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The Centre for Economic Strategy (CES) is an independent research agency on public policy
issues. The mission of the CES is to support reforms in Ukraine to achieve sustainable economic
growth. The Centre contributes to the development of Ukraine's economic growth strategy,
performs an independent analysis of the most critical aspects of national policy, and works on
strengthening public support for reforms. It was established in May 2015.
Our principles:

e Economic freedom (liberalization, deregulation, privatization)

e Free and fair competition

e Reducing the role of the state by improving its effectiveness

e Information transparency and freedom of speech

e The rule of law and the protection of private property

e Healthy and stable public finances

¢ Knowledge-based economy

For more information on the CES, please contact Viacheslav Nozdrin, Communications Director
(tel.: +380 44 492-7970, office@ces.org.ua).

Please visit our website www.ces.org.ua and follow the link on the social media

facebook.com/cesukraine or twitter.com/ces_ukraine.

Financed by the Federal Ministry for Economic Affairs and Energy, the German Economic Team
(GET) advises the governments of Moldova, Georgia, Ukraine, Belarus and Uzbekistan on economic
policy matters. Furthermore, GET covers specific topics in other countries, such as Armenia. Berlin
Economics has been commissioned with the implementation of the consultancy.

For more information on the GET, please contact Garry Poluschkin, Project Manager Ukraine
poluschkin@berlin-economics.com

Conclusions in this paper are those of the authors and do not necessarily represent the views of supporting
organizations.
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1. INTRODUCTION

The macrofinancial stability in Ukraine three full months into the war is experiencing a growing erosion.
During the first two months, the regulators were able to hold the monetary, fiscal and exchange rate situation
more or less at bay with strong restrictive measures and thanks to the rapid financial aid from abroad. But in
May several negative balance of payments shocks (e.g. imports recovery and insufficient foreign aid inflow)
forced the NBU (National Bank of Ukraine) to react to the risk of an unfolding currency crisis with radical and
unpopular policy measures.

The reaction was timely, but the effects remain to be seen as of the date of the preparation of this report.
Meanwhile, some migrants are returning home as safety concerns ease around their hometowns and economic

activity continues to rebound.

2. ECONOMIC UPDATE. EXPERIENCING THE WAR

The war goes on. The main military activity has shifted to the west of Luhansk and north of Donetsk oblasts,
where the Russian military is frantically trying to push out the Ukrainian forces. There has also been heavy
fighting in Kharkiv, Zaporizhzhia, Mykolaiv and Kherson oblasts. While the Northern parts of the country
were freed by the Ukrainian army, Russians are still regularly shelling the border areas of Chernihiv and Sumy
oblasts, as well as some districts of the city of Kharkiv.

Economic activity in the free regions of Ukraine is slowly recovering, but the situation in the occupied regions
is dire. The Russian government is actively looting goods, most notably grain, as well as steel from Mariupol,

moving it to Rostov-on-Don in Russia.

The main migration trend in late May-early June was a homecoming of many Ukrainians. This was true both
for internally displaced persons (IDPs) and refugees abroad.

Figure 1. Russian invasion as of June 13th, 2022
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Physical damages estimations increase gradually. As of June 08, 2022, total damages grew by another USD 10
bn and were estimated at USD 104 bn'! due to the new destructions.

Figure 2. Top-25 industrial facilities most affected by the Russian invasion
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The GDP decline was posted by the State Statistics Service of Ukraine for the 1Q2022 GDP at -15.1% y-o-y.
Assuming the slight GDP growth over January and February, it would mean that in March Ukraine has lost up
to half of its GDP in y-o-y terms.

This tracks with the estimations made for the period by the National Bank of Ukraine. The further recovery in
April and May should have improved the figure for the 2q2022 slightly, but the forecasts of -30-45% GDP
FY2022 might appear realistic.

Economic activity continued recovery. The European Business Association’s (EBA) polls show that as of June
03 (the 100* day of the invasion), 50% of companies were fully operational, while a month before there were
28% of them. 17% of companies who suspended their activities before fully or partially resumed their
production or services (comparing to 14% a month ago). Now 63% of companies pay full wages, and some of
them even make additional or upfront payments. The only downside is that now 5% of companies report that

they depleted their reserves, an increase by 2 p.p.

Base metals. What remains of the sector after the destruction and occupation of Azovstal and MMK Illicha,
which is still a lot, is gradually recovering. The largest iron ore miners and steel producers have not curtailed

investment programs.

