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Foreigners' outflow slows

Last week, the portfolios of domestic bills rose for most of bondholder groups, while foreigners
slowed selling bills. Since only UAH-denominated instruments will be offered this week,
activity will be mostly among banks.

At last week's primary auction, the MoF sold UAH5.7bn (US$200m) of local-currency hills
and UAH1.5bn (US$52.7m) of FX-denominated paper. See details in our latest auction
review. Actually, FX-denominated bills were key to increasing the portfolios of domestic
investors and slowing the declinein foreigners' portfolios.

According to NBU statistics on bondholders' structure, new bills were mostly purchased by
banks, but all domestic investors increased their portfolios using USD-denominated bills.
Banks increased portfolios by UAH4.8bn to UAH446bn (US$170m and US$15.8bn,
respectively), non-banks by UAH2.1bn to UAH31.9bn (US$74m and US$1.1bn, respectively),
and individuals by UAH0.3m to UAH8.3bn (US$11m and US$0.3bn, respectively).

Meanwhile, foreigners slowed the decline in their portfolios to UAH150bn (US$5.3m) last
week, almost six times lower than a week before, whilein UAH-denominated part of portfolio
declinewas UAH325m (US$11.5m).

ICU view: This week, we will not see material changes in portfolios. Without debt
redemptions, most portfolios will change after the primary auction and due to
secondary-market trading. As the hryvnia exchange rate should be rather steady, the
revaluation of FX-denominated bills will have low impact on portfolios. Therefore, it
will mostly be banks that increase portfolios, while other groups of investors may
reduce their holdings.

Taras Kotovych, Kyiv, (044) 377-7040 ext.724
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Chart 2. FX-denominated bonds
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Liquidity outflows to the budget

Thetotal amountof banking-sector liquidity declined last week, mostly due to outflows to the
budgetaccounts. This week, theincrease in budget expenditures and VAT refunds may have
a stabilizing effect on liquidity.

Outflows to the Treasury last week amounted in total to UAH1.1bn, which was the key reason
forthedeclinein liquidity. Banks exchange ofreserves in cash had low impact, while the NBU
did not purchase hard currency, instead injecting liquidity through its operations with just
UAH148m of new funds.

ICU view: At the end of the month, liquidity declined slightly, and can stabilize due to
large VAT refunds and a likely increase in budget expenditures. However, if these
inflows are low, liquidity will continue to decline below UAH170bn.

Taras Kotovych, Kyiv, (044) 377-7040 ext.724

Chart 3. Banks reserves usages over last week(UAHm)
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Chart 4. Banks reserves usages over last 90-day period (UAHm)
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Foreign exchange market

FX market self-balanced

After five weeks of NBU interventions to sellhard currency, lastweek, NBU did not participate
in the market. The need for local-currency liquidity for month-end tax payments stimulated
the supply sidein the market, and supported the hryvniaexchangerate.

Last week, the hryvniaexchange rate in the interbank market has fluctuated within the range
of UAH28.17-28.47/US$, ending last week at UAH28.32/US$ or just 0.1% stronger than a
week before. Since the market was self-balanced, it was not necessary for the NBU to
intervene.

ICU view: Month-end tax payments continue this week, which means larger hard-
currency supply from exporters who need local-currency liquidity to pay taxes.
Therefore only VAT refunds can decrease supply and balance the FX market without
NBU interventions.

Taras Kotovych, Kyiv, (044) 377-7040 ext.724

Chart 5. FX market indicators, 3-year history
Ukraine hryvria UAH exchange rate per US dollar at the interbank market and NBU interventions (weekly daiq)
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Economic recoveryloses steam

The economic situation in September deteriorated compared with August based on most
indicators, excepttrade. However, due to the rapid recovery during the summer months, the
fall in GDP in 3Q20 slowed to around 5% YoY (est.) compared to 11.4% in 2Q20. The risks
to ourforecastof a 5.7% declinein GDPin 2020 look to be balanced.

In September, the decline in industrial production decelerated to 4.4% YoY from 5.3% YoY
in August; however, compared with August, industrial output contracted by 1.1% MoM SA.
This result was mostly determined by worsened performance of food production and the
extractive industry. In 9M20, industrial production decreased by 7.0% YoY. The largest
contribution to the decline came from a decrease in the output of metallurgy by 12.6% YoY
and machinery by 20.6% YoY, coal mining by 16.3% YoY, and electricity generation by 5.3%
YoY. At the same time, the output of the chemical industry grew by 7.3% YoY and
pharmaceuticals by 1.4% YoY.

Agricultural production fell by 19.2% YoY in September, whilein 9M20 the decline deepened
to 13.1% YoY. First of all, this declineis due to the later start of harvest and lower yields of
early cereals. In addition, livestockvolumes continued to decline, by 2.4% over 9M20.

Also, after several months of post-lockdown recovery, transport indicators deteriorated. In
September, the fall in passenger and freight turnover deepened to 50.3% and 12.8%,
respectively, from 45.8% and 4.2% in August. Mainly, there has been a decrease in
passenger traffic by rail and air, most likely reflecting the impact of the increased Covid-19
cases. The decrease in freightturnover occurred primarily on railways due to lower harvest
volumes and reduced transportation of construction materials, as well as in pipeline transport
after the resumption ofgas transitin August.

