Quarterly Economic Review
October 2012

Macro Outlook for 2013

Perceived probabilities of political scenarios

Moment of truth for the reforms’ comeback

175
150
125

Consumer Price Index, % e-o-p

9.1

4.6

3.7

7.8

7.8

8.6

Consolidated budget balance, % of GDP

(5.9)

(1.8)

(3.2)

(3.0)

(1.6)

(2.4)

C/A balance, USD bn

(3.0)

(9.0)

(12.3)

(4.0)

(4.7)

(2.5)

C/A balance, % of GDP

(2.2)

(5.5)

(7.4)

(2.4)

(2.8)

(1.7)

FX rate, USD/UAH, e-o-p

7.94

8.0

8.3

9.0-9.2

9.0-9.2

10.0-10.2

BoP balance, USD bn

5.0

(2.5)

(3.9)

4.0

9.1

(0.6)

NBU’s international reserves, USD bn

34.6

31.8

25.3

24.6

30.7

26.1

Sources: National Bank of Ukraine, State Statistics Committee, Ministry of
Finance, Bloomberg, AYA estimates

2015

2014

2013

2012

2011

2010

2009

2008

2007

2006

2005

0
-5
-6,5

-10

Aug'12

Jun'12

Apr'12

Feb'12

Dec'11

Oct'11

Aug'11

Jun'11

Apr'11

Feb'11

Dec'10

Oct'10

-15

Thus far, reduced flight to hard currency has prevented
a deeper depreciation of the UAH against USD…
USD, bn
FX sales

Net demand

Sep'12

Jul'12

May'12

Jan'12

Nov'11

USD 0.7bn

Sep'11

Jul'11

May'11

Mar'11

Jan'11

Nov'10

USD 1.1bn

Mar'12

FX purchases
4
3
2
1
0
-1
-2
-3

Headline inflation stayed flat to date due to unchanged
utility tariffs and lower food prices…
Ppts contribution
12%
10%
8%
6%
4%
2%
0%
-2%

Sep'12

Jul'12

May'12

Mar'12

Jan'12

Nov'11

Sep'11

Jul'11

May'11

Mar'11

Food items & bvgs
Other
Headline CPI

Moderate improvement is expected on the fiscal side
% of GDP
0%
-2%
-4%

-1,5%

-8%
-10%

-1,8%
-4,1%

-6%

Historical

-5,9%
Extend-pretend

-3,2% -3,0%

Under distress

Centralized
2013F

1.4

Basic balance 12 M

2012E

1.0

2012E
0.3

FDI

5

2011

‘Centralized
development’

2011
5.2

2004

USD, bn (12M trailing)
C/A
10

2010

‘Extendpretend’

2013’F
‘Under
distress’
(0.5)

2003

C/A widening increasingly points to an unsustainable
situation on the BoP…

2009

2013’F

2010
4.2

GDP growth, %

2002

2001

100

UKRAINE: Major indicators
2013’F

Power
Social unrest
centralization

Real GDP value based on 2001 level
225
Ukraine real GDP compared to 2001
Pre-crisis trendline
200

Jan'11

▪

Marginal
changes

In 2013 we expect sluggish economic performance
again…

Nov'10

▪

Democratic
shifts

2008

▪

10% 10%
2% 2%

Aug'10

▪

We re-distributed odds in favor of “Power centralization”
scenario as the Party of Regions and its allies could shelter
under majority in Rada rather smoothly than not. Recent polls
have shown the opposition and the ruling force are within a
whisker of one another, although the latter one has recently
showed signs of pulling away. We also suppose public rallies
became less likely, but sanctions from abroad are still
feasible. Meanwhile, the “EurAsEC integration” scenario will
probably be reserved for a more rainy day by the
establishment.
Expectedly, Ukraine’s economy stepped on a weak growth
trajectory in 2H’12 as external headwinds increasingly
weighed on performance. Our estimates suggest GDP
contracted by 1.6 Y-oY in 3Q’12 and will likely fall by 1.3%
Y-o-Y in 4Q’12. In 2013, we see another year of sub-par
growth due to domestic weaknesses and only a moderate
recovery of external demand. We expect real GDP growth of
1.0% Y-o-Y.
Among many other things, Ukraine will have to allow UAH to
depreciate if it wants to enlist the IMF’s support which we see
as crucial. External shock to exports, “sticky” import items
(gas), and reduced capital inflows have already heightened
BoP risks. In our view, a UAH/USD rate of 9.0-9.2 is highly
likely within the 3-month horizon.
After a prolonged period of moderation, we expect a pick-up in
headline inflation by 2012 year-end, extending into next year.
Higher food prices, overdue hikes in utility tariffs, a
“devaluation shock” and negative base effects all point to
increased price pressures. We pencil in a CPI of 7.8% Y-o-Y as
of 2013 year-end according to the base-case scenario.
The end of the Election cycle brings the focus back to the IMFinduced fiscal tightening course. The government
contemplates a 0.05 ppt reduction of budget deficit to 1.65%
of GDP in 2013, yet we see much room for another fiscal
underperformance due to bleak economic prospects.
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It is a ‘moment of truth’ for Ukraine as post-election
developments will largely determine the nature of investment
climate and growth profile. Our base case scenario implies the
current power vertical to be preserved, but the establishment
will face a range of economic and consequent fiscal challenges.
As the latest officials’ comments demonstrate awareness of
these risks, the government will likely implement some
adjustments to cooperate with the IMF (e.g., UAH depreciation
and rise in gas prices). On the other hand, some observers are
afraid of short-term ‘palliative’ measures as a near-term push for
long-awaited structural reforms could be not the main objective
of the ruling force.
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Politics: Carte blanche for the ruling force?
Capital market’s eyes are nailed on the results of upcoming parliamentary elections (28Oct’12). The main question is if the ruling Party of Regions will shelter under sufficient
majority. The market is also worrying about consequences of probable elections’ delegitimization by the Western authorities, reaction of oppositional parties and the chances
for public protests. Our base case scenario is that the ruling Party of Regions will win the
elections rather smoothly than not (we increased the probability of “Power centralization”
scenario to 65%). That could provide a “carte blanche” for domestic policymakers to be
more conformable in responding to external challenges with long-awaited reforms (declared
in 2010) and economic stimulus packages (not widely accepted by the public in some
cases). Quite significant time lag until the next Presidential elections (Mar’15) will afford the
implementation of some unpopular measures like gas tariff reform in our view. “Social
unrest” scenario is still quite likely nonetheless…
As we describe below in this section, we see lower chances of “Social unrest” scenario (23% vs
previous 40%) due to variegated actions by the oppositionists with no evident fully-fledged
coordinated effort. Meanwhile, the latest results of opinion polls regarding expected
parliamentary elections’ results and continuous self-preservation authorities’ actions have
corresponded to increased probability of “Power centralization” scenario (65% vs previous
48%), which was still the major one. The chances for more constructive dialogue between ruling
force and the opposition has not changed essentially since our last review, so odds in favor of
“Marginal changes” scenario were supposed to be unchanged.

Increased
probability of
“Power
centralization”
scenario

Higher chances for “Power centralization” scenario with a twofold decrease of “Social unrest” scenario’s probability

More democratic

Less democratic

Revised (Q3'12)
Previous (Q2'12)

65%
48%
40%
23%
10%
2%

10%

2%

EU integration/ Democratic shifts

Marginal changes

Power centralization

Social unrest

Source: AYA Capital estimations of scenarios’ probability
Notes: The probability is estimated by way of assessment of business communities’ expectations (mass media analysis, personal
discussions etc.)

Upcoming parliamentary elections are undoubtedly in the headlines right now. On the 28Oct’12 the 450-seat single-chamber parliament will be elected for a 5-year term by a national
vote based on a mixed system (225 MPs or 50% are elected on party-list method while another
225 MPs are elected in single-seat constituencies) and a 5% vote threshold for parties.
According to the recent opinion polls, the Party of Regions could take the first place with a slight
break-away under party-list representation (with 20-24% of supporters). The opposition parties
UDAR and BYuT will share the second place within the statistical margin of error (with 10-15%
of supporters for each of them). The Communist party will probably be the last one capable to
overcome the 5% threshold. As a result, the Party of Regions and Communists as the former’s
closest allies will probably secure about 54% of 225 seats.
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If parliamentary elections were to be held next Sunday, what political party would you vote for? (% of respondents)

Opposition
(total - 46%*)

Ruling force & allies
(total - 54%*)

Jun'12

Aug'12

Oct'12
27,2

20,1
12,3

12,4

11,5

7,8
4,7

Won't vote

Other parties

Svoboda

Go Ukraine!