! As calculated by the consortium of KSE Institute (the analytical arm of the Kyiv School of Economics), the Center for Economic
Strategy, the Anti-Corruption Headquarters, Institute of Analysis and Advocacy, Transparency International Ukraine and Prozorro.Sale
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For example, ArcelorMittal Kriviy Rih, the largest producer, envisaged only a limited cut to its investment
plan for the next 5 years, from USD 500 mIn to USD 420 mIn. The companies started to manufacture new types
of products tailored to updated domestic and foreign market demand (including the US, whose tariff cut is
expected to have only a long-term effect).

Fuel and energy. Following the fuel deficit that emerged because of missile strikes on fuel storage and
production facilities (including the largest working oil refinery, in Kremenchug), price caps and sowing
campaign, the government canceled price regulations in the middle of May. Average retail prices immediately
rose by 22-30%, depending on the fuel type and further on, bringing the fuel prices increase to 22.8% m-o-m
and 57.5% y-o-y posted by the State Statistics service.

But the supply increased as well. The number of importers doubled. As soon as new shipments arrive, the
deficit should gradually fade, and prices may even decrease to some extent. Still, some market players expect
the deficit to continue until the end of the year.

Agriculture. The results of the sowing campaign fell short of the government forecast. While the cabinet
expected cultivated area to be 80% of the respective area in 2021, the actual figure was 75%. Farmers and large
agricultural enterprises heavily used a preferential loan program specially developed to assist the sowing
campaign.

Banks have issued 38.5 bn UAH of such loans. Next challenges would be to cope with logistical bottlenecks
and to export previous crops, to store new crops and to get enough fuel for harvesting.

Exports plummeted in March and showed the slightest signs of recovery in April (+4.5% m-o0-m). The main
reason for this is the Black Sea ports blockade and logistical bottlenecks?. On the other hand, imports
recovered quickly (+41% m-o-m in April) against the background of the liberalization of the imports ban and
introduced taxation preferences. The list of critical imports was expanded, and consumer demand has
gradually recovered after the first shocking month.

There is no reported data for the total exports in May yet, but the agricultural commodities exports increased
by 180% m-o-m in tonnes according to the Ministry of Agricultural Policy. In total the agricultural goods and
food products comprised approx. 44% of the annual per-war exports and the prices for grain have risen.
Therefore, we expect May exports volume to increase.

The imports may also gradually increase further in May from April’s 45% of the pre-war average because of
consumer demand recovery and the external migration trend slowly heading towards a U-turn.

Overall, the negative balance of goods and services widened drastically to USD 1.1 bn in April. May is likely to
show an expansion of this gap. The current account was still in surplus, mainly due to the USD 0.8 bn

international grants.

2 See details in “ Ukrainian economy in war times: Facing new reality, May 2022” https://ces.org.ua/en/ukrainian-economy-in-war-times-
facing-new-reality-may-2022/
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Figure 3. Exports and imports of goods, USD bn
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3. MONETARY AND FINANCIAL SECTOR UPDATE.
FAREWELL TO THE CHEAP MONEY ERA

The inflation-devaluation spiral anticipations manifested against the sizeable outflows on rising imports
and sizeable card payments abroad, as well as cash (black) market demand. Consumer inflation grew from
16.4% in April to 18.0% in May, mainly hitting food items (+23.6% y-0-y) and transport, including fuels
(+57.5% y-0-y). The prices growth rate was different in different regions.

Hryvnia has weakened against this background. On April 30 the FX rate on the cash (black) market was 33.2-
33.5 UAH/USD , and as of June 8, it comprised 35.1-35.4 UAH/USD.

During May the National bank was forced to sell over USD 3.4 bn in its interventions to keep devaluation at
bay. To some extend the increase of the demand was provoked by the announced cancelation of fixed
exchange rate for cash withdrawals abroad and card payments abroad on May 20, causing a massive currency
withdrawals. The net interventions amount approached the 2014-2015 values when hryvnia devalued from 8
UAH/USD to 25 UAH/USD.
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Figure 4. The NBU FX interventions, USD bn
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The inflow of the international financial aid of USD 1.7 bn helped to cushion a shock, and, as a result, the NBU
gross international reserves dropped by almost USD 2 bn - to USD 25.1 bn as of June 1, 2022. The growing
imports of goods, the USD 1.5 bn monthly expenditures of Ukrainian refugees abroad and the local demand
for foreign currency as a store of value is putting pressure on the cash-market rate.

