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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 (liberalisation, deregulation, privatisation)

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.

The German Economic Team (GET) advises the governments of Ukraine, Belarus*, Moldova,
Kosovo, Armenia, Georgia and Uzbekistan on all aspects of economic transformation on behalf of the
German Federal Ministry for Economic Affairs and Climate Action. We work on a broad range of
topics.

Berlin Economics has been commissioned with the implementation of the consultancy.

For more information, please visit GET’s website (https://www.german-economic-team.com/) or
contact Garry Poluschkin, Project Manager Ukraine poluschkin@berlin-economics.com

*Advisory activities in Belarus have been suspended.

Conclusions in this paper are those of the authors and do not necessarily represent the views of the Centre
for Economic Strategy and/or supporting organisations.
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INTRODUCTION

The Ukrainian economy has stabilised. The share of companies that operate, including those operating at full
capacity, has not changed compared to the previous rate. Given that more than six months have passed since
the beginning of the full-scale invasion, this most likely means that all or almost all who were able to physi-
cally do so have recovered from the shock. No one expects Ukraine’s GDP to fall by as much as 40%, as some
pessimists expected. Apparently, the fall will be limited to a third.

In summer, it became clear that Ukraine cannot cope without external assistance. Firstly, it was only thanks
to foreign financing, that the balance of payments became almost equalised. Secondly, foreign inflows fi-
nanced the state budget deficit, the revenues of which have decreased due to the economic downturn. In
contrast, expenditures have increased due to the need to finance military operations. Since the beginning of
the full-scale invasion, 31% of the general fund expenditures have been spent on the maintenance of military
personnel alone, and 44% on military procurement. In total, Ukraine has received USD 19.4 billion in external
funds this year, and at least USD 12 billion more is expected. But this is still not enough.

The situation will not change next year. The government has prepared a draft budget for 2023, which foresees
a record deficit — expenditures are expected to exceed revenues by a factor of two. First of all, this will be due
to a significant amount of funding for the Ministry of Defence, which will account for more than a third of
budget expenditures and more than two-thirds of the government’s revenues. Formally, the difference can be
covered by debts, but it is obvious that, in reality, the Ministry of Finance is counting on foreign grant financ-
ing.

And we are talking only about current expenditures. Meanwhile, there are still needs for recovery, which,
according to various estimates, range from USD 216 billion (the project “Russia will pay”) to USD 349 billion
(World Bank). Moreover, according to WB experts, in the next 36 months, Ukraine will need USD 105 billion.
According to government estimates, USD 17 billion are needed for rapid recovery, and USD 3.4 billion are
required by the end of this year. And this is without taking into account the territories that may be liberated
this year.

Economic recovery would help to reduce the burden to some extent, but it is difficult to count on investment
in the face of the current military risks. Theoretically, such risks could be addressed by insurance. Please see
a special chapter of this issue for more details.

1. WAR UPDATE

As expected, the last month was full of military developments. At the end of August, the Ukrainian Defence
Forces launched an offensive in the Kherson direction and managed to break through the Russian line of
defence. It is symbolic that the active offensive began on August 29 - the 8th anniversary of the Ilovaisk
tragedy, when the Russian army cynically shot Ukrainian units that were leaving the encirclement through
the agreed humanitarian corridor. Ukrainian troops made some progress, liberating, in particular, Vysokopil-
lya, one of the largest settlements of the occupied Right Bank; fighting continues.

Given that all attention was focused on the south, the rapid breakthrough in the north came as a surprise. In
a few days, Ukrainian forces defeated Russian troops in this area, liberating most of the Kharkiv region.
Ukraine’s lightning success proved to all sceptics that Ukrainian troops are capable of successfully acting not
only on the defensive, but also on the offensive.
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The “grain deal”, which is important for supplying the world food market, continues to operate. The Russians
have refrained from provocations; grain ships have been sailing from Ukrainian ports as agreed. However,
Putin has expressed his dissatisfaction with the way the agreement works, saying that only 3% of grain ex-
ported from Ukraine goes to poor countries (this is a lie: in fact, almost 50% of all exported wheat was sent to
the African countries on the verge of humanitarian catastrophe; another 30% was received by Turkey, and
most of that 30% will end up in poor countries as flour). The dictator intends to re-negotiate the agreement
with Turkish President Erdogan — ostensibly not involving the Ukrainian side. It seems that the Russians are
creating the grounds for disrupting the renewal of the deal, which is due to take place on 22 November 2022.

