
Summary

• May-June real sector data provided evidence

that the bottom in economic activity may

have already been reached. However, despite

the early signs of improvement, we have

downgraded our GDP forecast for 2009.

• A deep economic downturn caused signifi-

cant deterioration of fiscal accounts, al-

though the government tried to be

economical in describing budget perfor-

mance. The size of the overall fiscal deficit

(including the pension fund, Naftogaz and

bank recapitalization costs) may exceed 11%

of GDP in 2009.

• As the government has been working to se-

cure sufficient external resources to cover

the fiscal gap and considering depressed eco-

nomic activity, such a large fiscal deficit may

have limited pressure on inflation this year.

However, an increasing public debt burden

in forthcoming election years (2010-2011)

and a slow economic recovery raises serious

concerns over the sustainability of public fi-

nances in the medium-term.

• The disinflation trend, observed in the first

five months of the year, reversed in

June-July. With both upward and downward

pressures to be present in 2H 2009, consumer

price inflation is forecasted to stay at around

15% yoy in 2009.

• Following stabilization of the foreign ex-

change market over April-June, depreciation

pressures resumed in July. The market is ex-

pected to remain volatile through the rest of

the year, depreciating to UAH 8.5-9.0 per US

Dollar.

• During June-July, good progress in dealing

with the banking sector difficulties was ob-

served. However, the risks in the banking

system remain significant.

Economic Growth

Following the first signs of stabilization in

March-April, real sector data for May and par-

ticularly June provided additional evidence

that the drop in activity may have already

reached bottom. In particular, the pace of out-

put contraction in a number of key sectors,

such as industry, retail trade, transportation

and construction, moderated in June. This senti-

ment is supported by growing 'green shoots' in

the data of a number of developed countries

(the US, EU-15) as well as emerging markets

(China, Brazil). However, despite improved

global economic prospects, we expect

Ukraine's economic recovery to be quite slow

and weak. Moreover, we have worsened the

near-term outlook for Ukraine. The forecast re-

vision reflects i) the severity of the economic

downturn in 1Q 2009, ii) weak economic activ-

ity in 2Q 2009, and iii) strained financial mar-

ket conditions.

According to the provisional national accounts

for the first quarter of 2009, real GDP fell by

20.3% compared to the corresponding quarter

of 2008. Amid a sharp decline in external de-

mand, Ukraine's real exports of goods and ser-

vices fell by 16% yoy. However, Ukraine's de-

mand for imports declined even more sharply -

more than 35% yoy, softening the decline in

real GDP. Increased unemployment (from

7.5% in 4Q 2008 to 7.5% in 1Q 2009, ILO

methodology) and a large decline in real house-

hold income (by almost 13% yoy in 1Q 2009)

have weighed on consumption. Consumer

spending was down 11.6% yoy, but less than

we anticipated and at a smaller rate than the

drop in real income. Spending was apparently

supported by savings made in previous years.

Deterioration in investment activity was partic-

ularly severe, much worse than we expected.

In particular, investments into fixed capital de-

clined by almost 50% yoy in real terms. Facing

lower demand (both domestic and external), de-

clining corporate profits and tight access to

credit resources, corporate enterprises have re-

vised their investment plans downwards. More-

over, entering 2009 with very high inventories

(UAH 15.5 billion, or $1.9 billion), despite the

run-off in the fourth quarter of 2008, enter-

prises continued to aggressively destock inven-

tories in 1Q 2009. Considerable inventories at

the beginning of 2009 may be another explana-

tion for the sharp decline in industrial output as

well as imports observed in the first half of

2009.