In anticipation of the further pressure on the hryvnia and to protect the international reserves from depletion,
the NBU, on May 20, made the multiple exchange rates policy official, letting the cash FX rate at which banks
sell the foreign currency, and the rate for card transactions abroad, float. At the same time, the exchange rate
for export proceeds sale and the rate for the FX purchases for critical imports remained fixed at 29.25-29.54
UAH/USD. It was negatively perceived by the exporters, including the IT sector, who are facing a really wide
BID/OFFER spread now, and by refugees, whose consumer spending is not cushioned by the fixed critical
import prices. The next move on June 2 was the bold policy rate hike by 15 p.p. to 25% p.a.

The banking sector was agitated by the NBU’s radical exit strategy from the policy rate fixation. During the
first months of the war, the banking sector maintained remarkable resilience, in many ways thanks to the
NBU’s accommodative policies. Only one bank was declared insolvent (Megabank on June 2), and it had been

showing signs of distress for some time already. But the situation may change with the NBU returning to the
market-based policies via the policy rate hike.

The banks will have to deal with an inflated cost of funding on refinancing loans (amounting to UAH 145 bn),
which will cost them 27% p.a. further on. The banks’ performance would worsen, as the loan portfolio rates
increase on this scale (which could offset a 15 p.p. rate hike) is unlikely — many corporate clients would be
willing to undergo restructuring, and the new loans’ issuance is hardly an option. The government is also
hesitant to increase the interest rates on its local bonds. So, there’s not many options left in terms of
increasing profitability for the banks.
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Figure 5. Principal outstanding balance of refinance loans and deposit certificates, UAH bn
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Therefore, they will likely look for options in the funding side. The banks, which have no liquidity shortages
and a small share of the refinancing loans in their liabilities, will likely rely on their short-term cheap hryvnia
resources from the current accounts of individual and corporate clients, and use the NBU’s deposit certificates
to earn the interest of 23% p.a. while trying to squeeze in as much cash flow from the existing loan portfolio
as possible. Those with a large share of refinancing loans in their balance sheets will be in trouble and might
need to increase their deposit rates much faster to replace the 27% refinancing loans and/or try to secure
additional funds from their shareholders.

According to the NBU, as of June 9, Ukrainian banks had UAH 192 bn and USD 7.5 bn in liquid assets,
predominantly because of the demand deposits’ level maintenance. The NBU is suggesting that this money
could be used to buy war bonds and help to ease the pressure of monetary financing. Now, this liquidity would
be at least partly re-directed on the refinancing loans redemption.

Figure 6. Development of retail deposits
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4. FISCAL UPDATE. MORE FOREIGN AID NEEDED

As of the date of this report only preliminary data of the State Treasury Service on May tax revenues were
available, published by the Ministry of Finance > and limited to major tax revenue sources. Overall, tax
revenues are doing slightly better than could be expected based on overall GDP forecasts, due to a
combination of advance payments, improvement of domestic consumption, and increase of consumption and
government spending shares in GDP (primarily due to decrease of investment).

Table 1. Selected available data on the tax revenues of the central government budget, UAH bn*

January February = March April May % of April % of May
2022 2022 2022 2022 2022 proceeds 2021 adj*
Domestic VAT net 22,7 12,3 15,6 15,6 18,3 117% 66%
Domestic VAT paid 41,2 24,4 16,4 15,6 18,3 117% 66%
Domestic VAT refunds -18,5 -12,1 -0,8 0 0 n/a n/a
Imports VAT 30 32,5 7 7,9 8,8 112% 27%
Domestic excise 3,9 49 1,1 1,9 n/d n/a n/a
Imports excise 4.7 5,4 0,5 4,2 7,9 129% 51%
Domestic consumption taxes 61,3 55,1 24,1 29,6 35 118% 59%
Corporate profit tax 1,3 8,3 26,6 5,8 19,6 341% 56%
Personal income tax 9,4 12,6 9,8 9,7 11,1 114% 92%
Income taxes 10,6 20,9 36,4 15,5 30,7 198% 65%
Rent and subsoil use taxes 6,6 8,2 7,8 6,8 11,7 173% 184%
Foreign trade taxes 2,8 3 0,4 0,4 n/d n/a n/a
Total tax revenue 81,3 88 68,8 52,3 77,4 148% 66%
Total revenue (general fund) 78 104,6 103,4 76,2 101,3 133%
Total expenditure 66,2 105,8 184,4 166,9 216,4 130%
Deficit (+)/Proficit (-) -11,8 1,2 81 90,7 113,4 115,1
Single social contribution 26,9 34,0 27,8 29,7 33,5 113% 127%

