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Executive summary

This is our condensed summary of our macro view for the 2H of 2014 and 2015-16.

De -facto war: Ukraine responds to Kremlin military assertiveness. Ukraine's
public and its military have been demonstrating due consolidation, commitment, and
courage in responding to the Kremlin's aggressive attempt to destabilise the nation and
economy through pro-Kremlin militant action. Our calculations indicate that these militants
controlled enclaves of the Donbass region, which in total, accounts for a 2% share of
Ukraine's territory. As of 28 July, Ukraine's army has managed to push them back, so that
pro-Kremlin militants now control only 1.1%. In spite of continued efforts of the Kremlin to
destabilise Ukraine, we expect further gradual shrinkage of this ratio down to nil.

Geopolitics: Kremlin military assertiveness is a long -term game.  In our view,
the Kremlin is frustrated at failing to herd Ukraine together with Belarus and Kazakhstan
into its Eurasian Union in a grouping of would-be client states. Ukraine's example of a
successful democracy is highly feared at the Kremlin, so Russia may try to replicate its
efforts at tactical domination on the region. However, the key reason for this military
assertiveness is domestic economic challenges. A stagnant and unreformed economy

ruined Mr Putinbs ap{3 (see Kiemlin aggreseiansis tleere@rrend 0 1 2

game?0 o n9). Napdoubt, the Kremlin has been aware of the core of the macroeconomic
problems which have built up over years. However, its governance model has narrowed
room for reforms. One of the available and favoured options turned out to be the militarist
card. It is convenient because it is popular; it focuses on geopolitical rivalry over a well-
known and close territory, winning the hearts and minds of the Russian people. Even
retaliation by the West for misdeeds is a positive for Kremlin's domestic position, because it
unites the Russian public, which is prepared to suffer sanctions as well as endure the
needed economic reforms by the Kremlin. The latter is a key and foundation of the entire

Kremlinés highly aggressive foreign policy. To

require a lengthy time period, hence, the subsequent, complicated geopolitical game (a

smokescreen) is likely to go hand-in-hand wi th the Kremlin's i

MH17 as a game -changer. Before the MH17 tragedy, the Kremlin intended to play its
game in such a way as to avoid full-range sector sanctions (limited sanctions are just fine to
Kremlin, they are even welcome). After this event, the Kremlin is ready for harsher
sanctions. Indeed, MH17 became a game changer as stakes of the geopolitical game have
been raised substantially. The Kremlin's geopolitical game has crossed the point of no
return both at home (through inflated nationalism and expectations) and abroad.

Global economy backdrop. In our view, Ukraine's economy, which is itself in
recession, sees its key trading partnersd the EU, Russia, and Chinad experiencing
recessionary conditions, too. Officially, Russia is thinly escaping recession for the second
year in a row. The EU is recovering, but with public debt growing and with still-high
dependence on external demand. In China, CNY weakness and PPI deflation, in our view,
are symptoms of the recessionary conditions at least in the industrial and export-oriented
sectors. In every key trading partner, there is a tendency toward low inflation as well as a
weaker currency. (See "Global economy”, p.15.)
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Ukraine politics: Snap parliament elections ahead, Mr Poroshenko likely

to cement power. This fall, snap elections are to be held (likely at the end of October).
For the most part, we expect pro-EU parties to shine. New names are expected to emerge,
like Andriy Sadoviy, currently mayor of the city of Lviv. In the end, moderate, pro-EU
politicians will see prominence, solidifying Mr Poroshenko's course. A return by Mr
Yatsenyuk as prime minister has a reasonable chance of materialising. (See "Uk r a i
politics: Parliamentary elections anticipated”, p.11.)

Ukraine's economy: A deepening recession in 2014 -15, growth seen in
2016. There are numerous shocks to the economy evident. They include FX devaluation
and sharp consumer and investment deterioration that stems from the Kremlin's de-facto
war on Ukraine, which has cost lives of civilians and military as well as destruction of civil
and industrial infrastructure. Because of this, we revised downward our growth
expectations. This year, a 6.5% like-on-like decline is expected (down from the 4.3%
contraction we forecast back this April). We also now think that this year's recession will
spill over into 2015, when real GDP is forecast to slide 1.5% YoY. Growth of 3.0% YoY is
seen in 2016.

State budget: Further stretching of the deficit. Our downward revision of the
growth projection for 2014 yields a further increase in the nominal size of the state budget
deficit. It now stands at UAH100bn or 6.4% of GDP (the previous forecast was at UAH90bn;
6.1% of GDP). Central bank participation as a contributor to shoring up public
finances through transfers to budget revd
is projected to be even stronger this year than in the previous one. As 2H of this year is set
to experience a larger deficit than in 1H, there is a risk of a spill-over effect from the
expected central bank activism into inflation area. This risk is accounted for in our inflation
projections.

Banking sector and monetary policy: Stress -tested. Banks are in crisis. Our
estimate of capital shortage is UAH40-50bn. As of now, authorities show reluctance to
expose taxpayers to the recapitalising of private banks. The official stress-testing procedure
is still underway. Hence, the actual recapitalization process may go beyond the end of this
year. No wonder then that banks will struggle to attract those deposits that left the banks
over 1H14. Moreover, there is risk that withdrawal of deposits may last into 2H14. This is a

nues

ri sk of inflation, too. The central bankds mo

an FX rate to | ow inflation, a move that

Prices: A key macroeconomic risk, in our view. This risk is indeed a major one,
next to the erosion of confidence by the
Authorities are at ease while projecting inflation in the high-teens this December, assuming
it is a by-product of FX devaluation and the unfreezing of regulated tariffs. Our forecast for
inflation takes account of this authoriti
(budget deficit, central bank activism through domestic QE, low trust of depositors to banks
that remain undercapitalised). Hence, it sees headline CPI and PPI at 17.3% and 20.8%,
respectively, at year-end 2014. Inflation is indeed to subside in 2015-16, but at a slower
pace than the official forecast. Having inflation at this level, which is quite higher than
inflation in key trade partners, results in fasttpaced | oss of compet
economy.

External balance: Secured by official lending. Our estimate for the external
b al an c eExtérsakbalande: Numerous shocks at play, 0 32) projects a US$2.8bn
reduction of the FX reserves at the end of 2014. However, their recovery is seen in 2015.
Overall, the balance of trade and capital flows over the three-year period of 2014-16 yields

pl ace
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a US$1.0bn build-up i n FX reserves. This is entirely

official lenders, a prime contribution to external stabilization of the economy.

UAH: Small undervaluation now, high inflation spells weaker currency

ahe ad. In our view, at this moment the hryvnia is marginally misaligned with its
fundamental value. Because of three factorsd projected strengthening of USD versus major
currencies; higher domestic inflation in Ukraine versus its trade partners; and the Ukraine
aut horities®d 8 tryviiavwill ibeallowedrflexigilitypowhichhwill eventually match
its fundamental value plus pro-growth margin. Hence, we forecast the UAH to be at 11.9,
13.0 and 13.8 per USD dollar at the end of each year of the 2014-16 period.

d
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Politics & Geopolitics

In 2014, Ukraine decided to align with the EU by signing the association agreement. Now, however, it finds
itself consolidating against Kremlin aggression. The latter ranges from the Crimea annexation to deliberate
destabilisation of the country and undermining of its economy by enclaves of pro-Kremlin militants in the
Donbass region (which now represents only 1.1% of the entire country, having shrunk over the past month
from 2.1%1). Newly-elected President Poroshenko performed his duties capably via bringing stability in the
Donbass region back to nor mal . In our Vview, there are grol
assertiveness towards Ukraine and what it considemms other 0

Rejecting the oOoOmanaged democr a

EuroMaidan underscored several key tenets of Ukraine society today. First, in terms of
political process, and in general, it views itself as part of European culture. Second, this
suggests t hat gdauinely rejecs the politicalimedelyadopted by most of the
ex-Sovi et ar ea, i e, the fAmanaged democracyo moc
propagated by the Kremlin political spin doctors. Third, being fed up with prevalent
corruption among the easy-to-buy politicians, the society has raised up to rectify the
situation in order to be governed instead by A

While attaching itself to a European identity, Ukraine's public has expressed through
EuroMai dan its ut most nevqureddnpeérialisi expansion, wlich Kas e ml i n
been masked under the supposition that Russia leads the economic integration process

throughout the territory of the former Soviet Union. Late last year, it was Ukraine's society

(not mainstream politicians), highly s kept i c al over the Russian f
integration, that raised itself up from a multi-year slump and dissatisfaction with the

outcome of the Orange Revolution outcome. Last November, when then-President
Yanukovych rejected the Association Agreement with EU, it was the last straw for the most
patriotic segment of Ukraine society, whi ch m
lengthy rally that incentivised the responsible politicians to side with the vox populi.

Eventually, the EuroMaidan movement did succeed, as true democratic processes were
reinstated. Subsequently, Mr Poroshenko was elected president in a first round of elections

which were deemed fair and transparent. Thus
democracyo modeletgnfaheedo Further more, it se
initiative (the creation of a so-called Eurasian Union) into a murky corner of Ukraine's

history.

Europe as Ukraineds natur al c h

For the average EU citizen who witnessed the economic malaise of the EU over the past
several years, it should be a wake-up call to learn that in Ukraine, ordinary people gave
their lives this winter for the sake of alliance with the EU, likely concluding that Ukraine's

! Calculation made as of 18 June, 2014 takes into account the size of the Donetsk and Luhansk oblasts under the
control of pro-Kremlin militants (map). Our estimate yielded 13,000 km?. This share is measured versus Ukraine's
entire territory (603,628 kmz), including the annexed Crimea Rep. As of July 28" this area narrowed to 6,424 km?,

according to our estimations or 1.1% of the country's territory.


http://tvi.ua/new/2014/07/09/yakyy_vyhlyad_maye_zona_ato_karta
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own economic malaise was much more acute than in the EU. Hence, this could be a
rational explanation behind the Ukrainiansbd
struggling families at home, rather than flocking en masse into the EU to take low-paying

jobs, competing with emigrants from other low-income EU member states,.

However, the true reasoning behind Ukraine's pro-European choice is not about easier
access and travel into the EU, but rather due to the three simple facts:

First, the nation strives for a fairer (rules-based) social system, which has been associated
with the European social model since long ago (before Ukraine gained independence in

1991) . There was a telling oOtweetodo recently
as such: iféamong those wa Buroadane manyhhewernevdri v e s
bel onged to the EU.0 Such is the notion that

general well-being. Further, the determination on the part of Ukrainians to promote

Ukraineos identity in E u r onpteba)ndentech By the getentb e e n

economic crisis in the EU. Moreover, it will remain strong, even if the EU's economic
problems persist further.

Second, having never been governed by a local monarchy, Ukraine has historically been
inclined toward a democratic tradition, whose leaders were elected by the public and not
installed by various other methods. Hence, the popular view on the governance of its
domestic affairs remains a truly democratic tradition instead of other alternatives, such as
imanaged gemocrac

Third, there is wide-spread and centuries-old skepticism among the Ukraine public over the
Kremlinés official rhetoric that contradicts

of the Russian hegemony oV er thedthe Bolshewks$, thenltha nd u

Soviet communists, and that language has become synonymous with suppression and
hardship.

Hence, in sum, the Mr Poroshenko signing of the association agreement with the EU should

d

by

i
n

not be underestimated in assessing the prospect s f or Ukraineds econom

anchor for the public as a whole, and aligns politicians and decision-makers to work
together to build a modern, EU-like institutions, eliminate economic mismanagement, and
initiate prudent economic management.

Krem lin aggression: Is there an end game?

One of the key questions we have heard from buy-side portfolio managers and analysts
regar di ng t oRuasiaétand-affhas deem What is Putin's end game?

Before formulating the answer, it may be worthwhile to consider another question. Does he
even have one?

I'n our vVview, the Kremlinds aggression toward
of Ukraineds choosing alliance with the EU i
causes, R u s snomidissue®have beercadkey factor, too.

S

ns

Our view on these issues was explained in detail in the previous Quarterly Report: A Uk r ai n e :

Gl obal war by other means, 0 which was publ i sh

rationale as relevant today, and expect it to be relevant for at least the next couple of years.

In a nutshell, we argue that there is a macroeconomic foundation for the Kremlin's
increased assertiveness in its geopolitics.

The Russian economy has been in a stall since 2012, and this year, it is flirting with
recession, which could be confirmed by official statistics later in the year. Poor economic
9
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performance had backfired on the Kremlin in 2013, when throughout the year, Mr Putin's
endorsement index, which is measured monthly by well-known pollster Levada Center
(www.levada.ru), was hovering at a historical low of 24 points (for the first time in January
2013, and the last time in November 2013).

The macroeconomic issues, which must be addressed by the authorities in order to reignite
growth (and therefore, the general well-being of the voters) have a complex nature requiring
time and political capital to address them.

The Sochi Ol ympics had just a marginalesBsmpact
Putinds index rose to 31 poi ntysarlowseehpstiafaw y 201
months before. However, the Kremlin's wide-ranging assault on Ukrained one that ranged

from the Crimea annexation to unmasked attempts to destabilise Ukraine through a

miniature army of Russian volunteers, to propaganda portraying Ukraine as a national

enemy alongside the Westd received a welcome response from Russian voters. In effect,

Mr Putin's index soared to 67 points in May. In June, the index is expected to stay in the

high 60s, a comfortable level for the Kremlin.

Hence, geopolitics has become the shield that, if properly managed by the Kremlin, would
on the one hand allow Russian authorities to maintain a high public approval rating, and on
the other hand engineer economic reforms needed to revive growth.

The nature of Russia's macroeconomic challenges indeed require some limits to be
imposed on the businesses and households. The soft sanctions by the West, which have
been in response nexatort ofi @imdaraemdoing thé jsb justrfine, in our
view. Hence, the Kremlin implicitly welcomes soft sanctions.

However, the Russian economy would not dare to experience the harder sanctions

promi sed the West i n r esponsgpkitandlargetscale iKvasom!| i nd s
into eastern Ukraine's. The so-called sectoral sanctions, said to be devised by the US and

untested, would likely be harmful and force the populace to endure economic hardship. On

top of this, a broader military campaign by the Russian army would surely yield soldier

casualties which would slowly give rise to a lasting discontent on the part of the public with

the Kremlin. Hence, the Kremlin explicitly views harder sanctions with disfavour.

That sai d, P ut i maénseuveerbetwegnahmese twio Bnest lo our view, moving
back and forth while dealing with the #AUKkrain
cross the line triggering harder sanctions, as they would be undesirable. At the same time,
he is not concerned about crossing the line would initiate softer sanctions, ie, a reversal of

the Kremlin
sensitive issues, simply because the Kremlin requires some external threat, task, or mission

s geopolitical assertiveness towar

that domestic voters would accept easily and favourably.

Hence, in our view, Mr Putin's end game is maintaining his long stay in power. Out of the

possible scenarios, the Russian economy does not promise a favourable boost as the
backbone of the current economic model of Russiad the exports of hydrocarbonsd which

has faltered and apparently worn out. Geopolitics remains the key area, therefore, that is
capable of providing t he needed boost t o Mr
geopolitical instability is the new norm for Ukraine's economy.

As far as the current battles by Ukrainebs ar.
with pro-Kremlin separatists, these are likely to recede towards even smaller enclaves (in
just the large cities of Donetsk and Luhansk).

10
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Ukraineds politics: Parl i ament

anticipated

In our view, despite the Russian aggression, Ukraine's politics have come onto more stable
terrain after the ousting of the politically bankrupt ex-president Yanukovych. With the
election of Mr Poroshenko last May in the first round, and with the sweeping support of his
campaign in every oblast, the politics have consolidated behind his mandate of a
comprehensive social and economic overhaul of the country. While the presidency has
essentially limited powers in Ukraine, Mr Poroshenko is going to urge early parliamentary
elections, as the public demands. It is likely that these elections will take place in the
country over the next 6-9 months. Despite the early elections to parliament, in our view,
there are grounds to assume that PM Yatsenyuk will retain his post, as his performance so
far has been generally strong; hence, he would be provided with the opportunity to continue
to reform the economy and execute the two-year programme with the IMF.

How the global economy intervenes in
geopolitics

In our view, complicated geopolitics as a prominent feature of 2014 is a product of the
changes that the global economy has been still undergoing as a whole.

These changes started to unfold at a quite accelerated pace after the financial crisis of
2008. Some economies led this process; while some were led or forced into it.

The former group of the economies consists of the developed market democraciesd the
US, UK, and Japand which have allowed activist policymaking for the sake of reinvigorating
their countrybés economic power s.

