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preparation, that would reduce economic vulnerabilities, boost international reserves and 
foster economic growth. The IMF sent a staff mission to Ukraine in the beginning of March 
and is expected to play the key role in the preparation of this programme and mobilisation of 
international financial assistance to Ukraine. In the next weeks, the IMF and the Ukrainian 
authorities are expected to come to an agreement on an economic programme that will be 
supported by a financing arrangement. 

It is expected that the external financing needs of Ukraine will exceed the funding likely to be 
provided by the IMF. In this context, the European Commission announced on 5 March 2014 
a package of financial support to Ukraine, that was welcomed by the EU Heads of State or 
Government the day after. One of the elements of the package is a new Macro-Financial 
Assistance (MFA) programme in the amount of up to EUR 1 billion.  

The European Commission submits to the Council a proposal to grant MFA to Ukraine 
amounting to a maximum of EUR 1 billion. The assistance would take the form of medium-
term loans, with no grant component being envisaged given that Ukraine does not meet the 
eligibility criteria for the use of grants in MFA operations.  

The proposed EU MFA is intended to help Ukraine cover part of its urgent  external financing 
needs in the context of the stabilisation and reform programme currently under preparation, 
reducing in this way the economy’s short-term balance of payments and fiscal vulnerabilities. 
The proposed assistance would support the urgent fiscal consolidation and external 
stabilisation and encourage the implementation by the authorities of structural reforms aimed 
at improving the overall macroeconomic management, strenghtening economic governance 
and transparency and improving conditions for sutainable growth.  

The proposed MFA is in line with the aims of the Eastern Partnership and the orientations of 
the new European Neighbourhood Policy (ENP). It would signal to the other countries in the 
region that the EU is ready to support countries embarking on political reforms, in moments 
of economic difficulties.  

1.2. Ukraine's macroeconomic situation 

After 5 quarters of consecutive decline, real GDP grew by 3.3% y/y in 4Q2013, leading to 
flat growth for the year 2013. The poor performance of the economy was due to a 
combination of a bad harvest, decline in steel exports and delayed domestic reforms. 
According to the IMF, it is believed that growth negative in January and February. Due to the 
volatile situation forecasts for 2014 range from -5% to +3% depending on assumptions. 
Macroeconomic adjustments, including fiscal consolidation and exchange rate flexibility, will 
have contractionary effects, but on the other hand, the foreseen IMF arrangement would 
increase confidence that could lead to FDI inflows quite quickly. Still, Russia's policy towards 
Ukraine signifies a substantial downside risk to growth.    
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Inflation has been very low in the last few years, reaching 0.3% at end-2013; however 
inflationary pressure has increased in 2014. CPI was 0.5% in January and 1.2% in February 
and the National Bank of Ukraine (NBU) expects it could reach 10% or more by end-2014, as 
a result of the depreciation of the hryvnia (UAH) and the expected increase in energy tariffs 
for households. 

The fiscal deficit, including Naftogaz operational deficit, was estimated at 6.5%-7.5% of 
GDP in 2013, largely as a result of continued energy subsidies, which amount to 7% of GDP, 
but also as a result of the economic slowdown. Capital expenditure was cut by 40% in 2013, 
while VAT revenues dropped by 7%. The 2014 budget was passed by the Rada in early 
January, but was based on unrealistic assumptions of growth and inflation and is currently 
being revised by the Ministry of Finance in close cooperation with the IMF. Revenues in 
January-February 2014 amounted to 82% of what was planned in the budget, suggesting that 
expenses need to be cut by around UAH 80 billion, or 15-17% in 2014. In addition, the gas 
import price from Russia will be increased on 1 April to at least 400 USD per 1000 cubic 
meters, putting significant strain on the budget. However, the Minister of Finance has made 
assurances that gas tariffs for households and district heating companies will be increased 
before the 25 May elections, alleviating this pressure. An additional issue is arrears, both of 
VAT refunds to corporates and overdue subsidy payments to utility companies, amounting to 
UAH 12bn and UAH 8bn respectively.  