Despite some improvement in June, available

data suggests that the rate of economic decline

in 2Q 2009 may be comparable with that in the

first quarter of 2009. In particular, retail sales

turnover, frequently taken as a proxy for con-

sumption, declined by 15.2% yoy in 1H 2009

on a cumulative basis compared to a 11.5%

yoy drop in 1Q 2009. Preliminary external

trade statistics for May-June was remarkably

weak. Although imports fell even sharper in
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2Q 2009, to a large extent this was achieved on

the back of lower volume of imported energy

resources. The latter was not only the result of

depressed economic activity, but also delays in

the import of natural gas to be pumped into gas

storage to secure continuous gas transit during

the next heating season. Imports of fossil fuels

are likely to receive strong impetus in the sec-

ond half of the year. Investment activity is

likely to remain depressed amid poor credit

availability and firms' deteriorating financial

conditions. Some improvement, supported by

inventory rebuild, may be expected in the sec-

ond half of the year.

At the same time, with a deeper and likely lon-

ger economic recession than was previously an-

ticipated, there is growing concern over the

possibility of a second wave of the financial cri-

sis, now related to the growth of non-perform-

ing loans accumulated by the banks. Although

the NBU has already performed diagnostic

stress-tests for most banks and requested that

the banks raise their capitalization (either by

the shareholders' or the state), the capital pro-

jection may be insufficient to deal with the on-

going problems in the banking sector as the

test was based on a 9% GDP contraction in

2009. At the same time, even if the second

wave of the crisis is avoided, the process of

cleaning up commercial banks' balance sheets

(which is likely to be protracted) and the virtu-

ally closed debt markets will undermine the

banks' ability and willingness to resume credit,

thus dragging on real growth. All these consid-

erations made us reduce our GDP growth fore-

cast for Ukraine from the previous -8% to al-

most -14% in 2009.

Fiscal Policy

A deeper than initially forecasted economic re-

cession has intensified concerns about the

sustainability of Ukraine's fiscal accounts. At

first glance, the budget revenue statistics deliv-

ered by the government did not underline the

challenges state finances were facing. In partic-

ular, the government kept reporting

above-planned budget revenues in May-June.

Thus, according to the government, referenc-

ing the State Treasury, proceeds to the state

budget were over-fulfilled by 4.6% in Janu-

ary-May and by 4.1% in January-June. More-

over, total state budget revenues were down

less than 1% in nominal terms in the first five

months of 2008 compared to the respective pe-

riod last year. The Ukrainian authorities used

successful execution of budget revenue targets

as an argument to explain their reluctance to

carry out fiscal adjustment. At the same time, a

deeper fiscal data reading revealed significant

fiscal deterioration, raising worries about the

likely size of fiscal deficit as well as the

sources of its financing.

The declared over-fulfillment of state budget

revenues became possible thanks to a down-

ward revision of the targets. Thus, according to

the original plan, revenues to the general fund

of the state budget actually collected were

more than 10% below target in 1H 2009.1

Moreover, collections to the budget notably de-

teriorated in May-June. In the previous

months, the government relied heavily on

one-off proceeds and early payments of tax

bills and other charges. However, being inher-

ently unsustainable, these sources of funds

may have started to dry up.

Over the first five months of 2009, tax receipts

to the state budget declined by 11% yoy in

nominal terms. The deterioration came mostly

from corporate profit tax, VAT and import du-

ties. The decline in revenue was particularly

pronounced for corporate proceeds, which

have plunged by more than 20% in nominal

terms. Import duties declined almost 60% yoy

in line with a sharp drop in import values over

the respective period. VAT revenues, which ac-

count for almost 60% of total tax proceeds,

have fallen by 7.5% yoy over the period. On

the upside, state budget revenues were sup-

ported by non-tax collections and excise pro-

ceeds, which went up by about 40% yoy each

in nominal terms.2 At the same time, the situa-

tion with budget revenues looks even more

worrisome considering increased VAT refund

arrears, resumed mutual offset deals between

the budget and enterprises (mainly

state-owned) as well as advance tax payments.

In contrast to revenues, state budget expendi-

tures proved to be inelastic, advancing by 9%

yoy in January-May 2009. An increase in ex-

penditures occurred on the back of increased

social spending (due to an increase in the mini-

mum wage, medical spending, etc.). Thus, cur-

rent spending grew by 11.2% yoy over the first

five months of the year, while capital expendi-

tures fell by more than 50% yoy. As a result of

falling revenues amid growing expenditures,

Ukraine's consolidated budget gap widened to

UAH 3.2 billion ($0.4 billion) in January-May

2009. A consolidated budget deficit this high

has not been seen in ten years. Moreover, we

believe the major deterioration in fiscal ac-
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counts will occur in the second half of the year.