The latter group is a mix of developed-market democracies, mainly the EU and its monetary
union (the Eurozone), and emerging-markets economies, of which the biggest are Brazil,
India, Russia and China (the BRICs).

While the EU, Brazil, and India have foreign-policy agendas that have in practice boasted
little assertiveness, the remaining lot of Russia and China are of another sort. These are the
nations whose political leaders have quite recently been forced to undergo macroeconomic
changes. These nations, too, have suspicions towards the established powers deeply
embedded into their national DNA hence, t
when they perceive that those powers challenge their sovereign rights.

Political leaders in Russia and China, faced with the challenge of reforming the economy
without a loss of domestic credibility, are counterweighing this effort with ambitious
endeavors in geopolitics. In the greater geopolitical arena, they have natural rivals and by
challenging them, as they perceive it, they drive up domestic approval in a bid to extend
their status quo' i n Russi a, that transl ates to Mr
China, it is still a one-party-rule system.

It is no wonder that both Russia and China, being in dire need of accelerating structural
changes in their economies, are playing hardball. The former was waging a tacit war on the
part of ARussi an speahdbsc‘ﬁmai,naec&rdingtorTarKeemI'rn
allegation, was through the whims of the West, while the latter has territorial claims to
many neighbors, including Japan, the Philippines, and Vietnam, for starters.

2 For now, Ukraine only. Later on, it could be other parts of the former Soviet Union like, Moldova or some of the
Baltic states.

11
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Meanwhile, Russia's economy has been in a chronic slowdown over the past couple of
years, and grapples with the likely future of a crude oil price that will go lower than
$100/bbl. This suggests a struggle for President Putin to deliver on all his pre-elections
promises of better welfare. China has been in a slowdown, too, and its Politburo indeed
struggles with engineering economic changes to retain the 7.5%+ real GDP growth a year
to make its vast nation more economically stable.

Tablel. BRIC countries and their economic mmildary power capabilities

2011 data Military manpower (000s)
Country Aret Populatio GDI GDI Active Reserv  Paramilitar Tota
(km2 (m; (US$bn, PF (Ussbr military military
Brazil 8,515,76 19¢ 2,81t 2,47 31¢ 1,34( 39t 2,05:
Russia 17,08,24. 14¢ 3,21 1,90: 76¢€ 2,00( 47¢ 3,24(
India 3,287,59 1,21( 5,75t 1,86« 1,32t 1,15¢ 2,28t 4,76¢
China 9,596,96 1,35: 13,491 7,32 2,28¢ 51( 1,13: 3,92°
Total 38,498,5€ 2,90¢ 25,28 13,56« 4,69¢ 5,00¢ 4,28¢ 13,98!
BRIC/World (%) 25.¢ 42.( 27.¢ 193 23.% 17.¢ 23.¢ 20.¢
World 148,940,0C 6,91t 90,64 70,29 20,14 28,81! 18,05! 67,01

Notes: PPRpurchasing power parity.
Sources: The 2011 International Comparison Pro@sahdyFdhovWikipedia

Is MH17 a game -changer? Implications

On the afternoon of 17 July, the complicated geopolitical game waged by the Kremlin in
Ukraine took a peculiar twist.

The tragic loss of 298 civilians of many nationalites on Malaysia Airline flight MH17,
apparently shot down by a surface-to-air missile in Ukraine's airspace, may become a
turning point in the Ukraine-Russia geopolitical stand-off.

International air security specialists have yet to carry out a complete investigation at the site
of the crash. They need to provide the leaders of the countries who suffered losses of their
citizens in the jet crash with a thorough accounting. While pro-Kremlin militants control the
crash site and are reportedly uncooperative and disturbing vital evidence, the fact that
representatives of an international investigative community need full access to the area
(with a radius of couple of kilometers) is becoming a political pressure point on the Kremlin
and its militant arm in the eastern Ukraine.

There are two major paths which could develop from this point: the Kremlin (read: pro-

Kremlin militants on the ground) could cooperate with representatives of the international
community on the investigation; or they might not (read: pro-Kremlin militants may damage

the evidence and refuse access to the black boxes). In our view, the Kremlin will appear to

be cooperative while talking to global powers, while at the same time tacitly allow pro-
Kremlin militants the freedom to have free rei
and complicating the investigation of the jet crash. It may take months for any well-

grounded conclusions to emerge (developments over the three days that followed that

crash suggest that events will unfold in the latter manner).

Moreover, the Kremlin will not bow to calls, which began right after the MH17 jetliner crash,
to cut off supplies to the militants in the eastern Ukraine.

% Less than US$100 per barrel.

12
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Hence, the Kremlin is proving that it has strong bonds (liabilities) with militants in the parts
of the Donbass region of Ukraine. However, the Kremlin at the same time appears to have
no control over two groups in the region as events there are unfolding that seem to have
passed the point of no return.

The first of them is the pro-Kremlin militants. Ukraine intelligence points to these as killers
of the passengers onboard MH17 jetliner. The US authorities confirm this information with
their own intelligence. The western countries whose citizens died in the crash align with this
version as well.

The second is the Russian voters. The Kremlin proved successful in manipulating the
media and playing with popular themes while regaining public support. The two charts
below clearly depict the Kremlin's underlying forces behind its policies. Mr Putin's entire
career as a top Russian ruler had seen just two instances in which his approval rating

soared at unprecedented speed4. | f Mr Putin would have bowed
withdraw support from pro-Kremlin militants in Donbass, he would have lost public support.
Chartl. Putin endorsement index (points) Chart2. Putin's most successf campaigns on gaining public
History from January 2000 through June 2014 approval: Episodes of the Putin index monthly uninterruptec
increase
80.0 One month incree MTotal increas
Ukraine war
80 — IStCVC;c firye= 71 started with
70.0 70 Crimea annexation
and followed by
60 Donbass crisis 49
60.0 50 __ Sochi
Olympics
40 final
500 oy =22 25 preparations
18 & hosting
40.0 20
10 B 3 2
30.0 0r T e Eem Mar Ame Ay T
. Sep Oct Nov Sep Dee Jan Feb Mar Apr May Jur Dee
99 99 99 Nov 13 14 14 14 14 14 14 Jun
'99 _ 14
20.0 total total
'00 '01 '02 '03 '04 '05 '06 '07 '08 '09 '10 '11 '12 '13 '14
Sourcd:evada Sourced:evaddnvestment Capital Ukraihe LL
To summarise, the MH17 jetliner crash is indeed a game-changer. However, it is not a
turning point for de-escalation of the Ukraine-Russia military stand-off (read: war). It is a
point, after which the Kremlin has no other options but to further escalate the stand-off. This
is because its militants in Donbass are supplied with arms while voters at home demand
resolution.
For Ukraine, this has the following implications.
First, Russia's political establishment and the public at large agree to endure sanctions by
the West, whi ch wi || increase the Kremlinos a
should be viewed as the Kremlinds readiness to

the game and test the West (US, skBW,ctanodn sotdoher s

* The first was during his first appearance at the helm of the Kremlin in the fall of 1999, when he led a second war
campaign on Chechnya. Then, his approval rating increased from, literally, zero by double-digit rates every month

throughout September-November 1999. The second such period of subseque

rating is taking place now and has been on display since December 2013. The Sochi Olympics made some
contribution to the trend, however, a more vibrant anti-West and anti-Ukraine democracy campaign defending
ARussian speakersdo rights (highly popular among the
upward.
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Second, the above means that the social and economic shock Ukraine is currently suffering
due to its war with Russia is to become worse. Domestic confidence (among consumers
and businesspeople) is likely to remain low, ie, no significant recovery is in sight. That
would mean that household consumption and business investments are to be depressed.
Trade flow with Russia is likely to face more limitations. Trade with other countries is likely
to be sluggish, too, as an even more assertive Russia (more so than before the MH17
crash) implies a recessionary wave across the European continent, where Russian capital
(from both oligarchs and middle-income people) was previously in play.

Scenarios: Geopolitical spillovers

Our base-case scenario embraces the idea that the MH17 jetliner crash is a game changer
that has unexpectedly pushed Kremlin to playing by a more hard-line script than before.
Hence, it would take more resources (human and capital) for the Ukraine army to sustain a
lengthy and successful campaign in Donbass and eradicate the militants. The Kremlin,
which is ready to cross (or rather has crossed) the line in facing more severe sanctions by
the West, is likely to keep destabilising Ukraine by all available means over the next few
years and unfold a series of surprise events in geopolitics, domestic politics, and in the
economic sphere. The Westods reaction to the M
assertiveness is still fragmented®. Hence, the Russian economy appears mostly unaffected:
it is to register a mediocre growth rate in 2014 (well below 1% YoY, while our forecast is
0.2% YoY). But, this is fine with the Kremlin, as such still soft sanctions by the West will
allow and even assist it in carrying out its unpopular economic reforms.

In our worst-case scenario, the Kremlin crosses the red line, is hit with harder sanctions by

the West, and stages a military intervention into mainland Ukraine of a larger proportion

than before (or a second military intervention into Ukraine's territory in 2014, after the

Crimea annexation) aimed at creating the same kind of republic it now maintains in Georgia

and Moldova out of Donbas. In that case, Kiev would lose control over this territory
(presumably all of Donbass). Then, as the consolidated West (the US, EU, and other
developed-e conomy countries) dares to impose harder
Russian economy, the Kremlin would further step up its aggressiveness towards official

Kiev by trying to spawn a separatist movementin othero bl ast s on the Ukrain
east, such as the Odessa and Kharkiv oblasts. This scenario purports a messy
developmentd a full-on, raging war between the Ukraine and Russia militaryd that would

cause both nations to suffer deep recessions. Other parts of the region, like Belarus and
Kazakhstan, which are heavily dependent on Russian demand, would follow suit. The

Eurozone economy would also therefore see a sharp contraction of demand for produce

from Russia, with a noticeable a recession to follow in this region.

® Even after adoption of the wider sanctions by the EU, and then the US on 29 July.
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Global economy

Complicated geopolitics have engendered downside pressure on growth of the economies near the Ukraine-
Russia stand-off, primarily the EU. Meanwhile, our view on the global economy rests on a range of
expectations about a dearer US dollar value versus the currencies of major global economies. Steadily
recovering growth in the US, while still at a sub-par level, is still ahead of the Eurozone's economic
sluggishness, which is expected to be protracted. Due to China's visible tendency to restructure its economic
model, we forecast no pick-up in the global steel prices from today's level. Due to ongoing complications in
geopolitics, which involve oil-producing regions like the Middle East, a crude oil price reduction a bit below
US$100/bbl is forecast to take place not this year, but likely in 2015. In Russia, authorities are engineering
ways to fix their own economic model. The existing issues before the Kremlin are many and complex. Luckily,
Russiabs public bal an cteereoteghetmarkess willtnot foncg an oatmgtht macroeconomic
correction there. This allows the Kremlin to focus on managing the process of a macroeconomic correction, a
process likely to be lengthy, at least a couple of years, in our view. Along the way, real GDP growth in Russia
is going to be sub-par (less than the 4% YoY it was targeting back in 2012), the taming of inflation will not be
a strong point of the economy, and the value of Russian currency will be allowed to fluctuate more widely

than now, resulting in a gradual weakening of the RUB towards 40/USD.

Macroeconomic conditions in key economies

Given our considerations of geopolitics (above), there is sizable risk at play that the global
economy will suffer a slowdown from the Ukraine-Russia stand-off that is engendering more
and more casualties as well as narrowing the possibilities for de-escalation. Even without
this crisis, macroeconomic conditions globally have been quite complicated due to
unsynchronised policymaking and an uneven pace of recovery.

UsS

For at least the past year, our view was that US economy should be recovering steadily,
allowing the foundation for the Fed to complete QE tapering later this year and starting to
raise the key rate next year. Taking this into account, we expected that US Treasury yield
curve would go up (thus, 10-year note yield would go beyond 3%) and this would boost US
dollar value versus the major currencies.

However, 1Q14 was weak in the US (officially -2.9% annualised) due to, as reported,
unnaturally cold winter. Market expectations for the US economy were trimmed recently,
indicated by the yield of 10-year Treasuries, which has been flocking around 2.5%. Despite
strong monthly jobs reporting which revealed unemployment rates in the US economy as
low as 6.1% at the end of June, the Fed remains rather cautious and promises rates will
stay low in order to preserve financial stability and sustain recovery.

This could serve as an explanation as to why the US dollar value as tracked via the USD
index (Bloomberg: DXY) has been glued to the 80-points line for the last 2.5 years. The
long-anticipated recovery of the US dollar has failed to materialize, and the current
expectation for real GDP growth in 2014 has been trimmed to below 2%, while back in the
beginning of this year it was in the 2.7-2.8% range.

This said, however, we stick to the view that the outlook for the US dollar is to appreciate
gradually, with growth expected to return in 2Q14. The Fed should gradually accommodate
15
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expected incoming positive data and begin to worry less about financial stability with
respect to a new increase in the key rate.

Moreover, the Eurozone economic conditions require a more activist ECB, a positive for the
USD, allowing us the grounds to forecast a stronger greenback versus the key currencies
going forward, ie, later on in 2H14 and 2015.

Chart3. Unemployment rates in USA, Germany and in the
Eurozone as a whole (%)

Chart4. Relative size of the major global centralksan
rebased at 100 points as of June 2011
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Eurozone

There have been t wo key
sluggishness.

underlying

First, is the competitiveness divergence between member states, where on one side of the
spectrum, there are crisis-prone economies, while Germany is on the opposite side. Over
the 1H this year, this issue did not evolve in a healthy direction, as the divergence widened
instead of narrowing, as it should have done. Thus, Germany's real effective exchange rate,
a measure of competitiveness that is reported by the BIS, declined 0.9% over the January-
May period. Italy's and Spain's declined, too, but at a slower pace i by 0.4% and 0.8%,
respectively. It should be noted here that in Eurozone history, competitiveness convergence
has usually been a painful exercise, and hence a rare, short-lived episode and thus
incomplete, with its members mainly diverging since the single currency inception in 1999.
Going forward, the required convergence of a sensible dimension is still unlikely.

Second, it is external demand on which Germany, the EU's economic backbone, depends.
Whil e demand from the US and UK promises
pulling themselves out of the pastcr i si s at an accelerated-
markets demand that has been stagnant recently. BRIC as a whole, a key bloc of the EM
space, is undergoing fundamental macroeconomic changes, a lengthy process that has not
reached the equator yet, in our view. Overall, net exports as a driving force of the Eurozone
economy is gradually wearing out.

Hence, the Eurozone as a whole will enjoy just sub-par real GDP growth rates in the
coming few years, and economic policymakers (ECB and national governments) will be
challenged to engineer an overhaul of the Eurozone's model. There is an increased
expectation that ECB will act, starting in 2H14, to defuse deflation risk, reversing the trend
of de facto contraction of its balance sheet, as compared with other major global banks (see
Chart 4, p.16). A weaker EUR is forecast to be a by-product of this monetary action.
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In our base-case scenario, the single currency weakens to 1.34 at the end of 3Q14 and
further down, to 1.32, at the end of this year. Then, in the second half of 2015 the EUR's
exchange rate versus the US dollar is assumed at 1.28 (see Table 2, p.9). Also, the
Eurozoneds i nftioetoveofrom thescurfewnt 0.5% Y¥ toward the target area
of 2% over the course of 2015-16.

Charts. Eurozone selected economies' real effective exchar  Chart6. Eurozone selected economies' real effective exchar

rates: History from January 1994 through May 2014

rates: Percentage change of May 2014 to December 2013
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China

In China, the presence of producer price deflation alone, spanning from early 2012 and still
running at 1.1% YoY this June, suggests that profound changes are taking place in the
second-largest global economy. There is still stellar real GDP growth rate of above the 7%
YoY level recorded in 1Q, firming up expectations that over the next few years, it will be
sustained, albeit at a marginally lower pace. According to Bloomberg, the consensus
forecast for 2014 is +7.4% YoY and +7.2% YoY a year in 2015 and 2016, respectively.

Meanwhile, headline consumer inflation has been hovering at 2.5% YoY recently,
suggesting that the much-talked-about rebalancing of the economy (from net exports and
fixed investments towards consumption) takes place and is traceable in the statistical
numbers. Reduction of the current account surplus to as low as 1.95% in 2013 could serve
as a confirmation of the process under way.

However, in our view, the Chinese leaders would be focused much more about retaining
social peace than about the speed of rebalancing the economy. Hence, we consider CNY
weakening, as observed over March-April, which is officially presented as a step forward for
FX market liberalisation, as a supplemental process to the ongoing structural changes
taking place in the economy. We read these development in the following way: Chinese
authorities are unable to tolerate further current account surplus contraction, and moreovetr,
allow it to shift into deficit. Hence, its vast exports-oriented factories and their mass
employment will suffer due to loss of competitiveness. We are therefore inclined to accept

t he mar ket economi stsb6 forecast of China
2.2%, up from 2013's 1.95%.

