
Summary

• Ukraine's real economy has continued to perform

well with a real rate of GDP growth of 6.9% yoy

in January-September 2008. However, Ukraine's

near term outlook has worsened substantially, al-

though medium-term prospects remain good.

• Over the first nine months of 2008, the consoli-

dated budget was in surplus of UAH 11.8 billion

($2.3 billion) or 1.6% of period GDP, backed by

above-target revenues and tight control over ex-

penditures. With weak prospects of fully cover-

ing the planned financing gap and the likely

shortfall in revenues through the rest of the year,

the government started to revise their expendi-

ture plans. As a result, the fiscal deficit is likely

to be significantly below target.

• Following two months of inflation relief, con-

sumer prices returned to growth, advancing by

1.1% month-over-month in September. Though

inflation continued to decelerate in annual terms,

government plans to adjust a number of service

tariffs will notably hinder this process in the

coming months.

• With rapidly widening trade and current account

deficits, large external debt financing needs and

high banking system exposure to credit and for-

eign currency risks, Ukraine was and remains ex-

tremely vulnerable to adverse external shocks.

On the back of heightened global financial insta-

bility since September, falling world steel prices

and a weakening global economy, these risks

started to materialize during September-October.

• Reflecting growing stress to the Ukrainian econ-

omy, major international rating agencies down-

graded Ukraine's sovereign rating.

• Despite the recent turbulences, the prompt gov-

ernment and monetary authorities' response as

well as gained support from international finan-

cial institutions increases the chances that

Ukraine may be able to weather the storm with

relatively moderate pain.

Economic Growth

Buoyed by outstanding performance in agriculture,

real GDP growth picked up to an impressive 10.4%

yoy in August, bringing cumulative growth to

7.1% yoy. At the same time, the Ukrainian econ-

omy is likely to lose steam through the rest of this

year and also 2009, courtesy of both external and

domestic factors. Resilient so far, Ukraine's

heavily export-oriented and external-financing-de-

pendent economy looks increasingly vulnerable to

the recent financial crisis. Weakening external de-

mand has already manifested through plunging

world commodity prices, while foreign investors'

flight-to-quality and risk aversion may dry up for-

eign capital inflows to emerging markets. On the

domestic front, lingering inflationary pressures and

political instability, weaknesses in the domestic

banking system, a rapidly widening trade deficit

and large private sector indebtedness subdue

Ukraine's economic outlook in the near future.

Already in September, real GDP growth slowed to

5.5% yoy on the back of weaker industry, domestic

trade and construction. Cumulatively, however,

economic growth decelerated only marginally to

6.9% yoy, supported by strong value added growth

in agricultural and the transportation and communi-

cation sectors. Thanks to a 15-year record grain har-

vest, agriculture expanded by 15.7% yoy over the

first nine months of the year. At the same time, due

to unfavorable weather conditions in September,

the harvest of corn, sugar beets and some other

crops and vegetables turned out to be less success-

ful than previously expected. This explains value

added growth deceleration in January-September

compared to an explosive 24.4% yoy increase in

January-August. Transportation and communica-

tion kept expanding at a robust 10.4% yoy over Jan-

uary-September, virtually the same rate as in 1H

2008, according to the revised State Statistics

Committee data.

On the other hand, construction plunged by 10.3%

yoy over the first nine months of the year, affected

by tight access to credit. The industrial sector also

continued to decelerate and grew by only 5% yoy

due to weaknesses in the global demand for iron,

steel and chemical products. In particular, follow-

ing several months of deceleration, metallurgical

production has been contracting in annual terms

since August, in line with the sharp decline in

world steel prices. In September, output in industry

fell by 17% yoy, driving cumulative growth below

zero. October is likely to see another major decline

in industry as a number of metallurgical producers

announced production and employment cuts.