Despite an expected improvement in economic

activity in 2H 2009, particularly in the last

quarter of the year, budget revenues may re-

main depressed due to early payment of taxes

in the first half of the year. On the other hand,

expenditures are likely to increase due to their

seasonal nature (typically expenditures rise

markedly in the last couple of months of the

year) and delivery of fiscal stimulus (to the ag-

ricultural sector, construction, mining, etc.).

Plus, there may be growing pressure to in-

crease budget spending in the run-up to presi-

dential elections scheduled for January 17th

2010.

Also noteworthy, the reported consolidated

budget deficit does not account for the pension

fund deficit and quasi-fiscal deficit (imbal-

ances of state-owned enterprises, primarily

Naftogaz). According to pension fund authori-

ties, the fund's revenues stood at UAH 71.2 bil-

lion in 1H 2009, 4.3% above target. There is ev-

idence that the plan was revised downwards.

At the same time, planned expenditures in the

amount of UAH 81.1 billion were fully exe-

cuted. As a result, the pension fund deficit

amounted to almost UAH 10 billion ($1.3 bil-

lion) in 1H 2009, or about � of the targeted

amount for the full year. The fund's higher than

expected deficit was covered by the cash bal-

ances accumulated in the previous year and

loans from the state budget. Although the situa-

tion with the pension fund is likely to improve

in the second half of the year (in mid-April, the

government approved a number of corrective

measures - capping maximum pensions, in-

creasing deductions to the pension fund for en-

trepreneurs who chose a simplified taxation

system), the end-year deficit may be wider

than foreseen in the budget.3

The financial stance of the state-run natural

gas monopoly Naftogaz Ukrainy raises serious

concerns. The deep economic crisis, high in-

debtedness (particularly foreign) and a wide

gap between imported natural gas prices and

the sale prices to households and heating com-

panies have put the company's ability to meet

its obligations in question. Although the gov-

ernment approved a number of measures to im-

prove the company's financial situation - boost-

ing the company's capital by UAH 18.6 billion

($2.4 billion), approving a 20% price increase

for households in September and for heating

companies in October, as well as developing a

schedule of quarterly price increases since the

beginning of 2010 - Naftogaz's net financing

needs were still estimated at about 2.5% of

GDP in 2009.

Given all the above and adding the planned fi-

nancing of bank resolution program, the total

fiscal deficit of Ukraine may exceed 11% of

GDP. So far, the government has relied on the

issuance of domestic debt securities to finance

the deficit (the lion's share of which was

bought by commercial banks, and then were

re-purchased by the Ukrainian banks or di-

rectly by the NBU) as well as external financ-

ing. With closed external financial markets,

Ukrainian authorities have been working to se-

cure external financing from a number of inter-

national financing institutions (the World

Bank, EBRD, etc.). Moreover, it was agreed

with the IMF that half of the second and all of

the third tranches would go to finance govern-

ment and quasi-government external obliga-

tions. Recently, a consortium of international

financial institutions announced it is consider-

ing an offer of a $1.7 billion loan for

Naftogaz's financing needs. The loan will be

conditional on a number of reform efforts in

the energy sector of Ukraine. Furthermore, in

June the government expressed its firm inten-

tion to resume the stalled privatization process

and offered for sale a number of potentially in-

teresting enterprises (Odessa port plant, sev-

eral oblenergos). Amid depressed economic ac-

tivity and with all of these funds successfully

obtained, the impact of such a high fiscal defi-

cit on inflation may be rather limited in 2009.

However, with a slow recovery in 2010, a high

social security net burden and 2010-11 being

election years, Ukraine risks running high bud-

get deficits beyond 2009. Hence, restor-

ing/maintaining fiscal prudence will be on the

agenda for Ukraine in the medium term.