While the FX market saw local currency gains over June, we consider that the CNY will be
allowed to trade lower than in the stronger forecast for the CNY value to the US dollar of
6.05, much lower than the forecast of 6.25-6.30 in the next 12 months. Moreover, the

weaker currency would likely eliminate PPI deflation.
17
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Russia

In Russia, Kremlin policymakers succeeded in inserting geopolitics, which breeds increased
trade-protectionism and reliance on domestic product into the domestic economic toolkit.
After a grand slowdown in 2013, when real GDP slowed to 1.3% YoY after 3.4% a year
before, this year's consensus forecast is well below 1% for the entire year. A more detailed
analysis of the economic performance in 1H indicates that Kremlin policymakers, according
to their own statements, are thinly escaping recession. After 1Q, when the economy
contracted in seasonally adjusted terms by 0.3% over the 4Q of 2013, it reportedly stayed
flat in the 2Q as compared to the previous quarter.

Based on such a performance, we upgrade our view on Russia's real GDP growth this year
to 0.2% YoY in our base-case scenario, from the 0.4% contraction we sought in our
previous publication. This factors in that the Kremlin and the West are finding a delicate

balance between the former's assertiveness inthe so-c al | ed fAnear abroad" :
reluctance to imposing sanctions on Russiad6 s vi ol ati on of internatio
out above, the Kremlindés strategy, whil e act u:

line of harsher sanctions. At the same time, we believe it is not going to drop its current
practice of destabilising Ukraine. This is because it is maximising prospects for a positive
effect on the domestic economy; Western soft sanctions allow the Russian economy to
experience a needed jolt, while harder sanctions would result in greater harm to the
Russian economy.

This said, however, we still view a number of fundamental weaknesses in the Russian
economic operations, all of which were chronicled in our previous Quarterly Report
AUkrai ne: Gl obal war by other meanso ( lhon,
we think that outsized political promises for improved social welfare on the part of the
Russian government came hand-in-hand with a too-optimistic view on the economy. We
regard this outcome as a miscal cul ahestakes ofi
their game this year by playing the geopolitical card, which leaves ordinary people suffering
and others losing their lives in the Ukraine's two eastern oblasts. While Russian voters
wholeheartedly support the endeavour, the Kremlin policymakers gained only some
breathing space for a patchy job of repairing the economy. The remedial work is going to be
quite lengthy, because the authorities cannot fix the issues once and for all, nor quickly.
That is why we tend to think that if the West conthues t o wunderest.i
underlying issues over its brutal policy toward Ukraine (in fact, this is part of our base-case
scenario), then the Kremlin would likely continue to exploit its current policy toward Ukraine
over an extended period of time (at least for this year and the next).

Meanwhile, the key underlying issues in Russia are its too-high inflation, a tight labour
market, and an uncompetitive exchange rate of the national currency. In our view, a tight
labour market (with the most recent reading of the unemployment rate at 5.4%, a better
reading than before the 2008 crisis), contributes a lot to the stickiness of the headline
inflation. It also results, in our view, in increased passing through from the exchange rate
decline to consumer price increases. After all, the Russian central bank operates a
monetary policy in which national currency has been persistently positively misaligned6 over
the past 10 years, with a short break in 2009, right after the financial crisis of 2008.

These are issues that are impossible to correct swiftly. Our take is that the Kremlin is set for
a gradual and managed correction of the macroeconomic issues at hand. Thankfully, the
Russian public balance sheet is strongd bolstered by a low debt level and awash with

6 ;. . .
Positively misaligned currency means overvalued currency.

April
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hydrocarbon export proceeds, while the crude oil price is above US$100/bbléd allowing it to
focus on engineering a correction, and it is free from market pressure to correct.

All'in all, over our forecasted period of 2H14 and 2015-16 we tend to forecast low real GDP
growth for Russia (because of this gradual approach to fixing the issues and lack of market
pressure), consumer price inflation ranging in 5-7% YoY and RUB's nominal exchange rate
weaker than it trades now.

Commodities vital to Ukraine

Duetoani ncreased | evel of complications in gl obal
abroado to the Middle East region, oil produce
month period when the crude oil price remains at a historically high level. Our view on the

crude price that is incorporated into our three-year forecast for 2014-16 assumes that at on

a base-case scenario, crude oil (WTI) drops in 2015 to US$97.7, and then to US$92.8 in

2016 (see Table 2, p.20).

Our view on Ukraine's export steel prices incorporates the expected path of the global
economy and China in particular. Both are expected to be subdued if compared to 2010-11,
when economies were in rebound from the great financial crisis of 2008, thanks to massive
stimulus by developed and emerging markets. The next couple of years are expected to
see non-synchronised growth paths between key developed and emerging markets. As far
as China is concerned, its own structural changes leave little chance for creating a steel
demand increase, which would have lifted global steel prices. Hence, we forecast steel
prices for Ukraine's exports to flat line (see Table 2, p.20).

Chart7. Crude oil price (US$ per barrel) Chart8. CIS export steel prices (US$ 000s per tonne)
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Table2. | &yUsasr 3quarterly and yearly forecast for the gl obal
basecase scenario

Quarterly forecast Annual forecast
1Q1° 2Q1 3Q14 4Q14 1Q15 2Q15 3Q15 4Q15 1Q16 2Q16 3Q16 4Q16 20141 20151 2016l

World real GDP 3.4 3.4 3.4 3.4 4.C 4.C 4.C 4.C 4.C 4.C 4.C 4.C 3.4 4.C 4.C
Russia real GDP 0. 1.z -0.£ -1.C 0.C 0.t 0.t 1.C 1k 2.t 2.t 2.t 0.2 0.t 24
Crude oil (Up$ 98.7 102.¢ 102.( 101.¢ 99.6 98¢ 97.« 950 94: 93« 92.€ 91.( 101.: 97.% 92.¢
Steel (U3$ 531. 532.C 495.C 500.C 508.C 534.C 534.C 534.( 534.( 534.C 534. 534.( 514.L 527.! 534.
EUR/USEop) 137 137 134 13 1.3  1.2¢ 128 128 128 128 128 1.2¢ 1.3¢ 1.2¢ 1.2¢

USD/RUB (eop) 35.1° 33.9¢ 36.0C 36.5( 37.0C 38.0( 39.0¢ 39.5( 39.5( 39.5( 39.5( 39.5( 36.5( 39.5( 39.5(

Notes: [1] real GDP growth rate to previous year; [2cerisd&/dil prude and priced as per barrel; [3] steel price is HR coil price and priced as per tonne;
[4] crude oil and steel prices are the average for the period.

Source: ICU.
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Ukraine's economy: Update

Ukraine's economy is forecast to experience a quite protracted recession, which is to last through 2014 and
into early 2015. Overall, we reviewed downward the pace of real GDP contraction in 2014 from 4.3% YoY
(April's forecast) to 6.5% YoY now. In 2015, there is still contraction of the economy of 1.9% YoY, followed by
+3.1% recovery in growth in 2016 only. Budget deficit is on the rise this year amounting to 6.4% (ex-Naftogaz).
In the face of a gaping budget deficit due to the underperforming economy, the key burden of propping up the
economy is falling on the shoulders of the central bank, which is expected to continue domestic quantitative
easing (QE) increasing its holding of government debt. The banking sector has been hit hard by this year's
adjustment; hence, required recapitalisation to the tune of UAH40-50bn and depositors trust is low. In this
light, we see increased risk of inflation acceleration from current near 12% YoY for headline CPI and 15% YoY
for PPl towards 17% YoY and 20% YoY this December. This inflation shock is expected to abate by mid-2015.
With domestic inflation running ahead of key trading partners, a factor that is coupled with prospects of the
US dollar gradual strengthening, Ukraine's currency, the hryvnia is forecast to weaken marginally from early
2015, while the UAH's FX rate is forecast to be at 11.9, 13.0 and 13.8 per US dollar, respectively, at the end of
each year during the forecast period of 2014-16.

Economic activity taking a hit due to FX
adjustment and Kremlin invasion

In our last Quarterly Report "Ukraine: Global war by other means" (published on April 17th),
we assumed that the Kremlin would consider replicating the Crimea annexation with other
oblasts of Ukraine, mainly on the east. Then we considered the three oblasts of Kharkiv,
Donetsk and Luhansk as most vulnerable. At the same time, we assumed also that the
Ukraine government's willingness to fight the aggressor with arms (not like in Crimea, when
the army was ordered to keep calm in the face of an invasion of the Russian army and
special forces).

In reality, i t turned out, the Kremlinébés aggrseaesi on
battalions of the Russian fAvolunteers," and f
oblast was left unscathed from invasion by these Kremlin's special forces, while the

Donet sk and Luhansk obl asts f el | -offidgiabrtulme ot ow etrhee
spawned. The Kremlin miscalculated the level of support its policy garners among the

popul ation on the ground. Hence, t he Km.e ml i n

Moreover, Ukraine's army has consolidated and has been staging a special operation on

cleaning these enclaves of the pro-Kremlin militants. It freed the city of Sloviansk, once a

stronghold of the pro-Kremlin militants. Then, it encircled the remaining enclaves of pro-
Kremlin militants in the | arger cities of Do
neighboring districts (in total, these account for 2% of Ukraine's territory).

The statistical data available for 2Q reveals that retail trade and passenger transport are the
most severely hit sectors of the economy. The key reasons behind their collapsed as
shown on Chart 11-Chart 12, p.236 are: first, currency devaluation impacted the
purchasing power of the households in general and particularly in relation to purchasing
imported goods; and second, passenger transportation took a severe hit, too, which is
attributable to a large extent to the annexation of Crimea (which used to accommodate
mostly Ukrainians from the mainland); and then, third, de-facto war in Donbass. In June, the
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monthly volume of retail trade’ was down 10.6% compared with the same month a year
ago. Over the same time frame, passenger transportation turnover® dropped 31.2%.

Meanwhile, the available data on industrial production shows that the (entire industrial)
sector has been down, too. However, it has been in a protracted decline for a couple of
years before and this year the trend continued (see Chart 9, p.22). Due to this factor, the
sector appeared a bit more resilient than retail trade and passenger transportation. Thus,
industrial production index contraction amounted to 4.7% YoY in 1H14. For the second half
of this year we expect recession, and geopolitical shock will take its toll on the sector,
hence, the decline is set to extend. Full-year contraction of the sector is forecast at 8.5%
YoY. In the following years of 2015-16, the industrial production index is seen to increase
2.0% and 5.0% respectively.

In conformation of the thesis that households were more vulnerable in the current economic
and geopolitics crisis, there is data on cargo transportation turnover’ showing that in 1H14,
it declined by just 0.7% YoY, while in June alone, it rose 1.5% YoY.

At the same time, statistical data on industrial orders (Chart 10, p.22) revealed that they
were on the rise in May, as both domestic and foreign orders rose'® by 6.7% and 22.1%
YoY, respectively. It is noteworthy that foreign orders in particular have been on the rise
since April (when they added 18.4% YoY). During the 1Q, foreign orders were declining.
Hence, an on-year increase in foreign industrial orders during April-May could be an
indication that the currency devaluation did have a positive impact on the economic activity,
as foreign demand is gradually returning.

Chart10. New industrial orders eyear change of monthly
volumes (% YoY)
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" In constant prices and in seasonally adjusted terms.
8 Measured in passenger-kilometers. Monthly data is seasonally adjusted.
® Measured in tonne-kilometers. Monthly data is seasonally adjusted.

10 : '
In nominal terms, not seasonally adjusted.
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Chartll Trarsportation turnover, seasonally adjusted data Chartl2 Retail trade turnover, seasonally adjusted data
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In general, we view this year's economic activity as mired in a sizable recession. Our base-
case forecast of full-year real GDP contraction amounts to 6.5%, of which 1.1% on-year
decline in 1Q was followed by an estimated drop of 5.6% in 2Q and over 2H economic
contraction likely to be at 9.5% YoY. Next year, we revised our view from 2.0% YoY real
GDP increase to a contraction rate of 2% YoY, because we see there are downside risks
mounting over the economy from the banking sector side, accelerating inflation and
prolonged Kremlin military aggression, which seeks to keep Ukraine as destabilised as
possible. Only in 2016 do we expect a more meaningful recovery from this macroeconomic
shock which we currently observe; one that would amount to 3% real GDP increase.

In our worst-case scenario, the Kremlin would massively escalate the war in Donbass by
massing more troops there and hence urging the West to introduce sectoral sanctions on
the Russian economy, which would aggravate its current conditions and eventually result in
a lasting recession of the economy. For sure, the Kremlin would retaliate against the West
by further aggravating its stance on Ukraine waging a full-blown offensive with an aim to
extend the Ukraine's territory under war closer to Kiev. At this point, Ukraine's economy
would be devastated (in 2014-15 real contraction of the economy would amount to 20-30%)
and hence economic hardship would be pervasive as most resourcesd human as well as
capitald would be channelled to defence. Under this scenario, the Kremlin would indeed
impose an unofficial depression union, in which the Russian economy, itself in recession,
on par with a depression shock, would absorb Ukraine and other economies that largely
depend on trade with Russia (hamely, Belarus and Kazakhstan“). Similarly, the EU would
run a high risk of slipping into recession again, as demand for its exports from Russia would
decline.

" Kazakhstan is mentioned here to indicate its high dependence on the Russian demand for its produce, excluding
exports of hydrocarbons.
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Public finances: A bouquet of shocks on display

Our revised forecast of the real GDP change in the 2H of 2014 shows an increase in the
central government budget deficit™? of 0.3ppt. Back in April, our forecast of a full-year
budget deficit stood at 6.1% of GDP (UAH90bn). Now, it is revised up to 6.4% of GDP or
UAH100bn.

Total financing needs for the government for this year amount to UAH209bn, or 13.4% of
GDP (as a reminder: in 2013, the government's total financing needs amounted to
UAH146bn or 10% of GDP).

The government has filed with parliament amendments to the 2014 state budget law and
they are likely to be adopted13. These amendments do not envisage a change of the size of
the deficit (UAH69bn). However, in our view, the weak point of the proposals is that they
still overestimate the revenues side.

The charts below (Chart 13-Chart 15, p.25) provide a glimpse of the budget deficit for 2014.
Each of the first two charts depict full-year deficit and financing sources, which were broken
down into 1H history and then forecast for 2H. The first of them is depicting the official view
on the public finances. The second is ICU'sview.Bot h vi ews say the-
year deficit falls into 2H. Domestic currency borrowings appear as a key source of
financing. External financing is evenly spread between 1H and 2H of the year.

Chartl3 Ukraine's govement budget deficit and sources of financing (UAHbn)
Data for 1H of 2014 is histoyeaador 2H igovernmenforecast
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Sources: Ministry of Finance of Ukraine, Investment Capital Ukraine LLC.

12 This does not include the Naftogaz deficit.

% 0n 24 July, the parliament failed to pass these amendments. Coalition technically collapsed. PM Yatsenyuk
stepped down due to disagreement with some of MPs from ruling coalition over the package of laws needed to pass.

Despite such a failure, in our view, the parliament is to pass the changes on 30 July.
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Chartl4. Ukraine's governemt budget deficit and sources of financing (UAHbn)
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Chartl5. Difference between Ukraisgovernment and ICU views on the 2H14 state budget
deficit and sources of financing (UAHbn)
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Government's FX balance sheet

Out of this year's financing needs, there is US$7.2bn of foreign currency debt, including
principal and interest that falls due in 2014. This part of the government financing needs is
fully covered by the funds provided over 1H and yet to be provided in 2H by IMF.

As of the end of May, official statistics showed that Ukraine's government boosted its FX
cash balance to more than US$3bn (Chart 16), thanks to official lending from the IMF and
other donors. On the back of the FX debt repayments in June and July, this FX balance
likely dropped to US$0.5bn. It is set to recover as the next IMF tranche of XDRO0.9bn
(US$1.4bn) has to arrive in August after the recent second review by the IMF. Over the
course of 2H14, there will be two more reviews of the programme by the IMF (25
September and 15 December), and after each, the IMF is likely to provide XDR0.9bn
(US$1.4bn). Hence, successful implementation of the programme14 will secure IMF funding

“Without grave breach to the Al etupor progamnie. Thip inganstthat IMFfis t h e
flexible to Ukraine's current economic conditions, accepting the fact that its economy and nation at war are facing
unprecedented economic challenges. Western political support to Ukraine also serves as a pre-condition to mutual
commitment between Ukraine's government and the IMF to adhere to the programme.
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to Ukraine's government, making the latter's FX cash balance high enough to service and
repay its FX debt.

