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Overview

Following a decade of economic decline,
Ukraine has gradually turned to a steady

growth path. Macroeconomic stabilization and

favorable external conditions contributed to

rapid economic recovery in 2000-2001. After

an impressive economic performance in

2000-2001, Ukraine's economic growth slowed

in 2002 as external conditions deteriorated.
Nevertheless, the Ukrainian economy demon-
strated one of the highest growth rates in the

region during the year. Strengthening domes-
tic consumption, a gradually improving exter-
nal environment and continuing investment ex-
pansion contributed to close to 5% GDP growth

in 2002. The major sectors that drove economic

growth during 2002 were industry, wholesale

and retail trade and agriculture.

Relatively rapid expansion of capital invest-
ments and continuous growth of foreign direct

investment inflow in 2002 provide evidence of

positive development of the real sector. Al-
though the overall level of FDI attracted into

Ukraine's economy has been one of the lowest

in the region, its sustained growth since the fi-
nancial crisis of 1998 proves that the Ukrainian

economy is becoming more attractive for for-
eign investment. On the other hand, an in-
crease in foreign direct investment inflow was

more than offset by massive portfolio outflows,
driven mostly by political instability and some

legislative deficiencies.

In 2002, the current account surplus in-
creased significantly, driven by strong ex-
portsanda high level of transfers, and inter-
national reserves continued to accumulate.
Constant interventions by the National

Bank of Ukraine contributed to the stabil-
ity of the national currency against the US

dollar, and to a rapid growth of monetary

aggregates that accommodated high

money demand during the year. The grow-
ing working capital needs of the real sector

were partly satisfied by a marked increase

in commercial bank lending. At the same

time, the cost of loans and their maturity

structure were not conducive to wide use of

loanable funds to finance long-term invest-
ment projects of enterprises.

Good harvest was the main reason for a sub-
stantial decline in inflation during the year.
Consumer prices followed a deflationary path

in 2002 that, in combination with a sizeable

shortfall in privatization revenues, led to fis-
cal expenditure cuts and an increase in govern-
ment borrowing in order to avoid substantial

fiscal deficit. At the end of the year, Ukraine

placed a new Eurobonds issue and resorted to

additional borrowing from domestic creditors

to satisfy its financing needs. As a result, the

consolidated budget posted small surplus as of

end-of-2002 and the stock of Ukraine's public

debt has increased. Nevertheless, the coun-
try's debt to GDP ratio remained relatively

modest at 34% of GDP in 2002.

Although the beginning of 2003 has brought

about positive economic and political develop-
ments, as the external environment remained

favorable, the gradually unfolding presidential

election campaign contributes to a generally

cautious investor attitude towards Ukraine.
However, Ukraine's substantial progress in tax

reform and the WTO accession process coupled

with the generally optimistic macroeconomic cli-
mate sends positive signals to the international

investment community. Among the recent

achievements of Ukraine are the following:

e Animpressive 7.5% GDP growth in the first
half of 2003

e Real household incomes continued to grow,
indicating an improvement in living
standards

e Adoption of the new tax laws reflects the
government strong intentions to proceed
with structural reforms

e Sound external debt management led to suc-
cessful Eurobonds placement in June 2003,
which followed an increase in the country's
international investment ratings

e The favorable external environment drove
foreign trade surpluses, which allowed for
the National Bank's international reserves
to reach record high levels

Copyright © SigmaBleyzer, 2003. All rights reserved.
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e Improvement of the country's interna-
tional image following cancellation of
FATF sanctions and warming relations
with the US government

Even though Ukraine's macroeconomic per-
formance has been improving significantly
over the last three years, a number of eco-
nomic risks are still in place. Despite the fact
that consumer inflation accelerated to almost
6% in the first half of 2003, monetary policy re-
mains loose. Poor expectations for the 2003 ag-
ricultural output contribute to fears of fur-
ther acceleration of consumer inflation.

Renewal of suspended adjustment lending
from the international financial institutions re-
mains uncertain as the government has yet to
demonstrate its ability to cope with outstand-
ing problems, such as reduction of VAT re-
fund arrears and abolishment of tax privi-
leges.

Subsequent sections of the report present the
results of Ukraine's economic development
for 2002 and discuss the future prospects for
2003. The evolution of the key economic indica-
tors for 1997-2002 and projections for
2003-2004 are provided in Appendix.

Copyright © SigmaBleyzer, 2003. All rights reserved.
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I. Real Economy

In 2002, GDP grew by 4.8%, which fell more

than 1% short of original expectations. This

represents a marked slowdown in economic

growth compared to 2001 when GDP in-
creased by animpressive 9.2% year-over-year

(yoy). Nevertheless, 2002 was the third consec-
utive year of economic recovery after eight

years of stagnation since independence. The

peculiar feature of the GDP growth in 2002

was the relatively higher reliance on domestic

rather than external demand. During the

year, the Ukrainian economy demonstrated

one of the highest growth rates in the region

amid a global economic slowdown. As in previ-
ous years, manufacturing and trade made the

biggest contributions to the value added in

2002. The economic recovery in transition

countries and Ukraine's major trading part-
ners, and strengthening domestic consump-
tion were the driving forces of continuing out-
put growth in the country.

Industrial performance was quite modest in

2002 compared to the impressive rates of

growth demonstrated in 2000-2001. In 2002,
industrial production growth slowed to 7%

yoy, as performance of exporting industries

deteriorated due to the worsened external en-
vironment. The effects of the global economic

slowdown were largely negative for raw mate-
rials and semi-produced goods markets.
Therefore, market conditions for Ukraine's

main exporting commodities such as metals

and chemicals worsened, with corresponding

negative implications for the overall economic

development of the country, as the share of

these industries in the total industrial output

remained large. At the same time, industries

oriented towards the domestic market, espe-
cially the food processing industry, have been

strengthening their positions in recent years.
A gradual increase in household income and

improved financial stability fueled the rapid

recovery of these industries. The fact that in-
dustrial growth has closely followed the GDP

dynamic in recent years implies that

broad-based industrial development is instru-
mental for further economic growth in

Ukraine.

Real GDP Growth in Ukraine and Selected
Transition Economies, 2000-2003

Figure 1:
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Figure 2:  Real GDP and Industry Growth in Ukraine
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Figure 3:  Food Industry Growth, % yoy
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Figure 4:  Machine-Building Industry Growth, % yoy
30

20
o VAN
S, /.

-10

wl

-30

1996 1997 1998 1999 2000 2001 2002

Source: State Statistics Committee

The largest contributors to overall industrial
growth in 2002 were food processing, machine
building, and the coke and petrochemical in-
dustry. Although the coke and petrochemical
industry demonstrated the highest rates of
growth over the last two years, its share in to-
tal industrial output constitutes about 5%. Dur-
ing 2001 and 2002, this industry was one of the
most rapidly growing sectors in Ukraine, with
production volumes increasing by 54% yoy and
26% yoy respectively. Growth in the food indus-
try also outperformed the aggregate rate of in-
dustrial growth in 2002. Over the year, output
in the food industry grew by 8.4% yoy. This rep-
resents a substantial deceleration compared to
the rates of growth in previous years, which is
largely explained by the less abundant agricul-
tural harvest in 2002. It is worth mentioning
that apart from strengthening domestic de-
mand, the rapid recovery of food production
took place because food processing has been
one of the largest recipients of foreign direct in-
vestments. The introduction of up-to-date
technologies, production promotion tech-
niques, and efficient management also allowed
Ukrainian producers of food products to ex-
pand their activity beyond the domestic mar-
ket. Food processing is quite a diverse sector in
Ukraine. During 2002, considerable develop-
ment occurred in meat processing (up 30%
yoy), fruit and vegetables processing (up 22.5%
yoy), and beverages (up 16.2% yoy).

Machine building has been demonstrating
high rates of growth over the last several
years. Production in the sector recovered in
2000, and the industry has managed to sustain
double-digit growth rates since then. In 2002,

machinery production increased by more

than 11% compared to 2001 production levels.
Although production expansion in the sector

decelerated in 2002, there was a significant in-
crease in production of transportation vehi-
cles (+30% yoy), including 64.1% yoy produc-
tion growth of locomotives and 23.3% yoy

growth in the automobile industry. Rapid re-
covery in the sector is attributed to strength-
ened domestic demand and the inflow of in-
vestments (including foreign.) At the same

time, Ukrainian machinery gradually gained

positions on external (primarily CIS) markets,
since the sector enjoys a low cost of skilled la-
bor; wage levels in Ukraine still remain among

the lowest in the CIS.

Figure 5:  Metals and Metal Processing
Industry Growth, % yoy

25
20

s /\
NIES /\

-10

1996 1997 1998 1999 2000 2001 2002

Source: State Statistics Committee

Figure 6: Chemical Industry Growth, % yoy
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Growth in the metallurgic and metal process-
ing industry decelerated in 2002, reflecting
weak external demand. Ferrous metals and
steel products remain the major export com-
modities of Ukraine, and the weightiest com-

Copyright © SigmaBleyzer, 2003. All rights reserved.
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ponent of the total industrial output of the

country. Therefore, Ukraine's GDP growth is

quite sensitive to movements on world metals

market. Following an impressive pickup in

metals output in 2000 (up 21% yoy), growth in

this sector slowed to 5% yoy in 2001 and 4%

yoy in 2002. Production deceleration in the sec-
tor could have been even more profound, but

world prices for metals began to stabilize in

the second half of 2002 and Ukrainian export-
ers managed to reorient their trade towards

recovering Asian markets. Also, production

expansion in machine building and gradually

reviving activity in the construction sector fu-
eled domestic demand for metals. However,
domestic consumption does not exceed 20% of

metallurgic output. Apart from external fac-
tors, further development of construction and

machine building will also determine produc-
tion patterns in the metallurgical industry.
However, the sector needs substantial invest-
ment to improve energy efficiency in produc-
tion in order to increase the competitiveness

of its output on world markets. So far, metal-
lurgical enterprises have enjoyed state sup-
port in terms of tax privileges, which also facil-
itated production growth. However, further

expansion in metallurgy is limited because of

a number of anti-dumping measures imposed

by traditional trading partners, but the situa-
tion should improve upon Ukraine's accession

to the WTO.