Souce: Ministry of Finance

Consumption taxes grew by 18% m-o-m, being 68% of the respective amount collected in May 2021, or 59%
if adjusted by inflation. The domestic VAT amounted to UAH 18.3 bn (+17% m-o0-m), with imports VAT
recovering slower — UAH 8.8 bn being +12% m-o0-m and only quarter of May 2021 figure, inflation adjusted.
The subpar performance of VAT for imported goods may be explained by decreased consumption, import
limitations such as currency controls and logistics, and VAT-free imports allowed for entities using simplified

taxation system.

It should also be noted that no VAT refunds were made in May, hence the amount of VAT arrears subject to

refund to business by state continued to accumulate in May for the third month.

Domestic and imports excises totaled UAH 7.9 bn, a 29% increase since April, as alcohol retail trade

limitations are gradually relieved and as tobacco factories are making up for the idle period. Despite growth,

5 General Fund of State Budget Received UAH 101.3 billion of Revenues In May 2022:
https://www.mof.gov.ua/en/news/u_travni_2022_r_do_zagalnogo_fondu_derzhavnogo_biudzhetu_nadiishlo_1013_mlrd_grn-3465

4 Adjusted by 12 month inflation
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collected excises are only 51% of their May 2021 values, inflation adjusted, as domestic production of fuels
subject to excise almost halted due to destruction of all major oil refineries by Russian forces, while fuel and
car imports remained relieved from excises (80% of planned imports excise amount for 2022).

Corporate profit tax became the largest source of tax revenues in May with UAH 19.6 bn collected (56% of
May 2021, inflation adjusted). Many businesses announced voluntary advance payments, with one of the
largest CPT advances made by state-owned Urkgazbank (UAH 550 mln).

Personal income tax contributed UAH 11.1 bn to state budget, showing a 14% increase m-o-m and 92% of May
2021 adjusted for inflation.

The biggest increase was in rent and subsoil use fees — UAH 11.7 bn (73% increase m-o-m and 117% increase
YoY). The increase was caused by changes in the gas extraction rent calculation formula (enacted in March
2022) and the windfall in iron ore rent due to high prices on international markets, as well as changes in the
rent calculation formula in November 2021.

Together these figures provide for UAH 77.4 bn of tax revenues, 48% increase m-o-m but 66% of May 2021
figures, inflation adjusted. This total doesn’t include ecological and foreign trade taxes, which are expected
to be of minor significance and were not published by the MoF.

The voices from domestic manufacturers and think tanks (including ours) to return to pre-war taxation of
imports led to submission of Draft Law #7418, supported on June 9 by the Tax Committee of the Parliament.
The draft law reintroduces imports VAT and customs duties for imported goods (except fuel) as well as excise
for cars (except those imported for army needs). The initiative is expected to be voted in the middle of June
and to come into power starting from July. It should improve the balance of payments as well as level the
competition field for domestic manufacturers, who are currently taxed more than VAT-free importers.

Hence it is expected that the enacted Law will be the prerequisite for cancelling the list of critical imports,
which limits the goods for which foreign currency payments are allowed. Moreover, the reintroduction of
imports taxation should limit the attractiveness of a “simplified taxation system” for retail businesses and
limit the migration from general taxation (VAT-based) to businesses with a low share of incoming VAT credit,
like HoReCa and some service businesses.

On May 27, the State Tax Service has resumed registering VAT invoices (the respective Draft Law #7360 was
voted in Parliament on May 12). The Law has also resumed all tax inspections including unscheduled tax
inspections to confirm the VAT credit or refund of over UAH 100 000 and resumed VAT refunds starting from
July 21. Applications for the refund of UAH 9.55 bn of VAT have already been submitted to the State Treasury
Service as of the June 9.

Overall, with the budget revenues sliding by 27% for the January-May 2022, compared with previous year, the
expenditure cuts are behind, which is understandable in the time of elevated military needs and the need for
fiscal stimulus to keep the economy going. Moreover, on June 10, President Zelenskyy signed changes to the
state budget, which increase spendings by UAH 287 bn, or USD 9.7 bn for 2022. A large chunk of this money
will be used to cover the increased salaries of the members of Armed Forces of Ukraine. The budget gap, which
has widened to UAH271 bn in January-May, is poised to grow.
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Figure 7. Consolidated monthly budget expenditures by function, UAH bn
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The government is cutting capital expenditures, paying its elevated military and humanitarian bill, and trying
to rely on external funding as a key source of extra budget financing. But there are by far not enough funds.

