Ukraine Watch: Weekly update – Economy
in war (week 15)
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Another week of the war preserved a heavy concentration of enemy forces and their
unsuccessful attempts to encircle the key city Siverodonetsk in the Donbas area. The
financial sector remained impressed by the recent NBU policy rate decision, thus still
waiting for the reaction of interest rates in different segments of the money market, which
is not uniform. In the FX market, the NBU applied some additional changes in currency
regulation, while its reserves quickly melted down over May on heavy imbalances in the
cash market. The first official estimates of GDP dynamic over Q1 2022 arrived, but with
a month delay.
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War led to a sharp drop in GDP in the first quarter
According to preliminary data, GDP fell 15.1% yoy in the first quarter of 2022, which fits,
in general, our estimates. Compared to the fourth quarter of 2021, the drop was 19.3%.
First of all, the release of GDP data by the State Statistics Service came quite
unexpectedly on June 9, and it was delayed for more than a month compared to the
scheduled date of its publication of May 5. We understand the reasons because it is rather
complicated to make accurate and timely calculations of aggregate macroeconomic
indicators under current war conditions, while Ukrstat has additionally stopped
publishing high-frequency indicators of business activity.
The estimate of a 15.1% yoy drop in GDP did not come as a surprise to us. We also
understand that the largest drop in domestic GDP over the last 20 years is not tied to
relatively mild negative consequences of the war but rather to the fact that over 60%
of the reported period (i.e. 54 of 90 days), the economy demonstrated a rather visible
economic upturn at an estimated rate of about 5% yoy on the back of the dynamic
of high-frequency business activity indicators in January and the first part of February.
Having almost no access to specific economic indicators within the first few weeks of the
war, we estimated the fall in GDP during the war (i.e. other 40% of the duration of the
first quarter) at about 45% yoy. Therefore, our forecast of a 15.0% of GDP decline over
Q1 2022 fits the figure being officially published recently almost fully.
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As usual, the preliminary estimate of GDP dynamic by Ukrstat does not provide its
breakdown by either sectors or expenditure components. This would be especially
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difficult to do under war conditions and the inability to gather data on high-frequency
economic indicators. However, according to our estimates, we consider a large decline
in investments (with an estimated drop of 25% yoy) as the primary driver of a significant
reduction in GDP on the expenditures side. An estimated negative impact of war on
consumer spending (-15.0% yoy) was also quite substantial in the first quarter, albeit
milder vs the investments' figure, as we still noticed some hikes in consumption a few
days before and after the war started. The negative contribution of net exports and
government consumption was, according to our estimates, negligible to the GDP figure
over Q1 2022.
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Regarding the sectoral breakdown, we estimate the rather substantial negative impact
of war on the value-added of almost all core sectors. The only notable exception is the
IT sector which showed strong resilience to the previous Covid-crisis and became the
most immune to the current crisis as well. However, we could expect the most substantial
decline in transport and trade sectors due to the primary and most immediate negative
impact of the war on their performance as the enemy tried to do significant damage to
the infrastructure. The primary negative impact on agriculture is also estimated to be
relatively mild over Q1 2022 compared to other sectors, as activity in the sector was not
strong due to seasonal factors.
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We expect to see a substantial worsening in GDP dynamic in the second quarter, where
the most negative impact of the war on the domestic economy was noticed, and a certain
time lag was required before the economy started to restore. However, ongoing hard
battles, attempts of the enemy to capture Ukrainian Donbas and the constant bombing of
critical infrastructure throughout the whole Ukrainian territory would be the core factors
behind a substantial drop in GDP over the second quarter of this year. We think it may
demonstrate a decline of close to 50% yoy, with a catastrophic slump in investments
by 70-80% yoy and a fall by half in private consumption. Even though we still keep our
whole-year GDP forecast of -33.0% yoy, evident delay in the war conflict and the threat
to transform it into a long-lasting conflict may require a downward adjustment in our
forecasts already quite soon.