Figure 7:  Agricultural Output Growth Dynamics
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Growth in agriculture has been reported for
the third consecutive year, although the pace
of growth slowed significantly in 2002. Gross

agricultural output increased by 2.1% yoy dur-
ing the year, which is considerably lower than

the impressive 9.8% and 10.2% growth rates ob-
served in 2000 and 2001 respectively. The slow-
down could be explained by statistical base ef-
fects (a relatively high benchmark level in

2001) rather than by a significant reduction in

physical output volumes. The good harvest in

2000-2001 with the corresponding reduction in

prices for feed crops on the domestic market

contributed to the growth of animal produc-
tion, which increased 5.6% compared to 2001.
The livestock industry has been gradually in-
creasing its production volumes over recent

years, but overall profitability in the sector re-
mained low. Poultry production reached the

breakeven point in 2002 when its profit rate

reached 8.8%. Overall crop production in 2002

dropped by 2% compared to 2001, largely due

to the reduction of planting area by almost 3%

during the year. After a sharp decline in 2001,
sunflower output saw an impressive 45.3%

growth due to an increase in the planting area

and improved productivity. Production

growth in the sector was a result of reforms im-
plemented by the government that improved

the ownership structure of enterprises operat-
ing in agriculture as well as currently existing

tax incentives for agricultural producers (in

particular, a special VAT regime and tax re-
funds for inputs.) The share of output pro-
duced by private agricultural enterprises has

increased from 58% in 2001 to 60% in 2002.

The services sector demonstrated impressive
development in 2002, and made a weighty con-
tribution to overall GDP growth. However,
the sector's share in GDP still remains at 45%,
relatively low compared to other transition
countries such as Poland and the Czech Repub-
lic. This indicates the rather high expansion
potential for services and the construction sec-
tor based on the size of the Ukrainian market.

The wholesale and retail trade performance
turned out to be quite modest in 2002 as com-
pared to the previous year, when it was one of
the major driving forces of economic growth.
During the year, wholesale and retail trade
grew by slightly more than 8% yoy compared
to 43% yoy in 2001. The slowdown took place
largely on account of the lower volumes of
wholesale trade while retail sales have been on

Copyright © SigmaBleyzer, 2003. All rights reserved.
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the rise. Still, most of retail sales takes place at
casual markets, street vendors and small retail
outlets rather than western-style supermar-
kets as occurs in more advanced transition
countries. The share of retail transactions per-
formed through modern supermarkets has
been slightly higher than 3% in Ukraine, com-
pared to 30% in the Czech Republic. At the
same time, the transportation sector signifi-
cantly improved its overall performance in
2002. Value added growth in the sector
reached 5.8% yoy compared to a modest 0.7% in
2001. Freight turnover increased by 3.3% yoy
in 2002, including substantial increases in rail-
way and automobile freight turnovers. Most of
the companies operating in the sector are still
state-owned, which hinders the attraction of
private capital needed for renovation of
worn-out equipment. Taking into account that
the transportation sector makes up 15% of
Ukraine's GDP, overcoming the negative ten-
dencies in this sector will be instrumental for
further economic development of the country.

Figure 8.  Fixed Capital Investment Growth, % yoy
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On the demand side, GDP growth in 2002 was
largely driven by final consumption and ex-
ports, while the investment component was
considerably lower. Household consumption
increased by 5.6% yoy primarily due to rapid
income growth. Gross accumulation of fixed
assets has been following an increasing trend
since 2000, generally repeating GDP growth
dynamics. However, rates of fixed capital in-
vestment growth outperformed the rates of
economic growth. In 2002, growth of fixed cap-
ital investment was 8.9% compared to 2001.

Capital investments in wholesale and retail

trade almost doubled in 2002. Significant capi-
tal investments were made in communica-
tions (up 17% yoy) and agriculture (up 16.6%

yoy). A positive development took place in en-
ergy and water distribution, where fixed capi-
tal investment also grew by almost 17% yoy,
which can be attributed to the privatization of

the six energy-distributing companies during

the year with the participation of foreign in-
vestors. The processing industries managed to

increase their fixed capital by 14% yoy in 2002.
The effect of capital investment growth has

been the rapid development of the

above-mentioned industries. In 2002, substan-
tial growth of capital investments occurred in

housing construction. More than 12% of over-
all capital investments went into this sector.
Strong demand and increasing purchasing

power of the population suggest further devel-
opment of housing construction and an in-
crease of its attractiveness to investors. Posi-
tive trends were seen in investment dynamics

in education and health care sectors as well.

Future Prospects

The broad-based growth of the Ukrainian
economy accelerated at the beginning of 2003
driven by strong external and domestic de-
mand. In the first half of 2003, real GDP
growth picked up by 7.5% yoy, which repre-
sents an almost twofold increase compared to
the same figure a year ago. The major contri-
butors to GDP growth were construction, pro-
cessing industries, and utilities. After a de-
cline during the past few years, construction
is finally on the rise. Significant growth in of-
fice, trade, entertainment facilities and hous-
ing construction in most urban areas led to a
significant leap (up 22% yoy) in the sector in
2003. In January-June 2003, growth of ex-
port-oriented metallurgy and chemicals was
12.1% yoy and 13.8% yoy respectively. Domes-
tic-oriented industries also demonstrated
high rates of growth during the first six
months of 2003, driven by strengthening do-
mestic demand. Over the period, growth in
the food and wood processing industries
picked up by 20% yoy and 22% yoy respec-
tively. Higher utility requirements of rapidly
growing energy-intensive industries like met-

Copyright © SigmaBleyzer, 2003. All rights reserved.
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allurgy contributed to the growth in utility

generation, which posted an impressive 10.5%

yoy growth during January-June. Growing

demand for transport services encouraged fur-
ther expansion in machine building, which

reached a record high 28% yoy rate of growth.
At the same time, value added in agriculture

has shown negative growth in the first half of

2003 as compared to the same period of 2002.
Untavorable weather conditions threaten the

agricultural harvest in 2003, thus contribut-
ing to fears of deteriorating macroeconomic in-
dicators until the end of the year.

According to official forecasts, GDP growth
should reach an expected 5-6% in 2003, which
seems realistic assuming strong external de-
mand for key export commodities remains in
place until the end of 2003. International orga-
nizations are more conservative in their mac-
roeconomic forecasts. The IMF expects GDP
growth of 4.5%, while the EBRD forecast is 4%.

However, a lack of investments and diminish-
ing public consumption will limit economic

growth during the year. Heavy payments on

external debt will not allow the government

to expand investment into infrastructure sec-
tors and to increase its consumption. So far,
the rates of investment growth have been in-
sufficient to sustain rapid economic growth in

the long-run. The main source of investment

is still the own financial resources of enter-
prises, which make up 66% of total investment

volume. Commercial bank loans, which make

up less than 5.3% of total capital investments,
are concentrated on short-term borrowings.
Therefore, the government should consider

the development of long-term credit and the

attraction of foreign investment as a very im-
portant task for further economic growth.
Also, a substantial increase in foreign invest-
ment inflow is necessary to secure further ac-
celeration of economic growth in Ukraine.

Copyright © SigmaBleyzer, 2003. All rights reserved.
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II. Fiscal Policy

In 2002 the country continued to exercise the
cautious fiscal policy it started following the fi-
nancial crisis of 1998. The main achievement
of 2002 fiscal policy was the rather good con-
trol of the fiscal budget by the government.
The country ended the year with a fiscal sur-
plus despite serious problems plaguing the
public finance sector: difficulties with tax col-
lection, failure of privatization efforts, prob-
lems with loans from international organiza-
tions, growing tax arrears, and widespread
tax privileges and exemptions. The consoli-
dated budget revenues reached $11.6 billion,
or 28% of GDP, while expenditures were
slightly behind at $11.3 billion, or 27.3% of
GDP, generating a surplus of 0.7% of GDP.

Fiscal Revenues

In 2002, 73% of the consolidated budget reve-
nues came from tax payments. This number

continues an upward trend in the share of tax

receipts in the structure of fiscal revenues,
and it shows an increasing reliance of the gov-
ernment on tax-related sources of the fiscal

budget.

Figure 9:  Structure of Consolidated Budget Revenues
in 2002, % of total
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Source: State Treasury of Ukraine

The main reasons for the increase (up from
65% in 2000 and 68% in 2001) are found in the
improved economic activities in the country,
which resulted in increased industrial produc-

tion and trade (more VAT and excise taxes
paid), and higher salaries (more personal in-
come taxes paid). At the same time, the share
of corporate profit tax shrank further, as com-
panies often evaded payment of profit taxes
they owed to the state, thus accumulating sig-
nificant tax arrears.

Fiscal revenues in 2002 suffered from inade-
quate tax collection, mainly related to corpo-
rate profit taxes. In fact, over the year the vol-
ume of tax arrears to the budget more than
doubled in size to reach $2.8 billion. Nearly
half of this amount came from VAT arrears,
and about 30% was due to corporate profit
tax arrears. The largest debtors continued to
be state-run companies such as Naftogas
Ukrainy (tax arrears equal to $770 million)
and Energoatom (tax arrears of $118 million.)

Figure 10: Major Tax Proceeds, % of total tax-related
revenues of consolidated budget
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At the same time, the parliament continued to

grant tax exemptions and privileges, which re-
sulted in big pressure on the fiscal budget.
About 19% of the country's companies and in-
stitutions were granted such privileges. The

total amount of tax exemptions and privileges

reached $10.6 billion and nearly equaled the

consolidated budget revenues in size. Such

practices significantly reduced the tax base,
and in fact became a political rather than eco-
nomic instrument.

10
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On the other hand, in 2002 the government
continued to accumulate debts on VAT re-
funds to exporters, with repayments of such
debts being very slow. This issue soured rela-
tions with the IMF, which requires the govern-
ment torepay VAT refunds as a pre-condition
for receiving any further financial inflows
from them.

Non-tax revenues accounted for 24% of the
consolidated budget revenues, versus 25% the
year before. These were mainly revenues for
services rendered by state-funded entities,
revenues from property and business activi-
ties of the state, and various administrative
fees and charges. In 2002, privatization pro-
ceeds were moved from fiscal revenues into
deficit financing.

However, low privatization inflows were also
accountable for problems with the fiscal bud-
get. The State Property Fund collected just
above 10% of its ambitious $1.1 billion annual
target. The main reason for the shortfall was
the failure to sell the telecommunications mo-
nopoly, Ukrtelekom, and the regional energy
distribution companies (the "oblenergos").
The transaction to sell the state's share in the
leading mobile telecommunications provider,
Ukrainian Mobile Communications, took
place in 2002, but the budget did not receive
this money by year-end due to legal disputes.

Fiscal Expenditures

Fiscal expenditures in 2002 were again signifi-
cantly below plan, coming in at about 85% of
the planned consolidated budget expendi-
tures.

The structure of fiscal expenditures is pre-
sented in Figure 11. A few positive trends
should be noted here. The share of fiscal ex-
penditures directed to social needs, such as ed-
ucation, health care, and social security, grew
compared to 2001. Also, servicing of state debt
was about half the share of 2001. Such expen-
diture items as the military, economic activi-
ties of the state, and general functioning of
the state administration were financed by
80% of the target amount, or less, which also
saved some resources for the government.

The authorities succeeded in financing nearly
all "protected" items, such as social security
and social care, education, and healthcare.