Monetary Policy

As expected, following rather fast disinflation

from 22.3% yoy in January to 14.7% yoy in

May 2009, the trend reversed in June-July. In

particular, the consumer price index gained

1.1% mom in June, bringing consumer price in-

flation back to 15% in annual terms. While

food price growth continued to be on a down-

ward trend falling below 9% yoy in June, a rise

in total CPI was supported by faster price

growth for tobacco and alcohol, utilities and

transportation services. Thus, due to a more

than twofold increase in excises on tobacco

and tobacco products, prices on these commod-

ities grew by 9.5% mom in June and were 40%

higher than in June last year. The scheduled tar-

iff adjustment on railway transportation and

further increase in fuel prices explain a 3%

mom price increase in the transportation sec-

tor. Utility services were 4.1% mom more ex-

pensive in June, mainly on account of tariff ad-

justment in Kyiv, the capital of Ukraine. How-

ever, the suspension of the utility tariffs in-

crease in July caused a 3.3% mom downward

adjustment in the utility services price index

that month. Moreover, food prices seasonally

went down by 0.2% mom in July. However, as

the favorable statistical base effect vanished,

annual consumer inflation picked up to 15.5%

in July.

Weaker consumption, decelerating money sup-

ply growth and tighter credit should exert
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According to the Ukrainian legislation, the deficit of the Pension Fund of Ukraine should be covered by the state budget funds. State Budget Law foresaw a UAH 13.5 billion gap between rev-

enues and expenditures of the Pension Fund of Ukraine in 2009.



downward pressure on consumer prices. How-

ever, its impact is likely to be offset by planned

increases in utility tariffs (natural gas prices

for households will be raised by 20% in Sep-

tember; suspension of utility tariffs adjustment

in Kyiv may be temporary, though the scale of

adjustment may be lowered). As a result, we

maintained our forecast of end-year inflation at

15% in 2009. Observing good disinflation prog-

ress and stabilization of the exchange rate mar-

ket during May-June, the NBU reduced its dis-

count rate by 100 basis points to 11%, effec-

tive mid-June.

The foreign exchange market has been virtu-

ally stable during June, supported by the NBU

interventions, regular foreign currency auc-

tions as well as administrative measures that re-

strained commercial banks' forex transactions.

At the same time, to secure a successful IMF

program review, the NBU committed to soften-

ing administrative regulation of the foreign ex-

change market. This decision concurred with

the improved liquidity in the banking system

as well as increased demand for foreign cur-

rency, causing higher volatility of the

Hryvnia-Dollar exchange rate since the end of

June.

The liquidity of the banking system notably im-

proved in June-July, evident from the in-

creased cash balances on the banks' correspon-

dent accounts and rather low interest rates on

the interbank market. While the reduction of

the NBU discount rate may have a limited ef-

fect, better liquidity in the Ukrainian banking

system was attributed to a drop in deposit with-

drawal, the sale of government securities from

the banks' portfolios and NBU support with its

refinancing resources (the NBU provided

UAH 8.9 billion of refinancing support in June

alone). All of this came on the back of virtually

stalled credit activity.

The stock of commercial bank loans to the

economy of Ukraine declined by 2.6% from

January to June 2009. At the same time, exclud-

ing loans of state-owned banks to state-run

companies (e.g., to finance Naftogaz pur-

chases of natural gas), the drop in credit would

be much more pronounced. Excess liquidity

may have been directed to the foreign ex-

change market, causing higher volatility since

the end of June. Recent NBU decision to

tighten reserve requirements4 for commercial

banks may be linked to such practices. Uncer-

tainty regarding the disbursement of the third

tranche under the IMF program, the accumula-

tion of foreign currency to service/repay exter-

nal debts as well as expectations that deprecia-

tion pressures will intensify in the fall of this

year spurred the demand for foreign currency.