Chart16. Ukraine government's FX cash balamrel FX debt Chartl7. Monthly projections of Ukraine government's cash
due next 12 month period (US$bn) balance in foreign currenaién 2014 (US$bn)

History from January 2003 through June 2014. Forecast for ZHB4 .
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Government's UAH balance sheet

The secured position of FX balance sheet (by IMF and other official lenders like the US,
EU, and Japanese governments) provides the Ukraine government the comfort to balance
its local currency books while keeping a watchful eye on the domestic financial stability (as
local authorities perceive).

We assume that authorities would target stability in terms of: (a) no nominal contraction of
the state budget expenditures (excluding capital expenditures); (b) no run on the currency
and on banking sector as a whole; and (c) no grave breach of the IMF programme.

In this regard, we observed some rather tricky developments. Due to shocks of a multiple
nature (FX adjustment, Crimea annexation, de facto war in parts of Donbass), the
government experienced underperformance in terms of budget revenues, especially those
collected from economic agents.

The Chart 18 (below) depicts the level of revenues (expressed as percentage of GDP) the
government receives from the economy, excluding the transfer of income from the central
bank. Amid an extended stagnation of the economy since 2012 that turned into a protracted
recession since 2013, this level was in sharp decline, below the 20% threshold and even
lower. Thanks to the central bank's transfers and net purchases of domestic government
bonds, which have been growing from year to year (Chart 20 and Chart 21 below), the
government managed to balance its books in 2012-13.

Over 1H this year, government has been even more stretched than in the preceding years.
So far this year, the NBU's transfer amounted to UAH22.0bn for the January-May period
(this translates to UAH42.3bn for the 12-month period through May 2014). In total, state
budget law for 2014 envisages that NBU transfer amounts to UAH22.8bn, suggesting that
once again the government will most likely overuse this revenue source™®. NBU's transfer
proved to have high correlation with government's debt servicing expenditure (Chart 19 on

% n 2013, NBU transferred UAH31.8bn into budget revenues or 1.8 times more of the planned UAH16.0 as was
envisaged by the state budget law for 2013. In 2014, in our view, NBU is forced to nearly double the target (see
pp.40-42 for more details).



July 2014

¥
Quarterly Report Ukraine to Kremlin: Back off ] v
e

next page). The latter is forecast to reach UAH45bn; hence the former could match this
volume at the year end. This effectively means that NBU would transfer UAH23bn in the
June-December period on top of UAH22bn provided in January-May. (More details on this
assumption are in the Appendix "NBU's part in government's revenues: How big and
regular?”, p.45)

On the other hand, even with the above mentioned NBU transfer prospect, the increased
budget deficit issue remains. It is forecast by us to amount to UAH100bn (6.4% of projected
GDP). Hence, this size of the deficit (before proposed UAH40bn cut in expenditures)
provides enormous pressure on the central bank to monetize the government debt (this
pressure would be still high if the UAH40bn expenditure cut had been passed). So far this
year, NBU accumulated in net terms UAH45bn in its portfolio of government debt, which
stood as of mid of July at UAH190bn or 62.6% of total outstanding of the domestic
government debt. Over the past 12-month period, its net accumulation amounted to
UAH58bn (Chart 21).

With the size of the deficit at this proportiond ours is UAH109bn versus the government's
UAHG69bNnd there is risk that inflation expectations in the economy would be picking up,
given that inflation accelerated over 1H due to devaluation, an increase in regulated tariffs
(natural gas, electricity, home utilities) and a current general easing of the government,
which previously held a firm grip on businesses to limit their ability to pass cost increases
on to their consumer, in this particular matter.

Chart18 State budget revenues: total and excluding NBU's ~ Chartl9. A near perfect matching between NBU's transfer ir
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Chart20. NBU's transfer to the state budget revenues (UAHI  Chart21 NBU's net accumulation of domestic government

debt (UAHbnN)
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Quasi -sovereign balance sheet

On top of the central government deficit there is a wealth of quasi-sovereign liabilities,
which appear underfunded and hence require government support: Naftogaz (hear
UAHG60bn being revised recently to UAH100bn), State Deposit Guarantee Fund
(UAH15bn), and commercial banks (UAH15bn"®).

With regard to Naftogaz, the impact on the sovereign balance sheet is much less
inflationary, as all local-currency debt monetization made by NBU is matched by Naftogaz's
FX purchases to import payments. These have been rare this year as official Kiev and the
Kremlin collided in a confrontation which has yielded a dead end so far. Ukraine's
government insists on the total renegotiation of the natural gas purchases agreement with
Russia, as the latter imposes a severe burden on the economy.

The government continues to book natural gas imports from Russia by the price that was in
effect in 1Q14. Meanwhile, the Kremlin books its supplies by the price that is implied by the
2009 agreement (US$485), see Chart 22-Chart 25 on p.29. The gap between the two is
likely to be a disturbing factor for the economy as it would imply a risk for sovereign pay on
accumulated liabilities. The risk is if sides do not agree and an international court decides
against Ukraine; then Ukraine's government would be forced to repay this debt in one
installment.

Gazprom is mulling US$4.5bn outstanding debt on unpaid imports. This year's external debt
repayments for Naftogaz amount to nearly US$2bn (principal and interest).

Over 2014, Ukraine's government plans to recapitalize Naftogaz by UAH100bn, which is an
equivalent of US$8.7bn. This may be evidence that Kiev officials are building up Naftogaz's
balance sheet so that it would be able to repay the external debt when it comes due.
However, Naftogaz external debt being paid this year would also mean that official FX
reserves are under pressure all year long. Hence, for Ukraine's authorities it would be
crucial to maintain financial stability, such as preventing a new run on the local currency or

'8 Data taken from the Memorandum of Economic and Financial Policies between IMF and Ukraine's government as
of 22 April 2014. Given the continued Kremlin destabilization of the Ukraine's economy through Crimea annexation
and Donbass war, these figures are likely to be corrected upward.
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on the commercial banks' deposits. The key remedy for official Kiev to tame this risk is to
adhere to the IMF programme, securing official funding that comes along with it.

Chart22 Breakdown of natural gas supplies by legal contrar  Chart23. Average yearly price of imported natural gas by
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Chart24. Breakdown of natural gas supplies by legal contrac  Chart25. Average yearly price of imported natural gas by
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Prices: An area of concern

Ukraine's price leveld both the consumer segment and the industrial producers' segmentd

has soared over the course of 1H. The driving forces are sharp and sizable currency
devaluation (as NBU de-pegged the currency in 1Q), the launch of the procedure to

increase regulated tariffs (expected to be phased into several step-up increases over 2014-

16) and gener al relaxation of the <centwlyal go:
installed government tries to be pro-business and at the same time unwillingly unties the

hands of business owners to test their price power, all the while passing the additional costs

onto their consumers).

In the end, there is a quite disturbing development over 2014 with regard to prices.
Headline CPI rose from 0.5% YoY at the end of 2013 to 11.9% YoY as of end 1H14. PPI
spiked from 1.7% YoY to 15.8% YoY over the same time frame. Tariff increases have yet to
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take place, the consumer price index is forecast to increase further over 2H14, and the
same is expected for PPI. At the year-end 2014 we forecast CPI and PPI to stand 17.2%
and 17.7%, respectively.

It is noteworthy that authorities have been careful about allowing the central bank to
monetise the government debt that would end up in cash outside of the banks. NBU
stopped banks from collapsing under the weight of deposit runs and stabilized the banking
sector. However, the risk still exists that the current shaky situation with regard to
depositors' confidence in the banks may worsen again. This would eventually push the
authorities to intervene and disburse the newly-printed cash, which would leak outside the
banks, creating an additional pressure on consumer prices. We deem this risk as being
under control of the authorities.

However, the key area of concern is that authorities have been failing in stemming inflation
expectations. The NBU appears to be taking a lengthy period for transitioning from FX peg
to inflation targeting. The central bank itself has repeatedly stated that this year it expects
headline CPI to be in the high double-digit territory (17-20%).

In our view, having such volatility in prices (low, near-zero, price inflation over 2012-13 and
then a spike towards high-teen numbers as expected this December) is disparaging
evidence of extended macroeconomic mismanagement. Indeed, there is a liability for
official Kiev, under the IMF programme, to stick to the low inflation policy in some period of
time. However, the inflation expectations, in our view, are damagingly propped up by lack of
any targeted action regarding increasing price levels.

Fast-paced acceleration of inflation and likely cementing of the inflation expectations among
the consumers and business owners are troubling per se. However, it is more troubling if
this issue is viewed from the point of losing cost competitiveness with key trade partners®’.
The very fact that consumer and producer price inflation in Ukraine has been back to well
above the inflation experienced by trade partners--such as Russia, EU, and China, to name
just fewd pushes the economy into the troubled territory of lost competitiveness, which was
gained quite painfully through nominal devaluation, in an accelerated fashion.

7 Thus, in Russia we forecast year-end CPI and PPI at 6.9% and 8.5% this year, slowing down over 2015-16 to the
range of 5-6% for CPI and 6-7% for PPI. In Eurozone, current economy recovery has been protractedly weak and low
inflation has become a symbol of this period for the entire EU, where some countries face deflation. Thus, the leading
economy of the EU, Germany, has CPI inflation that is expected to hit 1.0% at the end of this year and well below 2%
over next 2015-16 (a quite similar path of inflation is expected regarding producer prices). In China, there is currently
a deflation of producer prices taking place, while CPI is running at about 2.5% YoY and market expectations are for

about 3% consumer inflation each year in 2015-16.
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Chart26. Headline CPI (%YoY) Chart27. PPI (%YaY)
History from January 2000 through June 2014, forecast for 2H14 History from January 2000 through June 2014, forecast for 2H14
Forecas Russi: German' China Ukraint Forecas Russi: German! China Ukraint
35.0 50.0 (%yoy
(%Yoy

40.0

30.0

20.0

10.0

0.0 /= n
-100 \\/
-5.0 -20.0
'00 '01 '02 '03 '04 '05 '06 '07 '08 '09 '10 '11 '12 '13 '14 '00 '01 '02 '03 '04 '05 '06 '07 '08 '09 '10 '11 '12 '13 '14
Source: State Statistics Committee of WestimentnCapital Ukraine LLC. Source: State Statistics Committee of Ukraine, Investment Capital Ukre

Monetary policy and banking sector: Under
stress test

The banking sector has been under severe stress this year due to (1) sizable withdrawal of
deposits under the last few months of Yanukovych; (2) substitution of lost deposits with
central bank funding; (3) the FX devaluation; (4) loss of business in Crimea; and (5) general
low business confidence due to current war in parts of Donbass.

To some extent, the banks suffered, too, from their own high-risk business models of
competing for depositorsd money by offering hi
into high-yield and high-risk loans. The existing deposit-insuring scheme, which is routinely

funded by the banks but remains extremely underfunded when a bank-run strikes,
contributed to the prevailing high-risk bank models.

As a result, the current economic crisis in the country leaves the sector as a whole with total
recapitalization needs of UAH40-50bn'®. The government appears unwilling to again take

over the recapitalization issue, i . e. via usior
looks like it is going to use official financial assistance from abroad (of donor countries and
international financial institutions) in recapitalizing the banks that would need additional

capital. As of September, authorities are set to finalize the stress test procedure of 35 top

banks and recapitalize those that need external assistance (likely many privately owned

banks).

As of now, in our view, it is early to conclude that the current run on bank deposits
exhausted itself. On the surface, it may calm down over the next few months. At the time,
when the Kremlin is forecast to continue destabilizing Ukraine with more assertiveness after
the tragic loss of 298 civilian people onboard the MH17 jetliner, the economy is forecast to
deepen its contraction over 2H. Despite high nominal rates the banks promise on deposits,
these remain low in real terms as inflation has been on a steep spike recently. This would
mean that depositors would be cautious in returning their cash to banks. Moreover, the so-
call ed smart money depositors may react to t
unison with private lendersof t he Ukr ainedéds government. The |
attach sicker risk premiums to the sovereign bonds traded in the secondary market,

18 More details on the banks' health are in ICU's forthcoming banking report.
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because inflation and hence competitiveness will be deteriorating over the rest of 2014.
Therefore, the extension of the current bank run® or (a more extreme development) the
appearance, after a pause, of a new one appears more likely than dismissively unlikely.

In regard of such a macroeconomic reality, where inflation is accelerating and
competitiveness of the economy erodes, interest rates are likely to stay high (around 20%).
They would still be rather slim in real terms.

Chart29. Money supply growth: caskersus norcast
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External balance: Numerous shocks at play

Our view on the external balance for 2H14 and the next two-year period, 2015-16, is
grounded in the following assumptions.

Adjustment shock to domestic demand took place; to pass away over

3Q14

First, on the back of sizable nominal and real devaluation of the local currency, the
underlying demand in the economyd which inversely correlates with merchandise trade
balance excluding trade in mineralsd adjusted down. Thus, ex-minerals imports growth has
been in the red over the past five months through May 2014%, resulting in a 23.0% YoY
drop in the January-May period. Meanwhile, ex-minerals exports slowed 9.9% YoY over the
same period. Hence, when underlying demand adjusts down, the ex-minerals trade balance
goes up. The latter reached US$3.3bn in the last 12 months from June 2013 through May
2014. I't should be that histor
down under the weight of FX adjustment (like in 2008-09), resulting in a strong recovery of
the ex-minerals balance to US$6bn (see Chart 32, p.36). Monthly data on the ex-mineral
trade balance (Chart 31) reveals that in the last three months (March-May) the surplus was
back above US$1bn each month, reaching an all-time high of US$1.2bn in May. This may

noted here

1% We consider that episodes of serious bank runs are characterized by the fact that monetary aggregates such as MO
and M2, excluding MO, are swapping their growth rates in real-terms, i.e. when MO is leading while M2 (ex-MO0) is
lagging and the percentage-based difference between these two monetary aggregates growth rates approaches 10%
or exceeds 10%. See Chart 28 and Chart 29 on p.25.

20 I .
In seasonally adjusted terms and at current prices.
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indicate that downside adjustment on the underlying demand of Ukraine's economy has
been quite powerful and as time goes by the 12-month rolling ex-mineral balance is likely to
head closer to the US$6bn threshold over the course of June-August. However, given the
projected trajectory of the PPI-based real trade-weighted index of the Ukraine's c:urrency21
over 2H14 and in 2015-16 (Chart 33, 36), it is likely that underlying domestic demand
recovers gradually and, hence, ex-minerals trade surplus slows down from the near
US$6bn area to US$3-4bn. The factor in play is accelerated inflation, which is projected to
go up further in 2H14 and reach high-teen territory both for CPIl and PPI.

External demand weakness is lasting factor

Ukraine's exports are to suffer from weak external demand, which is another factor that we
assume in our forecast. Two major destinations for exports are Russia and EU, and both,
being highly interconnected by trade and capital flows, are facing sluggish demand for
imports. In the EU, this sluggishness is ruled by the fiscal and monetary policies.

In Russia, there is a mix of economic policies, trade protectionism and military
assertiveness. Russian merchandise imports have been contracting since March through
May22, the latest statistical data available. Its imports from Germany have been on the
decline since February 2013. Its imports from Ukraine have been in a sizable decline as
well since September 2012. This evidence suggests that Russia's slowdown-turn-recession
has just started surfacing and likely it will take some time to recover. For Ukraine, which
was among the first Russian trade partners that started to lose market share, it is unlikely
that it would start re-gaining market share ahead of other trade partners of Russia.
Moreover, the current Ukraine-Russia military stand-off (de-facto war) damages the trade
flow between the two countries.

Na ftogaz's natural gas imports

Natural gas imports are one of the trickiest issues in the Ukraine's economic story. The
current Ukraine-Russia military stand-off cost the former Crimea, which has been annexed,
and Donbass, which has become a war zone. The dispute naturally embraced the natural
gas flow, where pricing has been a dispute issue for years. Now, because of inflexible
positions, the sides are well apart from striking a deal any time soon?®. Russia claims to be
paid according to the 2009 agreement since 2Q, which in itself is a controversy. Moreover,
it cancelled the US$100 discount it was providing earlier on the grounds that it annexed
Crimea, hence, the discount became invalid automatically. Ukraine claims it has a
legitimate right to re-negotiate the 2009 agreement as it imposes a sizable burden on the
economy and its pricing terms are unmerited.