Instead, indicatorsoftrade turnover were unexpectedly high in September. Thus, the growth
of retail sales accelerated to 11.6% YoY. According to our estimates, retail trade turnover
grew 2.5% MoM SA. In 9M20, retail sales grew by 6.7% YoY. In addition, in 9M20 wholesae
trade turnover grew 1.9% YoY compared with adecrease 0f0.2% in 8M20.

ICU view: Based on monthly indicators, we estimate the fall in GDP at about 6% YoY
in September after less than 5% YoY in June=July. As a result, in 3Q20, the decline in
GDP is estimated to slow to about 5% YoY compared with 11.4% YoY in 2Q20 and 6%
YoY in our September forecast. At the same time, a significant contribution (about
1.5pp) to this drop in 3Q20 was provided by weak agricultural performance due to the
later start of corn harvesting.

And although this factor will be partially offsetin 4Q20, in general, expectations forthe
harvest of grain and other crops worsen over the year due to adverse weather
conditions. Also, due tothe increase in COVID-19 cases in Ukraine and neighbouring
countries, therisks to further recovery of domestic and external demand are growing.

At the same time, the robust growth of domestic trade indicates that the impact of
surging Covid-19 cases has been offset by weak social distancing and ignorance of
tightening restrictions on the local level together with flowering of e-trade. Moreover,
robust growth of real wages (6% YoY in August) and recovery of the labour market
fueled some improvement of consumer sentiment, especially related to the
assessment of their own financial stance.

As aresult, we estimate the risks to our forecast of a 5.7% GDP decline in 2020 as
balanced in both directions. To a large extent, the outcome will be determined by the
severity of the government's response to the spread of coronavirus after local
elections. Although we expect additional measures to be introduced, their negative
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Chart 6. Real GDP and outputof by activity, % YoY
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impact on the economy should be much weaker than it was in the spring. However, it
is likely that the growth of economic activity in 4Q20 compared with 3Q20 will be
weaker than we set in our September forecast (2% QoQ SA). Additional impetus is
expected only from agriculture due to the change of seasonality.

Sergiy Nikolaychuk, Kyiv, (044) 377-7040 ext.721
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2019=100
uMay-20 mJin-20 mJu-20 -~ Aug-20 = Sep-20 Industrial Production e Retai| Trade
20 m— (2 0 Transport - e = o Pgssenger Transport
120
10 100 -
0
80 \
10 “
60 \ -
40 \
-30 \ ,I
\
4
40 2 \
o
.50 0
Agri Trade P Transport Real GDP Jan-19  Apr-19 Ju-19  Oct-19  Jan-20  Apr-20  Ju-20

Source: Ukrstat, ICU.

Source: Ukrstat, ICU.

NBU keeps therate on hold at 6%

Forthe third timein arow, the NBU Board decided to keep the rate at 6% after a cumulative
decrease of 12pp since April oflastyear. The NBU’s new macroeconomicforecast envisages
raising the rate to 7.5% nextyear to counter accelerating inflation.

The NBU revised down theinflation forecast for this yearto 4.1% YoY from4.7% YoY in the
July forecast due to an increase in the food supply. Instead, the NBU raised its inflation
forecastfor next year to 6.5% YoY from 5% in the July forecast, given astronger increasein
the minimumwage than in the previous forecast. The NBU predicts areturn to the 5% target
in 2022.

To achievethis, the forecastenvisages raising interestrate next year to 6.5% in April, then
7% in July, and to 7.5% in September, with a further decreasein 2022 to 6.5%.

Communication regarding future decisions has remained balanced. The NBU noted the
opportunity to support the economy through a further reduction in the rate if an increase in
Covid-19cases leads to a slowdownin the recovery of domestic demand. At the same time,
the NBU has warned of a rate hike next year, focusing on the approved parameters of fiscal
policy.

The GDP forecastremained almostunchanged, namely 6% decline this year, and growth of
4.2% next year, and 3.8% in 2022. Also, the NBU released the main parameters of the
balance of payments projection, envisaging transition from the current account surplus of
about 3% of GDP this year to a deficit of 2% of GDP next year and 5% of GDP in 2022.
Accounting for continued cooperation with the IMF, reserves are projected at $29-30 bn in
the nextyears.

ICU view: The NBU's decision came as no surprise to the market and was expected by
thevast majority of analysts, including us. However, some concerns arose that against
thebackground of the low September inflation print and deteriorating prospects of IMF
funding,the new leadership of the NBU will move to more substantial monetary policy
easing, focusing more on political considerations.
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Chart 8. Key rate forecast (%)
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However, the new NBU forecast fully corresponds to the "technocratic status" of the
institution and is an acceptable balance between the NBU’s goals of achieving inflation
targets and supporting the economy in the current environment. Although in
September we predicted that the NBU would be forced to raise rates in 1Q21, new
information, such as an increase in Covid-19 cases and low September inflation, are
strong arguments for postponing this step to April. Moreover, the NBU currently sees
a more aggressive policy than expected by us in September (7% rate at the end of
2021) and consensus (the rate only marginally higher than 6% at the end of 2021). Of
course, the implementation of this plan, other things being equal, will also be an
important check on the consistency of the new NBU leadership in conducting
monetary policy.

Sergiy Nikolaychuk, Kyiv, (044) 377-7040 ext.721
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