The depression in the metallurgical sector will ex-

act a significant toll on the whole Ukrainian econ-

omy as the sector accounts for more than 45% of to-

tal export revenues and about 25% of total indus-

trial production. In addition, poor metallurgical per-

formance will also affect a number of other indus-

tries and sectors, including the extractive industry,

machine-building, construction, and transporta-

tion. Expectations that the new harvest will im-

prove food processing performance did not materi-

alize. Industrial production grew by a modest 2.2%

yoy over the first nine months of the year, decelerat-

ing from about 10% yoy at the beginning of the

year. Weak external demand was among the main

reasons of worsening chemical industry perfor-

mance. Over the nine months, output growth in ex-

port-oriented chemical production slimmed down

to 2.9% yoy compared to 9% yoy growth at the

beginning of the year.
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After all, warning signs of economic weakness

were already evident in the second quarter of 2008.

In particular, investments advanced by only 6.3%

yoy as tighter monetary policy limited access to

banks' credit. Private consumption growth deceler-

ated to 13.3% yoy, down from almost 18% yoy in

the previous quarter. A domestic trade slowdown

to 9.4% yoy in January-September from 13% yoy

in 1H 2008 foretells further weakening of domestic

consumption in 3Q 2008. Moreover, while exports

rebounded at a strong 9% yoy (up from less than

1% yoy in 1Q 2008), imports continued to outpace

exports, expanding by a record high 25.6% yoy in

2Q 2008. Ukraine's deteriorating current account

balance puts pressure on economic growth and in-

creases the country's dependence on external capi-

tal flows.

On the back of easing steel prices, tight external

and domestic credit markets amid large external fi-

nancing needs, a cooling world economy and re-

cent turbulence on the domestic financial market

(which is likely to cause a further credit squeeze

and aggravate domestic banking sector weak-

nesses), Ukraine's near-term outlook has worsened

substantially. Economic growth is forecasted to de-

celerate to 6.3% yoy in 2008 and enter a downturn

in 2009. At the same time, the country maintains a

good medium-term outlook, supported by a large

domestic market, great agricultural potential, a

cheap and skilled labor force, good prospects for

signing a free trade agreement with the EU and

greater chances of reform acceleration (in part

thanks to recently applying to the IMF financing).

Fiscal Policy

Ukraine's public finances remained in a good shape

as the country ran a consolidated budget surplus of

UAH 11.8 billion ($2.3 billion) though the end of

September, which is equivalent to 1.6% of period

GDP. Public spending rose by a nominal 41% yoy

over the first nine months of the year, underpinned

by higher spending on public wages and social

transfers. In particular, remuneration to public sec-

tor employees grew by a nominal 38.1% yoy, while

current transfers to the population advanced by

48% yoy. Despite strong growth, fiscal expendi-

tures were still below target mainly due to under-ex-

ecution of capital spending. The government re-

frained from tightening social expenditures in view

of the turbulent political environment and looming

presidential elections (scheduled for early 2010).

At the same time, though expenditures notably in-

creased, they were still below the targeted amount.

According to the State Treasury, expenditures

from the general fund of the state budget were un-

der-executed by about 3%. Together with

above-planned revenues, this secured a budget

surplus for the period.

During January-September, consolidated budget rev-

enues grew by 43.7% yoy in nominal terms over the

first nine months of the year backed by a 53% yoy in-

crease in tax receipts. As in the previous periods,

value added tax proceeds, advancing by almost 70%

yoy in nominal terms, were the main contributor to

tax revenue growth over the period. Defined usually

as the tax on consumption, impressive growth in

VAT receipts this year is explained by high infla-

tion, robust imports, and improved tax administra-

tion. In parallel, however, the authorities started to

accumulate VAT refund arrears, as it became clear

in the middle of the year that the targeted amount for

VAT refunds, envisaged in the 2008 budget law,

was significantly underestimated. In January-Sep-

tember, VAT reimbursement was 43% above the

planned amount. According to expert estimates,

VAT refund arrears amounted to UAH 11 billion

(about $2 billion) at the end of September, up from

about UAH 8 billion in the middle of the year. How-

ever, the situation is unlikely to improve until the

end of the year, as a reduction in arrears will require

a budget revision, the likelihood of which looks

quite low. At the same time, the accumulation of fur-

ther arrears may lose speed substantially through the

rest of the year given notable export weakening. Exe-

cution of other taxes, particularly corporate and per-

sonal income taxes, has been good in January-Sep-

tember, as proceeds from these taxes picked up by a

nominal 57% yoy and 38% yoy respectively.