In more than three months, between February 24 and June 7, Ukraine received USD 6.8 bn of foreign loans
and grants. According to the estimates of the Ministry of Finance, Ukraine needs currently at least USD 5 bn
of foreign funding a month to make ends meet.

Figure 8. Ukraine’s State Budget Financing Since the Beginning of the Full-scale War as of June 7, USD mln
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Therefore, at the current rate of foreign funding, the National Bank of Ukraine predominantly finances the
budget gap. As of June 7th, it was the biggest contributor of Ukraine’s state budget. NBU has bought UAH 120
bn (USD 4.1 bn) of Ukraine’s war bonds. On June 9, the new emission (war bonds purchase) totaled UAH 70
bn, or almost 60% of the total wartime volume signaling the situation deteriorating. It makes together almost
half of the total amount of monetary funding of UAH400 bn envisaged for 2022°. This increase of the money
supply is partly directed to the FX market, pushing inflation and devaluation up. But the FX interventions by
the NBU offset a significant share of this increase, simultaneously depleting the reserves.

On the positive side, the NBU and Ministry of Finance expect® that Ukraine will receive USD 4.8 bn in external
financing in June. This is a little less than needed, but still a breakthrough compared to the previous pace of
funding inflows.

The World Bank remains the biggest foreign contributor with almost USD 4.5 bn pledged aid. A part of this
amount is financed through member countries’ contributions, but the exact composition is not yet clear.
Germany increased its pledges by grants amounting to EUR 1 bn, which it says is a part of greater EUR 18 bn
pledge by G7 countries, but there are no details on that yet. The overall rates of disbursing foreign financial
aid remain unsatisfactory, and the money comes in much slower than desired.

Figure 9. Top foreign donors of Ukraine state budget, USD miln
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5 The CMU decree on war bonds issuance https://zakon.rada.gov.ua/laws/show/156-2022-%D0%BF#Text

¢ NBU: MoF expects to receive USD 4.8 bn from foreign partners in June https://finbalance.com.ua/news/nbu-minfin-ochiku-v-chervni-
vid-mizhnarodnikh-partneriv-48-mlrd
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5. SPECIAL FOCUS. LOOKING FOR THE NEW
EQUILIBRIUM

The latest developments in monetary and fiscal policy have demonstrated a certain lack of coordination
between the respective authorities, pursuing different goals. The NBU’s goal of anchoring the exchange rate
and protecting the reserves, and the corresponding drastic policy rate hike contradicted the Ministry of
Finance’s aim of keeping the debt service expenditures at the lowest possible level and simultaneously trying
to fund a huge and growing budget deficit.

The artificial fixation of the borrowing and the exchange rates at pre-war levels, while using the reserves and
monetary funding of the budget deficit during the first months of the war, is an unsustainable policy mix. It
is possible only if Ukraine gets monthly billions of dollars in grants, not in loans, which is not todays’ reality.
The system needs a quick readjustment.

Monetary policy

We regard the NBU’s policy rate hike from 10% p.a. to 25% p.a. as the first step in a longer-term exit strategy
from the hands-on policy management towards a new (possibly intermediate) equilibrium. However, the fiscal
authorities have not followed this path so far, keeping the borrowing rate at 9-11% for private investors, and
introducing a floating rate (12M trailing average of policy rate) for the war bonds purchased by the NBU.

With a potential (delayed) balance of payments crisis at hands’, the NBU must now make a hard choice
between three options: either it depletes the reserves while keeping the exchange rate fixed, in hope of rapid
international aid inflows; letting the hryvnia float freely and waiting for the new equilibrium to establish
itself; or trying to keep the market at bay by a set of creative policy measures. It seems the last option was
taken.

The system of multiple (fixed and floating) exchange rates is protected at several levels:

- the currency restrictions include an imports ban, which was relaxed gradually after the full-scale
prohibition of imports during the first days of the war; an exchange rate fixation at 29.25 for exports
proceeds; extensive cross-border capital movement controls.

- the currency interventions, which amounted to a net of USD 7.3 bn in March-May 2022. The
international reserves decreased by only USD 2.5 bn, supported by the inflow of foreign aid to the
government.