Udar (Klychko)

BYuT

Comunists

Party of Regions

Difficult to
answer

2,6

1,4

Source: Oleksandr Razumkov Ukrainian Centre for Economic and Political Studies (Jun-Aug'12), KIIS (Oct'12)
Notes: * - estimated proposion of seats in the new parliament, gained with party-list method.

Party of Regions’ prospects in 225 single-seat constituencies also give cause for the former’s
rejoicing in the nearest future. Recent data regarding single-mandate districts’ geographical
redistribution and opinion polls concerning political preferences in different regions afford us to
estimate that Party of Regions’ candidates could win close to 69 constituencies in areas with
traditional support of the ruling force (East and South of Ukraine). Another 17 will be taken by
the Communists over there. Finally, the Party of Regions has high chances for reserving 21
seats from elections in Central and Western districts. This number may even be larger as there
are a number of “painful” regional points, where uncoordinated oppositional representatives
running for parliament in first-past-the-post districts may simply devour each other.
Estimated results in single-seat constituencies

Party of Regions
0
East

South

BYuT
40

Udar (Klychko)

15

6

Other parties
80

12

100

86*

61*

21

44*

20

18

Svoboda

60

51

Center

West

Communists

20

4

34*

Source: Central Election Committee, Oleksandr Razumkov Ukrainian Centre data regarding regional ratings of political
parties, AYA Capital estimations and calculations
Notes: * - denotes total number of constituencies in the region. “East” includes Donetsk, Lugansk, Kharkiv, Zaporizhya, Sumy, Poltava
and Dniepropetrovsk region. “South” includes Crymea, Kherson, Mykolaiv, Odessa regions and Sevastopol city. “Center” includes Kyiv,
Chernigiv, Cherkassy, Zhytomir, Vynnytsa, Khmelnitsky, Kirovograd regions and Kyiv city. “West” includes Volyn, Rovno, Ternopil, IvanoFrankivsk, Lviv, Chernivcy and Zakarpatye regions.
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Altogether, app. 90 “earmarked” constituencies together with app. 90 seats under party-list
representation would bring the total to approx. 180 or 40% of seats in the new parliament for
the Party of Regions. Thus our base-case scenario implies that Mr.Yanukovytch’s party would
need to save sufficient majority by collaboration with the Communists (which could win app.5060 seats) by way of forming new coalition government. Also we suppose it’s very unlikely for the
ruling party and its allies to reserve constitutional majority (2/3 of seats or 300 MPs) as the
opposition will probably get around 180-190 seats in new Rada. In the meantime, the
distribution of 25-28% of the electorate which has yet to decide which party to vote for will be
crucial this time (see the graph above). It also pricks our ears at how Ukrainian citizens would
evaluate an outcome where the Party of Regions acquires significant majority1.
Current Parliament's structure (number of seats)

Nonaffiliated
MPs; 30
Party of
Regions;
195

Our
Ukraine People's
SelfDefence;
63

Mr.Yanukovytch’s
party would need to
save sufficient
majority by
collaboration with
the Communists

Estimated structure of new Parliament (number of seats)

Svoboda;
9
Udar
(Klychko);
75

Other
parties; 21
Party of
Regions;
177

BYuT; 98
Group
"Reforms
for the
Future";
19

BYuT; 111
People's
Party; 20

Communis
ts; 25

Source: Verkhovna Rada of Ukraine (as of 11-Oct'12)

Communis
ts; 57

Source: KIIS data regarding estimated party-list

Note: Blue pattern corresponds to ruling force, while purple pattern representation, Oleksandr Razumkov Ukrainian Centre
data regarding regional ratings of political parties, Central
corrensponds to opposition forces

Election Committee, AYA Capital estimations and
calculations

Meanwhile, whereas international observers consistently point out illegal interventions by the
executive authorities into the voting process, western political analysts call attention to the
absence of democracy in the election race. Thus, in the event of massive violations western
representatives (the PACE and the OSCE in particular) and to a lesser extent the eastern ones2
may solidly deem the elections as illegitimate due to falsification3. Nonetheless, we suppose
the scale of potential wrongdoings will not be so enourmous for the elections’ de-legitimization
to be highly probable. Many say foreign observers give quite low level of attention to upcoming
elections4 and Ukrainian officials are endeavouring to withstand negative reaction from the
West5. Notwithstanding western feedback on the elections, many external observers still point
out risks regarding possible political and economic isolation of Ukraine in case of further plunge
of democratic standards in the country (see our previous quarterly report for details). This
problem may still arise even in case of elections’ unanimous recognition6.

International
observers may
solidly deem the
elections as
illegitimate

1

Official election results are expected to be announced in the middle of Nov’12.
Observers from Russia also focus on local abuses in majoritarian areas.
From 19-22 September, the PACE special commission to observe the parliamentary elections visited Ukraine and stressed that the
imprisonment of former government members and opposition leaders Yulia Tymoshenko and Yuri Lutsenko cannot be used for rendering
the elections illegitimate prior to their being held. The PACE has rejected a proposal from representatives of the Ukrainian opposition to
consider Ukraine-related issue under a special procedure (http://www.interfax.com.ua/eng/main/120842/).
4 http://en.for-ua.com/news/2012/10/01/154253.html
5 http://en.for-ua.com/news/2012/10/04/094605.html
6 In particular, Mrs.Tymoshenko’s case may still be a trigger for such actions (http://www.kyivpost.com/content/politics/cox-kwasniewskimonitoring-mission-suspended-for-ukraines-election-period-313805.html)
2
3
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As for the probability of “Social unrest” scenario the question is which political force will lead
the protests. Namely, in case of significant voting irregularities the BYuT “union” will have 2
choices: (1) not-recognizing the elections results and appeal to the public to go out onto the
streets; or (2) stay pretty calm with the second largest faction in the Parliament. Currently it
looks like this oppositional force will choose the second way. Next, in the first case the Svoboda
party will probably show certain unity with BYuT only if it fails to win seats in the parliament
under party-list representation. In the second case Tyagnybok’s allies will do the same should
the party overcome the 5% threshold. Finally, the UDAR party’s prospects imply the most
difficult choice for its leader. On the one hand, Mr.Klychko’s own faction of ~70 MPs is a
significant achievement for his political career (supportive for possible future participation in
the Presidential race). On the other hand, his turning a shut eye to massive violations will not be
understood by his electorate.

Quite moderate
probability for the
oppositionists to
unite their forces
and to induce public
disturbances

All-in-all, we suppose there is quite moderate probability for the variegated oppositionists to
unite their forces and to induce public disturbances. Although support for the ruling party
collapsed from 2010, public trust in the opposition is also quite weak now – it will be struggling
for them to capture the society and arrange another Majdan. Thus we’ve decreased the
estimated probability of “Social unrest” scenario this time.
Overall, we see pretty high chances for the Party of Regions and its close allies to win the
elections rather smoothly than not. Such scenario will not allow breaking the current power
vertical and spending a lot of time on forming the new government. Moreover, most capital
market participants expect that for the next 1.5-2.0 years the ruling force will be provided with
the “carte blanche” to materialize structural reforms declared in 2010. Namely, the new
government may actually choose from a wide range of instruments of improvement in
sovereign’s credit metrics and growth profile (that were inaccessible before the elections): UAH
devaluation to boost exporters’ competitiveness, accepting IMF’s requirements regarding gas
reforms, unfreezing of money market to lift credit supply for the real economy, softening of
currency control to stimulate foreign investments etc. But according to many local observers a
lot depends on the personal will of the President: it’s subject to his decision now if the window
of opportunity to implement policy adjustments will be used7. Definitely, investors will only show
interest in Ukraine when concrete rules of the game are set after the elections and there is at
least a semblance of democracy in the country.

Pretty high chances
for the Party of
Regions and its
close allies to win
the elections rather
smoothly than not

Another fascinating question for investors is the future of Ukraine-Russia relationship after the
elections. Earlier we admitted that the President was building a Russian model of governmentsociety relations in Ukraine. Now there are signs of intensified talks about integration of Ukraine
into the eastern Customs Union (CU). Though there is quite large number of those who
approves that (see the graph below), we suppose Ukraine will join the CU only if: (1) the
economy will further deteriorate over the next year; (2) the government urgently needs a shortterm positive effect and (3) there are minor chances for restoring of cooperation with the IMF.