Figure 11: Structure of Consolidated Budget
Expenditures, % of total
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Throughout the year, fiscal revenues were
coming in rather evenly. On the other hand,
fiscal funds were used on a rather sporadic ba-
sis to cover arising needs. For example, as of
July 1, fiscal expenditures of the consolidated
budget were $4.95 billion. In two months, they
reached $8.2 billion. Thus, about 30% of the
year's expenditures were spent in July and
August. Most of these funds were directed to-
ward financing the harvesting campaign and
state purchases of the abundant new crop.
This episode once again demonstrates a lack
of established procedures that governs the
public finance sector.

Continuing its balanced fiscal policy, the gov-
ernment was trying to control the fiscal expen-
ditures at the level of fiscal revenues. So, the
government found itself unable to finance
some of its planned expenditures. The prob-
lem was intensified by the refusal of the IMF
and the World Bank to provide new loans that
the government was relying on. Along with
measures to improve the situation with fiscal
revenues, the government succeeded in ob-
taining external financing of about $400 mil-
lion on rather favorable terms. This, together
with financing the non-critical expenditures
at lower-than-planned levels, allowed the gov-
ernment to end the year with a $0.3 billion sur-
plus of the consolidated budget.

Copyright © SigmaBleyzer, 2003. All rights reserved.
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Future Prospects

The parliament approved the 2003 fiscal bud-
get with a planned deficit of $0.6 billion, which
would amount to 1.2% of GDP. The 2003 bud-
get was praised by the IMF and other interna-
tional organizations as the most progressive
and realistic one in Ukraine's recent history.

However, the biggest problem with the 2003
fiscal budget is that it was created using a min-
imum monthly wage number (which is the ba-
sis for calculation of most social payments) of
UAH 165 ($31), but according to the new law
this number was increased to UAH 185 ($35)
asof January 1,2003,and up to UAH 237 ($44)
as of July 1, 2003. Political discussions contin-
ued well into 2003 on whether to have the new
minimum wage numbers imposed as of July 1.
If the issue was left unresolved, the country's
fiscal budget would be under extreme pres-
sure since it would require the government to
raise an additional $1.3 billion to finance the
minimum salary increase. Plus, a higher mini-
mum wage requirement may force many com-
panies to lay off their employees and lower
the salaries of others to the minimum salary
level to compensate, thereby destroying incen-
tives for qualified workers.

However, the parliament passed the law to

postpone the minimum salary increase from

July 1 to December 1, 2003. Also, the parlia-
ment increased the 2003 fiscal budget by $551

million (or by 5.9%) to finance the minimum

salary increase, and to support agricultural

producers that suffered from severe weather

conditions in winter 2003.

The government is planning to finance the fis-
cal deficit mainly through privatization pro-
ceeds along with internal and external
borrowings, while the bulk of the new
borrowings would be directed to meet mas-
sive debt repayments. However, successful
budget execution in the first half of 2003
makes the government optimistic. The privat-
ization process also looks capable of providing
the necessary funds, while the government
takes a more aggressive position to meet the
planned numbers.

The parliament is actively discussing tax re-
forms, which have a good chance of being

passed in 2003 and coming into force in 2004. If

adopted, the new tax laws would significantly

reduce corporate profit tax, value added tax

and personal income tax, cancel most tax ex-
emptions and privileges, thus creating a

larger tax base and bringing more money out

of the shadow economy.

12
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ITII. Monetary Policy

2002 was another year of expansionary mone-
tary policy in Ukraine, which can be charac-
terized by abundant money supply, falling in-
terest rates, further liberalization of the
financial markets, and relative stability of ex-
change rates, topped with a reduction in con-
sumer price levels. The main feature of the
monetary policy in 2002 was that the Na-
tional Bank of Ukraine (NBU) was managing
the money supply mainly to accommodate
the growing needs of the real sector. The
NBU saw the change of its governor as a re-
sult of the new Ukrainian government com-
ing to power in November.

Money Supply

Figure 12: Money Supply and Consumer Prices
Dynamics

50%
40%-—@
30% \
20% \ /e /—.\ \
10% \-/

0% \

-10%

Real Growth of Money Supply, %
—ae@— Consumer Prices Growth, %

1996 1997 1998 1999 2000 2001 2002

Source: National Bank of Ukraine, State Statistics Committee.

The money supply grew by 42%, quite in line
with the previous years' rates. Base money in-
creased by 33.6% (37.4% in 2001), while cash in
circulation was up by 35.7% (compared to 52%
in 2001, 34%in 2000 and 1999). These numbers
came as a result of the National Bank's contin-
ued policy of "cheap money" for the economy,
combined with its vast positive balance of buy-
ing the foreign exchange at the inter-bank
market. In total, using different monetary in-
struments, the NBU has directed about $2.6
billion into the economy, including $225 mil-
lion through bank refinancing operations. The
monetization of GDP reached 24.9% of GDP,

up from 19.2% in 2001, and 18.4% in 2000. De-
spite such significant growth in money supply
indicators, it did not result in increasing price
levels because of the high money demand
from the growing economy.

The NBU significantly reduced the manda-
tory reserve requirements for commercial

banks, thus allowing the banks more re-
sources for their operations. Because of thisin-
strument, commercial banks improved their li-
quidity by about $560 million. As a result of

the government monetary policies and re-
vival of business activities, commercial bank

lending to the real sector continued to grow

considerably: it increased by 48.2% (45.6% in

2001). Such growth was assisted in part by

higher amounts of deposits held in banks by

both companies and individuals (increase of

28.8% and 76.5%, respectively). This can be ex-
plained by the intensified economic activities

of companies, more money moving out of the

shadow economy, and individuals regaining

trust in the banking sector as a means to store

their increasing savings.

Inflation

Ukraine experienced deflation for the first

time in its contemporary history in 2002. Con-
sumer prices were falling throughout most of

the year, mainly fueled by decreasing food-
stuff prices, which came as a result of abun-
dant agricultural cropsin both 2001 and 2002.

The Consumer Price Index (CPI) saw a reduc-
tion of 0.6% yoy (compared to 6.1% growth in

2001). The country faced even more signifi-
cant cuts in consumer prices early in the

year, which were offset by an upward trend

by year-end.

The Producer Price Index (PPI) increased by

5.7% yoy in 2002, compared to 0.9% yoy

growth in 2001, and a 20.8% increase in 2000.
Producer prices have grown mainly due to in-
creasing production costs associated with ris-
ing energy prices. Producer prices started to

increase in the second quarter and continued

their rally through year-end.

Copyright © SigmaBleyzer, 2003. All rights reserved.
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Interest Rates

Interest rates continued to fall throughout
2002. The NBU discount rate was revised
downward four times in 2002: from 12.5% at
the beginning of the year down to 7.0% at
year-end. However, this reduction is smaller
in magnitude than the one in 2001: the rate
dropped more than twofold then. Commercial
bank lending rates in UAH were falling as
well, from 27.4% down to 19.5% by year-end,
while lending rates for foreign currencies
were rather stable, fluctuating around the
11.9% year average. This allowed for a further
increase in the amount of commercial bank
loans, as noted before.

Figure 13: Dynamics of Credit Rates and Crediting
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Figure 14: Dynamics of Deposit Rates and Amount of
Bank Deposits in 2002
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At the same time, commercial banks deposit

rates continued to fall as well-from 9.5% at the

beginning of the year down to 6.7% by

year-end. Nevertheless, the amount of bank

deposits grew by an average of 47% over 2002.
Notably, deposits in the national currency saw

much greater growth than those in foreign

currencies, which shows that the hryvnia was

regaining credibility with companies and indi-
viduals.

Interestingly, the "risk premium" between in-
terest rates for the hryvnia and for foreign

currencies was just a few percentage points

for bank deposit rates (10.1% in UAH versus

7.4% in foreign currencies in January, and

6.9% versus 6.0%, respectively, in December),
and two- to three-fold for bank credit rates

(29.7% in UAH versus 10.8% in foreign curren-
cies in January, and 21.8% versus 11.3%, re-
spectively, in December.) There was a clear

trend toward the convergence of interest

rates for the hryvnia and foreign currencies,
which shows an increasing trust in the stabil-
ity of the national currency.

Exchange Rate

The official USD/UAH exchange rate re-
mained rather stable throughout the year.
The hryvnia gradually slid against the dollar,
from 5.3126 UAH/USD in January to 5.3316

UAH/USD in December (period average), or

by a mere 0.36%. Such remarkable stability

can be attributed to a nearly constant excess

supply of US dollars on the country's foreign

exchange market, which came mainly from

grain and metal exporters. Another reason for

UAH/USD exchange rate stability was a

weakening US dollar, which was losing value

against the major world currencies, especially

the Euro, throughout the second half of 2002.
In fact, the hryvnia depreciated significantly

against the Euro: from 4.6965 UAH/Euro in

January to 5.4224 UAH/Euro in December, or

by 15.5%.
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Figure 15: Dynamics of Official Hryvnia Exchange
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Excess supply of foreign exchange at the

inter-bank market allowed the NBU to fill its

gross international reserves significantly:
they have grown from 3.1 billion in USD equiv-
alent at the beginning of the year, to 4.4 billion

in USD equivalent by year-end, or by about

43%. NBU net buying of foreign exchange to-
taled 1.7 billion in USD equivalent. The

year-end level of gross international reserves

was equivalent to 10.7 weeks of import cover-
age, versus 7.8 weeks in 2001.

The UAH/USD cash exchange rate experi-
enced greater fluctuations throughout the
year than the official exchange rate. It started
at5.17UAH/USD in early January (below the
official exchange rate of 5.31 UAH/USD for
the period), rose and fell to reflect perceptions
of US dollar strength and weakness, and
ended the year at 5.32 UAH/USD, falling by
2.9% in total. One could argue that the cash
UAH/USD exchange rate was a better indica-
tor of US dollar position than the official
UAH/USD exchange rate.

The cash hryvnia/euro exchange rate was fall-
ing steadily throughout the year, from 4.63
UAH/Euroin January to 5.38 UAH /Euroin De-
cember (a 16.2% decline, quite in line with the
official exchange rate depreciation.) One
should note that the regulation imposing a 5%
band on fluctuations in the cash exchange rate
around the official exchange rate remained in
force in 2002, thereby impeding uncontrolled
fluctuations of the cash exchange rates.

Future Prospects

The NBU will continue its policy of liberaliz-
ing the financial sector, which will give more

flexibility to banks and other agents, while en-
suring stability and further development of

the financial sector. The NBU expects that

commercial bank lending will become more af-
fordable for small businesses and individuals

in coming years as the cost of loans will gradu-
ally fall. This will allow further development

of the banking sector, and will expand con-
sumer purchasing power for long-term buys

(such as housing, cars, domestic appliances,
etc.)