So far, Ukraine books natural gas supplies at the price that was effective in 1Q14, which is
effectively slightly above US$270, and at the same time tries to diversify supplies by
tapping EU market, where it is able to buy natural gas at US$380. Meanwhile, the Russian

z According to our calculations, it has negative correlation with ex-minerals trade balance of 72.2%. The data series
used for the calculations span from January 2006 through May 2014. Before January 2006, the data series do not
yield a strong correlation. A likely explanation of increased correlation between the two series of data is that over
2006-07, the economy had been booming and domestic demand has been one of the key driving forces of the GDP
growth.

2 Based on the monthly trade data published by Russian state customs service (www.customs.ru). The growth rates
discussed here are year-on-year percentage change of 12-month rolling volume of imports.

% The sides trade accusations with each other. Kiev claims US$6bn it overpaid Moscow for gas under the 2009
agreement, which imposes a high price on natural gas. Moscow in return claims US$4.5bn of arrears. Since June 16"
2014 Gazprom stopped supplies for Ukraine's needs. On July 24"™ Ukraine's government officials once again
reiterated that Kiev is ready to return to the negotiation table with EU and Russia. (At the same time, Kiev officials
doubt that talks with Russia could be fruitful.)
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government books the natural gas it supplies into the Ukraine's pipeline system at price of
US$488**,

In peacetime (best-case scenario), Ukraine's government could have options to get this
dispute resolved through the international courts, awaiting a judgment, or relying on the EU
powers to convince Gazprom to become more flexible during a possible new round of talks
between the sides.

In times of de-facto war (base-case scenario), Ukraine has switched to increased reliance
on "reverse supplies", i.e. buying the natural gas from the EU. In 2013, those supplies, just
being tested, accounted for a small portion or less than 5% of total imports. This year's
"reverse supplies" are to level up with imports from Russia to make up the natural gas
balance for this year.

Overall, we project full-year imports of natural gas to amount to 25bcm each year in 2014-
16 (2014-15 consumption is cut back due to recession, and then from 2015 on, as recovery
takes hold, more efficient domestic usage will require lower imports). In our view, the
government will seek an effective import price to pay for gas obtained via "reverse supplies”
from EU i this is US$380 per 1,000 m®.

For Ukraine's economy it is a ruinous path to pay according to the 2009 agreement, which
implies the natural gas price will be US$487 on average from 2Q14 through 4Q14 and then
US$481 and US$457 in 2015 and 2016, respectively. Our modeling of the balance of
payments under this price assumption (if other things stay intact) yields a serious loss of
reserves each year in 2014-16 (in the range of US$2.2-3.8bn a year. In reality, such a loss
could lead to another run on the currency as confidence woul d sl ump i n t
ability to balance its foreign currency books.

Flows of capital

Our assumptions for the base-case scenario include: first, authorities adhere to the two-
% with IMF, effectively executing the programme of the
macroeconomic changes mutually agreed to by the sides over the course of 2014-15 and
early 2016.

year stand-by arrangement

So far, authorities obtained from IMF first tranche XDR2.1bn (US$3.2bn) and set to receive

in 2014 three tranches each worth of XDR0.9bn (US$1.4bn). In total, Ukraine will borrow

from IMF US$7.4bn, then a total of US$8.5bn follows in 2015 and the remaining part of the

assistance of US$1.21bn arrives in early 2016°°. Another source of funding from official

sources amounts to a total US$6.3bn, which is to arrive according to a pre-agreed schedule
part of -byarangenent with the IMF?'.

There are signs that authorities would try to opportunistically access the Eurobond market
for funding. We assume this strategy of the Ukraine's government rational as its sovereign
and quasi-sovereign external debt burden is quite sizable for 2014-15 years (it stands at
US$8.4bn and US$8.5bn respectively in 2014 and 2015%).

Thus, we assume that this year the government issue of a US$1bn Eurobond is quite
possible as global capital markets were quite warm to EM debt recently. Hence, we

% This is ICU's own calculations given the terms of the 2009 agreement and cancelation of the US$100 discount.
% Eull text of the programme is accessible at this hyperlink.

% See details here at Table 2, p.22.

%" See details here at Table B, p.27.

% These figures are principal repayments. They do not include interest payments.


http://www.imf.org/external/pubs/ft/scr/2014/cr14106.pdf
http://www.imf.org/external/pubs/ft/scr/2014/cr14106.pdf
http://www.imf.org/external/pubs/ft/scr/2014/cr14106.pdf
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assumed a 100% rollover in 2014 for sovereign Eurobond maturities. Next year, in 2015,
when the total volume of Eurobonds due stands at US$4.3bn (of which US$3bn is Russian
state money), we are less certain of the ability of the government to rollover that debt
through new Eurobond issuance. Hence, we assigned a 35% rollover ratio. This means that
in 2015 Ukraine taps the Eurobond market with total Eurobond issuance of US$1.5bn. In
2016, the rollover is assumed at 89%.

Our concern is twofold. First, Ukraine's troubles are set to persist (recession and the
Kremlin's military assertiveness in the east enclaves of so-called "separatists"), keeping the
risk profile of the sovereign at an elevated level. Second, authorities have been taking baby
steps in reforming the economy, in our view, postponing tackling high inflation for some
later period. According to our observations, high inflation leads to increased of risk premium
on sovereign debt. This would limit access of Ukraine's government to the Eurobond
market.

Eurobond issuance by banks and corporations is assumed to resume in 2015, though just
partially (50% rollover ratio means some borrowers are still considered too risky and
therefore unable to borrow) and in 2016 a 100% rollover ratio is assigned.

In 2014, net FDI flows <collapse wunder the we
resulting in a protracted recession. They are assumed recovering in 2015 to US$4.6bn and
to US$5.0bn in 2016.

Reflecting still shaky macroeconomic conditions and slow progress of the economic
reforms, we assume that domestic demand for FX cash remains in place, amounting to
US$5bn in 2014, increasing to US$6bn next year and then sliding back to US$4bn in 2016.

Conclusion

In our view, Ukraine's external balance remains rather stretched (see Table 3 on p.37). FX
reserves, which started at US$20.4bn at the beginning of 2014, are projected to be at
US$21.5bn at the end of 2016. Hence, reserves accumulation over the three-year period
amounts to just US$1bn. There is high risk that our projections are to be corrected for the
debt owed to Gazprom on natural gas supplies (US$5bn), which would require additional
borrowing to mirror this bill if Ukraine's counter claim to Gazprom (US$6bn) is ignored.
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Chart30. Growth rate of monthly volumes ofmeinerals
exports and imports (%YoY, seasonally adjusted)

History from January 2002 through May 2014
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Chart32 Exminerals trade balanc¢e

History fromnlaary 2006 through June 2014

Trade balancesmeerals (lh:

Trade balancesmixerals (rh

12.0 (wssbn, (% of GD, 18.C
16.
10.0

14.¢
8.0 12.
56 10.
8.0
40 A0
2.0 4.0
/ 20

00 r T T T T T T T T T
A=Y o0
-2.0 2.0

‘03 '04 '05 '06 '0O7 '08 '09 '10 "11 12 13 14
Note: 12nonth rolling data.
Sources: State Statistics Service of Ukraine, Investment Capital Ukrain

Chart34. Monthly data on natural gas imports
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Chart31 Exminerals trade balance (US$bn, seasonally
adjusted)

History from January 2002 through May 2014
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Chart33 Exminerals trade balanéand UAH's Pfased real
trade-weighted index

History from January 2006 through June 2014, forecast for 2HI# a
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Table3. Ukraine's balance of payments forecast for 2084US$bn)
Under ICWasecasescenarioUkraine's authorities adhere tey#ae BMF programme overZDadd early 2016

Balance of payments (US$m) Forecast period Rollover ratios
2014 2015 2016 201« 201t 201¢ Comment

Current account balance -5,450 -6,960 -7,677

Shortterm debt -64,319 -58,395 -54,692

Government
Official lenders (IMF) -2,618 -764 0 382% 441% 0% IMF's 2yr SBA US$17bn + other official
Russian banks 0 0 0 0% 0% 0% No loans from Russian banks
Eurobonds -1,000 -4,312 -2,250 100% 35% 100% Opportunistic access to the market
Domestic FX bénds -1,909 -1,926 -1,408 40%  40% 0% Dom FX bonds phased out gradually
Other -544 0 0 0% 0% 100%

Central bank
Official lenders (IMF) -1,078 -489 0 444% 1575% IMF's 2yr SBA US$17bn
Other 22 0 0 0% 0% 0%

Banks
Eurobonds -754 -969 -986 0% 0% 100% Banks bonds after IMF prgm expires
Other lenders -12,180 -13,662 -16,492 112% 117% 122%

Corporations
Eurobonds -1,645 -1,785 -750 0% 0% 100% Corporate bonds after IMF prgm expire
Loans -10,802 -8,743 -8,316 100% 100% 120% Rollovers ratios at low 100% in '14
Trade loans -20,186 -16,338 -15,540 100% 120% 120% The same as above
Other -11,625 -9,409  -8,949 100% 120% 120% The same as above

Other -5,000 -6,000 -4,000

Total financing needs -74,768 -71,355 -66,368

FDlI, inflows 271 4,558 4,907 ICU forecast for the period

Borrowings
Government 10,668 3,034 2,000
Central bank 4,782 7,693 1,057
Banks 13,662 16,492 21,135
Corporations 42,613 40,532 40,116

Total financingy 71,996 72,309 69,215

Use of reserves -2,772 +954  +2,847

FX reserves

At the start of year 20,416 17,643 18,598
At the end of year 17,643 18,598 21,445
Change (%YoY) -13.6 5.4 15.3
FX reserves (% of GDP)

At the start of year 15.4 13.1 13.2
At the end of year 13.1 13.2 14.0
Change (ppt) -2.3 0.1 0.9
FXres.imports cov.(months)

At the start of year 3.3 2.6 2.7
At the end of year 2.6 2.7 3.0
Change (months) -0.7 0.1 0.3

Notes: [1] Sheetm debt due in next 12 month period since beginning of theargspective ye

[2] domestically issued bonds denominated in foreign currencies (USD and EtlEpmmiclatidgrté@Bury Obligations;

[3] total financing needs equals to the sum of current account-bafiandebsHag next 12 months and denmaeifocdrrency by households;
[4] total financing equals to the sum of FDI and borrowings by all segments of the economy (governmentt,coeptedtimrs); banks a

[5] ratio of imports coverage by FX reserves, measured in months;

Sources: Natal Bank of Ukraine, Investment Capital Ukraine LLC.
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View on the UAH: Accelerating inflation fast
eroding competitiveness

Macroeconomic conditions

This year's currency devaluation is projected to axe the current account deficit from the
previous year's US$16.4bn (9.2% of GDP) to US$5.5bn (4.0% of GDP). Such sizable FX
adjustment produced lasting damage to the balance sheets of banks, corporations and
consumers, i.e. all economic agents that have FX mismatch and there are many of them.
The pace of the current recession is likely to force authorities to peruse policies that avoid
sizable FX adjustments in the period of forecast (which 2014-16).

At the same time, an overhaul of macroeconomic policymaking has been slow. Authorities
are said to be postponing the full-fledged inflation targeting regime into the near future and
agreeing to the current acceleration of inflation as a natural by-product of FX adjustment
and the unfreezing of regulated tariffs (natural gas, electricity, home utilities). It is the ease
with which authorities are talking about inflation this year which makes us a bit concerned.
There is risk that inflation expectations will root down among households and businesses. It
is likely that after this year's inflation spike, it could be quite challenging for authorities to
bring inflation back to the single-digit territory next year (no word of bringing it to 5%).

At the end of this year, we forecast CPI and PPI slightly more than 17% YoY and 20% YoY,
respectively, and at the end of next year they are projected to slow to 9% and 11%
respectively. This pace of inflation is well above the price levels expected in the Ukraine's
key trade partners like Russia, EU members and China. This means that competitiveness
gained during 1Q14 is likely to be eroded through high inflation, having negative impact on
exports, industrial production and fiscal balance.

All in all, it means UAH has limited prospects to strengthen in nominal terms; rather,
prospects are more likely to be weaker.

| CUO s -weightedlimdices

Our in-house method of evaluating a currency's standing via CPI- and PPI-based real trade-
weighted indices yields the following: as far as UAH is concerned, it is currently slightly
undervalued, and "fair-value" range stands at 10.2-11.4/USD; effectively mid-range
fundamental value stands at 10.8/USD.

However, because of higher domestic inflation versus inflation rates in the major trade
partners and because of projected strengthening of the US dollar versus major currencies,
like EUR, CNY and RUB to name just few, the "fair-value" range moves to 10.8-11.9/USD
with mid-range value of 11.4/USD. At the end of 2015 and 2016, respectively, the mid-
range value stands at 12.5/USD and 13.0/USD respectively.

In reality, in our view, authorities are to adhere to the IMF programme and provide greater
FX flexibility, allowing nominal exchange rate of the hryvina to US dollar to weaken when
macroeconomic fundamentals spell such a path. It is rational to assume that authorities,
first of all NBU, allow the nominal FX rate to move alongside the above mentioned
projections of the "fair-value" ranges (see Chart 36 on p.39). From a rational point of view,
by allowing such trajectory of nominal exchange rate change, authorities eliminate
undesirable macroeconomic misalignment of the currency's market value from its so-called
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fundamental value. In Ukraine, as history showed, the risk is that authorities tended to
behave irrationally.

Chart36. Forecast of the UAH's market rate under the projected path of teend PRbased
real tradeweighted indices for 20146

Monthly history from January 2000 through June 2014, forecast through December 2016
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| CUbs PPP observations

Our regular monthly price update of the ICU basket of goods provides a glimpse on how
UAH undervalued if compared to USD and RUB. More details are in the Appendix section
"ICU consumer basket: Observation of Kiev, New-York and Moscow prices" on p.57.
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Chart37. UAH exchange rate per USD set by the market Chart38 UAH nominal and €Bhd PRbased reatrade-
weighted indices (TWIsgbased at 100 points on 31 Dec 19¢
Daily history since 31 December 1999 through 25 July 2014 Daily history since 31 December 1999 through 25 July 2014
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Chart39. UAH TWIs misalignment to their 5yr and 10yr avel@gishistory since 3 January 2005 through 25 July 2014
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Chart40. USD/UAH exchange rate vs. the range eTWéimplied ratesDailyhistory since 1 January 2000 through 25 July 2014
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Estimates for 2013 and
forecast for 2014-16

The following two pages of statistics provide
macroeconomic indicators in the yearly and quarterly perspectives.
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Yearly forecast for 2014 -16, base -case scenario

Table4. Forecast of key macroeconomic indicators for 2084annual)