7

The unofficial “hustings” before the Presidential elections (Mar’15) may start in the beginning of 2014, but in the base case the ruling force
will have some time for changes already this year to improve Ukraine’s credit metrics.
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Is the situation in Ukraine developing in a right or wrong
way? (% of respondents)
In a right way
Pres. - V.Yushenko
PM - Y.Timoshenko

In a wrong way
Pres. - V.Yanukovych
PM - M.Azarov

Oct'06
Dec'06
Feb'07
Mar'07
Apr'07
Sep'07
Dec'07
Feb'08
Mar'08
Apr'08
May'08
Jun'08
Oct'08
Dec'08
Mar'09
Apr'09
Jul'09
Oct'09
Feb'10
Apr'10
Jun'10
Aug'10
Oct'10
Nov'10
Feb'11
Apr'11
May'11
Aug'11
Oct'11
Dec'11
Aug'12

100
Pres. 90 V.Yushenko
PM 80
V.Yanukovych
70
60
50
40
30
20
10
0

What's your attitude to Ukraine's integration with…

Source: Oleksandr Razumkov Ukrainian Centre for
Economic and Political Studies

Support

Do not support

Difficult to answer

100%
18,2%

19,1%
80%
60%

35,7%

<

37,9%

45,2%

>

43,8%

40%
20%
0%
…Customs Union?

…EU?

Source: Ilko Kucheriv Democratic Initiatives Foundation
and Oleksandr Razumkov Ukrainian Centre for Economic
and Political Studies
Notes: The poll was conducted in Aug'12

Meanwhile, we do not rule out the possibility that joining the Eurasian union will be chosen as a
method of entering into relations with the WTO “starting from scratch”. In this case, the ruling
force will probably hope that Russia8 will compensate Ukraine’s losses from the unavoidable
decline in trade with other WTO members9 and will act as Ukraine’s main backer during further
talks with the WTO. These hopes along with prospects of the Russian natural gas price
reduction could really push the ruling elite towards à la “economic union” with Big brother from
the East, particularly if the economic situation in Ukraine continues to worsen, State Treasury
runs out of money reserves and the IMF resigns from the post of “lender of last resort”.
But in case of Eurasian “amalgamation” there are also large long-term economic risks which
Ukraine will bear:
▪ Integration with the CU could have negative consequences for new FDI inflows from
advanced economies. Namely, becoming a participant of the CU implies irreversible changes
in the investment climate given member countries’ strategic choices, which imply the risk of
instability for investors.
▪ The prospect of forming a FTZ with the EU will be lost for Ukraine10. As a result, the country
may face technological underinvestment into its economy as the EU is a major supplier of
investment and durable goods to Ukraine. Definitely, increased prices of imported goods
from the EU will cause a slowdown in modernization and be a hindrance to economic
development in the long-term period. According to many observers Russian economy would
not be able to fill in that niche, though the role of Russian companies in different spheres of
Ukraine’s economy will increase through friendly and hostile takeovers.
▪ The “reverse of the medal” in the form of promised initial reduction in the prices of energy
(natural gas&oil in particular) is the preservation of a high economy’s energy-intensiveness.
Moreover, Russia promises to provide Ukraine with rates that are effective for domestic
Russian consumers at the moment. But these prices are expected to converge with higher
economically feasible values in the nearest years11.

Integration with the
CU could bring
long-term economic
risks

8

Became a WTO member on 22-Aug’12
That decline proceeds from possible violation of Ukraine’s obligations it had ensured when joined the WTO. Acc. to the report «Prospects of
Mutual Relations between Ukraine and the Customs Union» (2011) by the National Institute for Strategic Studies
(http://www.niss.gov.ua/content/articles/files/MC_ykr-var-f0d67.pdf), the average customs tariff of the CU is nearly twice higher than the
average tariff in Ukraine. Such toughening of customs control over a number of goods (in particular, the import of cars) could lead
countries, whose imports sustain losses due to unilateral introduction of new duties, to appeal to the WTO’s Dispute Settlement Body
(DSB). Imposing of sanctions on Ukraine is quite possible afterwards. Moreover, WTO members will be able to apply bans on Ukrainian
exports in accordance with the losses suffered from introduction of new customs duties. According to the paper, total estimated amount
that could be subject to these sanctions will be at least USD 5 bn or 3% of nominal 2011 GDP.
10 For now the government is hoping to sign the association agreement between the EU and Ukraine (with the free trade agreement between
the two sides being its integral part) right after the elections
11 (http://www.ukrinform.ua/eng/news/azarov_hopes_fta_deal_with_eu_to_be_signed_after_elections_290156)
9
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Moreover, it’s not quite clear if Russia will be very keen on support for the CU’s newcomer. First,
in case of Belarus Russia hasn’t provided significant support during former’s BoP crisis and
lowered energy prices just after gaining control over their gas pipe. Second, worsened personal
interrelations may imprint on lower probability of Russia’s support. Namely, many say the latest
mistake on the part of Mr.Yanukovych was that the “Tymoshenko affair” clearly gave the
impression of a «personal hit» at Mr.Putin, who signed the gas treatment in 2009. The response
of Moscow to this matter may be observed almost every month by way of endless criticism of
Mr.Yanukovych by the Kremlin’s head12.
All-in-all, mentioned negative implications are of the long-term nature mostly. We suppose they
will not become apparent in 2013 as their effect will gradually get up steam. On the other hand,
promised bonuses from immediate accession to the CU may be provided right away. That is why
we suppose the ruling force in Ukraine will put on hold this “EurAsEC integration” scenario and
will reserve that for a more rainy day. They could actually use this option in 2014 so that
obvious short-term positive effects emerge before the presidential elections (postponing longterm negative effects until post-election period). For now, the case of Belarus provides
testimonies that there are more “contras” than “pros” of integration with the CU, so we do not
suppose that scenario is very probable in the mid-term period (see the next section for our
economic scenario tree).

We suppose the
ruling force in
Ukraine will put on
hold this “EurAsEC
integration”
scenario

Most probable consequences of current scenario analysis

Fiscal policy

The 2013 fiscal policy is likely to be more austere in accordance with IMF’s targets. In case of
inaccessible wholesale markets the Government will try to keep the IMF financing as a first
alternative option and Russia’s support as a second one, though we doubt the former source will
be available in 2012 (until the new Government is formed and State budget for 2013 is approved)

Monetary policy

As soon as fixed USD/UAH rate may become a low priority for the NBU, unfreezing of money market
to lift credit supply for the real economy is quite likely. Meanwhile, NBU will probably keep step
to the IMF memorandum targets to demonstrate its compliance with the SBA program. In the
meantime, the central bank will still help MinFin to raise funds on the domestic market.

FX policy

Increased chances for UAH devaluation to improve exporters’ price-competitiveness after the
parliamentary elections. But given stagnating FX export proceeds and high volumes of free cash
outside Ukrainian banking system, there are some chances for a “panic mode” (with revitalized
features of banking crisis of 2008-2009)

Domestic capital
markets

Low liquidity of UAH corporate bond market and local stock market (due to lack of significant
institutional reforms).

12

Even during recent Mr.Putin’s visit to Crimea the Russian president first symbolically met with bikers and then left for presidential villa in
Foros with a 4-hour late.
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Our economic scenarios tree for 2013

Ruling force &
allies win the
elections

YES
85%

Elections’ de-legitimization by
the West (namely, by the
PACE and USA), economic
sanctions from abroad

NO
85%

Public disturbances

YES

NO
15%

15%

‘EAEC
integration’
(5%)

NO
90%

YES

‘Uncertainty’
(35%)

10%

YES
30%

Intensified cooperation with
Russia (integration with the
CU, new gas treaty, no trade
wars etc.)

NEG*
25%

Global environment

NO

POS*

75%

70%
‘IMF cooperation
under distress’
(11%)

NO

‘Extend-pretend’
(39%)

80%

Structural reforms, full-scale
cooperation with the IMF

YES 20%

‘Centralized
development’
(10%)

Notes: 1) * - “POS” correspond to minor volatility in financial markets and quite strong external demand; “NEG” corresponds to
increased turbulence on financial markets and depressed external demand.
2) Figures in brackets represent implied probabilities of occurrence.
3) We have not provided our forecasts for “Uncertainty” scenario as long as it implies a lot of unquantifiable risks.