- the policy rate hike from 10% p.a. to 25% p.a., which is expected to be translated into elevated
deposit rates in banks and make hryvnia a more reliable store of value for the population, thus easing

pressure on the cash FX market and confine inflation and devaluation expectations.

Actions on the exchange rate are also expected. Sooner rather than later, the NBU will have to either return
to the floating rate policy or fix the exchange rate at a new level. The current difference between the cash
market and the official rate leads to imbalances mounting: artificially cheap imports, while allowing to tie up
the consumer inflation to some point, compete with locally produced goods, and more and more exporters
will turn to grey schemes to benefit from widening exchange rate differences, instead of selling their currency

at a fixed (pre-crisis) price.
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Fiscal policy

But from the fiscal policy angle, the situation looks different — and even more complicated. The Ministry of
Finance is hesitant to increase its borrowing rates because it would lead to an increase in debt service

spending and prefers to resort to monetary funding and the resulting inflationary tax on the whole economy.

Even with the banks keeping UAH 149 bn at overnight NBU deposits, there’s effectively no market for longer-
term Ukrainian borrowings, so the argument is that even if the Ministry of Finance suggests the market-based
inverted yield curve, the demand would likely be very limited, and not sufficient to cover the budget gap.

But with inflation at 18% and a realized cash market devaluation at 17%, the 10% interest rate is obviously
not high enough for any Ukrainian resident investor to consider hryvnia as a value storage instrument, and it
is obviously far from the equilibrium. At the same time, such an instrument is needed for both the population
and for companies. If the population can potentially resort to deposits, having a 100% governmental
guarantee on them, corporates do not have this privilege, and, in case of a bank’s bankruptcy, they will be
stripped of liquidity. The government bonds might have become such an instrument — in case they provide
enough liquidity and yield at least covering the inflation. Otherwise, corporates would aim to look for the
options of foreign currency purchases, within or outside of the legal framework.

Overall, the situation promises a correction sooner or later, and rates increase seems inevitable if the Ministry
of Finance wants to attract at least some funding from the market.

6. SPECIAL FOCUS. UKRAINE'S EUROPEAN
PERSPECTIVES

In the week starting on June 13, the European Commission will decide on whether to recommend granting
Ukraine the EU candidacy status, based, inter alia, on questionaries on Ukraine’s membership in the European
Union, completed by Ukraine and provided to the EU on May 9.

Ukraine meets the candidacy criteria as the EU reports recognize Ukraine’s progress in the Association
Agreement implementation, anti-corruption, energy, and overall reforms. The EU candidacy is important in
multiple dimensions as it will provide frame and support for further structural reforms and improve the
efficiency of EU funding and post-war reconstruction. Candidate status, if granted, will formally begin the EU
membership process, though it will in no way guarantee the accession.

The outcome of this decision is as of now unclear, with opposing predictions and several EU member states
opposing the candidacy. As one of possible scenarios, the recommendation of the EU College of

Commissioners may be accompanied by conditions related to the rule of law and anti-corruption legislation.?

The EU candidacy status will support the recovery of Ukrainian economy by sending a strong message to
potential investors and trade partners, impacting risk assessments, providing a working framework for
implementation of infrastructural projects, incentivising and simplifying technology transfer and providing

tangible targets for reforms, most of all — regarding the rule of law.

8 Ukraine Likely to Win Initial EU Backing for Path to Membership: https://www.bloomberg.com/news/articles/2022-06-
09/ukraine-likely-to-win-initial-eu-backing-for-path-to-membership
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We see the following arguments that support granting Ukraine the candidacy status:

¢ Geopolitical argument. The EU candidacy currently bears a lot of geopolitical weight both for Ukraine
and for the European Union. There’s no room left in the Eastern Europe for ‘grey zones’ or concentric
circles of more or less close cooperation. In the longer run, a decision should be made: either Ukraine
becomes a part of the EU security architecture, or it is forced to become a part of the Russian security
architecture, as Belarus is nowadays. Therefore, it should be regarded as an immediate and heavy-weight
symbolic gesture.

e Time-horizon argument. The granting of a candidate status does not mean that the country becomes a
member-state immediately. As a matter of fact, the opposite is true: decades may pass between the
obtention of candidacy and the granting of membership. This will give Ukraine and the EU enough time
to ensure legislation approximation, practices implementation and meeting all the conditionalities,

which will be important for the acceptance.

