






borrowing spree, attracting large
amounts of foreign debt. Total
private foreign debt jumped from
$28 billion in early 2006 to $85
billion in mid�2008. More than
that, the amount of external debt
that had to be repaid in less than a
year was estimated at about $40
billion. With only $35 billion in
forex reserves, Ukraine had to
secure refinancing and rollover a
large portion of its private foreign
debt. However, this refinancing
became increasingly difficult
during the initial stages of the
global liquidity crisis, which added to depreciation pressures on the exchange rate.

Third, over the last several years, the banking sector had been experiencing an extraordinary,
albeit unsustainable, expansion, as bank lending grew by over 70% per year. This growth
was supported by better access
to global capital markets, the
entrance of many foreign�owned
banks and loose domestic monetary
policy. However, the global finan�
cial crisis closed the main source
of this expansion � Ukrainian
banks' access to international
credit markets. As a result, local
banks faced elevated liquidity and
credit risks, as rollover of maturing
foreign debt became hard to obtain,
while the volume of non�perform�
ing loans (NPLs) started to grow.
According to the NBU, the share of
doubtful and loss loans grew from
2.5% at the beginning of 2008 to
almost 9% at the end of June
2009. Including sub�standard
loans, the share of NPLs stood at
14.5% in 2008, much higher than
in other peer countries. Moreover,
with more than half of all
outstanding loans in the Ukrainian
banking system denominated in
foreign currencies, both borrowers
and commercial banks were
exposed to currency risks. This
combination of increasing risks in
the banking sector stoked fears ofFO
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banks' insolvencies, which led to an erosion of public confidence in the banking system
and runs on bank deposits. As a result, the banking sector lost almost 25% of its deposits
from October 2008 to April 2009, making it even more difficult for banks to roll over
foreign short�term debt and causing an abrupt halt in credit activity.

3. Why the local currency depreciated more than the currencies of other countries.

During October�December 2008, the Hryvnia lost over 50% of its value versus the U.S.
Dollar � one of the largest currency devaluations in the world. This higher than average
devaluation was due to the following:

First, Ukraine's pre�crisis vulnerability (combination of large CA deficits, large foreign debt
repayments, and a weaker banking
sector) was more intense than in
many other countries. The steep
collapse of exports and foreign
capital inflows drastically reduced
the supply of foreign exchange.
The size of short term debt
repayments due in 2009 was a
larger proportion of reserves than
in many other countries. And the
weaknesses in the banking sector,
including the level of non�per�
forming assets, were one of the
highest in the world. All of these
vulnerabilities led many currency
traders to fear that the exchange
rate could not be maintained, leading to major increases in the demand for foreign
exchange, including speculative demand. This sudden imbalance between foreign
exchange supply and demand caused substantial Hryvnia depreciation pressures.

Second, inadequate monetary policies (lack of transparency and inconsistencies in foreign
exchange auctions and bank refinancing operations, and poor control in the utilization of
provided funds) undermined public confidence in the central bank's capacity to maintain
exchange rate stability. This lack of credibility greatly added to the volatility on the forex
market. The NBU intervened and applied administrative measures to try to restore
market stability. Acknowledging existing macroeconomic imbalances, the NBU did not
resist the exchange rate adjustment and opted to smooth the process by selling its
international reserves. However, the unpredictability and insufficient transparency of
these interventions failed to calm the speculative developments on both interbank and
cash foreign exchange markets. Essentially, the NBU failed to clearly communicate the
key terms of its forex interventions, including timing, intervention rate and volume as
well as the process of banks' selection for currency sales. All these intensified the erosion
of public confidence in the NBU policies in particular and in the banking system in
general. Severe liquidity stress in several large commercial banks only added fuel to
these fears. The NBU also supported commercial banks by injecting billions of Hryvnia of
extra liquidity through its refinancing channel. Yet again, nontransparent refinancing
policy and weak control over the utilization of provided funds did not help to restore the
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NBU's credibility. Meanwhile, a substantial portion of the provided refinancing funds
may have been siphoned out of the country, pressuring the exchange rate.