Historical data for 20022

Forecast by ICU

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014F 2015F 2016F
Activity
Real GDP (%YoY) 12.1 2.7 7.3 7.9 23 -1438 4.1 5.2 0.2 -0.1 -6.5 -1.9 31
Nominal GDP (UAHbn) 345 441 544 721 948 913 1,083 1,302 1,409 1,455 1558 1,730 1,967
Nominal GDP (US$bn) 65 87 108 143 184 114 136 163 174 178 139 137 143
GDP per capita (US$, ann) 1,371 1,850 2,319 3,091 3,982 2474 2978 3,572 3,83 3920 3,233 3,180 3,338
Unemployment rate (%) 8.6 7.2 6.2 6.4 6.4 8.8 8.1 7.9 7.5 8.2 8.3 7.9 7.9
Prices
CPI headline (%YoY, eop) 123 103 116 166 223 123 9.1 4.6 -0.2 05 173 8.8 8.2
CPI headline (%YoY, average 9.0 136 9.1 128 253 16.0 9.4 8.0 0.6 -03 105 123 8.5
PPI (%YoY, eop) 243 9.6 154 232 211 153 188 174 0.4 17 208 105 105
PPI (%YoY, average) 20.3 17.0 9.6 20.5 33.6 7.4 21.4 19.9 6.0 -0.1 13.3 12.2 10.2
Fiscal balance
Consolidated budgkt{baHbn) -9.9 -7.5 -3.5 -6.1 -11.3 -344 -63.3 -183 -469 -63.0 -117.0 -113.0 -93.0
Consolidated budget bal. (% of -2.9 -1.7 -0.6 -0.8 -1.2 -3.8 -5.9 -1.4 -3.3 -4.3 -7.5 -6.5 -4.7
Budget balance (UAHbn) -10.2 -7.9 -3.8 -98 -125 -355 -643 -236 -534 -64.7 -1004 -948 -80.6
Budget balance (% of GDP) -3.0 -1.8 -0.7 -1.4 -1.3 -3.9 -5.9 -1.8 -3.8 -4.4 -6.4 -5.5 -4.1
External balance
Exports (US$bn) 413 444 502 640 856 543 693 888 900 853 768 759 79.0
ImportéUS$bn) 36.3 43.7 53.3 72.2 100.0 56.2 73.2 99.0 104.4 100.8 81.7 82.5 86.3
Trade balance (US$bn) 5.0 0.7 -3.1 -8.2 -14.4 -2.0 -40 -10.2 -143 -155 -4.9 -6.6 -7.3
Trade balance (% of GDP) 7.7 0.8 -2.8 -5.7 -7.8 -1.7 -2.9 -6.2 -8.2 -8.7 -3.5 -4.8 -5.1
Current account balance (US$ 6.9 25 -1.6 -5.3 -12.8 -1.7 -3.0 -10.2 -143 -16.4 -5.5 -7.0 -7.7
Current account balance (%00  10.6 2.9 -1.5 -3.7 -6.9 -1.5 -2.2 -6.3 -8.2 -9.2 -3.9 -5.1 -5.4
Net FDI (US$bn) 1.7 7.5 5.7 9.2 9.9 4.7 5.8 7.0 6.8 4.1 0.3 4.6 4.9
Net FDI (% of GDP) 2.6 8.7 5.3 6.4 5.4 4.1 4.2 43 3.9 23 0.2 3.3 34
C/A bal. + net FDI (% of GDP) 13.3 11.6 3.8 2.8 -1.6 2.6 2.0 -2.0 -4.3 -6.9 -3.7 -1.8 -1.9
External debt (US$bn, eop) 30.6 39.6 54.5 80.0 101.7 1034 117.3 126.2 1351 142 1440 1470 1522
External debt (% of ann'd GDF  47.2 45.6 50.4 55.8 55.3 90.9 86.1 77.4 77.4 79.7 103.3 107.2 106.2
FX reserves (US$bn, eop) 9.5 194 22.3 325 31.5 26.5 34.6 31.8 24.5 20.4 17.6 18.6 21.4
FX reserves (% of ann'd GDP. 14.7 22.3 20.6 22.6 17.2 23.3 25.4 19.5 14.1 114 12.6 13.5 14.9
External debt / FX reserves (x 3.2 2.0 2.4 25 3.2 3.9 3.4 4.0 5.5 7.0 8.2 7.9 7.1
FX reserves imports cov (mon 3.8 6.4 6.1 6.4 4.5 7.1 6.8 4.5 838 2.4 2.6 2.7 3.0
Interest rates
Central bank key rate (%, eop 9.00 9.50 850 800 12.00 1025 7.75 7.75 750 6,50 6.50 6.50 6.50
3-month rate (%, eop 4Q) 15.03 1146 9.90 758 2160 1759 6.12 19.72 2552 6.00 6.00 6.00 6.00
Exchange rates
UAH tradegeighteshdex (nomin: 91.29 105.76 96.33 88.22 62.35 62.62 7239 77.27 7423 67.38 4955 47.20 44.33
UAH tradegeighted index (real) 112.78 129.21 123.61 120.06 100.21 90.26 97.73 98.76 94.72 100.84 85.31 84.88 82.75
UAH/USS$ (eop) 531 505 505 505 780 800 794 800 805 824 1190 13.00 13.80
UAH/US$ (average) 532 510 503 503 525 803 794 799 808 816 1116 1259 13.71
UAH/ T (eop) 6.71 720 597 6.66 7.36 1090 1145 10.66 10.36 11.32 1571 16.64 17.66
UAH/ T (average 6.62 6.35 6.32 6.89 7.67 1119 1054 1421 1497 11.17 15.08 16.21 17.55
US$/ 17 (eop) 1.36 1.18 1.32 1.46 1.40 1.43 1.34 1.30 0.00 1.37 1.32 1.28 1.28
US$/ T (average 1.24 1.24 1.26 1.37 1.47 1.39 1.33 1.34 1.27 1.37 1.35 1.29 1.28
Population
Population (million, eop) 473 47.0 466 464 461 46,0 458 456 456 455 431 431 429
Population (%YoY) -1.4 -0.8 -0.7 -0.6 -0.5 -0.4 -0.4 -0.3 -0.2 -0.1 -5.2 0.0 -0.5

Notes: edpend of period; Cow 0 v e r a Ycensolidatedh @nahnualised.
Sources: State SiatisService of Ukraine, National Bank of Ukraine, Investment Capital Ukraine LLC.
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Quarterly forecast for 2014 -16, base -case scenario

Table5. Forecast of key macroeconomic indicators for 2@L&yuarterly)

Forecast by ICU
4Q13 1Q14E 2Q14F 3Q14F 4Q14F 1Q15F 2Q15F 3Q15F 4Q15F 1Q16F 2Q16F 3Q16F 4Q16F

Activity

Real GDP (%YoY) 33 -1.1 -5.6 -84 -10.6 -3.8 -1.2 -1.6 -1.1 25 3.0 35 35
Nominal GDP (UAHbn) 404.3 313.0 373.2 431.6 4404 365.1 415.0 468.0 4824 4118 470.2 5351 549.6
Nominal GDP (US$bn) 492 342 317 366 370 302 332 367 371 305 342 388 3938
GDP per capita (US$, ann) 3,921 3,904 3,692 3,470 3,234 3,141 3,176 3,179 3,181 3,192 3,219 3,271 3,339
Unemployment rate (%) 8.2 8.8 8.9 8.4 8.3 82 8.2 8.1 7.9 7.8 7.9 7.9 7.9
Prices

CPI headline (%YoY, eop) 0.5 34 119 151 173 161 121 100 8.8 8.5 8.5 8.5 8.2
CPI headline (%YoY, average 0.2 1.7 9.8 140 166 171 124 106 9.1 8.8 8.5 8.5 8.2
PPI (%YoY, eop) 1.7 3.9 15.6 186 208 203 6.7 8.8 105 88 105 105 105
PPI (%YoY, average) 0.7 3.0 105 192 203 215 10.2 7.2 9.9 9.5 99 11.0 105

Fiscal balance
Consolidated budget{b&lHbn) -29.9 0.6 -272 -375 -529 -8.7 -242 -315 -48.6 20 -21.4 -26.8 -46.8
Consolidated budget bal. (% of -7.4 0.2 -7.3 -8.7 -12.0 -2.4 -5.8 -6.7 -10.1 0.5 -4.6 -5.0 -85

Budget balance (UAHbn) -295 -41 -232 -305 -42.6 -8.3 -205 -26.2 -39.8 -04 -187 -229 -38.7
Budget balance (% of GDP) -7.3 -1.3 -6.2 -7.1 -9.7 -2.3 -5.0 -5.6 -8.2 -0.1 -4.0 -4.3 -7.0
External balance

Exports (US$bn) 223 183 186 194 205 179 179 191 21.0 190 186 19.7 217
Imports (US$bn) 27.1 19.7 21.1 20.5 20.5 20.4 19.9 20.2 22.0 21.3 20.9 21.1 23.0
Trade balance (U$b -4.8 -1.4 -2.5 -1.0 0.0 -2.5 -2.0 -1.1 -1.0 -2.3 -2.3 -1.5 -1.2
Trade balance (% of GDP) -9.7 -4.0 -8.0 -2.9 -0.1 -8.2 -6.2 -3.0 -2.7 -7.6 -6.6 -3.8 -3.1

Current account balance (US§  -4.9 -1.3 -2.6 -14 -0.1 -2.5 -2.1 -1.3 -1.0 -2.4 -2.4 -1.6 -1.3
Current account balance (%0 -10.0 -3.9 -8.3 -3.9 -0.2 -8.2 -6.4 -3.6 -2.8 -7.8 -6.9 -4.2 -3.3

Net FDI (US$bn) 0.9 -0.7 0.0 0.5 0.5 0.9 12 1.6 0.9 11 1.2 14 1.2
Net FDI (% of GDP) 1.7 -2.1 0.0 13 13 2.9 3.5 4.3 2.6 3.7 3.4 3.7 3.0
C/A bal. net FDI (% of GDP) -8.3 -6.0 -8.3 -2.6 11 -5.3 -3.0 0.7 -0.3 -4.1 -3.5 -0.5 -0.3

External debt (US$bn, eop) 1415 1379 109.6 108.3 1440 1448 1455 146.3 147.0 1483 1496 150.9 152.2
External debt (% of ann'd GDF ~ 79.2 78.7 67.0 714 103.3 1069 106.3 106.7 107.2 1079 108.0 1074 106.2
FX reserves (US$bn, eop) 20.4 15.1 17.1 17.4 17.6 17.9 18.1 18.3 18.6 19.3 20.0 20.7 21.4
FX reserves (% of ann'd GDP, 11.4 8.6 10.5 115 12.6 13.2 13.2 13.4 13.5 14.0 14.4 14.7 14.9
External debt / F3€rees (x, eof 6.9 9.1 6.4 6.2 8.2 8.1 8.0 8.0 7.9 7.7 7.5 7.3 7.1
FX reserves imports cov (mon 2.4 1.9 2.1 2.4 2.6 2.6 2.7 2.7 2.7 2.8 2.8 2.9 3.0
Interest rates

Central bank key rate (%, eop 6.50 6.50 9.50 12,50 14.00 12.00 10.00 8.0 800 750 750 750 7.50
3-month rate (%, eop 4Q) 11.71 1593 18.03 20.00 20.00 18.00 16.00 12.00 10.00 10.00 10.00 10.00 10.00
Exchange rates

UAH tradegeighted index (nomi 67.38 57.15 48.13 49.25 49.55 49.23 4820 47.81 47.20 4550 44.72 4460 44.33
UAH traeleeighted index (real) 100.84 89.02 80.18 83.63 85.31 84.49 86.96 86.37 84.88 81.44 84.01 83.77 8275

UAH/USS$ (eop) 8.24 1138 11.75 11.80 1190 12.10 1250 12.75 13.00 1350 13.75 13.80 13.80
UAH/USS$ (average) 8.21 9.16 11.® 11.80 11.90 12.10 1250 12.75 13.00 1350 13.75 13.80 13.80
UAH/ T (eop) 11.32 15.66 16.12 1581 1571 1573 16.13 16.32 16.64 17.28 17.60 17.66 17.66
UAH/ T (average¢e 000 1267 16.20 16.00 1583 1585 16.19 16.38 16.64 17.28 17.60 17.66 17.66
USS$/ 1 (eop) 1.37 1.38 1.37 1.34 1.32 1.30 1.29 1.28 1.28 1.28 1.28 1.28 1.28
US$/17 (average 136 138 137 136 133 131 130 129 128 128 128 128 1.28
Population

Population (million, eop) 4550 43.14 43.09 43.08 43.12 43.16 43.12 43.10 43.14 4295 4291 42.89 4294
Population (%YoY) -0.1 -5.2 -5.2 -5.2 -5.2 0.0 0.0 0.0 0.0 -0.5 -0.5 -0.5 -0.5

Notes: edpend of period; Cow 0 v e r a Ycensolidatedh @nahnualised.
Sources: State Statistics Service of Ukraine, National Bank of Ukraine, Investment Capital Ukraine LLC.
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Appendices:
Research details;
thematic charts & tables

The following pages contain the details charted and tabled data for the appropriate
sections in this report.
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NBU's part in government's revenues:
How big and regular?

Over the past few years, NBU's participation in the state budget revenues has been
increasing. From year to year, the central bank was asked by lawmakers and the
government to transfer a bigger volume of its profits into the state budget. Thus, in late
2011, lawmakers approved the state budget law for 2012, where they prescribed NBU to
transfer UAH13.2bn. Eventually, it transferred UAH23.6bn or 1.8 times more than the
target. This story was repeated in 2013, when NBU's transfer actually paid into the budget
1.8 times the UAH16bn target. Over January-May 2014, NBU was transferring in an
average UAH4.4bn a month (or a total of UAH22bn). The key question now is what the
central bank is going to do next? In our view, the bank's options are time limited due to
recession in the economy.

History

Given the available monthly data on debt service expenditures from the state budget and
NBU transfers of its profit into the state budget, the relationship between NBU and MoF
depended on the economy. In an acute recessionary period, NBU was asked to accelerate
transfers, while the economy recovered and this cash flow was slowing. Nevertheless, in
the end our observation of these two cash flowsd one is central bank's profit being
transferred to the state budget revenues and the second is debt service expenditureszg,
which are made from the state budget to government bond holdersd came to a conclusion
that authorities managed to match them (see Chart 41, p.46). History of these series of
data, which is available from December 2004 through May 2014, yields correlation ratio of
93.4%.

Conclusion

This suggests an established strong bond between NBU and government, while making
these cash flows. This bond in Ukraine apparently existed under different heads of
governments and central bank governors.

Future

Given the recent statement by NBU's governor30 on the practice, we evaluated the likely
scenarios for the rest of 2014. These are in Chart 43-Chart 44, p.47.

If NBU decides that there will be no more transfers during 2H14 on the ground that over 1H
it met the target, which is UAH22.8bn, then NBU's transfer as share of projected revenues
collapses from 12.5% as of May to 6.4% as of December 2014. In terms of the NBU's
transfer coverage of debt service, this ratio would drop, too, from 122% in May to 48% in
December.

If NBU adheres to the unwritten rule of the 2008 post-crisis period, when from 2009 to 2013
the average ratio of actual transfer to target was 159%, then the state budget would
experience far less contraction of support. Ratio of transfer-to-revenues would slide by just
1.9ppt from 12.5% in May to 10.6% in December. Ratio of transfer-to-debt service slows
from 122% to 80%.

If NBU is asked to repeat the previous year's practice, when it was ahead of the prescribed
volume of transfer with a 177% actual-to-target ratio, then ratio of transfer-to-revenues

% Total of local currency and foreign currency debt service.
% More details here (in Russian).
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declines from 12.5% in May to 11.8% in December. And ratio of transfer-to-debt service
decreases from 122% in May to 89% in December.

In our view, given the severity of the current situation in the economy (a de-facto nation at
war, recession deepening in 2H14), a more realistic scenario is when the NBU transfer
matches debt service in a 100% ratio. Then actual-to-target ratio would rise to a historical
high of 199% (by the way, as of May it was 194%) in December 2014. Also, the transfer-to-
revenues ratio would increase too from 12.5% in May to 13.3% in December.

Table6. History of NBU's transfers to state budget revenues in12DQ4AHbrif not otherwise indidated

Year Targe! Actual Actualto-  State budge Actual/ Debt servicr  State budge Debt service NBU transfer
volume of NB volume of NB  Target ratioi revenue: Revenues (¥ expenditure: expenditure: Expenditure Debt servici

transfer transfer (%) (%) (%)

2004 1.2 1.3 107.5 70.3 1.8 31 79.5 3.9 42.0
2005 1.2 1.0 79.0 105.5 0.9 3.1 113.C 2.8 30.7
2006 1.3 1.3 100.1 133.t 1.0 3.1 137.1 2.3 41.4
2007 1.9 1.9 100.7 165.€ 1.1 33 174.c 1.9 56.4
2008 4.8 8.3 172.4 231.7 3.6 3.8 241¢ 1.6 220.€
2009 13.8 5.1 36.7 209.7 24 9.0 242 .4 3.7 56.0
2010 10.C 155 155.5 240.€ 6.5 155 303.€ 5.1 100.1
2011 9.7 11.9 123.C 314.¢ 3.8 23.1 3334 6.9 51.4
2012 13.2 23.6 179.2 346.C 6.8 23.9 395.7 6.0 98.9
2013 16.C 28.3 176.€ 339.2 8.3 31.8 403.4 7.9 89.0
2014 22.8 443 194.3 342.9 12.9 458 442.€ 10.3 97.4

Notes: [1] actual data, which is{asiritB volume tilgbiMay 2014; [2] calculated ratio based on the actual data on NBU transfer as of May 2014; [3y¢@t's
budget revenues; [4] ICU's forecasteat fdébt service expenditure.

Sources: Ministry of Finance of Ukraine, .