There has been strong pressure on the local currency since the outbreak of the crisis. The 
NBU has allowed the hryvnia to depreciate significantly (by about 25%) in February. Part of 
this was a deliberate devaluation of the official exchange rate on 7 February from the 7.99 
UAH/USD that had been kept since July 2012 to 8.708 UAH/USD. Later the depreciation of 
the currency sped up as a result of the NBU's inability to intervene due to very low foreign 
exchange reserves. In agreement with the IMF, the NBU is now pursuing a policy of non-
intervention, except in cases of significant exchange rate movements. It is also maintaining a 
number of capital controls, but says it will refrain from introducing new ones. The hryvnia 
remains volatile, despite these measures. Further significant devaluation of the currency 
would risk deterioration of credit portfolios and capital of banks and would not necessarily 
rebalance the current account as much of exports are dependent on imported inputs. In 
addition, the Ukrainian economy is consumption-driven (75% of GDP) and devaluation with 
accompanying inflation would likely have a contractionary effect on GDP.  

The current account deteriorated significantly in 2013 to an estimated deficit of 10% of 
GDP reflecting mostly decreased exports. The NBU expects a significant narrowing of the 
current account deficit in 2014 as a result of adjustments connected to the foreseen IMF 
arrangement, including fiscal consolidation. Yet, current account financing needs will remain 
substantial in the short run – at least USD 4 billion before the end of the second quarter of 
2014. Net FDI is estimated to have dropped further from 5.0% of GDP in 2012 to 2.6% of 
GDP in 2013 and was near 0% in January 2014.  
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External debt was estimated at 76.7% of GDP at end-2013. Only about one-third of it is 
owed or guaranteed by the public authorities (including debt of the National Bank to the 
IMF). In addition to publicly guaranteed liabilities of some Ukraine's corporate borrowers, 
e.g. State guaranteed Eurobonds issued by Naftogaz, other external liabilities of Ukraine's 
corporates may have a systemic importance for the country. In particular, Naftogaz' debt (in 
arrears) for gas shipments from Russia's Gazprom has direct implications for the country's 
current account as Gazprom sets its price depending on Naftogaz' debt payment record. 

Official reserves declined by 16% to USD 20.4 billion in the course of 2013, as a result of 
the large current account deficit, pressure on the hryvnia and significant debt repayments in 
2013. This negative trend continued in January and February when reserves dropped a further 
13% per month to USD 15.5 billion at end-February (2 months of 2014E import cover). This 
development clearly reflects an increased balance-of-payments vulnerability. 

At 41% of GDP (end-2013), public debt is below the high-risk benchmark. At the same time, 
public debt servicing obligations, in particular on external debt or on foreign currency 
denominated domestic debt, weigh heavily on public finances and international reserves in the 
near future. Total debt service of the government and the NBU for the rest of 2014 amount to 
about USD 10 billion. Debt payments peak between June and September. In the period 
March-May debt service amounts to approximately USD 2 billion. In addition, the 
outstanding Naftogaz' debt to Gazprom amounts to another USD 2 billion. Debt payment 
obligations in 2015 are about USD 10 billion. 

According to the NBU, there is sufficient liquidity in the banking sector, but no credits are 
extended to corporates since February. Deposit erosion amounted to some 2% in January and 
about 8% in February. Possible further currency devaluation would present problems for the 
banking sector and asset quality has the potential to fall quickly. The banking sector is in need 
of a thorough asset quality review. Beyond short-term risks, the banking sector in Ukraine 
presents some structural weaknesses that are likely to be a focus of a reform programme 
supported through the foreseen IMF arrangement. There are clear weaknesses in bank 
supervision and corporate governance in the banking sector and a lack of protection of 
creditor rights. 

Reliable data on external financing needs are difficult to obtain at this point. Public F/X 
liabilities consist of debts to International Financial Institutions (IFIs – IMF, EBRD, WB, 
EIB), Eurobonds (issued by both the government and by Naftogaz and guaranteed by the 
government), F/X-denominated domestic treasuries (held by around 20 private companies) 
and a state-guaranteed loan to Naftogaz by Gazprombank. Total debt service of 2014 of the 
government and the NBU amount to between USD 9.7-13.8 billion, of which 1.6 billion 
appear to have been already paid in January-February, leaving USD 8.1-12.2 billion for the 
rest of 2014. Debt payments peak in June (total 1.3 billion of which 1 billion in Eurobonds 
maturing on 4 June), July (total 1.1 billion of which 0.7 billion to IMF) and September (total 
2.1 billion of which 1.6 billion in Naftogaz-issued Eurobonds guaranteed by the State). In the 
next three months (March-May) debt service amounts to approximately USD 2 billion 
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consisting mainly of payments to the IMF. In addition, the outstanding Naftogaz' debt to 
Gazprom for gas deliveries amounts to USD 1.9 billion (USD 1.3-1.47 billion for 2013 + 
USD 0.2-0.4 billion for February 2014), whereas the January debt was paid on 6 March. Gas 
imports in February should have been paid by 7 March. 