Stability on FX market remains fragile, NBU still wastes reserves actively
The first reaction of the unofficial FX market to the NBU policy rate decision was
rather restrained, without any substantial immediate movements in the exchange rate
in either direction, while corresponding expectations on shortening external imbalances
might weaken speculative sentiment there. The NBU decision has not caused a quick
decline in the USD/UAH on the unofficial market, thus preserving the difference between
it and the official exchange rate at a quite wide level of 20%. This is definitely still
better than the 28% spread seen at the end of May, while it provides incentives for
arbitrage and involvement in grey schemes to profit from the difference in exchange
rates in multiple market segments. Even though we expect gradual adjustment of
the unofficial exchange rate downwards within the coming weeks, we still wait for
more actions from the NBU regarding simultaneous upward adjustment in the official
exchange rate and, correspondingly, the rate of non-cash operations. We still expect a
gradual switch to a flexible exchange rate (with a number of additional restrictions) would
be done soon. In particular, the return of the NBU to inflation targeting through a policy
rate mechanism reduces the necessity to keep a fixed exchange rate as a method to
prevent imported inflation.
In currency regulation, the NBU made additional adjustments this week by widening
the maximum limits for payments on import and export operations from 90 to 120 days.
Theoretically, these actions may additionally raise market imbalances as exporters have
more time to sell their foreign currency proceeds. However, in the absence of mandatory
FC sales, this measure would not impact the market substantially, while the extension of
the time for payment is tied to longer operations after the destruction of supply chains for
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Ukrainian external trade, especially because of the closure of marine routes. Therefore,
we consider the recent NBU decision as an intention to smooth the market and remove
additional inefficiencies there.
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It was not a surprise to us to see in May the sharpest monthly decline (by USD 1.8
bn) in NBU FC reserves over the last eight months to a two-year minimum of USD
25.1 bn. This happened mostly due to quite intensive "wasting" of NBU reserves
via its interventions (-3.4bn) not seen since the financial crisis of 2008. Definitely,
the bulk of this outflow was tied to the necessity to cover the gaps with the cash FX
market due to the substantial difference between official and unofficial exchange rates
because this inefficiency allowed to raise the intensity of “card tourism” in the first half of
May. We hope that corresponding changes in FX regulation regarding the limits of cash
withdrawals abroad and flexibility of cash conversion rates have reduced these outflows
in the second half of the past month. A solid drop in NBU reserves over May also occurred
on substantial underfunding of the budget via external financial assistance. In
particular, the government received just USD 1.7 bn of external loans and grants over the
last month, which looks quite small vs. the estimated level of USD 5.0 bn. In any case,
a decline in NBU FC reserves has not worsened their import coverage substantially by
lowering this indicator moderately to an estimated level of 3.6 months of imports. This still
indicates the good ability of the NBU to keep the exchange rate and FX market controlled
in the medium term.
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We expect to see a milder outflow from NBU FC reserves in June due to smaller
imbalances in the cash FX market. However, a still wide gap between cash and non-cash
exchange rates, as well as the inability to restore exports in full amount, would still require
some supportive interventions from the NBU. We think that the recent policy rate decision
could gradually diminish market imbalances, while this should take more time in order to
adjust to new conditions, especially under conditions of very limited freedom of financial
markets. However, as soon as external financial assistance is expected to be substantially
increased, we even can see a stabilisation of FC reserves this month in case the former
would be disbursed in the amount of no less than USD3.0 bn.
Chart 1 - Net NBU interventions (USD mn equivalent)
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Inflation keeps visibly accelerating in May (18.0% yoy)
CPI remains on an upward trend, caused by both domestic, war-related reasons and the
impact of global inflation. The latter factor is also partially tied to the war in Ukraine. On
the other hand, the magnitude of the initial inflationary shock slowly winds off as the
economy adjusts to new conditions. In particular, yoy inflation slowed down its growth
pace, with 160bp acceleration in May vs 271bp acceleration in April. Monthly CPI also
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recorded a slowdown to 2.7% in May vs 3.1% the month before. This is mostly in line with
our estimates of 2.5% but visibly higher than consensus forecasts. Inflation dynamics
remained geographically heterogeneous, as places closer to the conflict zones showed
higher increases on average.
In May, a traditional hike in the prices of food products is mostly attributed to seasonal
factors, and an increase in their prices is mostly reflected in fruits (11.5% mom) and
vegetables (5.4%). However, this time they are also dependent on the limited availability
of early fruits and vegetables due to the temporary occupation of the Kherson region
– the core supplier of these products. A visible hike in the price of alcohol and tobacco
products by 3.9% mom is also the result of disrupted supply chains and increasing logistics
costs, while the price growth in imported products is still restrained by the fixed exchange
rate. Administrative measures on public utility tariffs also preserved low inflation in this
segment.