Despite current favorable budget performance, suc-

cessful budget exercise through the rest of the year

looks quite worrisome. First, due to further pro-

jected worsening of economic performance

through the rest of the year and government initia-

tives to introduce tax benefits for a number of indus-

tries affected by a sharp deterioration in the exter-

nal environment, budget revenues risk being sub-

stantially under-executed. However, above-target

revenues and strict control over expenditures al-

lowed the government to accumulate significant

cash balances on its Treasury account (about UAH

16 billion at the end of September). Second, the fi-

nancing gap, targeted at about UAH 19 billion, or

1.8% of expected 2008 GDP, looks insurmount-

able. The budget deficit was planned to be financed

by new government borrowings (both external and

internal) and privatization proceeds. Despite the

greater reliance on domestic debt financing this

year, Ukraine's fiscal authorities still planned to

raise UAH 8.1 billion ($1.6 billion) in foreign bor-

rowing, including about $1 billion by placing Euro-

bonds, for which a road-show was conducted in

June. However, on the back of tight external credit

markets and investors' flight to safety, the govern-

ment decided to shelve the bond issuance. At the

same time, reliance on domestic debt issuance also

was not very successful. Given frankly unattractive

yields amid high domestic inflation, the authorities

raised only UAH 1.4 billion into state coffers in Jan-

uary-September, or less than 20% of the targeted

amount for this year. And finally, government

plans to receive UAH 8.8 billion ($1.5 billion) in

the form of privatization receipts this year will not

materialize. At the end of September, the

accumulated privatization proceeds amounted to

less than 4.5% of the annual target.

With the deteriorating prospects for an already

slowing economy and the lack of targeted fiscal def-

icit financing, the government started to revise

their expenditure plans. In particular, the President

and the Cabinet of Ministers issued a number of De-

crees, envisaging expenditure cuts on public admin-

istration. Moreover, the government is likely to

continue to tightly control expenditures through

the rest of the year. This would mean moderate ex-

penditure loosening in the last couple of months.

However, the year-end fiscal deficit may turn out

to be significantly lower than previously expected.

Presented in September, the draft Budget Law for

2009 is likely to be recalled or significantly

amended, as it was developed prior to financial

stresses on both the external and domestic markets

and deteriorated prospects for the next year. More-

over, the targeted deficit of UAH 17.4 billion ($3

billion), or 1.4% of GDP, is not in accordance with

the government's commitment to the IMF to main-

tain a balanced budget in 2009. A prudent fiscal

stance is considered the most effective measure to

cool aggregate demand, tackle inflation and nar-

row the foreign trade deficit. Given the turbulent

political environment, it looks like the 2009 budget

law will be approved next year.
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Monetary Policy

Monetary policy tightening, appreciation of the na-

tional currency in May, and a record harvest

caused prices to fall during July-August. As a re-

sult, annual inflation continued to decelerate,

reaching 26% yoy in August, down from its peak

of 31.1% yoy in May. However, two-month defla-

tion was a temporary relief as in September,

monthly inflation advanced by 1.1%. However, in-

flation kept slowing in annual terms to 24.6% due

to a high statistical base. A rise in monthly infla-

tion reflects a 3.8% mom increase in utility tariffs

(starting September, natural gas prices for the pop-

ulation were increased by 13–14%), 21.2% mom

growth in the cost of education services and 1.2%

mom more expensive services in restaurants and

hotels and higher excises on tobacco. Some relief

was brought by declining gasoline prices (down

by 6% mom in September) consistent with falling

world crude oil prices. While inflation is expected

to decelerate further through the end of the year,

its pace will be much slower. First, easing infla-

tion provided the government authorities with

some room to adjust a number of regulated prices

and tariffs. A 20% rise in communication tariffs

since the beginning of October, another 35% in-

crease in natural gas tariffs for households since

the beginning of December, and multi-fold in-

creases in utility tariffs for legal entities and trans-

portation tariffs in Kyiv, the capital and the larg-

est city of Ukraine, were already announced. Sec-

ond, the recent sharp depreciation of the national

currency may spill-over into domestic inflation as

it will make imported goods more expensive. Al-

though the substitution effect will be present, it

may be quite limited for a number of inelastic

goods such as medicines, energy, etc. Annual in-

flation is expected to slow moderately to about

22% yoy in 2008.

