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The risks of a slowdown in the global economy continue to increase. Inflation pressures are
rising, pushing to speed up the normalization of monetary policy. Financial conditions for EMs are
tightening

Consumer inflation in Ukraine continued to accelerate (to 17% yoy in May, according to web
scraping, from 16.4% yoy in April). Disruptions of production and supply chains, destruction of
production capacities and infrastructure, occupation of territories fueled inflation further. However,
disinflationary factors seem also gaining strength, both on the supply and demand sides

In May, economic activity continued to recover in both the manufacturing and services
sectors. However, it may be partly driven by seasonal factors. According to NBU's flash surveys,
only 14% of enterprises did not work as of end-May, but capacity utilization was 40% lower than
the pre-war level

Despite the revival of economic activity in May, demand for labor remains sluggish, supply
far exceeds demand. Most companies are unable to pay pre-war wages. Households' incomes
are supported by social benefits, increased pensions and military payments

As import recovered faster than exports, the merchandise trade balance turned into a
deficit in April. However, sizable international financial assistance and resilient remittances
helped maintain the current account surplus

The state budget deficit continued to widen in May, reflecting significant budget needs and
a decrease in revenues (due to the decline in economic activity and provision of tax benefits).
The deficit was financed by international financing and the placement of war bonds, the lion's
share of which was bought by the NBU

Disbursed international financial assistance helped partially compensate for large FX
interventions on the interbank market. However, reserves are declining

The NBU returned to active interest rate policy, the key rate was raised from 10% to 25%.
This will help protect households’ income and savings in the hryvnia and strengthen the NBU'’s
capability to maintain the exchange rate stability and restrain inflation processes during the war 2
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Risks of global economic slowdown continue to grow

Manufacturing PMI of selected countries
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CPI of selected countries and weighted average of
Ukraine's MTP countries' CPl (UAwWCPI), % yoy
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Sluggish demand, elevated inflation, and global value chain disruptions amid lockdowns in China and
war in Ukraine limited the increase in global manufacturing production volumes. Growth in new orders

and international trade has slowed

Input and output prices increased at one of the highest rates in the survey history but already lower

than in April

Generally, food and energy prices contributed to inflation the most. However, core inflation has been
rising as well, signaling broader inflationary pressure



Global energy prices show mixed dynamics as supply factors
play out

Crude oil (USD/bbl) and natural gas (TTF, USD/kcm)
world prices
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Oil rose in price due to:

EU gas storage stocks, % full
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a drawdown of U.S. inventories in the run-up to a seasonal increase in demand,
a lack of new OPEC+ agreements to increase production, and
a possible embargo on imports of russian oil to the EU. The latter was agreed in late May, although it did

not cover oil supplied by pipelines

European natural gas prices fluctuated around $1,000 per kem but were under downward pressure.
Record LNG shipments and continued supplies from Russia to most EU countries allowed to rapidly fill
storage facilities in Europe close to the average level for this period over the past five years
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Global prices in other commodity markets have been declining
but remain at elevated levels

Steel and iron ore world prices, USD/MT
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Wheat and maize world prices, USD/MT
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Steel prices declined, owing to weak demand, primarily in China, and a significant drop in scrap prices
in most regions. However, high production costs due to expensive energy resources kept prices from
falling even further. Activity in China has been determining the dynamics of iron ore prices: the decline
at the beginning of the month amid a more stringent lockdown turned into growth at the end of the
month on expectations that the Chinese government lift restrictions and introduce additional economic

stimulus

Deterioration in crop conditions in the United States, Northern Europe, and India, which had even
imposed export restrictions in response, caused an increase in wheat prices. Meanwhile, talks that
Ukrainian ports could be unblocked contributed to their decline at the end of the month. Corn prices
have been gradually declining as better weather in the United States allowed to speed up sowing



Higher than expected inflation forces central banks to accelerate
monetary policy normalization

The Fed funds rate expected level by the end of 2022, Key policy rates in selected EM countries, %
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Source: official web-pages of central banks, Focus Economics,
Trading Economics, as of 01.06.22.