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As we mentioned earlier, we expected a visible influence of consequences of
administrative price regulation to be reflected in the price of fuel in May when this
regulation was relaxed due to a fuel crisis inside the country. This caused an upward
adjustment in the price of fuel by 22.8% over the month, which transformed into serious
yoy fuel inflation of 57.5%. It also already caused a moderate increase in transport tariffs
(by 6.7% mom), while we could see the influence of the fuel factor on the price of final
goods from other groups, which would keep general inflation elevated within the coming
few months.
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Same as headline inflation, the core CPI also recorded an acceleration in yoy terms
in May to a six-year maximum of 13.8%. Even though the gap between headline and
core inflation has been expanding recently due to the acceleration in fuel and food
inflation, the increasing dynamic of core CPI is still solid enough to be concerning, with
potential threats in the medium-term. The concerns would be even more severe in case
of movement to a floating FX regime and corresponding pressure of imported inflation.
Therefore, we again reiterate our view that the recent NBU decision to hike its policy rate
substantially to 25% was the right move in order to limit the monetary component of
inflation acceleration this year.
As the risks of further acceleration of inflation have not evaporated for the nearterm future, we maintain our year-end inflation forecasts at 20.5% yoy. However,
within the coming month, the pace of monthly inflation would be again weaker due
to seasonal factors, while limited availability of fruits and vegetables from occupied
territories as well as the pass-through effect of fuel prices on other goods and services
would keep monthly inflation in June high, at 0.7%, in our view.
The rates of the financial sector still respond mostly sluggish to the NBU policy rate
decision
After more than a week has passed following the interest rate hike by the NBU, some
segments of financial markets remained mostly sluggish in their reaction to this
decision. In particular, banks’ deposit rates remained unchanged at around 6.2% for
3-month deposits and 7.8%-8% for the 12-month deposits, as measured by Ukrainian
Index Rates for Deposits (UIRD). This can be explained by the urgent necessity to raise
the yields in the absence of alternative investment opportunities with a higher yield.
Additionally, lower demand for new loans during the war requires a smaller volume of
banks’ resources. However, the process of deposit hikes has already started, mainly
from small banks, which rely more significantly on deposits as their core resources. Also,
there is a big difference between the potential hike in the rates of short- and long-term
deposits because almost everyone understands that the current level of NBU policy rate
is a local ceiling, and it will not stay the same for a long time. Therefore, we consider
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a smaller hike in 12-month deposits compared with the products maturing in three
months or earlier.
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Contrary to deposit rates, the transmission mechanism from the NBU policy rate
decision works much faster for banks’ loan rates, while upside potential there might
also be limited by increasing risks of non-payments and weaker demand for loans. In
any case, we maintain our view that it may take several weeks or even months for
all banking rates to react to the NBU policy rate decision, while the magnitude of
this reaction would highly depend on the type of banking products, their duration, overall
expectations of market participants regarding further actions of the NBU and the dynamic
of yields on other hryvnia-denominated assets.
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It seems that the intention of NBU to stimulate the Finance Ministry to make the
corresponding adjustment in war bonds’ yields has not materialised yet, while the
positions of the two institutions as to the strategy on bonds’ market still remain under
active discussions. It is a matter of fact that the government has not reacted anyhow
to the NBU policy rate decision this week by deciding to preserve placement yields on
war bonds unchanged this week at 9.5%-11.5%. This shaped the decline in the placement
volumes of new bonds to the lowest level seen since the start of the war. We estimate that
the sharpest fall in demand for bonds was recorded, especially from the side of banks,
which currently have a good alternative to invest their assets into NBU deposit certificates
with a yield of 23% on O/N CDs. Therefore, we still see a high probability of gradual
upward adjustment in war bonds’ yields within the coming weeks. In its turn, this could
be a good instrument to prevent the active flow of free hryvnia liquidity into the FX market.