Unfavorable sentiments formed amid recent intensi-

fication of global financial turmoil and Ukraine's

deteriorating fundamentals prompted foreign inves-

tors to more actively withdraw capital from the

country. A combination of falling world steel

prices and weakening external demand, a large cur-

rent account deficit and sizable payments due on

private sector external liabilities, weaknesses in the

banking system (high exposure to credit and for-

eign exchange risks) as well a new wave of politi-

cal instability since September tilted the balance to-

wards sharp Hryvnia depreciation. The NBU re-

frained from active support of the exchange rate, al-

lowing it to depreciate, which was consistent with

May's decision to switch towards a managed float

regime. The NBU, however, wanted a smooth ex-

change rate adjustment to its market clearing level

by selling limited amounts of foreign currency on

the interbank foreign exchange market. This strat-

egy resulted in a loss of $4.5 billion in the NBU's

foreign exchange reserve during September-Octo-

ber and in a depreciation of the Hryvnia by about

27% of its value against the US dollar over the

period (to UAH/USD 5.95 on average on the

interbank market at the end of October).

Devaluation may also intensify stress on the bank-

ing sector due to existing currency mismatches of

banks' assets and liabilities. Although the level of

indebtedness of the Ukrainian private sector is far

below that of developed countries, more than half

of all loans issued by commercial banks are denom-

inated in foreign currencies. This means that local

borrowers are particularly exposed to currency

risks. On top of that, the sixth largest Ukrainian

bank suffered a bank-run by depositors in Septem-

ber. Although the National Bank of Ukraine re-

sponded quickly by providing UAH 5 billion

(about $1 billion) of emergency refinancing and

later took control of this bank, this occurrence un-

dermined confidence in the banking system. To

minimize counterparty risks in the banking sector,

commercial banks cut or closed their bilateral

credit limits, restraining commercial bank access to

domestic finances. In addition, the population

rushed to withdraw funds from their deposit ac-

counts. The NBU's active support of a number of

commercial banks with liquidity through its refi-

nancing operations calmed these fears. In October,

it provided UAH 29.3 billion (about $5 billion).

To avoid bank-runs, the NBU has imposed a

six-month freeze on the early withdrawal of sav-

ings deposits from commercial banks. Simulta-

neously, an increase in the deposit guarantee was

suggested to UAH 150,000 (about $25,800), tri-

pling from the previous level. The NBU has also

imposed tight limitations on the capacity of the

commercial banks to expand their credit portfolio.

Although the NBU softened this restriction a few

days later, trying to avert a local credit crunch, the

ban on foreign currency loans to borrowers without

foreign currency income was left intact. The NBU

strengthened its monitoring capacity of external pri-

vate sector debt. In particular, it required commer-

cial banks to report data on their and their clients'

external liabilities maturing each quarter over the

next 12 months. Government officials have also

considered the establishment of a stabilization

fund, which would work with a govern-

ment-owned Asset Recovery Company to buy and

resolve some of the distressed assets of the banks.

Ukrainian authorities applied for IMF financing

support and on October 26th, an agreement was

reached on a two-year $16.5 billion stand-by IMF

loan. Given the above measures and support from

the international financial institutions, Ukraine

may still weather the storm with relatively

moderate pain.

International Trade and Capital

Ukraine's foreign trade data, released by the State

Statistics Committee for January-August, still dem-

onstrate a rather favorable picture. Exports kept in-

creasing fast, advancing by an impressive 48.5%

yoy over the first eight months of the year. An out-

standing harvest triggered a surge in grain exports,

which expanded by 120% yoy over the period. High

world iron ore, coal and energy prices over the pe-

riod underpinned an almost 70% yoy increase in

mineral products exports, whose share grew to

10.4% of total merchandise exports, up from 9% in

the respective period last year. Weakening of world

steel prices, which was observed since July, had a

minor impact on Ukraine's exports of metallurgical

products in August. Export of the weightiest group

of commodities surged by 60.6% yoy, bringing cu-
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mulative growth to 54.5% yoy. Robust economic

growth in Ukraine's main trading partner countries

supported a 40.5% yoy increase in exports of ma-

chinery and transport equipment. At the same time,

export growth started to decelerate in August as ex-

ports in value terms were by about $1 billion lower

compared to the previous month.