¢ Reforms argument. Having the carrot of the EU membership ahead, Ukrainian elites will be under huge
pressure from both the international partners and the civil society to conduct necessary reforms,
including the rule of law as a prerequisite for EU membership. This would make Ukraine a better country,
more fitting into the European family. Politically it would mean that even if (or when) the current ruling
authorities change, public opinion would not give newly elected officials a chance to go off the reforms
track.

e The reconstruction cost argument. The cost of the post-war reconstruction for the public budgets
would be significantly lower for both Ukraine and the EU-led international donors. The EU membership
perspective would mean a lot more private investments, oriented on a long-term horizon. Their
motivation would be based not only on the markets access, but also on the expectation of the reforms,
e.g. the decrease of corruption, the rule of law improvement, the business environment transformation,
and therefore a fast growth of assets’ valuation. The leverage of private vs public funds would therefore
improve dramatically on pure expectations, even without the actual granting of membership.

e The homework argument. Ukraine has already done a lot of work in terms of the legislation
approximation within the Association Agreement implementation and before the visa-free regime was
granted. The questionaries were filled, and the general readiness of Ukraine to become a candidate is high.

As the open letter’?, supported by most of Ukrainian civil society states, “Candidate status with ambitious
requirements for further accession steps will create a powerful tool for reforming Ukraine, will help to avoid the
despair of politicians and society, and will strengthen the European Union and its authority in the world.”

/. SPECIAL FOCUS. MIGRANTS COMING HOME

According to the IOM (International Organization for Migration), 4,481,000 people had returned home (from

abroad and from other regions of Ukraine)!°.

The further Ukrainians live from their permanent places of residence, the more they tend to stay in safety.

Those Ukrainians who hope to return home as soon as the security situation in their hometowns and

° Push Forward Reforms in Ukraine and Maintain Faith in Europe. Joint Letter by Ukrainian NGOs:
https://www.eurointegration.com.ua/eng/articles/2022/06,/2/7140485/

10 For 23d of May: Ukraine internal displacement report. General population survey. Round 5 (23 May 2022). IOM. URL:

https://displacement.iom.int/reports/ukraine-internal-displacement-report-general-population-survey-round-5-17-may-2022-23-may
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settlements stabilize remained in the western and central regions of Ukraine or stayed in Poland. The IDPs
and Ukrainian refugees in Polandbecame the first "returnees”.

Within Ukraine, the largest outflow of IDPs is observed from the western regions (the number of IDPs
decreased there from 2,900,000 to 1,838,000 during 3 - 23 May). On the one hand, this macroregion!! received
the largest number and share of IDPs, so the outflow it shows is also the largest. On the other hand, the
western regions are under the greatest strain on social and housing infrastructure, which encourages IDPs to
return home fast in cases where the security situation allows it. In May, the largest share of IDPs (35%) had
to rent housing in their places of actual residence, which reduced their income.

Thus, the results of the fifth round of the study on internal displacement conducted by the IOM showed that,
at the end of May, for the first time since the beginning of the war, the number of IDPs decreased (from
8,029,000 (May 3) to 7,134,000 (May 23)) (see figure below). There were also 23% of respondents who said
they were going to return home within the next two weeks. These were mostly residents of Kyiv, and of the
western and northern macroregions.

Figure 10. Internally displaced persons
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Source: IOM. Ukraine internal displacement report. General population survey. Round 5 (23 May 2022).

The share of people who consider their homecoming as final has increased to 77%, while 9% consider leaving
their home if the security situation deteriorates (18% in the eastern macroregion and 7.7% in the northern
and center macroregions).

Given that the majority of IDPs are from Eastern Ukraine (55%), the potential for return from other regions of
Ukraine is likely to be exhausted in the coming months. At the same time, the share of people willing to move
further west remains consistently high (45%) among IDPs. Obviously, this is more motivated by the desire to
make a better living (perhaps to find a job abroad) than by the feeling of danger in the area of actual residence,
as the vast majority of migrants feel safe (17.9% completely safe, 60.9% partially safe).

1 A macroregion is a territorial unit comprised of multiple oblasts (regions), as defined by the Law of Ukraine "On the Principles of State
Regional Policy" (Article 1, item 2) (as used in IOM’s survey).
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According to the IOM, only 7% of nearly 4.5 million returnees came from abroad'?. At the same time, the
Office of the United Nations High Commissioner for Refugees reports that 3,314,000 people have crossed the
border to Ukraine since February 28'3. They notice that these statistics include pendulum movements and re-
border crossings in both directions.