Monetary policy is expected to remain loose in
2003. The NBU is likely to keep its reserve re-
quirements low while trying to encourage
commercial banks' lending, unless significant
acceleration of consumer inflation occurs. The
growing needs of the gradually expanding
real sector may prompt high growth of money
supply in 2003. According to official forecasts,
the money supply may grow by about 30% in
2003. In 2004, monetary aggregates growth
could accelerate because the government
may require significant financing for its social
expenditures before presidential elections.
Thus, the NBU may resort to monetary instru-
ments to secure this financing.

Growth of consumer prices will accelerate to
6% eop in a base case scenario in 2003. How-
ever, it could reach as much as 8-9% in a pessi-
mistic scenario due to expected poor crops, in-
creased social payments, and higher utility
prices. Producer prices should experience
moderate growth at about 5-6% yoy.

The UAH/USD exchange rate should slide
somewhat to end the year at about 5.4
UAH/USD, or about 1.3% depreciation. Even
if the US dollar continues to slide against
other major currencies on the world financial
markets, the NBU is not likely to let the
hryvnia appreciate against the dollar. The rel-
ative stability of the exchange rate should al-
low the NBU to further increase its gross inter-
national reserves. However, the NBU will try
to ease the US dollar domination in the struc-
ture of its foreign reserves in favor of the euro
and gold reserves.

Copyright © SigmaBleyzer, 2003. All rights reserved.
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IV. Equity Markets

The Ukrainian equity market continued its

growth in 2002, but was crippled by many se-
rious problems. Reflecting the overall posi-
tive macroeconomic dynamics in the coun-
try, the equity market was also growing, and

saw many new instruments. However, it was

characterized by lower liquidity, fewer

stocks traded, and no sizeable foreign invest-
ments that could fuel market growth.
Starting a very negative trend, domestic in-
vestors often chose to gain control of their tar-
get companies through administrative,
quasi-legal means, rather than through orga-
nized capital markets.

The organized equity market was dominated

by the First Stock-Trading System (ak.a.
PFTS.) About 97% of all organized market

transactions took place there, with the remain-
ing share made at the seven official stock ex-
changes. The total volume of sales made on

the PFTS was $1.177 billion, which is a slight

decline compared to $1.18 billion in 2001.

The structure of PFTS salesis givenin Table 1.

Table 1:  Structure of PFTS Sales in 2002
Sales % of
Equity volume, total Change,
usb % YOY
million PFTS
Primary market
Corporate bonds 7.7 0.65 231.3
Options 12.8 1.09 538.6
Shares (IPOs) 7.7 0.65 -48
Shares (SPF auctions®) 1.3 0.11 -93.2
Total Primary Market 29.5 2.50 -54
Secondary market
Treasury bonds 888.6 75.51 -3.0
Shares 117.9 10.02 -37.0
Corporate bonds 140.7 11.95 571.5
Promissory notes 0.2 0.02 -98.7
Total Secondary Market | 1,147.4 | 97.50 -0.1
Total PFTS 1,176.9 | 100,00 | -0,19

* SPF auctions-auctions held by the State Property Fund where
shares of the about-to-be-privatized companies are of fered.
Source: PFTS

In 2002, most PFTS transactions (97.5%) were
made on the secondary market. Government
securities still held the dominant position in
PFTS sales, although they saw a slight decline
in trading volume against the previous year.
Trading in corporate bonds soared in 2002 (by
nearly seven times in the secondary market)
to become a rather popular instrument of cor-
porate financing for some companies, and an
attractive investment opportunity for others.

The PFTS index has grown by 34.4% in 2002 to
reach 57.34 points by year-end. The main driv-
ers of PFTS index growth were the stocks of a
few energy companies: Tsentr-Energo,
Dnipro-Energo, Zahid-Energo and Kyiv-
Energo, local o0il extraction monopoly
UkrNafta, and a few others.

Figure 16: PFTS Trade Volume and Index Dynamics
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Stock market capitalization increased nearly
three-fold to reach $4.4 billion, but mostly due
to newly-issued stock of the telecommunica-
tions monopoly, "Ukrtelekom".

A few new stock market instruments were in-
troduced in 2002. The derivatives market
grew, with futures contracts (mainly on elec-
tricity) as well as options contracts (on interest
rates) becoming more popular as hedging in-
struments for banks and corporations.

The main downside of the local equity market
in 2002 was that most transactions were still
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made outside the organized market. Accord-
ing to official statistics, the total volume of eq-
uities transactions reached $20.4 billion, or
48.9% of GDP, out of which only about $1.2 bil-
lion, or 6%, were registered on the organized
market. This way, market agents were trying
to avoid income taxes on equity sales (cur-
rently 30%), even though these transactions
enjoyed value-added tax exemption.

Future Prospects

In 2003, the Ukrainian equity market is ex-
pected to see relative stability with moderate
growth. Macroeconomic growth, decreasing
interest rates and improved market mecha-
nisms should contribute to equity market

growth. On the other hand, the market desper-
ately needsimproved regulations that will pre-
vent widespread non-market practices and
make equities trading less risky and more civi-
lized. The "Law on Joint-Stock Companies
(Corporations)" that is being drafted in the
parliament aims to fill many gaps in corporate
governance legislation and allows for easier
stock issues and trading. The corporate bond
market will continue its rapid growth and be-
come a valid alternative to bank financing for
many companies. Privatization of Ukrtelekom
and regional energy-distribution companies
("oblenergos"), along with privatization of
some other promising state-owned companies
barred from sale before, should fuel stock mar-
ket activity in the country.

Copyright © SigmaBleyzer, 2003. All rights reserved.
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V. International Trade and Capital

Favorable conditions on world markets for tra-
ditional export commodities helped improve
Ukraine's external position in the second half
of 2002, when the current account reached a
record high. Ukrainian foreign trade has be-
come slightly more diversified in both geo-
graphical and commodities breakdowns, but
the major part of Ukrainian exports was still
low value added items, while energy re-
sources dominated among imports. Worn-out
production capacities and an urgent need for
investment led to a rising share of high-tech
goods in Ukrainian imports in recent years. At
the same time, net foreign direct investment
into the country remained low in 2002, due to
the slow pace of reforms and the still risky
business environment in the country.

Balance of Payments

The current account balance improved in

2002, reaching an impressive surplus of $3.2

billion, which represents a more than twofold

increase compared to 2001. The robust cur-
rent account performance is attributed to a

substantially larger merchandise trade sur-
plus and service balance. Net current trans-
fers saw 32% yoy growth reaching $1.92 bil-
lion, which also contributed to the positive

current account balance in 2002. At the same

time, financial account dynamics in 2002 re-
flected the deterioration of the investment cli-
mate in the country. The financial account de-
creased from a $432 million surplus in 2001 to

a $1.26 billion deficit in 2002 due to large port-
folio investment outflow. Also, constantly neg-
ative errors and omissions article reflects capi-
tal outflow from the country.

Foreign Trade

In 2002, Ukrainian foreign trade of goods and
services turnover was $40.5 billion, represent-
ing 10.3% yoy growth compared to 2001. In
2002, exports of goods and services rose to
$22.0 billion, out of which $18 billion were
goods. Imports grew to $19 billion, including al-
most $17 billion of goods. During the year, the

foreign trade balance posted a $3.5 billion sur-
plus compared to a $2.9 billion surplus in 2001.
A twofold increase in the merchandise trade

balance over the year contributed the most to

anincreasein the foreign trade surplus. At the

same time, the services trade surplus in-
creased by only 5% yoy, as imports growth sig-
nificantly outweighed exports expansion. Bal-
ance of trade with the rest of the world

(non-CIS countries) increased by 16.3% yoy-to

$5.96 billion. At the same time, trade with CIS

countries followed a well-established declin-
ing trend, primarily due to falling exports to

this region. The balance of trade with CIS

countries posted a $2.5 billion deficit as export

decreased by 0.3% yoy and imports grew by

5.5% yoy. Still, Ukraine remained a net ex-
porter of ferrous metals, chemicals and food

products, and a net importer of energy re-
sources and machines and equipment.

Total merchandise exports growth in 2002 is
explained by the real depreciation of the
hryvnia, strengthened external demand for
metals, and the abundant grain harvest in
2002. The goods structure of Ukraine's foreign
trade changed during the year. On the posi-
tive side, there was a gradual (albeit slow) in-
crease in the share of high-value added goods
of total exports. In particular, mechanical ma-
chines and transport equipment became the
third largest export group in 2002, after fer-
rous metals and mineral products. On the neg-
ative side, relatively high shares of raw mate-
rials or goods with a low degree of processing
still indicate the high vulnerability of Ukrai-
nian trade to price fluctuations of raw materi-
als on the world markets. In 2002, the major
changes in the composition of exports are at-
tributed to a marked increase in agricultural
and mineral products exports. In particular,
grain exports share of the total rose from 0.8%
in 2000 t05.6%in 2002 due to the abundant har-
vest and certain improvements in legislative
support of export-import operations on the
grain market. At the same time, the shares of
the country's traditional exports commodi-
ties — metals and chemicals — gradually de-
clined, thus reflecting a positive trend to-
wards the diversification of Ukrainian
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exports. Although ferrous metals exports
were up 7.8% yoy to $5.4 billion in 2002, their
share in the total merchandise exports fell
from 41.3%1in 2001 to 39.7% in 2002. The chemi-
cal products share has been declining over the
last two years, and in 2002 accounted for 7.8%
of the total goods exports. In contrast, the
share of refined oil in Ukrainian exports in-
creased from 7.3% to 9.2% over 2002 following
double-digit growth rates in the oil-refining
industry during the year. The largest share of
services exportsis transport services (85.6% of
the total), mainly on account of gas transit
from Russia to Europe through Ukrainian ter-
ritory. Gas transit will continue dominating in
Ukrainian services trade, taking into account
the underutilized capacity of the Ukrainian
gas transportation system.

Figure 17: Dynamics of Goods Exports, $ million
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Figure 18: Geographical Breakdown of Goods Exports,
% of total
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Figure 19: Dynamics of Goods Imports, $ million
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The major changes in geographical break-
down of exports in 2002 are attributed to the

opening of new markets for Ukrainian metals

and chemicals in Southeast Asia. The rela-
tively quick economic recovery in Asian coun-
tries and the trade sanctions imposed on Ukrai-
nian metals by traditional importers of these

commodities (like the US and the EU) allowed

Ukraine to increase its exports to this region.
Over 2002, the share of Asian countries in

Ukrainian exports rose by 4.3 percentage

points to 28.2% of total exports. Also, trade

with the EU has been increasing over recent

years, but the process of integration was im-
peded by a number of trade barriers to Ukrai-
nian exports from this region. In 2002, Ukrai-
nian exports to the EU accounted for 36% of

the total, having expanded mainly on account

of higher grain and petroleum exports during

the year. Despite a sustained declining trend

in exports to the CIS, Russia remained the

largest importer of Ukrainian products in

2002, accounting for 18% of total Ukrainian ex-
ports. However, a number of mutual trade

sanctions imposed by Russia and Ukraine in

2002 caused a decline in Russia's share of total

exports by 5pps or about $0.9 billion during

the year. Among the other major export desti-
nations were Turkey with 6.9% and Italy with

4.6% of total exports.