= Both major CBs and those of EM countries are tightening their monetary policy
= Exceptions:
The CB of russia sees room for additional cuts

The CB of China lowered the 5-year LPR rate (by 15 bps to 4.45%, more than expected) to support
the real estate sector but left the 1-year rate unchanged amid concerns about capital outflows

National Bank
of Ukraine 7



Tighter financial conditions, risks of global economic slowdown,
and geopolitical tensions reduce risk appetite

Non-resident portfolio flows to EM (excluding China),

USD bn
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Eastern European and Middle East countries
experience the sharpest tightening of financial
conditions due to proximity to war and close
ties with russia

Latin American countries are an exception:
faster tightening of monetary policy and better
terms of trade owing to higher commodity
prices have supported capital flows
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Inflation in Ukraine continues to accelerate primarily due to

supply shocks

Inflation* and inflation targets, % yoy
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= The main factors accelerating inflation are supply shocks, namely:
production and supply chain disruptions
destruction to production capacities and infrastructure

occupation of territories

= The consequences of these are the emergence of local and/or temporary deficits (fuels, salt),
increased business costs, a shock rise in prices in the occupied territories

= Inflationary expectations are deteriorating

National Bank
of Ukraine
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However, signs of disinflationary impact of demand and
structural distortions are growing

Contributions to the annual change in food prices, pp Selected CPI components*,% yoy
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There are not only pro-inflationary shocks from the supply side. Due to the surplus of agricultural raw
materials amid limited export capacity, there is a downward pressure on the prices of a number of food
products (flour, bread, oil, meat and dairy products, eggs)

A moderate acceleration in prices for services and non-food products may reflect an increased impact
of declining consumer demand

Introduction of a moratorium on raising heat tariffs and gas distribution for the period of martial law and
6 months after its completion by the Cabinet of Ministers restrains inflation

11


https://interfax.com.ua/news/economic/831328.html

%

Source: minfin.com.ua, NBU calculations.
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Fuel shortages in the domestic market are the main factor in its

price rise

Fuel prices, UAH /L
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Deficit is caused due to destruction to fuel infrastructure and refineries by russian invaders, port

blockade, more expensive and longer logistics

Since May 17, the government decided to abandon state regulation of fuel prices so that market

operators could saturate the Ukrainian oil market

At the same time, world oil prices remain high — increased to $121 per barrel. As a result, fuel prices

are expected to stabilize, but at a high level

12


https://www.kmu.gov.ua/npas/pro-zupinennya-diyi-punktu-41supsm

The surplus of agricultural products is pushing prices down, but

the price pressure is growing due to logistics problems

Changes in output prices,% of answers
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The share of enterprises that increased output prices reached a third of all respondents, especially the

share of those whose prices grew by 10-20%, rose

Agricultural enterprises dominate among those who have lowered prices due to the surplus of
agricultural products because of restrained export capacity

13
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Ukraine: Economic activity



In May, economic activity continued to recover,...

Change in the level of capacity utilization compared Reasons for changes in capacity utilization level,% of

to pre-war level, % of responses answers
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The number of companies that completely ceased their activity fell to 14% in the second half of
May (17% in April), but the overall capacity utilization rate remains 40% below pre-war levels

The loss of markets and increasing price pressure are holding back the recovery. The negative
impact of disrupted logistics, in particular fuel supplies, is persistently significant

The assessment of the strength of enterprises has also improved. In May, the number of
enterprises that did not experience problems with lack of resources increased (up to 36%). 40%

of respondents will have enough resources for more than a month
15



... in the manufacturing sectors...

