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Dear Sirs,

We would like to offer for your attention the Annual Report of the
National Bank of Ukraine for 2005 prepared in accordance with the Law of
Ukraine "On the National Bank of Ukraine".

The major achievements of Ukraine's macroeconomic development in
2005 primarily were the households' real income growth, unemployment
decrease, inflation rate lowering and acceleration in the rates of foreign capi-
tal attraction to Ukraine.

Ukrainian banks essentially increased crediting of the economy, and the
individuals' deposits unprecedentedly grew. International reserves of the
National Bank of Ukraine almost doubled. 

The National Bank of Ukraine's monetary policy in 2005 was aimed at sup-
porting the hryvnia stability as a monetary prerequisite for the economic
growth, at reaching the long-term social, structural and institutional goals.

We consider that the publication of the information of the results of the
National Bank of Ukraine activity for the reporting year will promote trans-
parency of its work and retaining of confidence in the national monetary unit. 

I would like to assure you that the National Bank of Ukraine will continue
the weighed monetary policy directed towards restraining the inflation rate,
ensuring the economic recovery and raising the people's welfare.

Sincerely,

Governor 
of the National Bank of Ukraine

Volodymyr Stelmakh
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INTRODUCTION
Expectation of positive changes in consequence of new political and economic conditions

in Ukraine determined the responsibility of the central authorities before both the population
and the economic entities. In 2005, the "new wave" demographic processes started, which had
a positive influence on the transparency of the Ukrainian economy acknowledged as the mar-
ket economy by the EC and the USA. Under these conditions, homage should be done to the
banking sector of Ukraine, which in 2005 showed higher quantitative and qualitative indicators
of the development in Ukraine as compared with other economic sectors. 

The reduction in the real GDP growth almost to one-fourth in 2005 was determined prima-
rily by considerable structural transformations in the economy, as well as by dampening of the
investment activity and worsening of the external conditions. The domestic demand increased
mainly due to the increase in the household incomes supported in addition by the budget pol-
icy directed towards the current consumption.

The inflationary developments in 2005 in a great measure were determined by non-monetary
factors. Among them remain a contemporary shortage of important commodities in the market of
Ukraine (which caused price shocks in certain commodity markets), the growth of social expen-
ditures (budgetary and pension ones), which outrun the GNP growth, and the energy carrier price
increase under conditions of considerable power and material consumption of production.

The National Bank of Ukraine pursued the monetary policy in compliance with the Monetary
Policy Guidelines for 2005, coordinated with the government economic policy. It was primarily
directed towards restraining the inflation processes. To this end, the National bank of Ukraine
followed the weighed policy in the foreign exchange market, permanently conducted the steril-
ization transactions through issuing the deposit certificates, strengthened requirements to the
formation of required reserves and raised the discount rate to 9.5 per cent per annum.

One-time correction of the exchange rate of hryvnia against US dollar was an extra anti-
inflation step of the monetary policy undertaken in April 2005 after the 5-year stability of the
nominal exchange rate. This step was caused by a sharp increase in the foreign currency sup-
ply in the inter-bank foreign exchange market as a consequence of additional inflow of the spec-
ulative short-term capital due to the issue of government securities against the background of
the undervalued national currency versus foreign currencies.

Therefore, keeping to the inflation benchmark was succeeded - the increase in consumer
prices by the year results was less than in 2004 (10.3% against 12.3%).

The rise of money in circulation remained a standing pre-requisite of the economic growth.
In 2005, the monetary base increased by 53.9% (in 2004 - by 34.1%). The total money supply
in circulation increased by 54.3%, including in the national currency - by 55.4% (in 2004, by
32.4 and 26.8%, respectively). The money supply growth took place primarily due to transac-
tions in the foreign exchange market as a result of considerable foreign exchange inflow with a
necessary to maintain the hryvnia exchange rate stability. In 2005, the exchange rate of hryv-
nia against US dollar grew by 4.8%, the real effective exchange rate of hryvnia - by 15.3%,
being the biggest increase after 2000. The main factor of the real strengthening of hryvnia in
2005 was its nominal strengthening against the US dollar, euro and Russian ruble.  

During 2005, the National Bank of Ukraine took several fundamental steps towards further
liberalization of certain transactions in the foreign exchange market. Among them, there were
new rules of foreign currency trade, cancellation of the requirement of mandatory sale of
receipts in foreign currency in favor of Ukrainian residents, removal of the restriction for  the
limit deviation of the sale/purchase rate under foreign currency transactions from the official
exchange rate of hryvnia against foreign currencies etc.