Combined with limited supply of foreign ex-

change due to depressed foreign trade, these

factors led to a 5% depreciation in the average

Hryvnia exchange rate to UAH 8.0 per USD on

the interbank forex market in July. Due to

large debt services maturing in the second half

of the year, the likely worsening of the foreign

trade balance, growing political instability

ahead of the presidential election and concerns

over banking sector stability, the exchange rate

is likely to remain volatile through the rest of

the year, depreciating to UAH 8.5-9.0 per

USD.

Despite some recent progress in dealing with

banking sector difficulties, the risks in the

banking sector remain significant. On a posi-

tive note, the run in bank deposits have ceased

in 2Q 2009. Following the NBU's stress tests

and requests for additional capitalization, the

capital of most first-tier (mainly subsidiaries of

foreign banks and state-owned banks) and a

number of the second-tier banks were boosted

by existing shareholders. Seven large banks

were recommended for state recapitalization

with three of them recapitalized in mid-June

2009. Moreover, a number of international fi-

nancial institutions (the EBRD, the WB, etc.)

have allocated about $2 billion to support

Ukraine's commercial banks by acquiring mi-

nority stakes. On the other hand, the likely

Hryvnia depreciation in 2H of 2009, high debt

service repayments and deteriorating quality

of commercial banks assets5 increase the likeli-

hood of further stresses in the banking sector.

International Trade and Capital

Following a sharp reduction in 1Q 2009,

Ukraine's current account kept rapidly adjust-

ing during the second quarter of the year. Ac-

cording to preliminary data, the current ac-

count reported a surplus of $160 million in 2Q

2009. The adjustment largely reflects the nar-

rowing in Ukraine's trade deficit, which stood

at $1.8 billion in 1H 2009, almost 2.5 times

lower than in the respective period last year. Al-

though export performance deteriorated in 2Q

2009, imports fell even more sharply. In partic-

ular, exports dropped at an annual rate of 51%

in the second quarter, exceeding the 39% yoy

decline in 1Q 2009. Import of goods fell by

58% yoy in 2Q 2009, with imports of machin-

ery and transport vehicles showing particularly

strong declines. The deterioration of goods im-

ports this year was influenced by sharp

Hryvnia depreciation in the fall of 2008, im-

port restrictions, low world commodity prices

and falling domestic demand. At the same

time, the trend may start to reverse in the com-

ing months, affected by resumed growth in en-
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According to Ukrainian legislation, commercial banks have to build their reserves on a daily basis. However, during the day these funds could be used for commercial banks operations but

should be replenished by the end of the day. In mid-July, the NBU issued a resolution that starting August 3
rd

, 2009, commercial banks will have to accumulate 40% of their daily reserves on a
special account with the NBU. Commercial banks will not have access to these funds during the day.
5
According to the NBU, the level of non-performing assets (doubtful and loss loans) grew from less than 4% at the end of 2008 to almost 9% at the end of June 2009. However, actual asset

quality may be much worse as the existing practice of defining NPLs in Ukraine does not include substandard loans and allows for manipulations when classifying the loan as sub-standard or
doubtful. According to various estimates, NPLs may account for 17-25% of total commercial banks' loans.



ergy products and larger volumes of natural

gas imports (necessary to pump into Ukraine's

underground storages to secure smooth gas de-

livery during the peak consumption in winter).

Moreover, demand for imports may also start

to recover in 2H 2009, reflecting the need to re-

plenish inventories (due to sharp destocking in

1H 2009). Although the rate of export decline

is likely to decelerate in 2H 2009 as the global

economy shows signs of improvement, the cur-

rent account gap is likely to widen in 2H 2009.

Similar to the current account, the capital ac-

count balance also improved in 2Q 2009.

Thanks to the stabilization of the foreign ex-

change market, resumption of the IMF

stand-by agreement for Ukraine and financing

from other international financial institutions,

Ukraine successfully met its external financing

needs for 1H 2009. Although external debt fi-

nancing needs are estimated to intensify in 2H

2009, with growing evidence of successful pri-

vate debt restructuring/refinancing amid avail-

able financing from IFIs, the gap may exert rel-

atively moderate pressure on the exchange

rate.
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