Third, the fragile political situation and conflicting statements by authorities about the
future exchange rate undermined public confidence in the stability of the Hryvnia exchange
rate.

Fourth, over many years, Ukraine had been consistently reporting high inflation while the
exchange rate remained virtually stable. Sooner or later, this loss of competitiveness
should have been restored through corresponding exchange rate adjustments as many
economic studies confirm that purchasing power parity (PPP) holds true in the me�
dium�term.

4. Why the real sector, including GDP and exports, declined so dramatically.

GDP and exports declined dramatically in December 2008�January 2009 as shown in the
charts below:

This rapid deterioration of macroeconomic conditions was due to the following:

First, funding difficulties in the banking sector and erratic monetary policy curtailed bank
lending to the real sectors. Indeed, Ukrainian banks were unable to maintain foreignFO
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2002 2003 2004 2005 2006 2007 2008 2009 2010

Inflation in Ukraine -0.6 8.2 12.2 10.3 11.6 16.6 22.3 15.0 13.0
Inflation in the US 2.6 1.9 3.2 3.7 2.2 4.1 0.8 -0.1 0.1
Inflation in Ukraine's Main Trading Partner Countries (MTP) 9.7 7.4 7.2 6.4 5.9 8.0 7.6 5.5 4.4
Inflation in Currencies of Ukraine's Foreign Trade (CFT) 5.0 3.8 4.7 4.7 3.1 5.0 2.6 1.4 1.3
Actual Hryvnia Exchange Rate per US Dollar 5.33 5.33 5.31 5.05 5.05 5.05 7.70

2002 2003 2004 2005 2006 2007 2008 2009 2010
Ukraine-US inflation -3.1 6.2 8.7 6.3 9.2 12.0 21.4 15.1 12.9
Ukraine-MTP inflation -9.4 0.8 4.7 3.7 5.4 7.9 13.6 8.9 8.2
Ukraine-CFT inflation -5.3 4.3 7.2 5.4 8.3 11.1 19.2 13.4 11.6

PPP with Base Year 2002
Inflation Diff Index Ukr-Us 100 106.2 115.5 122.7 134.1 150.1 182.2 209.8 236.9
Real Exchange Rate - US 5.7 6.2 6.5 7.1 8.0 9.7 11.2 12.6

Inflation Diff Index Ukr-MTP 100 100.8 105.5 109.3 115.2 124.4 141.3 154.0 166.6
Real "Effective" Exchange Rate - MTP 5.4 5.6 5.8 6.1 6.6 7.5 8.2 8.9

Inflation Diff Index Ukr-CFT 100 104.3 111.8 117.8 127.5 141.6 168.8 191.4 213.6
Real "Effective" Exchange Rate - CFT 5.6 6.0 6.3 6.8 7.6 9.0 10.2 11.4

Ukraine � Inflation Differentials and FX Rates (based on Purchasing Power Parity)

Source: NBU, IMF GEO Database (April 2009), The Bleyzer Foundation
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borrowing at past levels, while
rising non�performing loans and
large deposit withdrawals led to
chronic liquidity shortages and
more conservative bank lending.
Meanwhile, sizable foreign
exchange interventions, which
reduced Hryvnia supply and tight�
ened reserve requirements further
trimmed available funds to expand
credit to the private sector. In
annual terms, the stock of
Hryvnia�denominated loans grew
by about 10% from January to
August 2009, significantly lower
than the rate of inflation during
this period and 2.5 times slower than the rate in the same period a year ago. Foreign
currency denominated loans declined by about 14% during the first eight months of
2009 compared to a 30% growth the year before. As a result, highly leveraged sectors
(such as construction, trade and industry) saw a sharp contraction of economic activity.
Faced with this situation, the authorities did not mobilize sufficient alternative sources
of financing to offset the shortfall in foreign lending. The resulting deceleration of
credit growth triggered a broad�based economic slowdown. Although the credit squeeze
helped to reduce imports and balance the current account, its overall impact on the
Ukrainian economy was quite negative. Indeed, the dependence of the Ukrainian
economy on bank credit had been rapidly growing, as the ratio of credit to GDP grew from
less than 20% in 2002 to over 77% in 2008. This means that tighter credit conditions
were likely to have a much stronger impact on consumption and investments compared
to past financial crises experienced by Ukraine. Furthermore, the economy still remains
in need of considerable financial resources to revamp its outdated capital stock, finance
infrastructure and energy�saving projects and fund pending structural reforms. All told,
restricted access to credit ranks high among the key factors behind our forecast of only a
gradual economic recovery at about 3% in 2010.