Real GDP growth, %
Nominal GDP, UAH bn

2013
’Extend-pretend’
1.0

2013
‘Centralized
development’
1.4

2013
‘IMF cooperation
under distress’
(0.5)

1502

1509

1491

9.0-9.2

9.0-9.2

10.0-10.2

Current account balance, USD bn (deficit)/surplus

(4.0)

(4.7)

(2.5)

Current account balance, % of GDP (deficit)/surplus

(2.4)

(2.8)

(1.7)

Overall BoP, USD bn (deficit)/surplus

4.0

9.1

(0.6)

CPI, % e-o-p

7.8

7.8

8.6

Consolidated budget balance, UAH bn (deficit)/surplus

(45.0)

(25.7)

(35.8)

Consolidated budget balance, % of GDP (deficit)/surplus

(3.0)

(1.6)

(2.4)

USD/UAH rate, e-o-p

Source: AYA estimates
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1. ‘Extend-pretend’
The Party of Region is on the “bandwagon”
after the elections. The Government will
quite likely implement some adjustments to
receive a new tranche from the IMF. But due
to generally favorable global environment
the establishment will follow the “extendpretend” approach afterwards. It will be
capitalizing on open credit markets and
using less traditional sources of external
funding (bilateral loans with separate
countries, selling gas field licenses under
PSA, leasing agricultural land etc.)

Bull
factors

▪ No deadlock between the President and the Parliament.
▪ UAH devaluation to boost exporters’ price competitiveness is
very probable (USD/UAH 9.0-9.2 is expected).

▪ Tighter fiscal policy is expected in 2013, but the money supply is
▪
▪
Bear
factors

▪
▪

2. ‘Uncertainty’
Possibilities of this scenario include:
(1) public unrest after the elections;
(2) if the Party of Regions acquires a
majority, the ruling elite could encounter
political and economic isolation;
(3) a
prolonged gridlock between the
President and the Parliament if opposition
wins;
(4) drawn-out process to form a new
government by oppositionists if they win.

Bull
factors

▪

crucial decisions for the economy. Ukraine’s investment climate
will probably suffer in the short- and medium-term period.
Unquantifiable negative effect from the public unrest or possible
sanctions from the Western establishment.

▪ No deadlock between the President and the Parliament.
▪ Ukraine’s investment climate will improve significantly as
Bull
factors

▪

4. ‘IMF cooperation under distress’
Bull
factors

▪
▪
▪
▪
▪
▪
▪

Bear
factors

5. ‘EAEC integration’
The Party of Region is on the “bandwagon”
after the elections, but the ruling force
encounter headwinds from increased
turbulence on financial markets and
depressed external demand.
Thus the
ruling force accepts the proposal to
integrate into the EAEC (and the CU in
particular), capitalizing on promised
bonuses from Russia.

probability of EU integration and further democratic shifts in the
long-term.

▪ Broken power vertical will lead to protracted implementation of

Bear
factors

The Party of Region is on the “bandwagon”
after the elections, but the ruling force
encounter headwinds from increased
turbulence on financial markets and
depressed external demand. Thus they
accept the IMF’s requirements regarding
structural reforms and tighter fiscal policy to
receive financial aid and cover rising BoP
deficit. The establishment also tries to do its
best in improvement of Ukraine’s
investment climate.

▪ This scenario’s materialization may lead to increase in

Bear
factors

3. ‘Centralized development’
The Party of Region is on the “bandwagon”
after the elections. The ruling force accepts
the IMF’s requirements regarding structural
reforms and tighter fiscal policy. At the
same time, the establishment tries to do its
best in improvement of Ukraine’s
investment
climate,
simultaneously
capitalizing
on
generally
favorable
environment of global markets.

going to be improved by “unfreezing” of money market
(decreasing interest rates are expected).
Generally favorable environment on global markets.
Ukraine’s investment climate will suffer in the long-term due to
persistence of short-term “palliative” measures, though some
reforms may be implemented before the next financial tranche
from the IMF.
Retail trade may be subdued due to decreased purchasing
power of incomes and worsened consumer confidence (due to
UAH devaluation in particular).
Continuous trade wars with Russia.

Bull
factors

▪
▪

▪
▪
▪
▪
▪

Bear
factors

▪
▪
▪

establishment’s actions meet current market expectations. The
government may choose from a wide range of instruments that
were inaccessible before the elections: gas reform, “unfreezing”
of money market to lift credit supply, softening of currency
control to stimulate foreign investments etc.
UAH devaluation to boost exporters’ price competitiveness is
quite probable (USD/UAH 9.0-9.2 is expected).
Generally favorable environment on global markets.
Retail trade may be subdued due to decreased purchasing
power of incomes and worsened consumer confidence (due to
UAH devaluation).
Continuous trade wars with Russia.
No deadlock between the President and the Parliament.
Ukraine’s investment climate will improve after the “re-launch”
of cooperation with the Fund and reforms’ implementation.
UAH devaluation to boost exporters’ price competitiveness is
very probable.
This scenario implies the panic on the retail exchange market in
the course of controlled devaluation with a correspondent rise of
FX rate higher than USD/UAH 10.0.
Retail trade will be subdued due to worsened consumer
confidence.
Unfavorable commodity market dynamics (drop in prices of base
metals). Reduced external demand on the back of slowing global
growth, turbulence on the financial markets, trade wars with
Russia.
Reduced external credit availability and high funding costs.
No deadlock between the President and the Parliament.
Temporary
improvement
of
major
exporters’
price
competitiveness due to positive effect from low Russian gas
prices. UAH devaluation is also very probable.
High possibility of financial support from Moscow.
Unfavorable commodity market dynamics (drop in prices of base
metals). Reduced external demand on the back of sanctions
from WTO member countries, slowing global growth, turbulence
on the financial markets.
Preservation of a high economy’s energy-intensiveness and quite
likely technological underinvestment.
The prospect of forming a FTZ with the EU will be lost.
Reduced external credit availability and higher funding costs.
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Ukraine’s economy: Another sub-par performance in 2013
Ukraine’s economic performance is set to disappoint yet again in 2012, and quite possibly
in 2013 as well. Recent real sector data suggest that GDP growth was negative in 3Q’12
driven, as expected, by persistent weaknesses in export-bound industries, and an
underperformance in construction and agriculture activities. The outlook for 2013 provides
some silver lining, albeit we remain cautious as to the underlying economic fundamentals.
Next year, we expect only a moderate recovery of demand from overseas markets, as
deleveraging in the developed economies and a rebalancing in the developing countries
continues. At the same time, without a sufficient boost to domestic demand from longoverdue adjustments, contribution to growth from internal activity will be limited. In our view,
these developments will be consistent with a generally soft growth environment, and lead to
another year of sub-par performance for Ukraine’s economy in our base-case scenario.
Excerpts from scenarios
Real GDP growth, %
Nominal GDP, UAH bn

2012E
0.3
1380

Extent-pretend
1.0
1502

Centralized
1.4
1509

Under distress
(0.5)
1491

Source: AYA estimates and calculations

Three years after the downturn, Ukraine is still struggling to regain the pre-crisis output level,
unleash its growth potential and reduce dependence on the global commodity cycle. The postcrisis GDP trajectory confirms that the economy sustained a permanent loss of output in the
aftermath of the crisis, while recent trends in economic activity only seem to suggest that
progress on these fronts will be delayed yet again.
Following the release of the latest batch of real sector data, we estimate that GDP growth
slipped into the red in 3Q’12 (-1.6% Y-o-Y), while the 4Q’12 figure is highly likely to remain
below the zero mark (-1.3% Y-o-Y). As we anticipated at the outset of the year, Ukraine’s
economy shifted to a subdued growth trajectory in the 2H’12 as persistent external headwinds
met softening domestic demand. Thus, economic performance in 2012 is set to disappoint yet
again with an expected GDP growth of 0.3% Y-o-Y.

Economic
performance will
disappoint in 2012,
with a projected
GDP growth of a
mere 0.3% Y-o-Y

Stalling industrial production has been the principal driver of a slowdown in economic activity to
date (-1.2% Y-o-Y in 9M’12). In Sep’12 industrial output recorded its largest monthly drop since
Oct’09, plummeting by 7.0% Y-o-Y.
Ukraine’s post-crisis growth trajectory suggests that precrisis output level is unlikely to be regained before 2014

Meanwhile, GDP growth in 2012 has already
demonstrated that progress is likely to be derailed

8%
7%
6%
5%
4%
3%
2%
1%
0%
-1%
-2%
-3%

Source: AYA estimates (2012-2013), IMF (2014-2015)

2015

2014
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2012

2011

2010

2009

2008
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2006

2005

2004

2003

2002

2001

100

-1,6%
-1,3%
4Q'12E

125

3Q'12E

150

2Q'12

175

3,9%

1Q'12

Permanent
loss of
output

5,4%

4Q'11

200

Industrial output
Agriculture
Trade & repairs
6,5%
Transport
Construction
Other activity
4,7%
GDP
3,0%
2,0%