Despite rapid growth of real household in-
comes, merchandise imports growth deceler-
ated to 7.6% yoy in 2002. On the one hand,
among the rapidly growing import items in
2002 were consumer goods such as home appli-
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ances, vehicles and foodstuffs. On the other,
the composition of goods imports is rigidly

tied to energy resources from Russia and

Turkmenistan, which account for 42% of total

merchandise imports. The share of invest-
ment goods (machines, equipment, etc.) in to-
tal imports demonstrated only modest rates of

growth relative to the potential investment de-
mand of the country given its obsolete produc-
tion capacities and the scope of production in

import substituting industries. In 2002, im-
ports of machines and equipment increased

by only 3% yoy compared to 26% yoy growth

in 2001, although this category still accounts

for about 15% of total goods imports. The ma-
jor share in imports of services belongs to con-
sultancy services, which account for 49% of

the total. This indicates a still underdeveloped

services sector in the country due to a skills

mismatch of Ukrainian labor resources and

the source of capital outflow.

Figure 20: Geographical Breakdown of Goods Imports,
% of total
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The geographical orientation of the country's
imports has been changing quite slowly, pri-
marily due to the high dependency of the
Ukrainian economy on foreign energy re-
sources. The major suppliers of mineral prod-
ucts to Ukraine remained Russia and
Turkmenistan. Russian exports to Ukraine
grew to 37.2% of all imported goods. The share
of Turkmenistan in Ukrainian imports made
up 11.1%, followed by Germany with 9.8%. Im-
ports from CIS countries gradually declined,
while the share of European goods in the total
is on the rise. In 2002, the volume of merchan-

dise imports originating in European coun-
tries reached the pre-crisis 1998 level of 34%.
Asian goods continued to gradually penetrate

the Ukrainian market in 2002, reflecting rapid

economic recovery in the region. Over the

year, imports from Asian countries grew by

21% yoy compared to 16.5% yoy growth dur-
ing the previous year.

Foreign Direct Investment

Figure 21: Net FDI per Capita in 2002
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An essential condition for sustained economic
growth in Ukraine is a substantial increase in
foreign direct investment (FDI) inflow. In
2002, Ukraine received the largest volume of
net FDI since its independence. Over the year,
foreign investors contributed $784 million of
net FDI. Foreign investment inflow has been
steadily rising over the last 3 years after the
drastic decline in 1999 caused by the financial
crisis of 1998 and political uncertainty due to
the presidential elections in 1999.

Despite the fact thatin 2001 JP Morgan consid-
ered Ukraine one of the most attractive coun-
tries for foreign investors (57.1% return on
bonds in 2001), the average rate of FDI
growth lags far behind Russia and other coun-
tries of Eastern and Central Europe. Since in-
dependence, Ukraine only managed to attract
a total of $5.3 billion in foreign direct invest-
ment. Since 1991, the highest levels of FDI per
capita in Ukraine reached only $111 in 2002.
This is extremely low compared to the Czech
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Republic and Hungary, whose FDI per capita
ismore than 40 and 20 times Ukrainian FDI, re-
spectively.

Figure 22: Dynamics of Net FDI Flows to Ukraine,
$ million
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Besides political instability, shortcomings in
privatization represent another concern for
foreign investors. Many steps are being taken
to simplify the privatization process and make
it more transparent. However, the govern-
ment failed to fulfill its privatization plan for
2002. The initial plan for $1 billion privatiza-
tion proceeds was lowered to $400 million by
the middle of the year due to the postpone-
ment of privatization of energy distribution
and telecommunication companies. But actual
privatization receipts for 2002 were consider-
ably lower. The overall proceeds from privat-
ization to the state budget in 2002 constituted
just under $110 million.

Regional Structure of FDI

Foreign investment went into 8,690 Ukrainian
enterprises. Three fourths of all FDI has been
invested in the city of Kyiv and the seven
most developed regions (out of 25 regions in
Ukraine.)

Traditionally, the food processing industry
and internal wholesale and retail trade have
been the most attractive to foreign investors.
These sectors usually give investors a quick re-
turn on investment and lower risk compared
to other industries. FDI in food processing and

internal wholesalers and retailers exceeded

32% of the total FDI in Ukraine. Nevertheless,
machine building is also attractive for inves-
tors due to the high liquidity of its products.

Table 2:  Regional Distribution of FDI Flows
% to
. . Jan. 1, 2003, °
Region / City o overall
$ million
FDI
City of Kyiv $1,849 34.6%
Kyiv Region $419 7.9%
Donetsk Region $389 7.3%
Zaporizhya Region $362 6.8%
Dnipropetrovsk Region $359 6.7%
Odesa Region $289 5.4%
Lviv Region $220 4.1%
Republic of Crimea $195 3.7%
Total for Listed Regions $4,082 76.5%
Other Regions $1,257 23.5%
Total FDI $5,339 100.0%
Source: State Statistics Committee
Figure 23: Net FDI by Sector, $ million
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After the financial crisis of 1998, FDI started

flowing into the banking sector. Today, the

banking sector, along with insurance compa-
nies, holds the fourth position in FDI volume.
Revival of the Ukrainian economy and the pri-
vatization process resulted in an increase in

the number of foreign companies operating in

Ukraine and, in turn, the development of the

banking sector.
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Major Foreign Investors

Overall, over 110 countries have invested in the
Ukrainian economy. The largest volume of FDI
has come from the US, the Netherlands, Cy-
prus, the United Kingdom, Virgin Islands, Rus-
sia, and Germany. These 6 countries contrib-
uted approximately 60% of the total FDI in
Ukraine.

The US remains the main foreign investor in

Ukraine. As of January 1, 2003, the US share of

FDI constituted $898 million or 16.8%. More

than 17% of the investments went to domestic

wholesale and retail trade. However, investors

were mostly interested in the food processing in-
dustry, construction and metallurgy in 2002.
The volume of FDI from the US in construction

grew by 72% in 2002, while FDI declined in the

financial sector (by 14.5%). The share of the con-
struction business of total US FDI reached ap-
proximately 6%. FDI in the food processing in-
dustry, the second largest recipient of

American investments, also grew by 12% dur-
ing the last year. Some US multinational compa-
nies, such as Coca-Cola, Procter & Gamble, Mc-
Donald's, Phillip Morris, Gillette, and others,
have propelled the US to the top of the list of for-
eign investors in Ukraine with their proactive

expansion and investment strategy.

FDI from Cyprus almost doubled over the last

two years, which indicates the gradual return

of flight capital to Ukraine. As of January 1,
2003, Cyprus had invested $602.6 million in

the Ukrainian economy. The high volume of

FDI from Cyprus can be explained by the doz-
ens of Ukrainian offshore companies regis-
tered in Cyprus. In 2001, FDI in the domestic

wholesale and retail sector increased three-
fold, and in 2002 the volume grew by another

34%. In 2002, Cyprus doubled its investment

into metallurgy and metal processing, services

and real estate.

For the second consecutive year, the United
Kingdom demonstrated the highest growth in
investment. FDI from the UK grew by 23.2%
yoy in 2002. Significant increases in FDI from
the UK occurred in the transport and communi-
cation industries (where British investments al-
most tripled during the year), machine build-
ing, metallurgy, construction and real estate.

Dutch investors, who were very active in

Ukraine in 2000, ranking second in the list at

that time, appeared only fourth among the

largest foreign investors in 2001 and 2002.
FDI volume from the Netherlands reached

only $400 million in 2002 (compared to $367

million in 2000.) During the last year, Dutch

companies invested their capital mostly in

wholesale and retail trade, real estate, trans-
port and communications.

Table 3:  Major Foreign Investors in Ukraine
Jl;:{l:s OI Increase | Share of
Y %! in 2001, | Total FDI,
2003, - -
$ million ¢ ¢
USA $898.0 15.5% 16.8%
Cyprus $602.6 22.2% 11.3%
United Kingdom $510.5 23.2% 9.6%
Netherlands $398.8 6.6% 7.5%
Virgin Islands $337.0 22.5% 6.3%
Russia $322.6 2.2% 6.0%

Source: State Statistics Committee

In the mid-90s, Russia was one of the largest in-
vestors in Ukraine. But the picture has changed
since Russian investors redirected their capital to
their own domestic market. In 2002, Russian FDI
in Ukraine grew by only 2.2% yoy against 3% yoy
growth in 2001. Currently, Russian investors are
targeting nuclear fuel, coke, and oil-refining in-
dustries, which received half of the overall Rus-
sian FDI in Ukraine. Health care and social secu-
rity, the financial sector, and the transport
industry have also attracted significant invest-
ment from Russia.

Future Prospects

The foreign trade balance is expected to remain
in surplus in 2003-2004, but it will likely narrow,
as major factors responsible for strong export
growth will begin to wane while import demand
will get stronger. According to forecasts, in 2003
the current account surplus may shrink to $2.5
billion, due to the expectation that exports pros-
pects will be less favorable, while imports
growth will accelerate. Real appreciation of the
hryvnia against the currencies of Ukraine's ma-
jor trading partners and strengthening import

22

Copyright © SigmaBleyzer, 2003. All rights reserved.



Future Prospects

Ukrainian Odyssey:
Economy 2003

THE
BLEYZER
FOUNDATION

demand for both investment and consumer
goods, which will only partly be mitigated by de-
velopment of import substituting industries, are
among the likely reasons for a shrinking foreign
trade surplus in forthcoming years.

In 2003, export growth may slow down partly as a
result of lower volumes of grain exports in the an-
ticipation of a less abundant harvest than in previ-
ous years. In addition, there are still a number of
structural vulnerabilities in Ukraine's foreign
trade. Although Ukraine's reliance on metals ex-
ports is currently yielding substantial benefits as
world demand for metals remains strong, it also
contributes to the vulnerability of the country's ex-
ternal position. Markets for these commodities are
highly volatile and protected, and thus sales of fer-
rous metals can hardly serve as a reliable source of
sustained foreign exchange inflow. However, fur-
ther growth of metals exports to newly opened
markets in South East Asia are expected to partly
compensate for shortfalls in sales to neighboring
Russia, which still keeps its market restricted for
Ukrainian goods and also remains economically
vulnerable to oil price fluctuations. On the positive
side, the rapid economic recovery of other CIS
partners is likely to encourage exports growth, es-
pecially of such high-value added products as ma-
chinery and equipment.

