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Summary

® In the first quarter of 2005, the rate of economic
growth slowed to 5.4% yoy.

® Fiscal performance has been successful so far. The

consolidated budget reported a 3.8% of GDP surplus

in January-March.

The Ministry of Finance sold UAH 2.2 billion worth

of T-bills in January-March, reducing its borrowing

costs from over 10% to an average of 5%.

The National Bank of Ukraine allowed for a 4%

nominal appreciation of the hryvnia, making its for-

ex purchases less inflationary. The official hryvnia

rate went down to 5.05 UAH/USD.

Consumer inflation is on the rise, reaching 14.7% in

April due to increasing food and gasoline prices.

The NBU cancelled regulation #482, which called

for a complicated procedure of investing in and di-

vesting from Ukraine by non-residents.

Economic Growth

Deceleration of Ukraine's GDP growth continued in
March. Over the month, real GDP grew by 5.2% yoy,
bringing the cumulative figure to 5.4% yoy in the first
three months of 2005. The major contributors to this
GDP growth were industry, transport and agriculture.
Agricultural production rebounded by 5.1% yoy in
January-March compared to an almost equivalent de-
cline during the same period in 2004. In contrast to
last year, wholesale and retail trade performance
turned out to be less impressive, as added value in-
creased by a modest 3.1% yoy. At the same time, con-
struction continued to stagnate after the explosive
growth demonstrated last year. In January-March,
value added in construction declined 5.9% yoy due to
the finalization of big construction projects on two nu-
clear power plants and lower public expenditures on
infrastructure projects.
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In March, industrial growth accelerated to 6.6% yoy
after a slowdown during the previous month. How-
ever, the cumulative growth rate continued to slow to
7.1% yoy at the end of March. Over the month, metal-
lurgy continued to demonstrate a decline of 3.6% yoy,
which may be attributed to the increasing input costs
that resulted in lower profit margins for metallurgical

enterprises. The decline in oil-refining continued in
March, although at a slower pace. Over the month,
output in oil-refineries shrunk by 1.9% yoy after an al-
most 4% yoy decline in February. At the same time,
output in food processing kept growing at healthy
rates in 2005. In March, food processing output
picked up 16% yoy, encouraged by the good harvest
and robust income growth of households. Strong ex-
ternal demand supported 14.8% yoy growth in chemi-
cals. After a sharp slowdown in the beginning of the
year, production expansion in machine building accel-
erated to 18.6% yoy in March compared to 11% yoy
in February.

Industry Growth — Selected Sectors, % yoy
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In 2005, the government expects economic growth to
reach 8.2%, which is assumed in the 2005 State Bud-
get. However, international organizations and inde-
pendent analysts forecast a lower rate of GDP growth
at 7%.

Fiscal Policy

Supported by a robust rate of economic growth and
improved tax enforcement, the government has dem-
onstrated excellent fiscal performance. In the first
quarter of 2005, the consolidated budget posted a
rather high surplus of almost UAH 3.1 billion ($605
million), which is equivalent to 3.85% of period
GDP. In real terms, consolidated budget revenues in-
creased by an impressive 31% yoy to reach UAH 25.5
billion ($5.1 billion), while expenditures picked up by
23% yoy to UAH 22.4 billion ($4.44 billion). Growth
rates of tax proceeds indicate considerable improve-
ment in tax administration and a reduction of the
shadow economy. In January-March, collections of
corporate income tax and import duties grew 38%
yoy and 39% yoy in real terms, respectively. Value
added tax receipts increased 57% yoy to UAH 6.8 bil-
lion, but this success should be considered with cau-
tion. Fiscal authorities reported a temporary accumu-
lation of VAT refund arrears in the amount of UAH
840 million, but they claimed that this problem will
be addressed soon. Currently, the key budget chal-
lenge for the government is to collect enough budget
revenue to be able to finance its debt obligations and
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substantial social expenditures, which increased 42%
yoy in January-March.

The stock of public debt declined as the redemption
volume exceeded the amount of new borrowings. In
January-March, total public debt shrunk by 2%
year-to-date (ytd) to $15.8 billion. The currency struc-
ture of public debt has changed as the government in-
creased its domestic debt stock and reduced its exter-
nal debt. Over the period, external public debt fell to
$11.5 billion due to a reduction of the country's obliga-
tions to the IMF and the Bavarian Bank. At the same
time, domestic debt grew by almost 9% ytd to $4.3 bil-
lion due to substantial volumes of local currency-de-
nominated T-bill sales during January-March. In the
first quarter of 2005, the Ministry of Finance success-
fully placed UAH 2.2 billion worth of T-bills. An-
other positive sign is that the government managed to
reduce its borrowing costs in half since the beginning
of the year. Government securities issued in January
offered a yield of 10%, while in March it dropped to
an average of 5%. This may be an indication of the op-
timistic expectations of market participants for future
economic developments in Ukraine. The extremely
high demand for T-bills issued by the government in
2005 and their low yields indicate that the lion's share
of them might have been purchased by non-residents,
causing a large inflow of foreign exchange over a
short period of time. In total, the Ukrainian govern-
ment has to pay UAH 9.4 billion ($1.77 billion) of
public debt in 2005. A new borrowing ceiling is set at
UAH 6.24 billion and UAH 3.23 billion from the do-
mestic and external markets, respectively.