3Q'11

Ukraine real GDP compared to 2001
Pre-crisis trendline

1Q'11

225

Ppts contribution, % change Y-o-Y

2Q'11

Real GDP value based on 2001 level

Source: AYA estimates and calculations, SSC

Note: 2001 GDP level is taken as base; AYA estimates for 2013
are based on ‘extend-pretend’ scenario
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The underperformance of industrial activity this year has been primarily led by weaknesses in
the export-bound industries, particularly in metallurgy. Metallurgical production stayed in
‘contraction zone’ for 11 consecutive months as of Sep’12 (-4.5% Y-o-Y in 9M’12), dragged
down by lower overseas demand and still depressed prices of base metals. Meanwhile, activity
in the machine-building sector has also suffered a setback from diminished foreign demand.
In 3Q’12, overseas weaknesses were also complemented by an underperformance in the
locally-oriented industries and generally negative base effects of the previous year. The
agriculture sector underperformed noticeably this year (-4.6% Y-o-Y in 9M’12), especially in
comparison with a similar period in 2011, as an adverse harvest weighed on agri-output (grain
crops were down 18.1% Y-o-Y in Jul-Sep’12). As we expected, construction activity (-9.1% Y-o-Y
in 9M’12) also stalled in 3Q’12 as public sector support waned following the completion of
major infrastructure projects and pre-election social spending took precedence. Also in line with
our expectations, retail trade sales started to lose momentum in 3Q’12 as Euro-2012 finals
came to an end, albeit growth rates remain in double-digits.
Industrial production underperformed thus far in 2012
on the back of persistent weaknesses in metallurgy

A loss of momentum
in internallyoriented industries
added to economic
weaknesses in
2H’12

Except for retail trade, economic activity in other vital
industries also underperformed

% change Y-o-Y
40%

% change, Y-o-Y
20%
15%

30%

16,0%

10%

20%

5%
10%
-1,2%

0%
0%

Source: SSC, CRU

Source: SSC

Note: CRUspi – index of world steel prices, calculated by CRU (UK)

Note: IP – Industrial production

8M'12

7M'12

6M'12

-9,1%
5M'12

4M'12

3M'12

2M'12

-15%
1M'12

Sep'12

Jul'12

Mar'12

May'12

Jan'12

Nov'11

Sep'11

Jul'11

Mar'11

May'11

Jan'11

Nov'10

Sep'10

-20%

-4,6%

IP
Agriculture
Construction
Retail trade

-10%

9M'12

-5%
Industrial production growth
Metallurgy production growth
CRUspi Global

-10%

In our base-case scenario, the outlook for 2013 sees another year of sub-par performance
guided by only a moderate improvement in external demand and a more reserved domestic
consumption.
On the external front, Ukraine is still likely to remain hostage to the global commodity cycle and
demand conditions in its key trading partners. Overall, we expect a moderate improvement in
the global economic environment and modest recovery in commodity markets, particularly
metals. We believe the deleveraging cycle and fiscal consolidation in the developed
economies, particularly in the EMU countries, will continue to dampen growth in the respective
countries and also affect the growth trajectory of EM. On balance, the IMF’s latest assessment
of global economic prospects (Oct’12) suggests that the outlook for Ukraine’s key exports
markets is set to improve only modestly in 2013 which should cap Ukraine’s exports growth
and its contribution to aggregate economic activity.
Weaknesses in overseas markets are set to have the biggest impact on industries with high
exposure to external demand - metallurgy and machine-building. Collectively, the performance
of these industries should lead to an overall low growth trajectory for industrial production next
year. We expect industrial output to expand by around 4.0%-6.0% in 2013 (vs the expected
contraction of 1.0%-2.0% in 2012).

Moderate external
demand and
reserved domestic
private consumption
are expected to
restrain growth in
2013
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Ukraine’s exports of goods to key trading partners and GDP growth outlook for the respective partner
USD, bn
29,0%*
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Metals
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Minerals

Chemicals

Agri-products

Other

16
12
8
4

2,0%*
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Russia

GDP’12E
2.0
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4.3
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4.9
2.4
(2.3)
GDP’13F
2.5
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8.2
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Source: AYA estimates and calculations, SSC, NBU, IMF (real GDP estimates and forecasts)
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Note: * figures denote the share of a respective country’s exports in Ukraine’s total exports of goods

On the domestic front, our economic outlook for 2013 is closely linked to political
developments. At the moment much uncertainty remains regarding the outcome and
consequences of parliamentary elections in Ukraine, and the subsequent political configuration
within parliament. In short, the most likely political scenario in 2013 does not convince us that
all crucial reforms will be implemented in the pace required to ensure improved growth
prospects. Since the Ukrainian government, supported by a strong coalition within parliament,
failed to deliver on reforms over 2 years, we are skeptical about its ability and willingness to
carry out the necessary adjustments next year. In a recent assessment13 of reforms progress in
Ukraine, CASE Ukraine, an independent non-profit public organization, concluded that the
President’s Economic reform program for 2010-2014 has failed on the whole.
Taking a ‘modest reforms progress’ profile of the economy as base-case, we believe that
domestic demand will be subdued in 2013. In our view, the devaluation of UAH against the USD
at the outset of 2013 (see External balance and FX section) is the key headwind facing
domestic consumption next year, and particularly in 1H’13. However, the impact of the
‘devaluation shock’ on corporate and household balance sheets is expected to be more
moderate this time than in 2008-2009. Such view is premised on the smaller expected
magnitude of the exchange rate realignment, and the fact that households and corporate
agents have a relatively lower exposure to FX debt14. Both sectors have reduced their exposure
to FX risk, while at the same time improving their positive net FX position15.
Households and corporate agents have been reducing
their exposure to FX risk since 4Q’08…
as % of GDP
60%

… while their overall net FX position has also improved
markedly

FX loans to Households
FX loans to Corporates
Total FX loans

50%

We believe domestic
demand will be
subdued in 2013
with “devaluation
shock” as a key
headwind

as % of GDP
10%

Households net FX position
Corporates net FX position

5%
0%

40%

-5%

30%

-10%
20%

-15%

10%

-20%

Source: NBU, AYA estimates and calculations
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1Q'08

3Q'07

1Q'07

3Q'06

1Q'06

0%

Source: NBU, AYA estimates and calculations

13

Case Ukraine, “Reforms at the mid-way: the consolidation of the “old” system instead of modernization”
FX debt includes only loans denominated in foreign currency
15
Net FX position equals deposits denominated in foreign currency minus loans denominated in foreign currency
14
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The expected reemergence of inflationary pressures next year (see Prices section) is likely to be
another headwind to domestic consumption in 2013, particularly affecting households. In our
view, a reversal of favourable inflation dynamics is highly likely to take place already at the end
of 2012 and persist further into 2013, increasingly squeezing real salary growth, which has
already shown signs of a stalling momentum.
Meanwhile, the withdrawal of the fiscal election-related stimulus this year is likely to remove
another support factor from private domestic consumption. We do not expect the public sector
to play such an active role in stimulating household demand next year, and see a greater focus
on capital spending. Yet any impact would be limited due to budgetary constraints in light of the
weaker projected growth environment (see Public finances section). However, we do find
encouraging signs in a number of recent public sector steps to secure external financing for
infrastructure development. In particular, the government already signed a loan agreement
worth USD 450 mn with World Bank under the Second Roads and Safety Improvement Project
(RSIP2), with further planned borrowings of up to USD 1bn in 2013. Another loan agreement
worth EUR 200 mn was signed with the EIB for the modernization of Ukrainian hydropower
plants.
That said, we believe there will be scope for more monetary stimulus as the expected
devaluation will provide greater maneuverability for the NBU and more breathing space for
banks. At the moment, high devaluation expectation are forcing the central bank to tighten its
grip on liquidity in the banking sector to prevent a run on the local currency, which keeps
interest rates at elevated levels. Allowing the UAH to devalue against the USD would enable the
NBU to initiate more stimulatory measures and lower interest rates in the economy. The NBU
has already attempted to introduce its version of LTROs in Sep’12, which led to increased
pressures on the FX market. In our view, Ukraine’s central bank could also attempt its own
version of ‘Funding for Lending’ scheme introduced by the Bank of England16. Such program
would be particularly helpful for the government’s infrastructure development plans and a
revival of the housing sector.

Inflationary
pressures and
withdrawal of preelection stimulus
are also likely to
weigh on domestic
demand

However, the NBU is
expected to have
more room for
adding stimulus to
the economy and
easing credit
conditions

On balance, we believe the combination of the external and domestic forces should dampen
aggregate economic activity in 2013. In our view, the aforementioned developments abroad
and locally are consistent with only a moderate improvement in growth prospects next year.
Collectively, they are unlikely to return Ukraine on a path of growth similar to 2010-2011 and
we therefore expect another year of below-trend growth in 2013 even under our more optimistic
scenario.