Field work of spring crops (area of crops), thousand  Sales openings in new buildings* as of 30 May 2022,
% to the pre-war (24.02) level
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... as well as services sectors, which may, however, partly reflect
seasonality

Restaurant business performance indicators,% Working sales points of selected retail chains in
120% &Jdgame, %
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The activities of a number of metallurgical and mining
% enterprises revived in May, energy infrastructure is being rebuilt

Metallurgy

= Some producers continue to get out of conservatorship and increase capacity, in part due to the
abolition of customs duties by Western countries. Some companies report they have resolved the
problems with export logistics and created new transport corridors

= An increase in production capacities is restrained by repairs and the risk of hostilities; part of the
capacities is destroyed, which will undermine the possibility for the recovery

Mining

= Coal production by state-owned mines has fallen by 37% since the start of the war; some private
companies continue to operate and increase hiring to ramp up volumes, including due to the
establishment of new export routes

= Gas production is increasing due to the launch of new inter-industrial gas pipelines in the central and
eastern regions; some private companies brought mining to pre-war levels

= The main salt mining company has stopped working, instead legal amber mining is increasing

Energy

= Due to lack of coal, Zaporizhzhya TPP, Slovyanska TPP and Kharkiv TPP-5 were shut down; 7 out of
15 NPP power units are operating. Energoatom has launched new capacities for electricity production

= Due to active hostilities, there is no gas supply in Luhansk and Donetsk regions, and the number of
disconnected gas distribution stations has increased by 75%

= Most of the destroyed energy infrastructure has been restored in the de-occupied territories as well as
gas and electricity supply; electricity and gas supply has been restored in the whole Kyiv region

= Exports of electricity to Moldova have started against the background of declining domestic
consumption. Ukrhydroenergo is ready to start exporting electricity to Poland

National Bank
of Ukraine
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The return of the citizens, government procurement and
% relocation of enterprises to the west support other industries

Food Industry

With the return of the citizens, food producers resume work in the de-occupied territories, introduce
new and reopen existing production facilities in the western and central regions. Excess raw materials
and the reorientation of consumers to more affordable and cheaper domestic products support the
expansion of the product range

The industry is constrained by export restrictions, reduced purchasing power and rising production
costs due to logistical difficulties and rising energy prices

Some manufacturers keep production volumes, shifting from the Ukrainian to the European market

Engineering

Engineering is supported by the needs of the energy, transport and mining industries and the
production of special equipment, in particular through foreign contracts and government procurement

Amid growing certainty and the relocation of military actions to the east of the country, manufacturers of
components focused on the Western automotive industry began to resume production

Light and pharmaceutical industries

National Bank
of Ukraine

Some large pharmaceutical companies have reached the pre-war level of production, in particular
thanks to the production of drugs for defense and due to increased export opportunities. A number of
manufacturers have mastered the production of new products

At the same time, the demand for veterinary drugs has significantly decreased due to the reduction of
livestock and limited access to the market by regions with active hostilities

A number of clothing and equipment manufacturers have restarted operations in the west of the
country and increased production, working for the army

19



housing construction is being revived

% Sowing continues, new export routes are being established and

Agriculture

Sowing of spring cereals and legumes as of May 26 was completed by 78% of last year's levels (13.2
million hectares or 93% of the plan of the Ministry of Agriculture for this year, the plan - 14.2 million
hectares, which is 16% less than last year)

Farmers continue to optimize crop structure: reduce land under corn, instead increase crops of wheat,
soybeans, buckwheat

Dairy farms that are in the zone of active hostilities and occupation suffer from the destruction of farm
infrastructure and the death of animals; fodder shortages; lack of veterinary drugs and disinfectants;
broken supply, processing and sales chains

Transportation

There is a significant recovery in the transport sector: freight traffic by Ukrzaliznytsia (UZ) resumed up
to 45% of pre-war capacity, an additional border crossing was opened for grain cargo transportation

UZ restored a number of railway connections against the background of de-occupation of some regions
and restoration of passenger traffic due to the return of the population; passenger service with the EU
IS increasing

However, the queues at the western crossings are still significant, and UZ export capacities are limited
by the lack of border infrastructure and the consequences of the shelling

Construction

National Bank
of Ukraine

Housing construction has resumed in all regions remote from hostilities; housing construction works
were also resumed in de-occupied cities; reconstruction and overhaul of damaged houses and social
infrastructure premises have been started in Kyiv

Construction is also supported by the restoration of transport infrastructure and the creation of new
production facilities in safe areas (construction of factories, granaries, etc.)