Major risks still lie in Ukraine's dependency on en-
ergy imports and its inability to diversify its ex-
ports base due to extremely low foreign invest-
ment inflow. However, data for the first quarter
of 2003, when the foreign trade balance posted
26% yoy growth to $411 million despite an oil
price increase, supports the view that an upsurge
in Ukraine's energy imports can not easily erode
the benefits of growing exports in a favorable ex-
ternal environment for export commodities.

Expectations for foreign direct investment in-
flow remain not very promising due to the esca-
lation of political risks in anticipation of 2004
presidential elections, and a slow pace of struc-
tural reforms. Nevertheless, the government is
taking serious steps to attract investors to
Ukraine. A number of legal acts have been
adopted to attract investors to medium and
small businesses, as well as a special act that en-
visages measures to improve the investment cli-
mate in Ukraine. The State Program of Invest-
ment Activities Development for 2002-2010 was

adopted. Also, the government is taking steps to
improve the tax system, adopt a new tax code,
and reform export-import regulations. Adopted
in 2001, the land code became an important re-
form landmark and legalized private ownership
of land. Early in July 2003, President Kuchma
initiated creation of a specialized agency on FDI
issues that should promote the attraction of for-
eign investments into the Ukrainian economy.

In early 2003, positive macroeconomic develop-
ments stimulated an acceleration of foreign di-
rect investment (FDI) inflow. In the first quar-
ter of 2003, net FDI amounted to $222 million,
which is two times higher than over the same

period of 2002. Overall, in 2003-2004 the govern-
ment expects FDI inflow at about $800 million

each year. So far, foreign capital inflows to

Ukraine have been insignificant in terms of

Ukraine's needs and economic potential.
Ukraine needs a considerable acceleration of in-
vestment inflow in order to sustain high rates

of economic growth in the future. According to

estimates, Ukraine needs at least $40 billion in

foreign direct investment (FDI) over the next

decade if it wants to maintain a significant level

of sustainable growth.

Liberalization of business activities with corre-
sponding improvements in the legal frame-
work and public governance are the three most
important policy actions that Ukraine can un-
dertake to increase capital inflows. If reforms in
only these three sectors were to be undertaken,
the capital inflow to Ukraine would increase sig-
nificantly. The willingness of Ukrainian authori-
ties to join the WTO encourages the govern-
ment to implement reform-minded policies,
thus contributing to Ukraine's chance to get
more FDI in forthcoming years. Despite a
marked acceleration of the WTO accession pro-
cessin early 2003 and optimism of Ukrainian au-
thorities, it is doubtful that Ukraine will be-
come a WTO member before the presidential
elections in 2004. The process of concluding bi-
lateral agreements with member-countries of
the WTO has only minor effects on the terms of
external trade. At the same time, market econ-
omy status, which Ukraine expects to get from
the USA and the EU, would definitely help
Ukraine settle ongoing trade disputes more eas-
ily, and improve conditions for the country's ex-
port commodities on the international markets.
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VI. Public Debt and International Lending

During 2002, Ukraine's public debt situation

remained stable. Total public and publicly

guaranteed (PPG) debt increased only margin-
ally (up 0.3%) to $14.1 billion equivalent. The in-
crease is attributed mainly to the additional

placement of sovereign Eurobonds at the inter-
national debt market in November-Decem-
ber 2002. Nevertheless, the public debt bur-
den of Ukraine has declined since 2000 due to

rapid GDP growth, relatively modest fiscal

deficits, and debt restructuring. In 2002, the

total public debt to GDP ratio dropped to an es-
timated 34% from 37% reported for 2001. The

peak of Ukraine's debt burden was registered

in 1999 at about 50% of GDP, and significant

reduction was achieved afterwards due to suc-
cessful Paris Club debt restructuring and

lower cost of borrowing (on average, interest

rates declined to an estimated 8% in 2002,
from 10% in 2001.)

The current level of Ukraine's public debt is

moderate according to international standards.

However, suspended international lending pro-
grams along with political instability contrib-
ute to the risks of debt servicing problems as

perceived by international credit rating agen-
cies. The government's failure to meet IMF and

EBRD loan requirements during 2002 was the

reason for their blocking the disbursement of

the last tranche under the IMF EFF program

that expired in September 2002, and the post-
ponement of the World Bank's financing

within the PAL-2 program. Over 2002,
Ukraine's international credit ratings have

been subject to a number of revisions in re-
sponse to worrying political developments and

ambiguous relations with international finan-
cial organizations. However, following the elec-
tion of the new government at the end of 2002,
successful placement of new Eurobonds on the

international debt market and positive macro-
economic developments early in 2003, major

rating agencies confirmed Ukraine's sovereign

ratings at B with a stable outlook. Among other

B-rated countries (Paraguay, Venezuela, Ro-
mania, Russia), Ukraine's macroeconomic indi-
cators look much better, but the political risk

component still deteriorates the overall assess-
ment of the economy.

The assessment of the country's creditworthi-
ness in coming years will crucially depend on

the ability of the government to accelerate the

pace of structural reforms. Starting in 2003,
Ukraine entered the period of peak payments

on its debt obligations. In 2003, the Ukrainian

government has to repay about $2.1 billion

equivalent in direct public debt repayment

and service, more than 75% of which are exter-
nal debt payments. Since the NBU kept accu-
mulating its international reserves (having

reached a high $6.2 billion or about 15 weeks

of imports as of June) in the first half of 2003,
the key to meeting public debt obligations lies

in fiscal performance and re-accessing multi-
lateral financing. Despite robust inflow of for-
eign exchange into the country, an additional

$15 Dbillion of external and domestic

borrowings are necessary to perform all debt

repayments due this year.

Domestic Debt

During 2002, domestic debt increased by 1.8%
yoy to $4.0 billion (equivalent). To a great ex-
tent, the increase is attributed to the addi-
tional issue of T-bills that the government
made at the end of the year asit faced a severe
fiscal revenue shortfall. The structure of inter-
nal debt remained virtually unchanged over
the year, as the government's debt to the NBU
still accounted for about 50% of total domestic
debt. Having restructured its debt to the NBU
in 2000 into government bonds with longer ma-
turities (up to 124 months), the Ministry of Fi-
nance kept postponing its debt payments to
the NBU in 2002. During the year, debt to the
NBU remained unchanged at about $2 billion.
Another $2 billion is held by commercial
banks, the State Pension Fund and the State
Deposit Guarantee Fund, most of which is also
kept in the NBU portfolio because the central
bank accepts government papers as collateral
in its refinancing. This particular feature in-
creases the attractiveness of government secu-
rities for local commercial banks. In 2002, the
Ministry of Finance attracted about $525 mil-
lion (equivalent) from the internal market,
while redemption volume amounted to $600
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million equivalent. The average annual rate of

return on government paper sold during the

year dropped to 10.8% from 13% in 2001. Antic-
ipating fiscal imbalances and growing uncer-
tainty with financing from international finan-
cial institutions, the government asked

Parliament in November to approve an in-
crease in the domestic borrowing ceiling by

about $450 million equivalent. Having ob-
tained Parliament's approval, the Ministry of

Finance managed to sell only about $240 mil-
lion equivalent worth of government securi-
ties, yielding a 9% annual return during De-
cember 2002. The bonds are to be redeemed in

March and June 2008, which is the longest ma-
turity on the local market.

In 2003, domestic debt payments will make up
about $470 million equivalent. Facing hard ex-
ternal financing constraints, the government
will have to attract more funds from domestic
creditors. The expected volumes of borrowing
are planned at about $325 million equivalent
so the stock of domestic debt may decline by
about 3% by the end of 2003. Given the exces-
sive liquidity of the banking system, this level
of borrowing seems achievable, but the effect
on the volumes of private sector lending
would be negative since funds attracted to the
budget are unlikely to be allocated in a produc-
tive way but rather spent on recurrent expen-
ditures. In the first half of 2003, the Ministry
of Finance borrowed $120 million from domes-
tic creditors, while redemption volumes
reached $220 million equivalent.

Foreign Debt

Total official external debt went up by 0.7%
(or $ 73 million) to $10.2 billion as of December
31, 2002. Throughout the year, Ukraine's for-
eign debt was kept at reasonable levels-below
30% of GDP (estimated at 24% of 2002 GDP.)
An additional Eurobond placement made in
November-December 2002 made direct exter-
nal debt increase by 1.3% yoy. At the same
time, publicly guaranteed external debt
dropped by about 5% yoy after Ukraine's debt
to the IMF shrunk by 25% yoy to $1.87 billion.
The major holders of Ukraine's foreign debt at
the end of 2002 remained the World Bank,
IMF, and Russia; their joint share in Ukraine's

external obligations constituted about 60%
(see Table 4).

Table 4:  Stock of Official External Debt in 2002
(In millions of U.S. dollars; end-of-period)
US$ millions

Multilateral 4,529
IMF 1,865
WB 2,232
EBRD 122
EU 300

Bilateral 3,065
Russia, Direct Government Credits 1,779
Turkmenistan 282
Germany 417
USA 273
Japan 159
Italy 95

Private 2,597
Eurobonds denominated in US$ 1,456
Eurobonds denominated in Euros 1,068
Foreign commercial banks 73

Total Foreign Debt 10,191

Sources: Ministry of Finance, IMF, World Bank

External debt dynamics over the last eight

years show that Ukraine's stock of external

debt has been declining since the 1998 finan-
cial crisis, reaching about $10.1 billion at the

beginning of 2002 (see Fig. 24). At the same

time, the structure of Ukraine's external debt

gradually changed as the share of debt owed

to official creditors declined, while the share

of private debtisonarise.In 2002, the relative

amounts of Ukraine's obligations to the IMF

and the World Bank shrunk from 27% and

24% of the total external debt in 2000 to 18%

and 23% in 2002, respectively. Also, settle-
ment of gas supply-related debt to Russia con-
tributed to the reduction of the stock of exter-
nal debt. Nevertheless, Ukraine can hardly

rely more on private creditors than on multi-
lateral and bilateral official lenders due to its

low international investment ratings.

During 2002, Ukraine's external obligations
were rather high compared to previous years.
Total external debt repayment and service
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amounted to $1.42 billion, more than half of

which was redeemed by the NBU. Foreign

debt service obligations were performed

through repayments from the budget, Black

Fleet debt swap and repayments, and also

through the additional issue of Eurobonds last

year. Also, sustained growth of the NBU re-
serves during the year supported by strong ex-
port performance contributed to timely repay-
ment and servicing of public external debt.