16

http://www.bankofengland.co.uk/markets/Pages/FLS/default.aspx
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External balance and FX: Subdued expectations
The underlying trends on Ukraine’s BoP point to increased depreciation pressures for the
UAH – an external shock to exports pushed the C/A deeper into the red in 3Q’12, while net
capital inflows remained volatile. The NBU lost 8% of its FX reserves YTD (9M’12), reserve
adequacy metrics are at their lowest since the crisis, yet the UAH has weakened only by
1.4% against the USD to date. While reduced capital flight to hard currency has thus far
prevented a sharper drop of the UAH, the risk of further depreciation is high, in our view. On
balance, we expect the NBU to devalue the UAH/USD rate to 9.0-9.2 according to our basecase scenario, which should result in a gradual improvement in Ukraine’s C/A balance next
year. Meanwhile, provided the global risk sentiment improves, we believe Ukraine should be
able to refinance its difficult repayment schedule in 2013. Overall, this should lead to an
improvement in Ukraine’s external position next year.
Excerpts from scenarios
USD/UAH rate, e-o-p
C/A balance, USD bn (deficit)/surplus
C/A balance, % of GDP (deficit)/surplus
Overall BoP, USD bn (deficit)/surplus

2012E
8.3
(12.3)
(7.4)
(3.9)

Extent-pretend
9.0-9.2
(4.0)
(2.4)
4.0

Centralized
9.0–9.2
(4.7)
(2.8)
9.1

Under distress
10.0-10.5
(2.5)
(1.7)
(0.6)

Source: AYA estimates and calculations

After a brief pause at the end of 1H’12, the C/A deficit started to widen again in the 2H’12 and
continued to run at its highest since crisis years (c.8.0% of GDP or USD 13.2 bn) as of Aug’12.
The deterioration in the goods balance underpins this performance as Ukraine suffered from
several external headwinds to its exports. Sluggish global activity dampened demand and prices
for Ukraine’s major export items (metals), while trade ‘skirmishes’ with Russia17 also weighed
on export performance. As growth of exports stalled, imports of goods decelerated at a smaller
pace on still resilient domestic private consumption which kept imports strong. Thus, exports of
goods were up by a mere 2.4% Y-o-Y in 8M’12, while imports increased by 11.4% Y-o-Y. Notably,
lower volumes of natural gas imports (-34.2%) failed to improve Ukraine’s overall trade balance
as import price increased (+19.3%).
C/A resumed widening in 2H’12 on deterioration in the
goods balance due to an external shock to exports

C/A widened further
in 3Q’12 due to
sluggish export
performance and
still resilient imports

The widening occurred as Ukraine sustained an external
shock to exports, while imports were still robust
% change, Y-o-Y

USD, bn (12M trailing)
15
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Source: NBU, AYA calculations
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Note: BoG – Balance of goods, BoS – Balance of services

17

the latter imposed restrictions and/or increased duties on certain agriculture goods and food items, and introduced a recycling levy on the
imports of autos

15

Macro Outlook for 2013
October 2012

To date, while the C/A account resumed widening, Ukraine has had minimal success in
attracting offsetting inflows on the financial account as risk tolerance was generally subdued.
Ukraine’s surplus on the financial account (F/A) totaled USD 8.5bn in 8M’12 (+38% Y-o-Y), just
enough to cover the C/A outflows and leave the overall BoP roughly in balance at USD 303mn
in 8M’12.
F/A improved on lower FX purchases by the population
and still robust FDIs

FX purchases
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Markedly lower flight to FX has substantially eased
pressure on the BoP this year

Source: NBU, AYA calculations

Note: F/A – financial account, including capital account

Noteworthy, several developments on F/A of the BoP warrant particular attention as they have
thus far prevented Ukraine’s external position from worsening further and eased the
depreciation pressure on the UAH. First, the net FDI inflows have held up rather well throughout
the year, albeit were still down 7.1% Y-o-Y in 8M’12. Such performance is hardly surprising
given that the bulk part of these investments continue to reflect the return of off-shore funds
under administrative pressure. Second, private domestic flight to hard currency has declined
markedly in 2012 – average net FX purchases by the population were lower by 58% Y-o-Y in
9M’12 compared to a similar period last year. Thus, the drop in net FX demand eased the drain
on NBU’s FX reserves by USD 3.6bn since the beginning of 2012, which in our view was a key
factor that prevented greater depreciation of the UAH against the USD to date.
At this point, we maintain a bearish view on the UAH as external developments offer little
comforting evidence for the sustainability of Ukraine’s external position. With a bleak outlook
for Ukraine’s key exports item (metals) and challenging borrowing conditions on financial
markets, Ukraine’s external balance is set to deteriorate further till year-end.
With this in mind, we continue to believe that the NBU will be forced to devalue the UAH/USD
exchange rate and turn to the IMF for assistance to supports its BoP. Although the precise
timing of such an even is difficult to pinpoint, we expect this to occur within the 3-month
horizon. Notably, the magnitude of the realignment in exchange rate is controversial and will
depend on NBU’s subjective assessment of the risks and benefits of such action. Our view is
that the balance sheet effects for the real and financial sector on the one hand, and
considerations of export competitiveness will be the key variables in determining the scope of
the adjustment. According to our base-case scenario, we pencil in a ‘devaluation shock’ of circa
10%-13%, which would take the UAH/USD rate from the current level of 8.15 close to the 9.09.2 range in 2013.

Reduced purchases
of FX by the
population provided
crucial relief to
NBU’s reserves and
prevented a further
drop in UAH/USD

We see a high
chance for a
‘devaluation shock’
of c. 10%-13%, with
the UAH/USD rate
reaching 9.0-9.2 in
2013

In our view, UAH devaluation is likely to lead to only gradual improvement in Ukraine’s terms of
trade throughout 2013 on more favourable global demand conditions. However, as we noted in
our Economy section, the benefits to exports will be limited by the reserved growth prospects in
Ukraine’s key trading partners.
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At the same time, we do not expect much improvement in Ukraine’s energy imports due to the
‘sticky prices’ of natural gas imports. To date the efforts of Ukrainian government to renegotiate
a new price of natural gas with Russia have been futile. Russia has adopted an increasingly
hardline policy towards Ukraine, linking any discounts for the price of gas to Ukraine’s entry into
customs union – a wish that has found less enthusiasm among the Ukrainian ruling elite.
Clearly, for any material improvement in the C/A in 2013 and forward there has to be a
retrenchment in the non-commodity component of import demand. In our view, the
“devaluation shock” should provide a cyclical downshift in non-commodity imports, particularly
from investment demand. Yet, we expect a relatively shorter lasting impact than in 2009, which
should limit the compression of the C/A deficit. With this in mind, we find that Ukraine’s C/A
balance is likely to adjust by 5.0 ppts to a deficit of 2.4% of GDP in 2013 according to our basecase scenario.
On the F/A side of the BoP, taking as base-case our scenario of gradually improving global
financial conditions, we expect Ukraine to manage relatively well its external financing needs.
Our view is supported by expectation that Ukraine will eventually resume its cooperation with
the IMF, as repayments to the Fund peak and the government will seek an option of funding
open for contingency purposes. At the same time, as we mentioned in our Economy section,
there are encouraging signs of cooperation between Ukraine and other IFIs, namely the World
Bank and regional organizations. Such measures should see an additional USD 1.0-1.5bn of
funding next year. Finally, we expect an uptick in FDI flows next year as the government is likely
to initiate a number of privatization projects.