Manufacturers of construction products are beginning to adjust due to growing demand

20
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Despite reviving economy, demand for workers remains
subdued. Supply notably exceeds demand

Staff changes compared to pre-war, % of answers Demand for labor force: number of vacancies,
35 thousand (4-weeks moving average)
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Most companies are unable to pay pre-war wages

A change in salaries compared to pre-war levels, % The level of payment for employees
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National Bamk
of Ukraine

According to various surveys, the fall in wages in the private sector averaged 25% to 50% compared
to pre-war times
according to flash NBU surveys, most such companies were in the mining industry and construction. The
share of enterprises that have reduced wages by 10%-50% is gradually growing, in particular in the energy,
services, transport and trade sectors. Agricultural enterprises dominate among those who have not changed
or even increased wages
According to grc.ua, salaries in May were 10%-60% lower than before the war (depending on the type of
activity). At the same time, in May, compared to April, salaries were raised for drivers, physicians and
pharmacists, in the manufacturing and agriculture
Slightly better situation is in the budget sector - the staff was partially sent to the idle regime with the
payment of 2/3 of salaries
However, household incomes are supported by social benefits, higher pensions and increased
payments to the military servants
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% In May, the process of citizens returning to Ukraine intensified

The number of Ukrainians crossing the border from Refugees from Ukraine by neighboring countries and

and into Ukraine, millions internally displaced persons (as of 29 May 2022)
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= The number of departures from Ukraine has slowed down, while the rate of return is growing. Thus, in
the last week the number of those who returned even exceeded the number of those who left

= This is also testified by mobile operators data

National Bank
of Ukraine 24
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Ukraine: Balance of Payments



In April, the merchandise trade balance returned to the deficit,
although the current account surplus persisted

Current account balance. USD bn Contributions to the annual change in merchandise
' trade, pp
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Source: NBU. Source: NBU.

= Exports of goods remained almost at the level of March, comprising only a half of last year's volumes

= Instead, imports of goods increased, thus slowing down its decline in annual terms. It expanded across
almost all major groups of products, but imports of motorcars did the most

= Therefore, the merchandise trade balance returned to the deficit in April. Moreover, the negative
balance in trade in services continued to widen due to the higher imports of travel services and a
moderate recovery in exports of IT-services

= However, sizable international financial assistance, resilient remittances, lower reinvested income and

Natonal gank SUSPENSION of dividends helped maintain the current account surplus
of Ukraine 26
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The recovery of merchandise exports is hampered by logistics
hurdles and the destruction of production facilities

Exports of selected goods, USD bn
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Source: SCSU.

= Compared to March, exports of food products recovered somewhat, primarily on account of sunflower
oil, oilseeds and meat. The significant decrease in grain exports (by almost 1/3) may be due to the lack
of additional custom registrations of batches exported in previous periods, as it was in March

= The decline in exports of iron ores and ferrous metals persisted due to the destruction and
conservation of production facilities, as well as difficulties with the shipment of products for export, and
the available logistics routes being highly loaded

ank
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Even if transportation capacity reaches its potential, it would
allow exporting less than 50% of the pre-war grain exports

Cross-border railway capacity Exports of grain, m tones/month
7 6
6 5
> 4
4
3 3
2 2
1 1
0 0 .
Actual Potential Actual Potential average pre-  March April Target
capacity capacity capacity capacity war level
wagons, thsd/per day mn t/ month 07.21-02.22
m Grains Iron ores m Metals = Railway River transport
m Coal m Sunflower oll Containers
Others m Autotransport Undefined transport
Source: Ukrzaliznytsia. Source: SCSU, Ukrzaliznytsia.

National Bank
of Ukraine

UZ export capacity is restrained by:

insufficient transshipment capacity at borders;

shortage of wagons in Europe (the share of railway transportation in Europe comprises around 15-35% of the
total, in Ukraine - 65%)

the need for reloading from wide to narrow gauge and vice versa or shredding trains (for example, in Moldova
due to unsatisfactory track condition)

bureaucratic procedures (phytosanitary control, product quality control, the need to coordinate movements)

28



preferences led to an increase in merchandise imports

% The gradual recovery of economic activity and implemented tax

Imports of goods, USD bn Energy products imports, m t
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Source: NBU. Source: SCSU.