Figure 24: Official External Debt, 1995-2002
($ million, end-of-period)
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Ukraine's debt service will increase through
2005, when external paymentsreach a peak of
$1.8 billion. This amount is rather high com-
pared to the current level of the NBU's liquid
international reserves. In 2003, Ukraine has to
pay $1.65 billion on its external obligations. To
serve this debt, the government expects to ob-
tain funds from multilateral lenders, from
new Eurobond placements, from the current
account surplus expected in 2003-2004, and
from privatization revenues. Overall, the gov-
ernment plans external borrowings at $1.22
billion in 2003 to perform all due debt pay-
ments during the year, while the rest is to be
paid from expected privatization receipts of
$390 million (equivalent) by year-end. Still,
the government is counting on the disburse-
ment of $250 million of adjustment lending
from the World Bank, which has already been

earmarked in the 2003 budget. Facing uncer-
tainty over the crops harvest due to
unfavorable weather conditions, the govern-
ment may resort to additional borrowing from
private creditors to finance necessary vol-
umes of grain imports. The dynamics of the
NBU's international reserves in 2003, with a
level that has already exceeded the bench-
mark of 12 weeks of imports in June, givesrise
to the hope that international reserves can
serve as a reliable source of foreign exchange
for debt service. So far, the government man-
aged to secure enough budget revenue to
meet all debt repayments in the first half of
2003, including the first peak payment on
Eurobonds (about $350 million equivalent)
due in March.

Foreign Debt Owed to Private
Creditors

The size of external debt owed to private credi-
tors increased in 2002 after the placement of

new Eurobonds on the external debt market.
Overall, Ukraine owed its Eurobond holders

$2.6 billion equivalent at the end of 2002, out

of which about 60% is denominated in US dol-
lars, while the rest is denominated in Euros.
During the last two months of 2002, Ukraine

placed $220 million worth of Eurobonds at a

10.8% yield and $120 million at a 9.75% yield.
The spread over comparable US treasuries

was 891bps (basis points), indicating their rela-
tive attractiveness to foreign investors.

State-owned Naftogaz Ukrainy and Russian
Gazprom eventually agreed on the mecha-
nism of restructuring of Ukraine's natural gas
debt accumulated in 1998-2000. The govern-
ments of Ukraine and Russia signed corre-
sponding debt restructuring agreements in
October 2001, but companies failed to settle
the mechanism of restructuring during 2002.
In April 2003, they agreed that $1.4 billion of
debt would be restructured into Eurobonds is-
sued by Naftogaz, which should be later trans-
ferred to Gazprom. Payments on Naftogaz
Eurobonds are state guaranteed. Also,
Gazprom will be exempt from paying $180 mil-
lion of foreign currency component of the gas
transit fee charged by Naftogaz until 2010. In
addition, Naftogaz Ukrainy has to issue $155
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12-months LIBOR+1% to compensate for ser-
vice payments accrued over the period from
May 2000 to May 2002. Payments on Naftogaz
Ukrainy Eurobonds will be made on a semi-an-
nual basis.

The government's timely payments on Euro-
bonds and positive macroeconomic perfor-
mance are a pledge of successful new
borrowings from the external market at a rea-
sonable price. Also, the resumption of coopera-
tion with the IMF and the unlocking of the
PAL-2 facility of the World Bank are likely to
ease the terms of new borrowings, as inves-
tors perceive good relations with interna-
tional financial organizations as an indicator
of the country's creditworthiness. In June
2003, the government successfully placed
$800 million worth of Eurobonds at a record
low rate of 7.7% with a maturity of 10 years.
The lower-than-expected yield came as a re-
sult of strong investor demand, which can be
partly attributed to higher investor interest in
transition economies due to the economic slow-
down in the EU and the USA. Facing uncer-
tainty over the harvest, the government may
resort to additional borrowing from private
creditors to finance necessary volumes of
grain imports.

IMF Program

In 2002, Ukraine obtained no financing from
the International Monetary Fund (IMF) due to
the country's failure to cope with arrears on
VAT refunds to exporters-the requirement
the IMF set for loan disbursement. Since Sep-
tember 2001, when Ukraine received the $375
million tranche under the Extended Fund Fa-
cility (EFF) program, the IMF suspended its fi-
nancing to Ukraine. In September 2002, the
EFF program to Ukraine expired. The total
volume of financing envisaged by the EFF pro-
gram amounted to $2.6 billion, of which
Ukraine has managed to receive only $1.5 bil-
lion. Although it was expected that a final
large tranche could have been disbursed in
August 2002 before the expiration of the EFF
program on September 3, 2002, the IMF de-
cided not to disburse any funds due to further
disagreements on policy reforms.

under the EFF program was the govern-
ment's failure to eliminate arrears on VAT re-
imbursements to exporters. Among other is-
sues the IMF considered inadequately
addressed were: the inability to abolish exces-
sive tax privileges and exemptions, and the
possibility that this would lead to poor imple-
mentation of Ukraine's fiscal budget for 2002.
In early 2002, the IMF technical mission to
Kiev concluded that Ukraine fulfilled almost
all of the conditions set by the IMF in 2001
within the EFF program, but insisted the coun-
try borrow on the internal market to finance
the VAT refund. However, the government re-
jected the IMF's recommendations preferring
to use its own methods, which turned out to be
quite ineffective.

Robust economic growth and the gradual ac-
cumulation of international reserves by the

NBU made the Ukrainian government overly

optimistic about its external financing needs

in 2002. This led the government to seek a pre-
cautionary stand-by agreement with the IMF

upon expiration of EEF program. Under a pre-
cautionary stand-by, disbursements are not

scheduled in advance but are made in case of

urgent necessity. However, even in case of a fi-
nancing need, a precautionary stand-by envis-
ages meeting certain program conditions set

by the IMF. Among the advantages of precau-
tionary stand-by are the resumption of World

Bank lending programs, the possibility of IMF

financing with less demanding conditions,
more flexibility in domestic policy conduct,
and more evaluation of the country's eco-
nomic performance by investors.

Having finished a number of discussions with
Ukraine over Junel8-July 1, 2003, the IMF
mission issued a concluding statement giving
little hope of the resumption of cooperation un-
der a precautionary stand-by arrangement in
the near future. Actions that remain to be car-
ried out by the government before the IMF Ex-
ecutive Board makes a positive decision on its
financing resumption include a substantial
net reduction in the stock of VAT refund ar-
rears and reduction in the amount of tax ex-
emptions. Although the Ukrainian govern-
ment suggested exchanging VAT refund
arrears for special government securities, the
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Parliament failed to adopt the corresponding
bill before its summer holiday. Also, the abol-
ishment of tax privileges has not been ap-
proved by the Parliament. Therefore, resump-
tion of cooperation with the IMF in late
August is still at risk. The lack of an IMF pro-
gram has a negative effect on structural ad-
justment lending by other multinational and
bilateral agencies, in particular the World
Bank and the European Union.

World Bank Program

During 2002, the lending activities of the

World Bank were limited mostly due to the

suspension of the IMF EFF Program. In 2002,
the World Bank disbursed only $44 million

for ongoing projects, while the government

repaid about $200 million in interest and prin-
cipal payments due in 2002. At the same time,
Ukraine expected to receive $250 million-the

second tranche under the Programmatic Ad-
justment Loan (PAL) program in 2002, but

this financing has not yet been released. In

March 2002, the World Bank approved a $30

million loan to Ukraine within the frame-
work of a private sector development pro-
ject, with a total budget of $82 million. The

projectis aimed at improving the business cli-
mate and strengthening the private sector,
restructuring privatized and new private en-
terprises and training managers involved in

corporate restructuring. Other large develop-
ment projects for which preparation or imple-
mentation started in 2002 include rural land

titling and cadastre development project,
treasury system project, and social invest-
ment fund project.

The World Bank's board of directors approved
the 3-year Programmatic Adjustment Loan fa-
cility worth $750 million in September 2001.
Within the framework of the PAL program,
the loan should be disbursed in three tranches
of $250 million each over 2001-2003. The first
tranche was disbursed in September 2001 and
December 2001 in support of the government's
Medium-Term Economic Development and Re-
form Program. In general, the PAL program is
aimed at determining and helping to remove
critical institutional bottlenecks that presently
hamper economic reforms, weaken property

rights, favor soft-budget constraints, and
lower the effectiveness of public services provi-
sion. Although the WB was satisfied with the
macroeconomic developments taking place in
Ukraine recently and with the adoption of the
new tax laws, it also expects Ukrainian authori-
ties to proceed with energy sector reform, the
state-run Savings Bank (Oschadbank) restruc-
turing, and reduction of VAT refund arrears to
exporters before deciding whether to approve
PAL-2 disbursement. Judging by current gov-
ernment efforts to implement reforms, the
World Bank's board of directors' approval of
the PAL-2 $250 million second tranche dis-
bursement might come in September 2003 at
best. The IMF's decision on whether to resume
cooperation with Ukraine will be instrumental
to the World Bank's decision on PAL-2. It
should be mentioned that Ukraine's budget for
2003 has already earmarked $250 million to be
received from the World Bank, and without
this loan Ukrainian authorities will have to
make additional borrowings to meet all its ex-
ternal obligations in 2003.

According to the World Bank's Country As-
sistance Strategy (CAS) to Ukraine for

2004-2007, which is currently under prepa-
ration by the World Bank's staff, the prior-
ity areas of cooperation with Ukraine in-
clude economic growth promotion, improve-
ment of public governance, modernization

of health care and education services, pov-
erty reduction and ensuring environmental

sustainability. In 2003, the World Bank

plans to provide lending for the Rural Fi-
nance Project (RFP), which envisages $200

million in total. The two new projects have

been launched in 2003 in Ukraine. One pro-
ject concerns Ukraine's development of the

Internet (planned disbursement is up to $5

million), while the other deals with modern-
ization of the State Tax Administration of

Ukraine (total sum of the project amounts to

$100 million.) Also, the World Bank ap-
proved a $60 million loan to help Ukraine

fight the spread of tuberculosis and

HIV/AIDS. The Municipal Development

Loan Fund envisaging $150 million of dis-
bursements is currently under preparation.
Within its framework, several infrastruc-
ture development projects in large regional

centers of Ukraine are to be implemented.
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EBRD Program

The European Bank for Reconstruction and
Development (EBRD) began its active support
of the market transformation process in
Ukraine in 1992. Since 2000, the EBRD strat-
egy for Ukraine has been focused on financial
sector strengthening and supporting needs of
small and medium businesses, structural re-
form of public infrastructure, and services
aimed at improving energy efficiency and
quality of services rendered by public agen-
cies. As of end-0f-2002, there were 56 projects
launched by the EBRD in Ukraine, amounting
to a total of about EUR 1 billion (including
undrawn commitments.) Of this amount, 70%
was assigned to the private sector and 30% to
the public sector. In addition, there are techni-
cal assistance activities that EBRD finances in
Ukraine, the total value of which adds up to
less than EUR 55 million.