Chart41 NBU's transfer to state budget revenues versus de  Chart42 NBU's transfer to state budget revenues:

service expenditures (UAHbn, lasini@nth rolling volume) Planned volume versus actual
Monthly htary from January 2005 through 24 May 2014 Jecdmter Yearly history of the planned volume from 2004 through 2014.
2014 and 20185 is ICU's forecast of debt service expenditures Forecast of the actual transfer for 2014, history of actterl 2004i&s
Forecas Debt servic NBU's transt EPlanned (Ih« ®Actuato-planned ratio (rt
500 WAHb 250 (UAHDI (%) 2500
45.0
400 20.0 200.
35.0
30.0 / BE 150.¢
250
200 10.0 100.C
15.0 f
10.0 / 5.0 50.0
50 d
00 — g — g — g — y 0.0 0.0
‘05 '06 '07 '08 '09 '10 '11 '12 ‘13 '14 '15 '16 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Sources: Ministry of Finance of Ukraine, Investment Capital Ukraine LL Sources: Ministry of Finance of Ukraine, Investment Capital Ukraine LL
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Chart43 NBU's transfer to state budget as shareunfgd
revenuesLikely scenarios for rest of 2014 (%)

Monthly history from January 2005 through 24 May 26Dk deniber
2014 is ICU's forecast of debt service expenditures and NBU trans

No transfer
ceececect 159% of targe

Forecas
100% of debt se

140 (95 of budget
revenues)

History
17®6 of targe

12.0

10.0

8.0

6.0

4.0

2.0

0.0 - y y y y y y y y y
'05 '06 '07 '08 ‘09 '10 11 12 '13 ‘14

Note: [1] 177% of targeams that NBU's transfer in 2014 repeats previou:
practice when volume of the transfer was 177% of the prescribed targe
[2] 159% of target means that NBU's transfer in 2014 equals-toisi608 pc
average of the ratio of actual transfetheciangget.

Sources: Ministry of Finance of Ukraine, Investment Capital Ukraine LL

Chart44. NBU's transfer to state budget as shargetft service
expendituresLikely scenarios for rest of 2014 (%)

Monthly history from January 2005 through 24 May 201 dembere
2014 is ICU's forecast of debt service expenditures and NBU trans

History
177% of targe

No transfer
ceccecect 159 of targe

Forecas
100% of debt se

250.0 (94 of debt
service exp)

200.0

150.0

100.0

50.0

00 - y y y y y y y y y
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Note: [1] 177% of target means that NBU's transfer in 2014 repeats pre
practice when volume of the transfer was 177% of the prescribed targe
[2] 159% oétget means that NBU's transfer in 2014 equals tec2838 pos
average of the ratio of actual transfer versus the target.

Sources: Ministry of Finance of Ukraine, Investment Capital Ukraine LL
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Ukraine sovereign risk premium and hryvnia's
real rate : Correlation issue revisited

We once again re-visited the issue of correlation between Ukraine's sovereign risk premium
and hryvnia's real trade-weighted indices. It was initiated in our Quarterly Report "Where're
we headed from here?" published on 29 October 2014.

Now and then, our research yields a conclusion that risk premium on Ukraine's sovereign
debt has better correlation with a PPI-based real trade-weighted index than a CPI-based
one. See Chart 45-Chart 49 on p.49.

What is new?

One simple test was carried out. The available series of daily data on Ukraine's 5-year
CDS, which spans from 19 August 2004 through now, was matched against the daily data
on CPI- and PPI-based real trade-weighted indices. The preferred time frame to test the
correlation has been set at 365 days. So, eventually, the key point of interest was how the
correlation holds over a historical horizond from 19 August 2004 through 24 July 20146 if
one uses a 365-day rolling correlation ratio as a tool for the test.

The results are shown on Chart 46 below. There is evidence that the correlation varies
wildly over time, swinging from positive to negative territories several times. It is interesting
that average and median correlation ratios are in positive territory, albeit, of not so
impressive size i just over 15% and 32% respectively. Indeed, positive correlation ratios
are more frequent than negative ones.

Also, the positive values of correlation ratio between CDS and CPI-based real TWI never
went beyond 92.1%, which was observed on 31 January 2012. Similarly, positive values of
the correlation ratio between CDS and PPl-based real TWI never happen to go above
93.6%, which was on 2 January 2012.

As far as negative values of the correlation ratios are concerned, they never went beyond
85.0% and 81.8%, respectively, which were observed on 30 August 2010 and 1 September
2010.

Hence, we established a threshold or a floor for a correlation ratio, which would signal that
the bond is strong between the data series. Arbitrarily, such a threshold was set at 81.5%.
As Chart 47 below shows, positive correlations above 81.5% are more frequent for both
CPI- and PPI-based real TWIs. Negative correlations by far are less frequent. And at the
end, it is PPl-based real TWI that yields bigger number of occurrences: 229 versus 180 of
CPI-based real TWI.

Conclusion

This simple piece of research shows that it is a PPI-based real trade-weighted index of the
hryvnia, which allows us to gauge a likely path of the sovereign risk premium.
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Chart45 Ukraine 5/r CDS (rhs) and UAH's-GiAd PPI &sed tradeweighted indices (lhs)
History from 1 January 2005 through 24 July 2014

CPI (Ihs PPI (Ihs Ukraine sovereign risk
180.0 (bp) 6,00(
160.0
5,00(
140.0
120.0 ‘ 4,00(
100.0
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60.0 2,00(
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1,00(
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0.0 0
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Sources: Bloomberg, Investment Capital Ukraine LLC.
Chart46. Correlation ratio (last 36fay rolling data) Chart47. How many times occurs correlation ratio above 81
History from 19 August 2004 through 24 July 2014 History from 19 August 2004 through 24 July 2014
CPI (lhs PPI (Ihs HPpositive correlat BNegative correlal
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Sources: Bloomberg, Investment Capital Ukraine LLC. Sources: Bloomberg, Investment QaitalllllC.
Chart48 Ukraine 5yr CDS vs UAH'si@Red TWI Chart49. Ukraine 5yr CDS vs UAH'sIR2ed TWI
History from 1 April 2010 through 24 July 2014 History from 1 April 2010 through 2014ily
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Quarterly GDP: Reported statistics and

Charts0. Ukr ai ne?3 s e c on oohguarterty &BP volumes (Ipf@ andyparec grawth eates (right)

History from 1Q96 till 2Q14

Data is adjusted for inflation and seasonal factors. data is seasonally adjusted by thi&2 Aretizoda BVEBHHS
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Chart51 Reported oiyear quarterly GDP growth (% YoY)
History from 1Q 1996 till 2Q 2014
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Quarterly GDP growth rates (% QoQ)
Reccesio Bv4.1
%12Arima by Demet TrameSeats by Deme!
100 ws00¢
8.0

6.0
4.0

2 LA WY\ i !

0.0 W A
20 \J

40 |

-6.0

-8.0 \

-10.0 V

-12.0
1Q963Q97 1Q99 3Q00 1Q02 3Q03 1Q05 3Q06 1Q08 3Q091Q113Q121Q14

Sources: State Statistics Service of Ukraine, Investment Capital Ukrain

Chart52 Demaneside components of GDP (% of total, LTM)
History from 4Q 1996 till 4Q 2013

Household co Govt con Exports

Imports ~ -TTTTTo- Fixed investmer
80.0 (% of GD*

70.0
60.0

0.0
40961098209930004001100320043005400610082009301040111013

Source: State Statistics Service of Ukraine, Investment Capital Ukraine



July 2014

Table7. Ukraine quarterly GDP size: History from 4Q96 till 3Q13 (UAHm, if not otherwise indicated)

Quarterly Report
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Reported statistics and ICU calculations-oftquarter growth in real and seasaljadited terms

Period Reported statistics on quarterly GDP ICU calculations
GDP ¢ Rea Rea  Deflator Rea GDP ¢ GDP at cons pricegJAHm, S/ Real GDP growth (%QoQ,
current  growth  growth (% YoY  growth cons BVA4. X12-  Trame BV4.1 %12 Trame
prices (% YoY (% QoC (% Yoy  prices Arima by Seats by Arima by Seats b
(UAHm qtly) SA) annd)  (UAHm Demetr: Demetrs Demetr: Demetr:
NSA
4Q96 24,45¢ -10.0 40.1 -9.7 17,404 16,07t 16,228 15,82« 0.8 4.6 0.8
1Q97 18,72¢ -8.3 22.3 -9.8 14,11« 15,777 15,78  15,77¢ -1.9 -2.8 -0.3
2Q97 20,48¢ -6.6 227 9.1 14,117  15,75¢  15,58¢  15,75( -0.1 -1.2 -0.2
3Q97 26,07¢ 0.5 15.3 -6.2 17,54¢  16,04¢ 15531  15,68i 1.8 -0.4 -0.4
4Q97 28,07¢ 0.0 14.8 -3.7 17,40t 16,127  16,25¢  15,98¢ 0.5 4.7 19
1Q98 20,871 -0.3 11.8 -1.6 14,06¢ 16,011 15,74« 15,762 -0.7 -3.2 -1.4
2Q98 23,367 0.5 13.5 0.2 14,18¢ 15,79t 15,701 15,72¢ -1.4 -0.3 -0.2
3Q98 28,90¢ -0.1 10.9 0.0 17,53¢ 15,37¢ 15,43¢ 15,47¢ -2.6 -17 -1.6
4Q98 29,447 -6.6 12.3 -1.7 16,25¢ 15,17 15,23¢ 15,16t -1.3 -1.3 -2.0
» » » » » » » » » » » » »
2Q06 126,31¢ 7.2 15.¢ 3.7 23,02z 2502t 2510z  24,98¢ 2.2 25 24
3Q06 152,40¢ 7.3 15.6 52 29,301 25,85/ 25,82¢ 25,731 3.3 2.9 3.0
4Q06 159,08( 9.6 12.8 71 27,65¢ 26,16¢ 26,43t  26,19: 12 2.3 1.8
1Q07 139,44 10.6 18.6 8.7 24,25¢ 26,56( 27,01( 26,68( 1.5 2.2 1.9
2Q07 166,86¢ 9.7 20.4 9.3 25,26( 26,99¢ 27,347 27,23( 1.7 1.2 2.1
3Q07 199,53¢ 4.4 25.4 85 30,592 27,53¢ 27,15¢  27,45( 2.0 -0.7 0.8
4Q07 214,88 6.9 26.4 7.9 29,55¢ 28,28¢ 28,24: 28,05¢ 2.7 4.0 2.2
1Q08 191,45¢ 8.5 26.6 74  26,30: 28,67t 28,92(  28,53¢ 14 24 1.7
2Q08 236,03¢ 6.2 33.2 6.5 26,82« 28,64t  28,85¢  28,68¢ -0.1 -0.2 0.5
3Q08 276,45: 4.3 32.8 6.5 31,89: 29,12: 28,87 28,70z 1.7 -1.5 0.1
4Q08 244,11¢ -7.8 23.3 26 27,23t 26,10z 26,04:  25,88¢ -10.4 -8.4 -9.8
1Q09 189,02¢ -19.6 22.8 -4.8 21,14¢ 23,691 23,49 23,18¢ -9.2 -9.8 -10.4
2Q09 214,10 -17.3 9.7 -10.6 22,181 24,047 23,771 23,651 1.5 1.2 2.0
3Q09 250,30t -15.7 7.4 -15.2 26,88¢ 23,96: 24,031 24,07¢ -0.4 1.1 1.8
4Q09 259,90¢ -6.7 14.1 -15.C 25,41z 24,25¢ 24,33: 24,231 1.2 1.3 0.6
1Q10 217,28¢ 4.5 0.7 10.7 -9.2  21,95¢ 24,43t 24,38t  24,19: 0.7 0.2 -0.2
2Q10 256,75¢ 54 1.4 15.1 -3.5 23,11C 24,82 24,69z 24,584 1.6 1.2 1.6
3Q10 301,25: B3 0.4 17.5 15 27,53¢ 24,65( 24,62¢ 24,58t -0.7 -0.3 0.0
4Q10 307,27¢ 3.7 0.7 15.6 4.2  2598¢ 24,94/  24,93: 24,88t 1.2 1.2 1.2
1Q11 257,68: 5.1 2.0 12.9 4.4 23,06¢ 25,52¢ 25,61¢ 25,46¢ 2.3 2.7 2.3
2Q11 311,02: 3.9 0.3 16.6 40 24,00¢ 2566( 2561( 25,48¢ 0.5 0.0 0.1
3Q11 369,81¢ 6.5 2.5 15.2 4.8 29,347 26,181 26,27( 26,06¢ 2.0 2.6 2.3
4Q11 363,557 5.0 0.3 12.6 5.1 27,30¢ 26,19¢ 26,221 26,17( 0.1 -0.2 0.4
1Q12 293,49! 25 -0.8 114 45 2358/ 26,12¢ 25,88(  25,95¢ -0.3 -1.3 -0.8
2Q12 349,21; 3.1 0.5 9.0 43 24,731 26,11C 26,341  26,11¢ -0.1 1.8 0.6
3Q12 387,62( -1.3 -15 6.2 23 2896: 2595¢ 26,021  25,89( -0.6 -1.2 -0.9
4Q12 378,56¢ -2.3 -0.8 6.6 0.5 26,681 2566: 2554/  2554: -1.1 -1.8 -1.3
1Q13 302,86« -1.2 0.6 44 -0.4 23,301 25,66¢ 25,85z 25,82¢ 0.0 1.2 1.1
2Q13 353,02¢ -1.3 0.4 24 -1.5  24,40¢ 2588. 26,01f 25,87t 0.8 0.6 0.2
3Q13 394,73: -1.2 -0.1 3.1 -1.5  28,61¢  26,01€  25,76¢€  25,73¢ 0.5 -1.0 -0.6
4Q13 404,31 3.3 2.1 3.4 -0.1 27,561 26,74( 26,28: 25,84¢ 2.8 2.0 0.5
1Q14 313,047 -1.1 -2.0 4.5 -0.1 23,04« nfa  2555¢  25,40( n/a -2.8 -1.7
2Q14 376,34! -4.7 -2.3 11.¢ -1.0 23,26 nla  24,83( 24,991 n/a -2.9 -1.6

Notes: [1] at constant prices of December 188as8#ally adjusted data;-N®MRseasonalhdjusted data; [2] estimated by ICU.

Sources: State Statistics Service of Ukraine, Investment Capital Ukraine LLC.
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Sovereign external debt: Yearly data on debt due in 2014 -27

Yearly breakdown of sovereign and quasi-sovereign external debt (charts)

Chart53 Ukraine's sovereign and quasivereign external debt due in 2€20 Breakdown by cash flow type (US$bn)
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Source: Ministry of Finance of Ukraine, Bloomberg, Investment Capital Ukraine LLC.

Chart54. Ukraine's sovereign and quasivereign external debt due in 2€20 Breakdown by ultimate borrower (US$bn)

ESovereign Eurobc ®Municipal quasivereign Eurobc ®Corporate quasiereign Eurobc - Domestic bor Retail bon ®Loan:
120 109 109 USSHFK

4.0
8.0 2.4 70
6.5 —
6.0 11 === 12 53

4.0

2.0

1.6

0.8
0.1 0.1
[ 1.6

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
Source: Ministry of Finance of Ukraine, Bloomberg, Investment Capital Ukraine LLC.

0.0

Chart55. Ukraine's soweign and quassovereign external debt due in 260 Breakdown by ultimate borrower (US$bn)
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Chart56. Ukraine's sovereign and quasiverégn external debt due in 2027 Breakdown by governing law (US$bn)
EDomestic le ®mForeign la
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Notes: Debt raised under domestic law means government bonds in foreign currencies issued at the domestic bond market.
Sources: Ministry of Finance of Ukraine, BloombergCapitsthfienaiine LLC.

53



July 2014 Quarterly Report Ukraine to Kremlin: Back off ]
L

Yearly breakdown of sovereign and quasi-sovereign external debt (tables)

Table8. Breakdown of the sovereign and gesmiereign external debt, including interest payments and principalyraents (US$m)
Bytype of debt instrument, data as of 11 April 2014

Principal repayments Interestpayments Grani

Year Sovrgr  Muni Corpe Local Local Loané  Total Sovrgr Muni Corpe  Local Local Loan§ Total Tota
Eure cipal rate bond$  retail Eure cipal rate bond¢  retail
bond¢ Eure Eure bond$ bondé Eure Euro bond$
bond¢ bonds$ bond¢ bonds$

2013 1,00( 0 0 1,98t 0 6,58 957 1,08 2C 49: 39t 17 332 2,34 11,91
2014 1,00( 0 1,59% 1,90¢ 20C  3,69. 8,39¢ 1,21 2C 561 45¢ 17 278 2,54: 10,93
2015 4,30! 25( 75C 2,12 0 124 8,67 1,17¢ 2C 37¢ 313 0] 29¢ 2,18 10,86:
2016 2,25( 30( 82t 1,40t Q 0 4,78 91¢ 0 31« 187 (0] 28¢ 1,70. 6,48
2017 3,30( 0 1,08 1,15 Q 0 554 811 0 281 7< 0] 281 1,450 6,99¢
2018 0 0 2,19 20( 0 2,000 4,39 52¢ 0 € 1t 0 28¢ 91t  5,30!
2019 1,00( 0 0 0 0 3,16( 4,16( 51¢ 0 0 0 0 152 66€  4,82¢
2020 1,50( 0 0 0 0 0 1,50( 50¢ 0 0 0 0 14¢ 64¢  2,14¢
2021 1,50( 0 0 0 0 0 1,50( 32¢ 0 0 0 0 14: 47z 1,97.
2022 2,25( 0 0 0 0 o 2,25 26¢ 0 0 0 0 14z 41z  2,66:
2023 1,25( 0 0 0 0 0 1,25( 47 0 0 0 0] 14: 19C  1,44(
2024 0 0 0 0 0 67( 67( 0 0 0 0 0 13¢ 13¢ 80¢
2025 0 0 0 0 0 0 0 0 0 0 0 0 13: 13: 13:
2026 0 0 0 0 0 0 0 0 0 0 0 0 13¢ fIR3E 13¢
2027 0 0 0 0 0 1,50 1,50( 0 0 0 0 0 13 13 1,63
Total 19,35! 55( 6,44t 8,78t 20C 18,85 54,19. 7,38 6C 2,11¢ 1,44 34 3,01! 14,060 68,25

Notes: [1] sovereign Eurobonds; [2] municipal Eurobonds issued by City of Kyiv, which arecx@nsidarertemglidsbt; [3] corporate Eurobonds issued by
banks and nbank entities, which are considepeasasvereign external debt; [4] forgigncy sovereign bonds issued on the domestic bond market;
[4] USBlenominated sovereign bonds issued domestically with special purpose to be sold to retail investorsp[§]dMErndaxBlExtended t

Sources: Ministry of Finance of Ukraine, Bloomberg, Investment Capital Ukraine LLC.