National Bank
of Ukraine

Country's defense needs, as well as the gradual resumption of industrial and commercial enterprises
activity, led to increased purchases of non-energy goods: machinery, food, and industrial goods.
Liberalization of merchandise imports taxes was an additional factor in its recovery

Energy imports have been hampered by seaport blockades and logistics hurdles on the western
border, while the gradual resolution of oil transportation problems has boosted their purchases

29



Preferential taxation stimulated an increase in imports of not only
essential goods
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= Compared to March, imports increased in April:

National Bank

motorcars - 10 times

mobile phones - almost doubled
washing machines - almost quadrupled
mollusks - more than 3 times

sinks, washbasins - 13 times
decorative glassware - 13 times
imitation jewelry - has doubled

L e | IEEE—____\

Apr
Molluscs
m Clothing, women's
= Bicycles
= Imitation jewellery
Table or parlour games

Imports of fur and finished leather, parts and accessories for musical instruments, cut flowers, combs
of Ukraine and hairpins exceeded last year's volumes
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Disbursed international financial assistance helped partially

compensate for large FX interventions

Financial account: net external liabilities, USD bn Change in reserves, USD bn
4 . . 4
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m Other (incl. price and exchange rate revaluations)
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IMF
m Other creditors

® Public sector Banks ®m Other sectors*

* Including net errors and omissions.
Source: NBU. Source: NBU.

National B
of Ukraine

= Capital outflows from the private sector slightly slowed down but continued to be determined by an
increase in non-residents’ liabilities under trade credits and a further rise in FX cash outside banks

= The public sector saw capital inflows, which, however, decreased compared to March as the
government was receiving grant funds, which are accounted for in the current account

= Disbursed international financial assistance helped partially compensate for large FX interventions on the
interbank market. Even with reserves being declining, it helped to maintain them at a fairly high level

ank
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A sizeable budget deficit comes from significant budget needs
and weak revenues

Main State budget indicators
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State budget balance financing**, UAH bn

150

120

90

60

30

01.22 02.22 03.22 04.22 05.22

* High-frequency data from the MFU website. Dotted and patterned fillings show relevant indicators excluding grants.
** Debt transactions are net borrowings. NBU calculations based on the MoF’s website information.

Source: Treasury, MoF, openbudget.gov.ua, NBU staff estimates.

m UAH gov't bonds&bills
= NBU gov't war
bonds&bills

FX gov't bonds&bills
(eqvl in UAH)

m External borrowings
(eqvl in UAH)

® Other financing

® Deficit ("-" surplus)

= In May, the state budget deficit continued to widen, and in Jan-May 2022, the negative balance exceeded

the annual deficits in the previous two years

= Revenues continued to decline, but their decrease slowed somewhat supported by both tax and non-tax
revenues (in April, the latter plunged as the NBU transferred its profit earlier)

= At the same time, expenditures expectedly surged, primarily those directed to defense needs and social
programs

= The state budget deficit was covered by international and monetary financing

National Bank
of Ukraine
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Due to the decline in economic activity and provision of tax

% benefits, the tax revenues continued to decrease
Revenues of the state budget’s general fund, Growth in tax revenues of the state budget’s
UAH bn general fund in 2022, monthly, % yoy
150 200
120 150
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0
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-50
O *
01.21 05.21 09.21 01.22 05.22 -100 PIT CIT Renton Excise Domestic Import
m Domestic VAT ® Import VAT CIT subsoil VAT VAT
mPIT = Grants m Other revenues use

* Operative data from the MFU website. Dotted and patterned fillings show relevant indicators excluding grants.
Source: Treasury, MFU, openbudget.gov.ua, NBU staff estimates.