Second, when funds were initially
provided to commercial banks
(with the anticipation that local
bank lending to the private sector
will resume), the deployment of
these funds was not properly super�
vised. As a result, most of these
funds were not used to increase
bank credit to the productive
sectors, thus delaying economic
recovery. It appears that a good
portion of these funds was
siphoned out of the country, thus
significantly adding to the
demand for foreign exchange.
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Third, the economic downturn in Ukraine's main trading partners significantly reduced the
demand for Ukrainian commodity�based exports, particularly metals and chemical products.
Coupled with a sharp downward adjustment of world commodity prices, this caused a
30% drop in industrial output, which exacted a heavy toll on the broader economy.

The following measures by Ukrainian authorities were adequate to deal with the crisis:

•
After the onset of the crisis, authorities were successful in securing an immediate
program of financial assistance by the IMF (particularly a large stand�by agreement
of $16.4 billion), the World Bank and other international institutions. These loans
were essential to give confidence to international lenders to roll over short term
foreign debt.

•
Authorities have been able to maintain a good degree of fiscal budget discipline,
with a fiscal budget deficit of 1.5% of GDP in 2008 and about 3% of GDP in
January�June 2009. This was achieved by reducing non�essential expenditures. The
fiscal budget deficit will be kept to 6% of GDP for 2009, along the lines of deficits to
be incurred by other countries suffering from the global recession.

•
Authorities have agreed to contain the 2010 fiscal budget deficit (including transfers
to Naftogaz) to 4% of GDP.

•
Authorities were able to maintain payments to the social sectors, avoiding major
increases in arrears.

•
Authorities took the necessary measures to deal with insolvency in the banking sec�
tor and provide financial assistance to systemic banks.

•
Authorities amended regulations to facilitate progress towards a more flexible
exchange rate policy.

•
Authorities have also taken measures for the effective resolution of non�systemic
insolvent banks.

•
Authorities were able to meet IMF quantitative performance criteria on base money.
They strengthened the capacity to develop domestic sources of financing, including
by accepting market rates in its treasury bills auctions.

•
Authorities have managed to control inflation and kept current account deficits on
a downward trend.

The following measures by Ukrainian authorities were insufficient to deal with the crisis:

•
Authorities were unable to establish effective across�the�board coordination on the
strategy for crisis resolution.

•
In the face of a collapse of foreign lending and domestic bank credit, authorities did
not provide sufficient funds needed by the local economy (such as in trade and
construction) to avoid a collapse of their activities. Credit was curtailed too
abruptly.

•
Authorities failed to control the use of the liquidity support that was provided
initially to a number of banks. It appears that these funds were used not to revive
domestic lending as initially expected, but that they might have been used to buy
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5. What measures taken by Ukrainian authorities to deal with the crisis were adequate and what
measures were inadequate.
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foreign exchange to transfer it abroad. This may have contributed to Hryvnia depre�
ciation pressures.

•
Authorities were not able to seek agreement from labor unions and others to
increase gas and other utility prices.

•
Authorities have not been able to implement a comprehensive strategy to restore
solvency to Naftogaz and the Pension Fund.

•
Authorities were unable to carry out initial privatization plans, thereby affecting the
financing of the fiscal budget. Furthermore, additional efforts are needed to develop
a transparent and open privatization strategy.

6. Measures that the country could undertake to avoid deepening the crisis during the
Presidential election period and until a new government is in place.

In January 2010, Ukraine will have its next presidential election. During this period,
political uncertainties may undermine decision�making and hinder economic recovery,
deepening the current economic downturn. To prevent these threats, which will remain
high during this fragile period of global economic revival, the government must continue
policies that rebuild investors' confidence and support the credibility of Ukraine's
macroeconomic management. There are three important components of these stabilization
policies: (1) prudent fiscal policy, (2) balanced monetary measures and (3) effective super�
vision of the banking sector.