Among the largest projects assigned to the pub-
lic sector are the EBRD's Nuclear Safety Ac-
count and the Chernobyl Shelter Fund initia-
tives, including the project financing the
completion of two compensating nuclear power
units. Several rounds of negotiations with the
EBRD on conditions for a loan to complete con-
struction of two nuclear units at Khmelnitsky
(K2) and Rivne (R4) nuclear power plants pro-
duced no marked results in 2002. Completion of
construction of these nuclear units has to com-
pensate for the closure of Chernobyl NPP in
terms of nuclear power generating capacity. In
late 2001, the Ukrainian government withdrew
the K2R4 project prior to the EBRD board's fi-
nal approval of the $250 million disbursement
tolook for ways toreduce the cost of loan. It was
envisaged that the K2R4 loan would be set out
in the framework of a credit line worth $1.48 bil-
lion. Co-creditors of the line are Euroatom, an
EU agency on energy, and a few large credit-ex-
port agencies. Among conditions set up by the
EBRD for the loan disbursement were improve-
ment of payment discipline in the energy sec-
tor, privatization of energy distributing compa-
nies (oblenergos) and an increase in electricity
tariffs for households to a level that would
make the K2R4 project implementation
self-supporting (an estimated increase ex-
pected from the government was 30%.) The
Ukrainian government found such an increase

unacceptable, and negotiations were sus-
pended. At the same time, the Russian
government revealed its readiness to support
the project at a substantially lower cost of
about $450-$500 million. According to a bilat-
eral agreement signed in late 2001, Russia is to
lend $250 million for six years (with 3 years of
grace period) for K2R4 construction. Obvi-
ously, Russia will partake in the financing of
the K2R4 project together with the EBRD.
However, the final decision on the terms of the
K2R4 project financing has not yet been made.

Bilateral Debt

In 2002, Ukraine signed the remaining bilateral
agreements with member-countries of the
Paris Club in line with the general agreement
on Paris Club debt restructuring settled in July
2001.Inlate 2001, Ukraine managed to sign a bi-
lateral debt restructuring agreement only with
Germany, the largest creditor of the country
within the Paris Club. Bilateral agreements
with the US, Italy and France were signed in
June-July 2002. Japan was the last Paris Club
member with which Ukraine signed a debt-re-
structuring agreement. Bilateral agreements
defined interest rates for each of the mem-
ber-countries of the Paris Club. According to
the general agreement, the $580 million debt
due to Paris Club members has to be repaid in
12 years with a three-year grace period. The
amount of debt to be rescheduled includes the
principal amount and interest arrears that
Ukraine had to pay from December 19, 2000 to
September 3, 2002.

Following the successful restructuring of the
Paris Club debt in 2001, the government
reached an agreement with the government of
Turkmenistan on the repayment of about $280
million debt for gas supplied by Turkmenistan
in 1994-1995. The debt repayments were sus-
pended in January 2000. According to the bilat-
eral agreement, 50% of the outstanding amount
will be paid in cash and 50% in kind, particu-
larly by the participation of Turkmenistan in in-
vestment projects in metallurgy, machine
building and agriculture. Cash repayments are
to follow similar conditions to those agreed with
the Paris Club (12-year maturity, including a
3-year grace period.)
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The priorities of the government's activity for
the next two years are to maintain steady eco-
nomic growth in order to improve the stan-
dards of living for Ukrainian citizens and to re-
tain the country's external and internal
stability. Macroeconomic stability achieved in
recent years provides the basis for sustainable
economic growth and further implementation
of structural reforms. The major tasks of the
government in 2003 are: (1) to successfully
deal with large foreign debt service payments
in 2003 by pursuing tight fiscal policy and fol-
lowing a prudent foreign debt management
strategy; (2) to accelerate implementation of
structural reforms in order to improve the in-
vestment environment; and (3) to prevent the
political unrest impairing the country's inter-
national image and negatively affecting busi-
ness activity.

Resumption of suspended lending programs

with international financial organizations in

2003 and tight fiscal policy are important ele-
ments of a successful foreign debt manage-
ment strategy. Foreign debt obligations have

to be met without negative effects on macro-
economic stability and the country's interna-
tional image. The government fully recog-
nizes what measures should be implemented

to pursue this task.

To sustain the current rates of economic
growth, the government has to significantly im-
prove the investment climate in the country.
Foreign direct investment is a universal and key
source of long-term development for the econ-
omy. Among the major difficulties discouraging
foreign investments in Ukraine as well as other
transition economies are excessive government
regulation of business activity, ambiguity of the
legal environment, corruption, a high tax bur-
den, problems in establishing clear property
rights conditions, lack of physical infrastruc-
ture, and volatility of the political environment.
A study conducted by the International Private
Capital Task Force (IPCTF) developed a range
of recommendations for attracting foreign capi-
tal to Ukraine, including the creation of a favor-
able investment climate, improvement of
Ukraine's image on world financial markets,

and development of a system that could attract
foreign entrepreneurs and renew foreign inves-
tors' confidence in Ukraine. The task force speci-
fied the following key "policy actions" that af-
fect the business climate in Ukraine and gener-
ate foreign investment inflow:

1. Liberalize business
activities

and deregulate

2. Provide a stable and predictable legal
environment

3. Enhance governance and reform public
administration

4. Liberalize foreign trade and international
capital movements

5. Facilitate financing of businesses by the fi-
nancial sector

6. Reduce corruption level
7. Minimize political risks

8. Expand country promotion and improve
image

9. Rationalize investment incentives

In line with the main principles of the IPCTF
Economic Policy Framework, the government
program identifies tax and energy sector re-
form, foreign trade liberalization, develop-
ment of the financial sector and a transparent
privatization process as key structural chal-
lenges for the government for the next two
years. Most of those challenges will be instru-
mental in reviving investment activity in the
country and improving Ukraine's attractive-
ness for foreign investors, since lack of invest-
ment resources will be the limiting factor of fu-
ture economic development. The government
acknowledges that a stable tax environment is
key to the creation of fair "rules of the game"
(competition) for all business entities. In partic-
ular, this concerns elimination of tax exemp-
tions and privileges and reduction in tax rates.
The adoption of the new tax code by the parlia-
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ment in 2003 envisaging broad-based reduc-
tion in tax rates and enhancement of tax and

customs administration accountability signals

the strong reform intentions of the govern-
ment. To improve the investment climate in

the country, it is important to increase the

transparency of state agencies' activities, to

eliminate ad-hoc public management practices

by making government policy more predict-
able and comprehensive. Also, it is widely rec-
ognized that acceleration of the privatization

process and the introduction of fair and trans-
parent tender procedures will encourage in-
vestment activity in the country. Among steps

facilitating further foreign trade liberalization,
the government is currently taking measures

required for Ukraine's successful accession to

the World Trade Organization (WTO) in 2004.
The process of WTO accession is a powerful ex-
ternal incentive for the government to imple-
ment structural reforms.

The government program also calls for
strengthening of the State Commission on Fi-
nancial Services, and further improvement of
the appropriate legislation. Namely, the gov-
ernment has committed to preparing and pass-

ing to the parliament a draft law on joint stock
companies (corporations). The new law is ex-
pected to improve norms and regulations that
cover corporate governance, with the main em-
phasis on protection of shareholder rights and
information disclosure. Development of the
banking system is another priority identified in
the program. The government will be working
together with the National Bank to make the
national banking sector more competitive, to
make lending more affordable for companies
and individuals and less risky for banks, and to
improve the structure of bank capital.

The government realizes the damage to the

economy from undue practices in the privat-
ization process, when companies were often

acquired through administrative and political

means. Thus, the government program high-
lights this problem, and resolves to dispose of

the loopholes in the legislation that allowed it,
and to ensure a transparent and uncorrupted

privatization process. Also, the program calls

for better pre-privatization support of

state-owned companies to improve their in-
vestment attractiveness while taking into con-
sideration the social aspects of privatization.
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Key Economic Statistical Information *
1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 (i(:(?]s) (i?c?]l')
GDP
Real GDP (% YoY) —-10.0 -3.1 -19 -0.4 6.0 9.2 438 5.0 5.1
GDP (UAH bn) 81 93 104 127 175 205 221 246 275
GDP /Capita (US$) 870 856 828 612 555 720 859 958 1061
Gross Investment (% of GDP) 22.7 214 20.8 174 19.7 21.8 18.9 20.4 20.5
Gross National Savings (% of GDP) | 20.0 19.0 18.0 22.0 20.0 20.0 22.0 25.1 25.0
Industrial Growth Rate, % -5.1 -0.3 —-1.0 4.0 13.2 14.2 7.0 8.0 9.0
Public Finances
Fiscal Balance (% of GDP) -4.9 —6.6 -2.2 -15 0.6 -0.3 0.7 -04 -0.1
Revenues (% of GDP) 37.1 30.1 28.2 25.2 28.9 26.9 27.6 26.8 26.0
Expenditures (% of GDP) 419 36.8 30.4 26.7 28.3 27.2 27.3 27.2 26.1
Monetary Statistics
Consumer Prices (%0YoY) 40.0 10.1 20.0 19.2 25.8 6.1 —0.6 6.0 5.4
Monetary Base (%YoY) 38.0 44.6 22.2 39.0 40.0 374 33.6 214 20.9
Money Supply-M3 (%YoY) 35.1 33.9 25.2 40.5 454 42.0 41.7 28.0 28.6
Exchange Rate (UAH/$) 1.8 1.9 25 41 5.4 5.4 5.3 5.4 5.5
Exchange Rate (UAH/Euro) - - - 44 5.0 48 5.0 5.4 5.5
Balance of Payments
Goods Exports (US$bn) 15.5 154 13.7 125 155 17.1 18.7 - -
Goods & NFSE (US$bn) 20.3 20.4 17.6 16.3 19.3 21.1 234 245 25.6
Goods Imports (US$bn) 19.8 19.6 16.3 13.0 14.9 16.9 18.0
Goods & NFSI (US$bn) 215 21.9 18.8 15.2 18.1 20.5 215 23.1 24.6
Trade Balance (US$bn) -4.3 —4.2 —2.6 -0.5 0.5 0.2 0.7 - -
Current Acc. Balance (US$bn) -1.2 -1.3 -1.3 0.9 1.2 14 3.2 2.6 2.0
Direct Investments (US$bn) 0.5 0.6 0.7 0.4 0.6 0.8 0.7 0.8 0.8
Gross Reserves (US$bn) 1.9 2.3 0.8 1.1 1.6 1.7 44 5.3 6.1
Gross Reserves (weeks of imports) 5 6 2 4 4 8 11 12 13
Public Debt

External Debt (US$bn) 8.8 9.6 115 124 104 10.1 10.2 10.1 -
External Debt Service (US$bn) 1.2 1.2 1.8 2.0 1.7 1.8 14 1.5 -
Domestic Debt (US$hn) 1.3 4.6 3.7 2.9 3.8 3.8 4.0 4.2 -

* Projections for 2003 and 2004 are presented based on a consensus forecast developed by major forecasting agencies in Ukraine and the

forecasting department of the Ministry of Economy of Ukraine.
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