= On the background of the introduced tax benefits for imported goods, the domestic taxes strengthened
their role as the main source of revenues

= Fairly high level of tax revenues was supported by companies' efforts to keep staff and pay wages,
advance CIT payments, and high world gas prices. The revival of economic activity since April also
contributed

= However, the suspension of VAT refunds remains a "weakness" of domestic tax developments

National Bank
of Ukraine



Expenditures expectedly surged in March-April

Growth in expenditures of the state budget in Contributions to annual changes in expenditures of
2022, % yoy the state budget, pp
180 100

Expenditures, % yoy
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Source: openbudget.gov.ua, Treasury, NBU staff calculations.

= Expenditures on the defense sector (in particular, due to a significant increase in military allowances),
and social care (including the e-Support program and payments to internally displaced persons) have
seen most of the growth

= At the same time, given the restricted budget resources, some expenditures were incurred based on the
current needs, which in particular resulted in a decrease in capital expenditures

National Bank
of Ukraine 35
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NBU returns to an active interest rate policy, however...

NBU interest rates and UIIR/UONIA, %
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Source: NBU.

National Bank
of Ukraine

In the absence of adequate material benefits for holding hryvnia assets, the threat has been
growing that the economy dollarization might rise and the financial system lose respective
resources

Thus, the Board of the National Bank of Ukraine has decided to raise the key policy rate from 10%
to 25% from the third of June. This step aims to:

protect households’ income and savings in the hryvnia

raise the attractiveness of hryvnia assets

reduce the pressure on the foreign exchange market

The NBU has also decided to widen the interest corridor for monetary transactions with banks to
+ 2 pp (it was £1 pp before). This will provide an additional room for reviving the interbank market .



...It is still more focused on maintaining the EX rate due to the
stabilizing role of the latter during wartime

Yields on hryvnia government bonds in the Hryvnia exchange rates against the US dollar in
primary market, rates on hryvnia deposits selected markets
and consumer inflation 38
18
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12 . 32
10 ' 30
8 28
3323888838388833338 0122 0222 0322 0422  05.22
JoLdouaNdaonANa NG O D ——of purchase in the cash market
) of selling in the cash market
=—o0—Domestic government bonds 1y, % —Official exchange rate
Deposits of households up to a year, % of purchase on "gray” market
—0f selling on "gray" market
=0—CPlI, % yoy
Source: SSSU, NBU. Source: NBU, open sources.

=  Currently, the yields on hryvnia deposits and government bonds are significantly lower than current
inflation and inflation expectations, which make them unprofitable for the holders of these assets. The
growth of yields on hryvnia government bonds will indirectly bring the hryvnia deposit rates to grow

= More attractive hryvnia savings will help decrease demand on the FX market. This will prevent further
accumulation of imbalances, ease pressure on Ukraine’s international reserves, and will gradually
resolve the issue of multiple exchange rates

= In May, the NBU lifted restrictions on setting the exchange rate at which authorized institutions sell FX
ational Bank cash to customers. This step was aimed to enhance competition in the cash segment of the FX market
ational ban . . .
oflkisine ~ and reduce unproductive capital outflows from Ukraine 38



NBU FX interventions, to a great extent, absorb monetary
financing

Change in the monetary base by factor affecting it, UAH billion
150

m Government operations

100 I

& incl. due to NBU's transactions with
domestic government bonds*
m NBU FX interventions

Net refinancing of banks
- . = Net sterilization operations
-100 - m Others
Change in the monetary base

50

-50

-150
02.22 03.22 04.22 05.22
* NBU purchases of the war bonds (+) / interest and principal payments for domestic government bonds (-) in the NBU
portfolio.
Source: NBU.

= Government conversion of foreign currency into the hryvnia was the main channel of the monetary
base growth

= In May, the NBU’s purchases of military bonds, totaling UAH 50 billion, remained an additional channel
of the monetary base growth. However, large NBU purchases of these bonds undermine confidence in
the stability of the hryvnia and generate depreciation expectation

= In May, the main part of 'issued hryvnia' was absorbed by the NBU’s interventions as it was selling
foreign currency on the FX market

= Establishing market rates for government bonds following key policy rate hike will increase demand for
Haulonansiuh them. This will reduce the need for monetary financing of the government by the NBU 39
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