The pace of external financing has not accelerated yet, although preconditions
have already been created
Over the last week, the volume of external financing has not changed significantly:
Ukraine has received a EUR 150 mn loan from the German state reconstruction bank (KfW)
to finance its social needs. As a result, the total amount of external financing received
since the beginning of the war amounted to USD 6.8 bn, slightly lower than initially
expected. At the same time, the share of grant aid, which is included in the state budget
revenues, was 21%, which is very close to our preliminary estimate made earlier (Ukraine
Insights: War leads to serious budget revision and record-high deficit). The total
amount of announced external financing for the budget needs in 2022 is USD 36.3 bn,
19% of which Ukraine has already received.
However, we still believe that there are prerequisites for increased external financing
as early as July. The World Bank has approved a USD 1.5 bn package for additional funding,
under which the UK has already signed guarantees for USD 450 mn. Japan, in turn, has
expanded its concessional lending program from USD 100 mn to 600 mn. The newly
appointed US Ambassador to Ukraine, Bridget A. Brink, announced that Ukraine would
soon receive an additional USD 7.5 bn in grant assistance in addition to the USD 1.0 bn it
has already received from the US in April and May. In this case, the share of grants, taking
into account the previously announced but not yet received tranche from Germany and
other countries, may increase to 28%, which will positively impact the dynamics of the
state debt.
The labour market is gradually recovering, but it passed through significant
transformations
It is still hard to estimate the situation in labour markets currently because its main
parameters are still not published by Ukrstat. Hence, some general trends can only be
assessed through the analysis of surveys and indirect indicators. First of all, since the
beginning of May, we notice a slight excess in the number of those entering Ukraine over
those leaving the country. Simultaneously, internal displacements also continue, but not
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at the same pace as in the first months of the war due to some localization of the war in
specific regions. In parallel, we see the return of inhabitants of the liberated territories
and the largest cities (Kyiv and Kharkiv). All these processes contribute to the gradual
increase in labour supply in the market, with some significant changes in the regional
context.
There are certain differences between the employment indicators in public and
private sectors of the economy: Contracts in the former are more stable. According to
the EBA survey, the proportion of SMEs who were not working in May is 17%, much lower
than in March (42%). On the payments side, trends are quite contradictory. While the
proportion of SMEs that did not pay wages fell from 22% in April to 11% in May, the
proportion of businesses that paid wages in full decreased simultaneously, and the level
of SMEs that cut wages and laid off employees increased. This still keeps our outlook
on increasing unemployment, which is estimated at 18.0% for this year vs. just 9.1%
the year before. Also, we see the trend of declining personal incomes, which may cause
a deterioration in private consumption, thus negatively weighing on the GDP dynamics.
Chart 2 - SME wage survey (EBA poll)
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Within the framework of estimating the potential downturn in wages in Ukraine, we
are referring to recent data on own revenues of the state-run Pension Fund because
unified social taxes accrued from salaries remains the primary source (91%) of revenues.
According to recently released data, in January-May, own revenues of the Pension Fund
increased by 13.5% yoy, but the monthly dynamic was not uniform. In particular, in March,
there was a substantial slump in Pension Fund’s receipts, while In April-May, the situation
improved significantly. A substantial yoy increase in May revenues looks quite surprising
even if taking into account the negative impact of quarantine restrictions in May 2021
and the fact that the number of payroll taxpayers has decreased as a result of military
action. Perhaps this happened because a reasonably high percentage of refugees and
displaced persons continue to work in their new place of residence. Despite reasonably
positive trends in payroll tax revenues, we do not yet see factors that would allow the
average nominal wage in 2022 to remain at least the previous year’s level, thus predicting
a decline in the average real wage this year at about 25%.
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Chart 3 - Payroll tax monthly inflows to the State pension fund (Index, Jan 2022 = 100)
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Risk notifications and explanations

Disclosure
Risk notifications and explanations
Warnings:

•

•
•
•

Figures on performance refer to the past. Past performance is not a reliable indicator for future results and the development of
a financial instrument, a financial index or a securities service. This is particularly true in cases when the financial instrument,
financial index or securities service has been offered for less than 12 months. In particular, this very short comparison period
is not a reliable indicator for future results.
Performance of a financial instrument, a financial index or a securities service is reduced by commissions, fees and other
charges, which depend on the individual circumstances of the investor.