Consolidated Budget Dynamics, 2003-05
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Monetary Policy

Mounting inflationary pressure and a robust inflow of
foreign exchange led the National Bank of Ukraine
(NBU) to allow for a nominal appreciation of the
hryvnia at the end of April. In this way, the NBU tried
to make its forex purchases less inflationary. Con-
sumer prices continued to follow a steady increasing
growth path in March-April. In April, the consumer
price index reached 14.7% yoy, higher than the 13.3%
yoy growth reported in February. Expansionary fiscal
policy encouraged consumption (especially of lower
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income groups), which immediately translated into
higher food prices (the weightiest component in the
consumer basket). Over the month, food prices grew
by 18.8% yoy primarily on account of 47.4% and
27% yoy growth in meat and milk prices, respec-
tively. Non-food prices accelerated in April to 6.3%
yoy mainly due to a sharp increase in gasoline prices.
The situation on the gasoline market remains tense de-
spite the government negotiated fixation of gasoline
prices with major players on the market. Recently, the
market has suffered from the oil supply shortage,
which the government promised to address shortly.
At the same time, service tariffs growth eased to 6.3%
yoy despite the higher pace of transportation tariffs
growth. The producer price index (PPI) continued to
gradually decelerate, reaching 20.9% yoy in April.
However, high world prices on energy resources and
increased rents for extracting natural resources set by
the 2005 Budget Law may reverse the decelerating
producer inflation.

Prices and Money Supply Dynamics, 2001-05
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Monetary aggregates growth continued to accelerate
in April as the NBU continued to buyout excess sup-
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ply of foreign exchange on the interbank market. In
April, money supply (M3) growth picked up to 39.4%

Exchange Rate and International Reserves
of NBU
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yoy supported also by robust expansion of deposits
(47% yoy). Excessive liquidity of the banking system
allowed commercial banks to boost their lending ac-
tivities. The lending volumes to the real sector re-
bounded by 32% yoy, while the average cost of loans
equals 14.7% per annum, on a par with the current in-
flation rate. Deposit rates declined to 8.7% annually,
which is lower than the rate of consumer inflation
forecasted for 2005. Thus, it may be another consump-
tion stimulating factor along with the substantial in-
crease of social payments out of budget.

Robust inflow of foreign exchange into the country as-
sociated with successful export performance and in-
ward foreign capital flows were at the root of hryvnia
appreciation. In April, the hryvnia appreciated 4.4%
against the dollar. Thus, the official hryvnia rate went
down from 5.299 UAH/USD to 5.05 UAH/USD. This
allowed the NBU to further accumulate its interna-
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tional reserves with a lower inflationary impact. In
March-April, gross international reserves increased
by $2 billion and reached $13 billion by the end of
April. During the same period, the NBU bought out
$2.6 billion on the forex market.

International Trade and Capital

In the first quarter of 2005, export performance re-
mained strong although imports accelerated signifi-
cantly. Merchandise exports expanded 16.8% yoy to

$8.3 billion in January-March, while goods imports in-
creased by 18.5% yoy to reach $7.5 billion. As a re-
sult, the trade of goods surplus increased by a modest

3.8% yoy, reaching $860 million. By product break-
down, metals exports remained among the largest con-
tributors to the overall growth of goods exports,
though the pace of metals export expansion dropped

from 60% yoy to slightly above 40% yoy. The recent

appreciation of the hryvnia is likely to negatively af-
fect export performance, while cheaper imports will

stimulate investment goods purchases abroad. Thus,
trade balance may soon turn out to be negative.

Other Developments and Reforms
Affecting Investment Climate

The investment climate in Ukraine benefited greatly
from the abolishment of a regulation that created seri-
ous barriers to foreign investment inflow into
Ukraine. On April 29, 2005, the National Bank of
Ukraine cancelled its Resolution #482 stipulating a
complicated procedure of investing to and divesting
from Ukraine by non-residents. In particular, this reg-
ulation adopted on October 14, 2004 discouraged for-
eign investments into Ukraine because it required the
opening of multiple bank accounts and multiple for-
eign exchange conversions in order to invest in Ukrai-
nian companies, or repatriate investment profit.
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