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Economic Growth
Following a 5% rate of GDP growth in April 2002, the rate of GDP growth declined to 2.6% in May 2002 compared to the same month last year. For January-May 2002, the total rate of GDP growth was 3.8%.  Two main factors contributed to the decline of GDP growth in May.  First, there were an unusual large number of non-working days during the month, with many companies on holiday from May 1st (Labor Day) to May 9th (Victory Day).  Second, there was weak external demand for Ukrainian products, reflecting a sluggish world recovery and a number of antidumping and trade restrictions imposed on Ukraine.  It is expected that in the second half of 2002, GDP growth will pick up somewhat, reflecting higher internal domestic demand and improved international economic conditions.  This would be consistent with our view that GDP growth during 2002 will be approximately 4%-5%, compared to the 9% achieved in 2001.  

From January to May, the highest growth rates in gross-value-added were registered in those sectors oriented toward the domestic market. The rise in gross-value-added took place in wholesale and retail trade (16.8% compared to the same period last year), agriculture and forestry (10.2%), and processing industries (3.8%).  On the other hand, negative rates of growth were experienced in health care (-1.2%), utilities (-0.4%) and mining (-0.8%).  
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Industrial output growth continued at a lower pace in May. Industrial growth reached only 0.7% compared to the same month last year, while during the five-month period of January-May it grew by 3.1%.   During the same period of last year, industrial output grew by 19.1%.   For January-May 2002, metal production and processing - which accounted for the largest share (22%) of total industrial production -- declined by 4.3% compared to the same period last year, mainly due to poor external market conditions. Last year, over the same period, the metal industry grew by 16.7%. The second largest industry – food and agricultural processing (with a 17% share) compensated the negative metallurgical performance a bit with 11.1% growth.  Yet, this represented only half of last year’s growth of 24.2% over the same period.  Electricity, gas and water (17% share) showed negative performance, with an output decline of 0.4%.  

Fiscal Policies
From January to April, the consolidated fiscal budget showed a surplus of UAH 564 million ($105 million) or about 1% of GDP.   Consolidated budget revenues reached UAH 21.5 billion or 36.7% of GDP, while fiscal expenditures were contained to UAH 20.9 billion or 35.7% of GDP.   

It is unlikely, however, that the favorable budget result achieved in January-April could be maintained during the rest of the year unless strong fiscal measures are taken soon.   Fiscal revues are running below the plan.   Simultaneously, fiscal revenue figures for January-April are inflated by the fact that the government has not made timely payments to exporters on VAT refunds.  The government owes about $380 million in overdue VAT reimbursements.   In addition, VAT collections are depressed due to the large number of VAT exemptions granted by Parliament last year.  Fiscal revenues from Corporate Profit Taxes are also below plan due to the lower profitability associated with the lower rate of economic growth achieved so far (compared to the initial plan).  In addition, the government has so far not made payments under Article 48 of the Budget Law, which mandates the government to provide large social support subsidies on electricity and other utilities for selective industries and professions. 
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These issues will need to be addressed soon to ensure fiscal stability.  In particular, the VAT exemptions and mandated social payments will need to be removed from the 2002 budget to permit a fiscal deficit of 1.7% of GDP as agreed upon 

with the IMF.  It is estimated that without these adjustments, the consolidated fiscal budget deficit could be as high as 3% of GDP.  The government, including the President’s Administration, concur with this view and have sent budget amendment proposals to Parliament.    As soon as all the appropriate committees in Parliament are appointed, this matter will be considered by Parliament.  The expectation is that Parliament will support them, though it may take some time to enact them, given the forthcoming summer recess.  The resolution of this potential budget shortfall together with the resolution of the VAT arrears will permit the disbursement of $550 million under the IMF’s EFF Program, before its expiration in September 2002.   This would also facilitate disbursements of $250 million by the World Bank in September 2002, under its PAL-2 Program.  
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Trade Deficit

Another source of budget concern is the shortfall in privatization receipts.  Although these receipts are no longer regarded as fiscal revenue items, they are included “below-the-line” as an important sources of financing of the fiscal deficit. Over January-May, privatization receipts amounted to $70 million, compared to an anticipated $1.1 billion for the entire year.  The State Property Fund (SPF) has revised its plans of privatization receipts for the year 2002 from $1.1 billion to $500 million, excluding the privatization of energy distributing companies and Ukrtelecom, which will not take place in 2002. During this year, the SPF plans to sell stakes in several major industrial state enterprises, including shares of Azovztal,    Rivneazot, Rosava Tire, Luganskteplovoz,  and Oriana.  Nevertheless, in order to make up for the shortfall in privatization receipts, government budget expenditures will need to be reduced further or alternative sources of financing secured.  