1.3. Structural reform challenges 

Despite an ambitious Programme for Economic Reforms for 2010-2014 (PER), 
implementation of key structural reforms were below expectations under the former 
government. Notwithstanding the declared policy goal of an improved business climate in 
Ukraine, there were a number of adverse trends, such as an increase of corruption, insufficient 
progress in public finance management reform, and increased pressure on business from tax 
and customs administrations.  

Fiscal consolidation is a major challenge for the new government to deal with. The general 
government deficit equalled 6.5%-7.5% of GDP in 2013; it is largely due to energy price 
subsidies and to the quasi-fiscal deficit of the energy company Naftogaz (around 2% of GDP 
in 2013). Payment discipline in the utilities sector is an issue. Energy tariffs for households 
and district heating companies must be increased as soon as possible. Tariff increases should 
be complemented by a targeted social assistance programme to support the poorer parts of the 
population. 

Corruption is widespread in Ukraine, especially in the area of taxation and customs where, 
until now, there is an almost complete lack of transparency. These challenges are reflected in 
Ukraine's low ratings, by regional standards, in a number of comparative studies. There is a 
clear need for an audit control system of tax and customs to get rid of this structure. The new 
government has made anti-corruption one of its top priorities leading up to the 25 May 
elections. The government has already announced it will return Tax Revenue and Customs to 
the Ministry of Finance after they were joined last year under former Minister Klymenko. The 
justice system is weak and unable to deal with the significant backlog of court cases on 
business malpractice. Tackling corruption should improve investor confidence and the overall 
business climate in the medium to long term.  

The financial sector would benefit from a thorough asset quality review of individual banks 
to determine their vulnerability (especially systemically important banks) to further 
destabilisation of the economy, including further devaluation. The NBU should be 
strengthened in its role as bank supervisor. Regulatory forbearance is a major problem and 
enforcement of creditor rights is extremely weak, which has a significant impact on the 
business climate. 

Over the short-to-medium term, Ukraine's government needs to deliver on key reforms, 
improve fiscal sustainability while addressing the investment climate, rein in corruption, and 
diversify the economy. In addition, the exchange rate policy should gradually move towards a 



 

8 

 

free float in order to avoid a further widening of the current account deficit and a continued 
drain of the country's international reserves. 

1.4. International support to Ukraine 

In  early March 2014 the IMF sent a fact finding mission to Ukraine to assess the latest 
economic developments and external financing needs and to establish initial contact with the 
new government. The mission started also preliminary discussions on the priority policy 
measures to be adopted by the authorities and on a possible financing arrangement with the 
IMF. It is expected that such an arrangement will be put in place in the near future, but at the 
time of the preparation of the proposal its main parameters, timeframe and the amount of IMF 
financing were still not determined.  

The World Bank intends to provide to Ukraine support of up to USD 3 billion in 2014. Out 
of this amount, one-third would be in the form of budget support, under two Development 
Policy Loans (DPLs) of USD 500 million: a general DPL and a financial sector DPL. Further 
USD billion under the same operations would be available in 2015.  

The EBRD's active portfolio in Ukraine currently amounts to some €4.5bn and 183 projects. 
Ukraine is the EBRD’s second largest country of operations. In 2013, there were 31 signings 
to the value of €798m, all of them non-sovereign with the exception of the Nuclear Safety 
project (€300m). Indicative Annual Bank Investment (ABI) in 2014 has been structured at 
between €550-750m. As part of the international community’s help, the EBRD would have 
the capacity to invest around €800 million to a billion annually in Ukraine over the next few 
years. 

A EURATOM Loan Facility and a Guarantee agreement of EUR 300 million was signed in 
July/August 2013, to be complemented with a EUR 300 million loan from the EBRD 
(referred to above).  

In 2012 and 2013, the US provided over USD 200 million in foreign operations assistance to 
Ukraine. In 2014, a similar annual amount of cooperation assistance is foreseen; however the 
US has also announced it will support Ukraine through a USD 1 billion loan guarantee 
scheme. 

In addition to the MFA, the EU assistance will be also provided through the European 
Neighbourhood Instrument (ENI). 

The Commission is currently funding a number of on-going sector budget support and 
technical assistance programmes (approximately €400 million) which will provide input to the 
new Government in key areas such as economic development, public financial management 
and justice. 

The Commission is currently preparing a €300 million Annual Action Programme 2014 
including a State Building Contract to assist the Government of Ukraine in promoting 