Although a decline in world iron ore, steel and en-

ergy prices, tighter domestic credit conditions and

slower growth in real households' income contrib-

uted to a deceleration in imports in August, rates of

growth remained at an impressive 63% yoy that

month (down from almost 70% yoy in July) and

58.3% yoy to date. As imports continued to notably

outpace exports, the FOB/CIF merchandise trade

deficit widened to $12.5 billion over the first nine

months of this year. A deteriorating foreign trade bal-

ance is the main cause of the widening current ac-

count gap. According to preliminary estimates of

the NBU, the CA gap widened to $7.5 billion in Jan-

uary-August, representing 6% of period GDP. Over

the period under review, this amount was fully cov-

ered by foreign direct investments, estimated at $8.1

billion over the period. However, the current ac-

count gap is expected to reach $12–13 billion, or

about 7% of GDP, in 2008. In addition to this,

Ukraine will need to serve significant foreign short

term debt. As of June 2008, out of total external debt

outstanding of $100 billion, about $28.2 billion was

due up to one year. At the same time, the NBU regis-

ters external debt by original maturity. This means

that if the short-term portion of the long term debt is

included, the total amount of external debt refinanc-

ing may be as high as $40–45 billion. Although a

portion of this sum is either due by subsidiaries to

parent companies or represents more stable trade

credits, the net external financing requirements still

remain at a substantial $25–30 billion. While this

amount looks manageable, amid a turbulent global

environment marked by risk aversion and worsen-

ing macroeconomic fundamentals, raising it may be

very difficult, which points to rising stress on

Ukraine's balance of payments. Although official

data is not available yet, very high risk premiums on

Ukraine's securities, a decline in portfolio invest-

ments, partly as a result of which the country's stock

exchange (PFTS) index has declined by more than

80% year-to-date, and finally sharp currency depre-

ciation during September-October show that the

above risks have started to materialize.

On a positive note, declining world crude oil prices

increase chances that the natural gas price increase

on imported gas in 2009 may be significantly lower

than in was previously anticipated. Coupled with

the implementation of a government program de-

veloped in close cooperation with the IMF to re-

store financial and macroeconomic stability, cur-

rent account pressures will ease substantially. The

current account gap is now forecasted to decline to

about 3% of GDP in 2009.

Other Developments Affecting

Investment Climate

Following rapid deterioration of macroeconomic

fundamentals, currency pressures and increased

worries over banking sector health, international

rating agencies downgraded Ukraine's sovereign

ratings as well as individual ratings of a number of

private companies and commercial banks.

For the same reasons, the Ukrainian authorities ap-

plied for IMF financial support at the beginning of

October. On October 26th, a tentative agreement

was reached on a two-year $16.5 billion stand-by

agreement. The final decision was conditioned on

the parliament's approval of a number of legislative

initiatives, including approval of a bank recapital-

ization program and a firm commitment to prudent

fiscal policy coupled with tighter monetary policy.

Despite a turbulent political environment, the gov-

ernment authorities promptly developed the "stabi-

lization" package, which was approved by the par-

liament at the end of October. For the Parliament

vote to be legitimate, the President has suspended

the dissolution order of the Rada. Moreover, early

parliamentary elections called by the President at

the end of September are likely to be delayed until

spring of next year. Although the approval of the

IMF financial support package is not a panacea, it

sends positive signals about the possibility that

Ukraine may weather the storm with relatively

moderate pain.

The IMF support also opens other alternative exter-

nal sources of financial assistance to Ukraine. In par-

ticular, the World Bank has already announced it is

revising its program of cooperation with Ukraine to

provide rapid assistance in hot areas, such as restruc-

turing and recapitalization of the banking sector, im-

proving support to the poor, deepening of structural

reforms to restore Ukraine rapidly to sustainable

economic growth, etc.
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Rating Agency

Foreign

currency

Local

currency Outlook

LT ST LT ST

Fitch Rating (Fitch) B+ B B+ B Negative

Standard&Poor's B B B+ B Negative

Moody's B1 — — Stable

Ukraine's Sovereign Credit Rating
as of end�October 2008