Monetary Policies
Inflation in Ukraine remains under control.  The Consumer Price Index (CPI) for May declined by 0.3% bringing accumulated inflation for the January-May period to 0%.  The original government target for inflation in 2002 was 9.8%.  Although prices during the second half of 2002 are expected to increase, it is unlikely that the 9.8% inflation target will be exceeded.  

Since the beginning of the year, the expansion of money supply (M3) by the National Bank of Ukraine has exceeded the initial plan of about 18% to 20% for the entire year.  In fact, money (M3) increased by 0.8% in May,  bringing the total increase in money supply since the beginning of the year to about 12% (or 31% on an annual basis).  These increases in money supply have not yielded higher rates of inflation, since they have been accompanied by similar increases in money demand, resulting from greater confidence in the hryvnia.   

Since the beginning of the year, the exchange rate for the hryvnia has remained relatively stable at about  5.3 UAH/$.  The government forecasts that by the end of the year, the hryvnia will depreciate to about  5.45 UAH/$. 

The NBU’s gross foreign exchange reserves have also remained quite stable at $3.2 billion, or about 9 months of imports.  The NBU is planning to increase its international reserves to around $3.5 billion by the end of the year.   

International Trade and Capital
During January-April 2002, Ukraine showed a positive trade balance in goods of $375 million, about  5% lower than the same period last year.  Exports of goods grew by 3% compared to the same period last year and amounted to $5.4 billion, while imports increased by 3.7% to $5.0 billion. 


This positive trade balance was due to the expansion of trade to non-traditional partners.  During this period, Ukraine’s merchandise trade deficit with CIS countries amounted to $1.5 billion.  Exports of goods to CIS countries shrank by 22.7% compared to the same period last year to $1.2 billion, while imports declined  by 3% to $2.7 billion. 

Ukraine’s main export market continues to be Russia, though its share has been reduced drastically.  Russia now accounts for 17% of total Ukrainian exports, compared to 26% for January-May 2001.  Turkey’s share in Ukrainian exports is now 8.4%, an increase of 4.6%.  Italy is the third largest market, with a share of 5.0%. Ukraine imported principally from Russia – 36.2% of total imports down from 38.14% a year ago.  On the other hand, Ukraine increased its imports from Turkmenistan – 14.0% share up from 11.0%, Germany – 9.1% against 8.2%, and the US – 3.3% against 3.1%. 

Ukraine’s exports of ferrous metal and ferrous products continued to decline, reflecting trade sanctions and protectionist measures by trading partners. Over the January-April period, Ukraine exports of ferrous  products declined by 37.8%, and ferrous metals by 4.2%.  Exports of chemical industry products also declined significantly (24.5%), while imports grew almost by the same amount. 

On foreign public debt, Ukraine will need to make debt service payments of $1.6 billion in 2003.  The country should have no difficulties in servicing this foreign debt given the level of international reserves and possible disbursements from the IMF and World Bank.  In case IMF lending is not forthcoming, the government would need to raise about $750 million on private international markets in 2003, either through Eurobonds or syndicated loans.  If the current satisfactory economic performance were to continue, these resources should be forthcoming.

International Programs
There are still uncertainties on the possibility that the IMF will be able to disburse  $550 million under its EFF Program.  During the May visit to Kiev, The IMF showed optimism that the disbursements would take place in July.  The main conditions agreed upon with the government at that time were the adoption by Parliament of fiscal budget amendments to cover the anticipated gap in the 2002 fiscal budget and the resolution of VAT arrears to exporters.  There are doubts, however, that Parliament would be able to pass the budget amendments before its summer recession.  The last time when the IMF can disburse funds under the current EFF program is August, sine the Program expires in September 2002.

After the expiration of the current EFF Program, the government and the IMF will agree on the form for future collaboration.  This collaboration may include the development of a new EFF Program or may be limited to a program of economic surveillance and consultations on economic policy.   From recent statements by President Kuchma, it is likely that future IMF programs will not involve new IMF lending.

Regardless of the form of IMF collaboration, if the macro-economic situation were to be satisfactory, other institutions such as the World Bank should be able to continue with its balance-of-payment loans. 
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