In order to avoid a deepening of the crisis over the next six months, continued financial
support from the IMF is essential. This support is necessary not only because of the
amount of funds provided by the planned November 15th IMF tranche release, but also to
allow other international agencies to provide financing and maintain the confidence of
foreign creditors to roll over Ukrainian foreign debt. Therefore, in the next six months,
authorities should undertake the key economic measures agreed upon with the IMF.
These measures include the following key fiscal and monetary policies:

•
The fiscal budget deficit should not exceed 6% of GDP in 2009 and the fiscal budget for
2010 should envisage a deficit of no more than 4%. This means that increases in
pensions and minimum wages should not exceed inflation rates, the proposed tax
amnesty and a moratorium on tax audits should not be approved, and the financial
situations of Naftogaz and the Pension Fund should be improved to the extent
necessary to avoid excessive fiscal budget support.

•
Monetary policies should avoid an excessive expansion of money supply to avoid a major
collapse of the Hryvnia exchange rate. This will require the NBU to avoid excessive
printing of money by rejecting the current proposal that the Euro�2012 games
should be financed with NBU earnings, avoiding the monetization of the fiscal
budget deficit, improving the transparency of the NBU's bank refinancing policy, and
better controlling the commercial banks' use of the provided funds.

•
Continue tight monitoring of the financial system to prevent insolvencies of
systemically important banks. Progress on bank recapitalization and the restructuring
program should be maintained.

9

The Impact of the Global Liquidity Crisis on Ukraine and the Road to Economic Recovery



Past sources of economic growth (that is, major increases in domestic consumption and
exports) are unlikely to be the main drivers for GDP growth in the future. There will not be
the same level of bank credits to boost consumption and international prices for exports
are unlikely to increase at the same high rates as in the past. Therefore, in order to
accelerate economic development, authorities will need to find new ways to increase
domestic and foreign direct investments, which will encourage output and productivity
growth and will support healthy job creation. This means that the authorities will need
to demonstrate that Ukraine's investment climate is changing rapidly for the better.
Modest reforms are unlikely to change the current negative international assessment of
Ukraine's business climate. The required reforms must bring meaningful and long�lasting
transformations and should include:

•
measures to transform and bring stability and predictability to the legal and judi�
ciary system,

•
measures to deal with corruption at all levels, both in the administration and outside
the administration,

•
reform of public administration to strengthen accountability of public institutions,
to eliminate overlapping functions, confusion of responsibilities, to improve
decision making, and to enhance government response and efficiency,

•
measures to de�regulate and liberalize business activities through the radical
reduction of red tape and streamlining and simplification of the regulatory environ�
ment,

•
measures to promote and diversify exports. This is important since the traditional
sources of export growth (metals and chemical products) are unlikely to continue at
the high rates of growth of the past. A key measure should be to enter into free trade
agreements with other countries. The proposed Enhanced Free Trade Agreement
with the European Union would bring Ukraine into the supply chain of Europe and
promote exports.

•
Implement a comprehensive strategy to support sustainable efficiency and
productivity growth in the private sector. This strategy must address the following
issues:

� a broad revision of the national energy policy, which should improve energy
infrastructure, increase efficiency of energy consumption, diversify energy
supply (including incentives for broad adoption of alternative energy
sources) and strengthen competition in the energy sector;

� a program to improve efficiency, safety and quality of public infrastructure,
including housing, utilities and transportation;

� a plan to encourage R&D investments in the private sector, including
creation of industrial and technology parks to support an economy�wide
adoption of modern productivity�enhancing technologies;

� an extensive overhaul of government agricultural policies with an aim to
raise productivity in agriculture and achieve sustainable and eco�friendly
utilization of land and water resources;

� a thorough review of the national education system to develop skills that add
to private sector growth and support healthy job creation; and

� measures to encourage entrepreneurship and small business development to
support a competitive and growing private sector.FO
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7. Measures that the country could undertake in the medium term to accelerate economic
development.
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