Overall, we expect
an improvement in
Ukraine’s external
position in 2013

Overall, provided that global and local developments unfold according to our “Extent-pretend”
scenario, we expect an improvement in Ukraine’s external position next year, driven by a lower
C/A deficit and a more positive F/A account.
Detailed Balance of Payments scenarios

2012E

Extend-pretend

Centralized

Under distress

USD, bn

USD, bn

USD, bn

USD, bn

(18.1)

(8.7)

(9.3)

(5.8)

Services balance
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Income balance

(3.2)

(4.0)

(4.0)
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4.5

4.5

(4.0)
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(4.0)

(4.7)

(2.5)

% of GDP

(7.4)

(2.4)

(2.8)

(1.7)

Capital account + portfolio investment

0.1

0.1

0.6

(0.1)

FDIs

6.8

6.9

7.8

5.0

Current account balance

Loans and bonds

4.1

6.0

7.4

2.0

Other capital

(2.3)

(4.0)

(2.0)

(5.0)

Financial & capital account balance

8.4

8.0

13.8

1.9

Overall balance

(3.9)

4.0

9.1

(0.6)

Net IMF financing

(2.6)

(4.7)

(2.7)

1.4

NBU Reserves

25.3

24.6

30.7

26.1

Source: NBU, AYA estimates and calculations
Note: certain figures may not add up due to rounding
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Prices: The great moderation…no more
With just over 2 monts to go till year-end, Ukraine’s healdine CPI was flat at 0.0% YTD in
Sep’12, while food prices were down 2.1% Y-o-Y in the same period. It is evident the bumper
harvest of 2011 produced a lasting downward impact on the general price level this year.
Meanwhile, this year’s economic underperformance dampened any upward price pressures
on the demand-side. In 2013, the inflation environment will be considerably less benign, in
our view, as food prices are set to rise on lower harvest and unfavourable base effects.
Devalution of UAH against the USD will add further upward pressure to prices. Another
potential source of risk for the CPI lies within the administrative realm, as we expect an
upward adjustment to utility tariffs for households, and likely increases in excise duties for
‘sin products’ (alcohol and tobacco).
Excerpts from scenarios
CPI, % (e-o-p)
PPI, % (e-o-p)

2012E
3.7
4.5

Extent-pretend
7.8
8.0

Centralized
7.8
8.0

Under distress
8.6
6.0

Source: AYA estimates and calculations

Going into the final quarter of 2012 with flat CPI dynamics, it is evident that price developments
have been one of the few bright spots in Ukraine’s economic performance this year, with CPI
beating broad consensus by a wide margin, including ours. To date, headline CPI has stayed flat
at 0.0% YTD in Sep’12, averaging a mere 0.8% Y-o-Y change in 9M’12 and recording 3
consecutive months of negative growth in May-Jul’12. Taking into account such performance,
we expect inflation to come finish at 3.7% Y-o-Y in Dec’12.
As we have mentioned before, this year’s downward inflation trajectory is credited in large part
to supply-side factors, namely the moderation in food prices, and administrative control. The
carry-over impact of last year’s bumper harvest and improved storage facilities led to steadily
declining food prices throughout the year (food prices were down 2.0% YTD in Sep’12). At the
same time, at the expense of external funding, the government has resisted calls by the IMF to
adjust utility tariffs higher for the household sector which led to gradually fading contribution of
utilities to headline inflation (utilities prices were up 0.7% YTD in 9M’12).

This year’s steady
decline of the CPI
has been a function
of decelerating food
prices and
unchanged utility
tariffs

Notably, the path of core CPI has also followed a downward trajectory throughout 2012, as
economic weaknesses contained demand-side pressures.
This year’s favourable CPI dynamics were driven by a
broad-based deceleration of prices
% change, Y-o-Y growth
30%

% change, YTD growth
35%
30%

Food items & bvgs
Alcohol & tobacco
Utilities
Headline CPI

25%
20%

Prices of most major components of the CPI increased
only marginally this year

9M'11
9M'12

25%
20%

Source: SSC

Core CPI

Jul'12

Sep'12

Mar'12

May'12

Jan'12

Nov'11

Jul'11

Sep'11

May'11

Jan'11

Mar'11

Nov'10

Sep'10

-5%

Headline CPI

0%

Fuel

0%
-5%
Alc. & tobacco

5%

Transportation

10%
5%

Food &
non-alc. bev.

10%

Utilities

15%

15%

Source: SSC
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In 2013, we do not see similar favourable conditions for a continuation of this year’s
moderation period. While supply-side forces and administrative measures contributed to a
benign inflationary environment in 2012, we see several preconditions for a reversal of impact
next year. We expect the greatest negative effects to stem from prices of food items and
utilities, which incidentally take up the largest weights in the CPI (53% and 11% respectively).
Moreover, any upward pressures should be amplified by the highly unfavourable base effects
and the devaluation of UAH against the USD.
Being a low per-capita GDP country, Ukraine’s
consumer basket is heavily exposed to food items

Ppts contribution, % change Y-o-Y

10%
8%

40%
50%
60%
% of food items in price index

Source: AYA calculations, national statistics agencies

Jul'12

30%

Sep'12

20%

Mar'12

10%

Nov'11

0%

Sep'11

0

0%
-2%
Jul'11

5

2%

May'11

10

4%

Jan'11

15

6%

Mar'11

Poland
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Hungary
Malaysia
Kazakhstan
Turkey
Ukraine
Egypt
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China
Bangladesh Nigeria
Pakistan

20

Nov'10

25

May'12

South
Korea

30

Food items & bvgs
Utilities
Alcohol and tobacco
Fuel
Other
Headline CPI

12%

Germany
France

35

Sep'10

40

Prices of food items and utilities exert the greatest impact
on the CPI due to their large weights in the index

Jan'12

Income per capita (PPP USD, thd)

We see
preconditions for a
reversal of price
developments in
2013, albeit on
moderate scale

Source: SSC, AYA calculations

Our unfavorable view on food prices is primarily warranted by domestic developments. This
year’s harvest has already come in lower than last year, particularly among grain crops. Wheat
crop is down 29.4% Y-o-Y, while buckwheat and sugar beet crops are lower by 32.7% and
23.6% Y-o-Y respectively in Jul-Sep’12.
Comparison of harvests

Grain crop
Wheat
Barley
Rye
Buckwheat
Corn
Sugar beet
Sunflower seeds
Potato
Vegetables
Fruits & berries

9M'12
thd. tons
Y-o-Y, %
32 537
(18.1)
16 397
(29.4)
7 247
(23.7)
708
15.2
195
(32.7)
6 491
39.5
4 282
(23.6)
6 111
(10.0)
22 589
(4.1)
7 444
3.6
1 540
4.7

9M'11
thd. tons
Y-o-Y, %
39 727
17.1
23 226
32.5
9 498
7.1
615
24.6
289
115.6
4 653
(15.8)
5 605
15.1
6 790
35.1
23 554
30.7
7 186
16.4
1 471
9.1

9M'10
thd. tons
Y-o-Y, %
33 933
(12.8)
17 525
(19.3)
8 867
(28.2)
494
(50.8)
134
(32.0)
5 525
179.2
4 869
126.1
5 025
31.4
18 021
(6.4)
6 175
(0.7)
1 348
16.5

Source: SSC, NBU, AYA calculations

Nonetheless, while we anticipate an acceleration of pace in food prices, we believe that
inflationary pressures will be moderate this time and are unlikely to match the dynamics of the
2010 period. The key difference, in our view, is attributed to a number of factors, including
higher levels of grain stocks at the start of this year’s harvesting season and lower global food
price pressures.
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In the marketing year18 2011-2012, while harvest results turned out worse, Ukraine’s grain
stocks stood 2.3x higher than last year giving a certain buffer which should cushion any upward
inflationary impulse. At the same time, global food prices are still lower on Y-o-Y basis, which
should also limit the rise in local food prices. Moreover, the food price shock on global market
has already prompted the government to take preemptive measure and ban wheat exports
effective mid-Nov’12, which should preserve supply and ease pressures on the local market.
Local food prices tend to be ‘stickier’ compared to global
food price developments

Higher grain stocks should cushion the impact of this
year’s adverse harvest

% change, Y-o-Y
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Sep'10

May'10

Jan'10

-40%
Mar'10

0

Source: SSC, Bloomberg

Source: SSC, AYA calculations

Note: * not adjusted for USD/UAH changes

In 2013, we are inclined to view at least partial adjustment of utilities prices by the authorities
as inevitability rather than possibility, with a reasonable likelihood that such actions might
already take place this year. In our view, the government will resume its cooperation with the
IMF after the parliamentary elections, fulfilling one of the Fund’s key requirements to increase
gas tariffs for households. That said, we believe that such moves will be phased out and thus
spread the effects on overall price level throughout the year. We believe the current benign
inflationary environment creates a suitable backdrop for the authorities to initiate increases in
the pricing of gas consumption by households. We estimate that such measures could
contribute close to 2.0-3.0 ppts to headline inflation in 2013 with immediate effect, depending
on the magnitude of the increase.
Gas tariffs paid by households are currently heavily
subsidized by the budget

We see a high
chance for overdue
utility hikes next
year

Slack in the economy should dampen any impulse from
non-food and ex-administrative CPI components
% of potential GDP
9%