The return on an investment in a financial instrument, a financial or securities service can rise or fall due to exchange rate
fluctuations.
Forecasts of future performance are based purely on estimates and assumptions. Actual future performance may deviate
from the forecast. Consequently, forecasts are not a reliable indicator for future results and the development of a financial
instrument, a financial index or a securities service.
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A description of the concepts and methods used in the preparation of financial analyses is available under:
www.raiffeisenresearch.com/concept_and_methods.
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Detailed information on sensitivity analyses (procedure for checking the stability of potential assumptions made in the context of
financial analyses) is available under: www.raiffeisenresearch.com/sensitivity_analysis.
Disclosure of circumstances and interests which may jeopardise the objectivity of RBI: www.raiffeisenresearch.com/
disclosuresobjectivity
Detailed information on recommendations concerning financial instruments or issuers disseminated during a period of 12 month
prior to this publication (acc. to Art. 4 (1) i) Commission Delegated Regulation (EU) 2016/958 of 9.3.2016) is available under: https://
raiffeisenresearch.com/web/rbi-research-portal/recommendation_history.

IMPORTANT LEGAL NOTICE
By opening and/or using the information, services, links, functions, applications or programmes (hereinafter: "contents") offered
on this website, the user hereby agrees to be bound by the terms and conditions set out below:
Copyright law
The contents offered on this website and subsites (hereinafter: the “RBI Research-Website”) are protected by copyright law. The
downloading or storage of applications or programmes contained on the RBI Research-Website and the (complete or partial)
reproduction, transmission, modification or linking of the contents of the RBI Research-Website shall only be permitted with the
express and written consent of Raiffeisen Bank International AG ("RBI").
Information content, timeliness of information
The contents of the RBI Research-Website you are seeking to access is for information only and does neither qualify as investment
advice nor constitute or form part of any offer to buy or sell any securities or other financial instruments as defined in Article 5 para
1 number 15 of EU Directive 2014/65 (“MiFID II”) in any jurisdiction or jurisdictions, (and must not be considered in any way as an
offer or sale in relation to any securities or other financial instrument). In particular, no securities have been or will be registered
under the United States Securities Act of 1933, as amended (the “Securities Act”), and no such securities may be offered or sold in
the United States absent registration or exemption from registration under the Securities Act.
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RBI has made every effort to ensure reliability in researching the information published on the RBI Research-Website or sent via RBI
Research-Website as well as in selecting the source of information used. Nonetheless, RBI does not assume any liability whatsoever
for the correctness, completeness, timeliness or uninterrupted availability of the information made available on the RBI ResearchWebsite or as regards the sources of information used.
The information contained on the RBI Research-Website as well as forecasts published on the RBI Research-Website are based on
the information available and the market assessment at the point in time stated in the respective publications. Certain information
on this website constitutes forward-looking statements. RBI does not assume and hereby as far as possible expressly excludes
any liability for the correctness, completeness or actual occurrence of the events described in the forward-looking statements.
Such statements are not guarantees of future performance and involve a number of risks, uncertainties and assumptions. Certain
financial data (e.g. stock exchange prices) may in some cases only be published after a certain interval of time has lapsed as defined
by the data vendor (usually about 15 minutes or previous day end-of-day quotes). Furthermore, please note that many of the times
are given in Greenwich Mean Time (GMT).
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You agree and acknowledge that the information and statements contained in the materials you are accessing on the RBI ResearchWebsite speak only as of the date of such document and such information and statements will become inaccurate, stale and/or
out-of-date thereafter. These materials should not be relied upon at any time for any investment decision.
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RBI assumes no responsibility to maintain documents posted on the RBI Research-Website or to update any documents. Therefore,
users of the RBI Research-Website acknowledge that the content of documents available on the RBI Research-Website may not
show the most recent scenarios, analysis or conclusions.
Restricted access due to local regulations
Users of the RBI Research-Website can access some documents and information without registration requirements and without
further barriers (the respective area on the RBI Research-Website is hereinafter referred to as “Unrestricted Area”). By accessing
the Unrestricted Area, you agree and acknowledge that the materials on the RBI Research-Website may lawfully be made available
in accordance with the laws of the jurisdiction in which you are located.
