fitch and Stan-

dard and Poor's downgraded Ukraine's sover-

eign ratings from " B+" to "B" and "B/B" to

"ÑÑÑ+/Ñ" respectively and maintained the

negative outlook for further rating revisions.

The rating downgrade reflected rapidly deterio-

rating macroeconomic conditions in Ukraine,

the fragile banking sector stance, the lack of

policy consensus among various authorities

and increased risks for successful execution of

the IMF program. Moody's has also put

Ukraine's rating under review, hinting at a

likely downgrade.

Ukraine

Macroeconomic Situation

Kyiv Office, Ukraine
4A, Baseyna Street, "Mandarin Plaza", 8th floor
Kyiv 01004, Ukraine
Tel: (380�44) 284�1289     Fax: (380�44) 284�1283
E�mail: kiev.office@sigmableyzer.com.ua

Headquarters
123 N. Post Oak Ln., Suite 410
Houston, TX 77024  USA
Tel: (1�713) 621�3111     Fax: (1�713) 621�4666
E�mail: sbleyzer@sigmableyzer.com

Kharkiv Office, Ukraine
Meytin House, 49 Sumska Street, Office 4
Kharkiv 61022, Ukraine
Tel: (380�57) 714 1180     Fax: (380�57) 714 1188
E�mail: kharkov.office@sigmableyzer.com.ua 4

March 2009

-10

0

10

20

30

40

50

60

1q 2q 3q 4q
2005 2006 2007 2008

-20

-16

-12

-8

-4

0

4

8

FOB/CIF Balance, USD bn (cumulative)
Exports, % y/y cumulative
Imports, % y/y cumulative

1q 2q 3q 4q 1q 2q 3q 4q 1q 2q 3q 4q

Merchandise Trade Performance

Source: State Statistics Committee of Ukraine,

7

2
Although the IMF program was delayed in mid-February, we believe there is high probability that the program will be resumed during March-April 2009.