Table9. Breakdown of the sovereign and gesmiereign external debt, including interest payments and principalyraents (US$m)
By ultimate lbower, data as of 11 April 2014

Principal repayments Interestpayments Tota
Year MoF NBL KyiV Nafte Ukr Osch Ukr UkrFoodé Tota MoF NBL Ky Nafte Ukr Osch Ukr Ukr Foodé Tota

gaz InP ad exim zaliz Graid gaz Inf ad exim zaliz Graid

bank bank nytsie bank bank nytsia

2013 6,33t 3,23t 0 0 0 0 0 0 0 9,75 1,600 54 2C 32z 14¢ 8 9z 24 0 2,34(11,91.
2014 5,72: 1,07: 0 1,59 0 0 0 0 0 8,39 1,757 34 2C 32 14¢ 10z 11¢ 4¢€ 0 2,54:10,93
2015 7,19 487 25( 0 0 0 75C 0 0 8,67 1,57¢ 41 2C 17C 14€¢ 10z 8z 4€ 0 2,18:10,86:
2016 3,65¢ 0 30C 0 0 70C 12t 0 0 4,78. 1,18: 37 0 17C 14€¢ 73 47 4¢ 0 1,70: 6,48
2017 4,45! 0 0 0 1,08t 0 0 0 0 554. 966  3€ 0 17C 14€ 44 44  4¢ 0 1,450 6,99¢
2018 20( 0 0 2,000 69C 50C 500 50( 0 4,39( 58¢ 21 0 € 26 22 2z 24 127 915 5,30
2019 2,98( 1,17¢ 0 0 0 0 0 0 0 4,16( 53t 3 0 0 0 0 0 0 127 66€ 4,82
2020 1,50( 0 0 0 0 0 0 0 0 1,500 52C 0 0 0 0 0 0 0 12¢ 64¢ 2,14¢
2021 1,50( 0 0 0 0 0 0 0 0 1,50( 34t 0 0 0 0 0 0 0 127 47z 1,97.
2022 2,25( 0 0 a 0 0 0] 0 0 2,25( 28t 0 0 0 0 0 0 0 127 41: 2,66:
2023 1,25( 0 0 0 0 0 0 0 0 1,25( 62 0 0 0 0 0 0 0 127 19C 1,44
2024  67( 0 0 0 0 0 0 0 0 67 11 0 0 0 0 0 0 0 12¢ 13¢ 80¢
2025 0 0 0 o 0 0 0 0 0 0 5 0 0 0 0 0 0 0 127 13: 13:
2026 0 0 0 0 0 0 0 0 0 0 5 0 0 0 0 0 0 0 127 13: 13:
20 0 0 0 0 0 0 0 0 1,50( 1,50( 5 0 0 0 0 0 0 0 127 13: 1,63
Total 37,901 5,97 55(C 3,59' 1,77¢ 1,200 1,37¢ 50C 1,50(54,37' 9,44t 22¢ 6C 1,23t 75¢ 42¢ 401 23¢ 1,27¢14,06168,43!

Notes: Notes: [1] City of Kyiv; [2] Financing of InfrastructBlad Pimgegtsqde: UKRINF); [3] State Food and Grain Corporation.
Sources: Ministry of Finance of Ukraine, Bloomberg, Investment Capital Ukraine LLC.
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Sovereign external debt: Quarterly data on debt due in 2014 -16
Yearly breakdown of sovereign and quasi-sovereign external debt (charts)

Chart57. Ukraine's sovereign and quasivereign external debt due in 2at6t Qtly breakdown by type of cash flow (US$bn)
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Note: Qtly stands for quarterly. Sources: Ministry of FinanBéoohtligainévestment Capital Ukraine LLC.

Chart58 Ukraine's sovereign and quasivereign external debt due in 2ati6t Qtly breakdown by type of debt instrument (US$I
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Note: Qtly stands for quarterly. Sourcesolinstnce of Ukraine, Bloomberg, Investment Capital Ukraine LLC.
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Chart59. Ukraine's sovereign and quasivereign external debt due in 2a1i6}: Qtly breakdown by ultimate borrower (US$bn)
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Note: Qtly stands for quaBetiyces: Ministry of Finance of Ukraine, Bloomberg, Investment Capital Ukraine LLC.
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Quarterly breakdown of sovereign and quasi-sovereign external debt (tables)

Tablel0. Breakdown of the sovereign and qussiereign external @ including interest payments and principapeyments (US$m
By type of debt instrument, data as of 11 April 2014

Principal repayments Interestpayments Grant
Year Sovrgl Mun Corg  Loca Loca Loané Tota Sovrgt Mun Corg  Loca Loca Loané Tota Tota

Eure Eure Eure bond$ retail Eure Eure Eure bond$ retail

bondd¢ bond¢ bond$ bond$ bond¢ bond¢ bond$ bond$
1Q14 0 0 0 421 0 1,200 1,62 25t 0 152 9€ 0 61 56€  2,19¢
2Q14 1,00( 0 0 41¢€ 0 1210 2,62 36€ 1C 12¢ 13¢ 9 57 70: 3,330
3Q14 0 0 15% 44¢ 0 83¢ 2,88 25t 0 152 9¢ 0 7€ 58: 3,460
4Q14 0 0 0 627 20¢ 43z 1,25¢ 33¢ 1C 12¢ 12¢ 9 8C 68¢ 1,94
Tt 2014  1,00( 0 1,59¢ 1,90¢ 20C 3,69: 8,39 1,21( 2C 561 45¢ 17 278 2,54 10,93
1Q15 0 0 0 68¢ 0 43 1,11¢ 25E 0 77 8¢ 0 7z 49: 1,61
2Q15 0 0 70 1,130 0 43: 2,31 33¢ 1C 12¢ 104 0 i 65: 2,96
3Q15 50( 0 0 307 0 192 99¢ 25¢ 0 77 61 0 7C 46z 1,46
4Q15 3,80! 25( 0 0 0 192 4,24¢ 33¢ 1C 97 6C 0 74 57t 4,82:
Tt 2015  4,30! 25( 750 2,12t 0 1247 867 1,17¢ 2C 37¢ 31: 0 29¢  2,18: 10,86:
1Q15 0 0 82E 65¢ 0 0 1,48 23¢ 0 77 4€ 0 6€ 431  1,91¢
2Q15 1,25( 0 0 74 0 0 1,32 23¢ 0 97 6C 0 74 46¢ 1,79
3Q15 0 30(¢ 0 22¢ 0 0 52¢ 23¢ 0 44 22 0 6€ 37: 89¢
4Q15 1,00( 0 0 44¢ 0 0 144 20( 0 97 57 0 74 427 1,87¢
Tt 2015  2,25( 30¢ 82t 1,40¢ 0 0 4,78 91¢€ 0 314 187 0 28 1,70. 6,48¢

Notes: [1] sovereign Eurobonds; [2] municipal Eurobonds issued by City of Kyiv, which arscx@nsidarertesguesbt; [3] corporate Eurobonds issued by
banks and nbank entities, which are consideyeasasvereign external debt; [4] fotgigncy sovereign bonds issued on the domestic bond market;
[4] USBlenominated sovereign bonds issued domestically with special purpose to be sold to retail investorsp[§]dMErndaxBlExtended t

Sources: Ministry of Finance of Ukraine, Bloomberg, Investment Capital Ukraine LLC.

Tablell Breakdown of the sovereign and gessiereign external debt, including interest payments and principalyraents (US$ir
By ultimate ower, data as of 11 April 2014

Principal repayments Interestpayments Grant
Year Mol NBlL Ky Nafte Uke Osch Ukr Ukr Tota Mof NBU Kyl Nafte Ukr Osch Uke Uke Tota Togl

gaz Inf  ad exim zaliz gaz Inf ad exim zaliz

bank bank nytsie bank bank nytsie
1Q14 1,26t 361 0 0 0 0 0 0 1,62¢ 36€ 6 0 11¢ 0 51 2 0 56€ 2,19
2Q14 2,260 36: 0 0 0 0 0 0 2,62¢ 51¢ 5 1c 43 7z 0 31 24 70% 3,33
3Q14 1,10¢ 177 0 1,59 0 0 0 0 2,88( 37¢€ 12 0 11¢ 0 51 2t 0 58 3,46!
4Q14 1,08. 177 0 0 0 0 0 0 1,25¢ 49 12 1C 43 78 0 31 24 68¢ 1,94
Ttl 2014 5,72: 1,07 0 1,59t 0 0 0 0 8,39! 1,75 34 2C 32z 14¢ 10z 11« 4€ 2,54: 10,93
1Q15 941 17 0 0 0 0 0 0 1,11¢ 362 11 0 43 0 51 2t 0 49: 1,61
2Q15 1,38 17 0 0 0 0 75C 0 2,31 462 1C 1C 43 7z 0 31 24 65% 2,96
3Q15 93: 6€ 0 0 0 0 0 99¢ 33« 1C 0 43 0 51 2t 0 46z 1,46
4Q15  3,93( 6€  25( 0 0 0 0 0 4,24t 417 9 1C 43 78 0 0 24 57t 4,82:
Ttl 2015 7,19( 487  25( 0 0 0 75C 0 8,67 1,57t 41 2C 17C 14¢ 10z 82 4& 2,18¢ 10,86:
1Q15 65¢ 0 0 0 0 70C 12t 0 1,48: 30: 9 0 43 0 51 2t 0 431 1,91«
2Q15 1,32 0 0 0 0 0 0 1,32« 321 9 0 43 7z 0 0 24 46¢ 1,79
3Q15 22¢ 0 30¢ 0 0 0 0 52t 27i 9 0 43 0 22 2z 0 37 89¢
4Q15 1,44 0 0 0 0 0 0 0 1,44t 27¢ 9 0 43 IE 0 0 24 427 1,87¢
Ttl 2015 3,65¢ 0 30¢ 0 0 70C 12t 0 4,780 1,18: 37 0 17C 14¢€ 72 47 4 1,70. 6,48¢

Notes: Notes: [1] City of Kyiv; [2] Financing of Infrastructural Projects (Bloomberg code: UKRINF).
Sources: Ministry of Finance of Ukraine, Bloomberg, Investment Capital Ukraine LLC.
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ICU consumer basket: Observation of Kiev, New

Moscow prices

Tablel2 ICU consumer basket as of endudy 2014

-York

and

price observation in the urban areas ofKieV Newark angd Mostbd8 A an
Item of the basket Description Kiev New Yor Moscow
centra metro centra
district politan are district
28Jul-14  28Jukl4  28Jul-14
Price (UAI  Price (US: Price (RUI
Consumer goods
Cocecola (0.5 litre, plastic bottle)  Noralcohol beverages 7.6¢ 2.2t 42.9(
Beer Corona Extra (0.33 litre, glass Alcoholic beverages 21.2¢ 1.6¢ 83.2¢
Bunch of fresh bananas (1 kg) From Ecuador 14.8¢ 1.5Z 47.9(
Pack of milk (1 litter) Locally produced, soft package, i.e., not glass bottle 9.01 1.9¢ 60.9(
Chickeneat (1 kg pack) Locally produced and branded package, boneless breast 46.9¢ 13.1¢ 185.01
Canned pineapple (0.85 kg, can)  Pineapple circles, Dole brand 29.5° 2.5t 130.6:
Pasta (0.5 kg) Soft package, produced in Italy 16.4° 1.97 49.0(
Sugar (1 kg) 13.1( 3.7: 35.9(
Package of table salt (0.5 kg) 6.31] 0.74 12.8(
Chicken eggs (10 units pack) White eggs, standard size 18.4¢ 3.1¢ 78.9(
Chocolate (100 g) Made by Craft Foods Corp, Milka brand 12.2¢ 2.2( 64.9(
Toothpaste (100ml package) Colgate 29.8t¢ 1.6¢ 130.01
Shampoo (200ml package) Head & Shoulders brand, for normal hair 37.6¢ 2.8t 145.01
Toilet paper (4 rolls package) Kleenex Cottonelle brand, white paper, Regular toilet tissue 30.0¢ 4.1% 98.9(
Magazine Men's Health, local edition, A4 formatqsiaadaot a pocket book fc 28.27 5.9¢ 120.01
Gasoline (1 litre) Lukoil, regular 15.7¢ 1.04 34.8°
Batteries (AA x 4 pack) A 4pack of AA Duracell batteries, Alkaline 27.7¢ 5.9¢ 120.01
Coffee (250 g, vacuum pack) Jacobs Monarch, blikek vacuunagk 40.2 8.9¢ 159.0(
Services
Underground commute ticket Within the central part of the city 2.0C 2.5( 40.0(
Cinema ticket Thursday's night price for the seat with good location, Hollywooc 45.0( 14.0( 400.0
Total basket value (in local cency) 452.6! 82.0° 2,039.8
Exchange rate versus US dollar at spot market as of date of observation 12.15( 1.00( 35.50:
Total basket value (in US$) 37.2¢ 82.0° 57.4¢
Overvalued "+" / undervalued™(%)
UAH vs. USD -54.6:
UAH vs. RUR -35.17%
Fair value in the lorgun as of observation date
UAH per USD 5.51!
UAH per RUR 0.22;

Source: Investment Capital Ukraine.
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Chart60. ICU consumer basket value (UB&n FelO till Jul4
Total value of the ICU basket in US dollar terms
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Chat 62 Fresh banana 1 kg bunch (US$)
Price history from February 2010 till July 2014
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Chart64. Chicken eggs 10nit pack (US$)
Price history from Februd@d0iuly 2014
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Source: Investment Capital Ukraine.
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Chart61 Gasoline A95 equivalent 1 litre (US$)
Price history from February 2010 till July 2014
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Source: State Statistics Service of Ukraine.

Chart63 Chicken meat 1 kg pack of boneless breast (US$)
Price history from February 2010 till July 2014
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Source: State Statistics Service of Ukraine.

Chart65. Pasta 0.5 kg soft package Itahade (US$)
Price history from February 2010 till July 2014
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Chart66. Beer Corona Extra 0.33 litre glass bottle (US$)
Price history from February 2010 till July 2014
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Source: State Statistics Service of Ukraine.

Chart68 Shampoo 200ml bottle Head & Shoulders (US$)
Price history from February 2010 till July 2014
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Source: State Statistics Service of Ukraine.

Chart70. Duracell batteries (AA x 4 pack) (US$)
Rrice history from August 2013 till October 2013
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Source: State Statistics Service of Ukraine.

Chart67. CocaCola 0.5 litre plastic bottle (US$)
Price history from February 2010 till July 2014
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Chart69. MagazineVe n ? s A4 foemat(Us$)
Price history from February 2010 till July 2014
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Source: State Statistics Service of Ukraine.

Chart71 Jacobs Monarch coffee, 250 g vacuum pack (US$;
Price history from September 2010 till October 2013
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Source: State Statistics Service of Ukraine.
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Chart72 Value gap of IGbasket in UAH vs. USD and RUB (¢

Price history from February 2010 till July 2014
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Source: State Statistics Service of Ukraine.

Chart73 An exchange rate level of UAH per USD and UAH
RUB, which would eliminate the value gap of ICU basket
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