107%
% of import price

100%

Output gap
6%
3%
0%
-3%
-2,5%

47%

-6%
-9%

24%

-12%

Households

Utility companies

Source: NERC, AYA estimates
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the marketing year for grains typically lasts from July until June
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We expect further reviews to the excise duties on alcohol and tobacco, as authorities will be
eager to rev up tax receipts, which are likely to underperform next year. Recently, there have
already been government initiatives to hike excise duties for cigarettes and certain alcoholic
beverages. The hikes in excise duties could add an extra 0.5-1.0 ppts to headline CPI in 2013.
We are also cognizant of the potential effects of devaluation of UAH with respect to USD on the
local price developments. Taking into account the approximate import content of the CPI, we
estimate only a moderate contribution from the devaluation-induced pick-up in prices according
to our base case scenario. According to our base-case scenario, our estimates suggest that the
‘devaluation shock’ should add roughly up to 2 ppts to headline inflation with a lagged effect of
approximately 1-2 quarters.
On balance, while we expect a pick-up in inflation next year, we believe inflationary pressures
will be contained due to the expected persistence of unutilized capacity in the economy
warranted by our subdued outlook for Ukraine’s economy in 2013 (see Economy section). Thus,
demand-side pressures are not expected to exert a material impact on the CPI dynamics next
year, which should keep core inflation at bay.
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Public finances: Life after the Election cycle
As we anticipated, Ukraine’s fiscal course to date and particularly in 3Q’12 has been shaped
by the Election cycle. The authorities expectedly ramped up social spending ahead of the
parliamentary election in late Oct’12. Meanwhile, economic conditions have deteriorated
noticeably and have yet to reflect on revenue performance, albeit some signs are already
visible. Having frontloaded its borrowing needs with an expensive Eurobond placement,
sovereign borrowing activity on the domestic market was muted. The outlook until the yearend and for 2013 do not look particularly bright to us. While the end of the election cycle
means hikes in social spending should be scaled back, Ukraine faces a bleaker economic
environment, which in our view is set to undermine budget performance. At the same time,
the funding needs of the sovereign increase next year, with a large chunk of IMF principal
repayments coming due in 2013. In our view, a combination of easier funding conditions on
the domestic market, reliance on bilateral loans, and a gradual improvement in external
backdrop should make funding a slightly less difficult task under our base-case scenario.
Excerpts from scenarios
Budget balance, UAH bn (deficit)/surplus
Budget balance, % of GDP (deficit)/surplus

2012E
(44.1)
(3.2)

Extent-pretend
(45.0)
(3.0)

Centralized
(25.7)
(1.6)

Under distress
(35.8)
(2.4)

Source: AYA estimates and calculations

In 3Q’12 Ukraine’s fiscal performance has been shaped by several key developments, among
which we highlight the following:
(1) the final stage of the Election cycle;
(2) slowing economic activity;
(3) challenging external borrowing conditions and front-loading future debt repayments.
In the final stage of the Election cycle, socially-oriented expenditures have expectedly seen a
steady rise as the President’s ‘social initiatives’ sought to gain constituencies’ approval ahead
of the parliamentary election. In Oct’12, pensions and a number of social standards (minimum
wages and welfare benefits) enjoyed another round of increases. Meanwhile, the Ministry of
Finance proudly reported that the government repaid nearly UAH 4.4bn (or 71% of plan) to
citizens who held deposits at the USSR State Savings Bank.
Socially-oriented spending has demonstrated one of
the highest growth rates during the Election cycle

% change in 8M’12, Y-o-Y

13%

17%

4%

Source: Treasury, MoF, NBU, AYA calculations
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22

Macro Outlook for 2013
October 2012

In the meantime, this ramp-up in expenditures occurred against a backdrop of weakening
economic environment with GDP growth falling into negative territory in 3Q’12 (-1.6% Y-o-Y). Yet
revenue performance has held up rather well given the background. In our view, such
performance still reflects increased administrative pressure, applied most of all on the customs
authorities so as to boost revenue receipts.
Challenging borrowing conditions have also been a prominent feature of Ukraine’s fiscal course
in 2012, excluding a period marked easing in Sep’12 due to central bank action in US and
Europe. However, by that time the government has already front-loaded the bulk part of its
expenditure needs for the 3Q’12 with an expensive placement of Eurobonds in Jul’12. As a
result, activity in the primary and secondary local bond markets was generally subdued
throughout the mentioned period.
There are growing signs, however, that the fiscal course is set to deteriorate further in the
4Q’12. While no official data are yet available, we estimate that GDP contracted by 1.6% Y-o-Y
in 3Q’12 in real terms. We expect this to be already evident in the quarterly revenue data to be
released in Oct’12. Our outlook for the remainder of the year sees another quarter of negative
growth, with an expected shrinking of GDP by 1.3% Y-o-Y in 4Q’12. There have already been
reports in the local media that the central government is withholding disbursements to the
regional governments. The Treasury’s cash holdings on the account at NBU is at one of the
lowest levels in 2 years (UAH 2.3bn as of Oct’12), while substantial debt repayments and
budgetary needs still lie ahead. In light of the ongoing underperformance of aggregate
economic activity, we maintain our view that the year-end budget deficit will likely overshoot the
government’s target of 1.8% of GDP, most likely widening to 3.7% on our estimates.
Meanwhile, the government managed to draw up a draft of the State Budget for 2013 which
has yet to be approved by Verkhovna Rada (parliament), but offers some insights into the
government’s fiscal plans for 2013. The draft envisages only a marginal reduction of the budget
deficit in 2013 to 1.6% of GDP (UAH 27.8bn) from the 2012 target of 1.7% of GDP. The Budget
contemplates UAH 395bn in revenue receipts (+6.4% compared to the 2012 target) and UAH
435bn in total expenditures (+6.3% compared to the 2012 target). However, the budget also
revealed that the government upheld its historical bias for overly optimistic assumptions. The
parameters of the budget are based on a real GDP growth rate of 4.5% Y-o-Y next year (vs. our
forecast of 1.0%Y-o-Y) and an inflation of 5.9 Y-o-Y as of year-end (vs our projection of 7.8% Y-oY). The budget is likely to see further amendments and revision before it passes into law,
particularly with respect to the most controversial issues of the UAH/USD exchange rate.

There are growing
signs of further
deterioration in
fiscal performance
in 4Q’12

Meanwhile, the
government
presented the State
Budget 2013, which
sees a marginal
compression of
budget deficit

We expect the budget deficit to overshoot the
government’s targets in 2012 and 2013

The government’s cash buffers are at one of their
lowest levels in 2 years
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For now, our subdued economic outlook for 2013 implies poor fiscal prospects, and hence a
high likelihood that the actual deficit will overshoot the target on revenue underperformance.
Our own forecasts yield a consolidated budget deficit of 3.0% of GDP under the baseline
scenario, excluding the Naftogaz deficit, as at this point we disagree on all key budget
parameters and particularly on the indicative UAH/USD exchange rate of 8.4 as of 2013 yearend.
On top of financing the budget deficit, the government faces a tougher debt redemption
schedule next year. An obvious pressure point is the repayment of principal amounts to IMF in
addition to the regular interest payments, which takes the total IMF tally to USD 5.7bn in 2013.
Yet, provided that political and global developments follow our “Extend-pretend” scenario, we
see a good change that Ukraine will manage well its funding needs next year. We see a high
probability that a reactivation of the IMF program is still in the pipeline which should partially
ease the government’s debt repayment burden to the Fund. However, a program with the IMF is
likely to entail strict conditionality on fiscal policy, which induces us to see a reduction of budget
deficit in all 3 scenarios compared to the expected 2012 level.

Economic outlook
for 2013 implies
poor fiscal
prospects, albeit we
see an improvement
in the budget deficit
on IMF-induced
tightening

We also expect the government to succeed in attracting bilateral loans from other countries
and IFIs, most notably China. As we mentioned in our Economy section, the World Bank has
already committed to financing infrastructure projects in Ukraine. Most notably, we expect an
easing of financial conditions on the domestic market after the NBU triggers a devaluation of
the UAH. While the immediate impact is highly likely to force deterioration in sentiment and a
freeze on credit markets, we believe it should gradually lead to a compression of interest rates
in the banking system and the local bond market.
Sovereign redemption schedule for the remainder of 2012 and 2013
USD, bn

Dec'13

Nov'13

Oct'13

Sep'13

Aug'13

World Bank

Jul'13

Jun'13

Eurobonds

May'13

OVGZ-USD

Apr'13

OVGZ

Mar'13

Jan'13

Dec'12

Nov'12

Oct'12

Feb'13

IMF

2,0
1,8
1,6
1,4
1,2
1,0
0,8
0,6
0,4
0,2
0,0

Source: Bloomberg, IMF, MoF, AYA estimates and calculations
Note: calculations of government’s refinancing needs include only the most significant items of direct state debt; debt
denominated in UAH was converted using the official exchange rate of 7.99 as of 26.10.2012.
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