Figure 11. Daily border crossings from and to Ukraine since 24 February
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Ukrainians also continue to move within the EU, looking for more suitable living conditions. Only persons
who have officially registered in the countries of arrival for temporary protection (or similar status) can be
considered relatively "settled".

The leaders among countries which gave temporary protection to Ukrainians are Poland (1,152,000 people),
Germany (566,000 people), and the Czech Republic (366,000 people). The latter officially reported that the
number of temporary protection visas received by Ukrainian refugees is gradually declining!4.

12 Ukraine internal displacement report. General population survey. Round 5 (23 May 2022). IOM. URL:

https://displacement.iom.int/reports/ukraine-internal-displacement-report-general-population-survey-round-5-17-may-2022-23-may

13 Ukraine Refugee situation. URL: https://data.unhcr.org/en/situations/ukraine

4 The number of Ukrainians who want to stay in the Czech Republic is declining. URL: https://espreso.tv/kilkist-ukraintsiv-yaki-
khochut-zalishitisya-v-chekhii-zmenshuetsya
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Figure 12. Refugees from Ukraine registered for Temporary Protection or similar national protection
schemes in Europe
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At the same time, Ukrainians can return without deregistration. Thus, according to the Minister of the Interior
of the Czech Republic, there are about 300,000 Ukrainian refugees left in the country, and the number of those
who currently come into it is numerally close to the amount of those leaving it.

One of the main challenges for Ukraine's economy is the long stay of highly qualified workers abroad, which
increases the risk of losing them to the domestic labor market. National survey results have shown that
educated women predominate are predominant among those who fled Ukraine: 52.4% of refugees have higher
education, 10.8% have several higher education diplomas or a degree. Language competence of migrants is
another factor of their potentially successful adaptation and further integration: 45% of them reported that
they speak English, 8% - Polish, 5% - German, 8% - another foreign language. As a result, about a third of
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Ukrainians of working age who received temporary protection in Poland have already found work.
Approximately the same indicators of employment they are found in Ukrainians who fled to Lithuania®®.

According to the European Business Association, 96% of Ukrainian companies have employees who fled their
motherland. Most employers have not yet lost their workforce - 56% of companies report that their workers
who have received temporary protection in the EU continue to work exclusively for them remotely and are
not employed in other countries, another 25% of companies have employees who work both for the Ukrainian
employer and for a foreign one in their host country!®.

Observing the tendencies of the rapid integration of Ukrainian refugees into the labor markets of the host
countries, Ukrainian officials are discussing policy measures aimed at their return. Such measures as

"coordination of migration policy with European countries”, "reduction of temporary protection period" are
considered among others. But special policy measures will be needed when the returning comes to the end.

At this stage, migration abroad has less potential for return compared to domestic migration. People who
went abroad generally had the desire and resources to stay as long as possible outside their unsafe home.
Establishing relative security in Kyiv and the northern region has been a major trigger for reviving reverse
migration among IDPs, but has not been a strong reason for mass return from abroad. If the current security
situation remains the same or improves, the partial return will be facilitated by:

1) traditional learning from the beginning of the school year, which will return teachers and
students to the country;

2) expiration of a six-month period of staying abroad for employees who continue to work remotely
for their employers and are not ready to change the tax residency of Ukraine;

3) reduction of social assistance for Ukrainian refugees in the host countries.

Most refugees will return when the Ukrainian economy is ready to accept them. But it is essential for them to
make this decision themselves, as any form of pressure can have only the opposite effect: after social or
economic punishment for non-immediate return (in the form of job loss, loss of scholarships and funding in
higher education) some refugees will opt for final rooting in host countries.

Any attempt to bring back Ukrainian refugees before they are ready will provoke a backlash in the form of
finding alternative ways of rooting - refugee status, blue card employment, marriages with citizens of host
countries (including fictitious ones).

The shortage of labor Ukraine might experience will be solved at the market through an increase in wages.
However, if people return to the country prematurely without perspectives of employment or decent pay,
economic problems will be exacerbated by general social pessimism.

15 Ukrainian refugees 2022 in Europe. A study of the behavior and attitudes of Ukrainians who had to leave for Europe as a result of the
war in Ukraine. www.4service.group.

16 659% of Ukrainian companies do not plan to relocate to other countries, — EBA. URL: https://biz.censor.net/n3343275
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