Other documents are only available to persons who have registered themselves in accordance with the required procedure. The
part of the RBI Research-Website which can only be acceded by way of registration is hereinafter referred to as “Restricted Area”).
Due to the laws applicable in some jurisdictions or regulations imposed by capital market or securities authorities, some of the
information published on the RBI Research-Website (e.g. stock analyses) is not addressed to private individuals. In order to ensure
the enforcement of such local access restrictions, RBI retains the right to take any (technical) measures it may deem suitable for
restricting such information or segments of information subject to the aforementioned restrictions. The passing on of information
contained on the RBI Research-Website, which is subject to local access restrictions valid in certain countries, to the persons stated
in the relevant restrictions may constitute a breach of securities law or of other laws of said countries.
The distribution or dissemination of information published on the RBI Research-Website as well as the purchase and offering of the
respective products in certain jurisdictions may be subject to restrictions or additional requirements. Persons who retrieve such
information from the RBI Research-Website or into whose possession such information comes are required to inform themselves
about and to observe such restrictions. In particular, the products to which such information published on the RBI ResearchWebsite refers, may generally not be purchased or held by U.S. persons (the term “U.S. person” refers to any legal/natural person
having its seat/residence in the U.S.A and any other person within the meaning given to it by Regulation S under the Securities
Act 1933 as amended).
Users of the Unrestricted Area should be aware that the documents available on this part of the RBI Research-Website are not
made available on the basis that any customer relationship is created between RBI and such user solely on the basis of such user
having access to the respective documents. The documents available in the Unrestricted Area are intended to be available to users
in the European Economic Area and in the United Kingdom.
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Links to websites or URLs of third-party providers
With the exception of the cases regulated under § 17 of the Austrian E-Commerce Act, RBI does not assume any liability for
the content of websites or URLs of other providers to which links are provided. Neither does RBI assume any liability for the
uninterrupted availability or full functionality of the links to websites or URLs of third parties.
Exclusion of liability
RBI makes no warranty and will accept no liability for any damages whatsoever (including consequential or indirect damages, or
lost profits) relating to the access to the RBI Research-Website, the opening, use or querying of the contents on the RBI ResearchWebsite or relating to the links set up on the RBI Research-Website to websites or URLs of third parties. This applies also in cases
in which RBI points out the possibility of incurring such damages.
Furthermore, RBI shall not be liable for technical disruptions such as server breakdowns, operating disruptions or failures of the
telecommunications links and other similar events, which could lead to the (temporary) unavailability of the RBI Research-Website
as a whole or parts of it.

This report is intended for replaceme@bluematrix.com. Unauthorized distribution of this report is prohibited.

Storage of registration data

10

The content in the Restricted Area of the RBI Research-Website is only available to registered users. By sending the completed
online registration form, the user confirms the completeness and correctness of the data given and also confirms having truthfully
answered the questions asked. Furthermore, by sending the completed online form, the user hereby declares his or her consent
to the electronic processing of his or her registration data by RBI for both internal banking organisational purposes and for
transmission to other credit institutions within the Raiffeisen Banking Group, which may in turn also process, pass on or use such
data.
Changes to the RBI Research-Website
RBI retains the right to change and to remove the RBI Research-Website at any time (if necessary also without prior notice), in
particular as regards changing existing contents (in full or in part) and adding new contents.
General terms and conditions of business
For (authorised) users who use the services of RBI provided on the RBI Research-Website, the General Terms and Conditions of
Business, as amended, of RBI shall apply in addition to the terms and conditions of this Disclaimer.
Please also take note of the general information provided pursuant to § 5 of the E-Commerce Act!
Thomas SternbachLegal and ComplianceRaiffeisen Bank International AGAm Stadtpark 9, 1030 WienTel: +43-1-71707-1541Fax:
+43-1-71707-761541thomas.sternbach@rbinternational.com
IF YOU CANNOT SO CERTIFY, YOU MUST CLICK THE BUTTON LABELLED “I DECLINE” OR OTHERWISE EXIT THIS WEBSITE.
BY ACCESSING THE MATERIALS ON THIS WEBSITE, YOU SHALL BE DEEMED TO HAVE MADE THE ABOVE REPRESENTATIONS
AND CONSENTED TO DELIVERY BY ELECTRONIC TRANSMISSION.
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