The increase in social and other payments to the population in 2005 caused acceleration of
the growth rate of cash outside the banks by 42.2% (in 2004 - by 27.9%). At the same time,



during 2005, the positive tendency of forming the money supply structure continued. As of the
end of 2005, the share of cash within the money supply structure was 31.0% as compared with
33.7% in the beginning of the reporting year.

On the other hand, the rise of household incomes and renewal of confidence in the bank-
ing system, after the political instability at the end of 2004, contributed to high rates of the
deposit growth in 2005. 

The volume of banks' liabilities under the funds of economic entities and individuals,
attracted to the banking system, in 2005 increased by 60.0% (in 2004 - by 34.6%). In 2005,
the increase in bank liabilities under individuals' funds reached 75.9%, being the highest for the
last 6 years. The increase in the individuals' deposits ensured 63.5% of the total deposit
increase in 2005 and was a powerful restraining factor of inflation. Finances of economic enti-
ties increased during the reporting year by 44.0%. The majority of deposits were the funds in
the national currency that increased during the year by 65.3%, their share in the deposit struc-
ture by currency types increased up to 65.7%, or by 2.1 percentage points. In 2005, the posi-
tive dynamics of growth of long-term deposit liabilities of the banks, whose volume increased
by 62.4% during the year, continued. The current deposits of individuals in 2005 increased 2.2
times, including those in the national currency - 2.3 times. It should be mentioned, that almost
half of the increase in the individuals' current account balances was caused by the rise of funds
on the household card accounts.

The acting deposit insurance system also contributed to the deposits attraction. In accor-
dance with the decision of the administrative council of the Individuals' Deposits Insurance
Fund of April 21, 2005, No. 38, the compensation amount to depositors in case of bank's bank-
ruptcy was increased up to UAH 5 thousand (in January 2006 - up to UAH 8 thousand).

Due to the essential growth of the resource base, banks continued to increase the volumes
of crediting. Banks' claims under credits extended to the economy of Ukraine increased in 2005
by 61.9% (in 2004 - by 30.6%). The highest growth of banks' claims under extended credits
ensured the increase in indebtedness under the credits extended to economic entities, whose
volume in 2005 increased by 65.8% of the total growth of indebtedness under credits, extend-
ed to the economy of Ukraine. The positive dynamics of banks' credit deposits was influenced
by considerable rates of growth of indebtedness under the credits extended to individuals (2.3
times), which caused the increase in its share within the total volume of credit deposits to the
economy of Ukraine by 6.7 percentage points up to 23.4%. Within the structure of banks'
claims under credits extended to the economy, like in the previous years, indebtedness under
the credits in the national currency prevailed. As of the end of 2005, its share was 56.7% of the
total credit investments to the economy. During 2005, the positive tendency of growth of the
banks' long-term credit investments was preserved, the claims under which increased by
84.6% as compared with 2004. The positive tendency for 2005 was an essential growth of vol-
umes of credits extended for the investment activity of economic entities, the indebtedness
under which during the year increased  2.7 times (last year - 1.9 times). The crediting growth
had a positive influence on the Ukrainian economy development. At this, the growth of credit-
ing did not affect the quality of the banks' credit portfolio - the share of overdue and problem
loans in the banks' general credit portfolio decreased during 2005 from 3.8% to 2.5%.

Despite the difficult start conditions in 2005, the negative consequences of worsening the
situation at the end of 2004 were completely overcome already in the first quarter - the outflow
of funds was not merely stopped, but the volumes of their attraction were resumed and the ten-
dency of worsening the credit portfolio quality was overcome. In 2005, the qualitative charac-
teristics of the banking sector development essentially improved - as of the end of 2005, the
banks' capital was 5.8% of GDP, total assets - 50.2% of GDP and liabilities - 42.6% of GDP.

In 2005, the growth of the capital of Ukrainian banks continued. The balance capital of
Ukrainian banks increased by 38.2% and as of January 01, 2006, was UAH 25.5 billion. The
banks' regulative capital increased during 2005 up to UAH 26.4 billion (by 43.6%) or EUR 4.4
billion, where the main capital was 75.5%, and the additional one - 24.5%.
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