Feeling trapped after the defeat in Kharkiv oblast, Putin decided to go all in: on September 21 he declared a
“partial” mobilization in Russia and announced his readiness to accept the results of the annexation “refer-
endums” on the occupied territories of Ukraine, which are set to take place on 23-27 September 2022. These
decisions of the Russian dictator, as well as his threats to nuke Western countries, further raise the stakes.
Financial and military aid to Ukraine should be increased. ATACMS rockets, modern tanks and heavy combat
vehicles, fighter jets, and all other weaponry needed by Ukraine should be sent to Ukraine.

Figure 1. Russian Invasion as of 22 September, 2022
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Damages. The estimate of direct losses of Ukraine from the war amounted to USD 120.6 billion. This is USD
7.2 billion more than the estimate a month ago. The growth is associated with damages in the North East and
South but also with adjustments in the methodology. The largest changes, in particular, occurred in education
(revision, plus USD 3.1 billion) and environment (new category, additional USD 1.5 billion).

Indirect losses are estimated at an additional USD 142.2 billion (an increase of USD 11.7 billion). This is the
loss of income and additional costs under the assumption that recovery will take 21 months. Here, the main
changes are in demining (new category, USD 8.6 billion), culture, sports and tourism (revision, + USD 3.8
billion) and the financial sector (new component - credit risk, USD 2.3 billion). The amounts for some other
categories were, on the contrary, revised downwards.
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The estimated total of recovery needs is USD 216.2 billion (an increase of USD 19.2 billion) and consists of
asset and business recovery.! The World Bank also presented its rapid damage and needs assessment (RDNA)
as of June 1. According to its calculations, direct losses amounted to USD 97 billion, indirect losses — USD 252
billion, recovery needs — USD 349 billion. The difference in calculations with the “Russia will pay” project is
due to different assumptions and the inclusion of some additional categories. Of the total amount, Ukraine
will need USD 105 billion in the next 36 months. Within this amount, according to government estimates,
USD 17 billion are needed for rapid recovery, and USD 3.4 billion — by the end of this year.

Table 1. Damage, losses and recovery needs

Residential buildings 49.0 3.6 77.1
Infrastructure 35.3 14.5 50.9
Corporate Assets, Industry 9.9 30.3 19.9
Agribusiness and land resource 4.3 23.4 17.5
Mine clearance 8.6 8.6
Education 7.0 2.1 8.4
Social protection 0.2 6.4 6.6
Culture, tourism, sport 2.0 8.1 5.6
Vehicles 2.7 0.4 5.0
Trade 2.4 244 4.4
Energy 1.8 11.6 3.5
Health 1.6 2.7 2.5
Financial sector 0.1 2.5 2.4
Public utilities 1.4 2.3 1.7

1 The first component is calculated as the sum of direct damages adjusted for possible price increases and the Build Back Better princi-
ple. This principle implies that the assets will not be rebuilt the same, but taking into account the latest requirements for safety, energy
efficiency, inclusiveness, etc. The second component consists of the full amount of additional costs and working capital needed to re-
store lost volumes of activity.
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Administrative Buildings 0.8 0.1 1.3

Digital Infrastructure 0.6 1.1 1.0
Environment 1.5
Total 120.6 142.1 216.2

Source: KSE/ “Russia will pay” project, as of 15.09.2022.

2. ECONOMIC UPDATE

Economic activity has stabilised. According to a survey? conducted by the European Business Association
(EBA) among its members, as of September 11 (the 200th day of the full-scale invasion), all respondents had
resumed their activities, and almost half of them completely. The results of the survey conducted a month
earlier were similar. In any case, all respondents, without exception, feel the impact of the hostilities - dis-
torted supply chains, falls in purchasing power of the population and labour migration.

Falling GDP. The real gross domestic product of Ukraine in the second quarter decreased by 37.2% compared
to the same period last year. Compared to the first quarter, seasonally adjusted, the decline was 19.1%. The
Ministry of Economy expects that for 2022 as a whole, the fall will be 33.2%. At least, based on the data of the
second quarter, the most pessimistic forecasts for this year (a 40% drop) are already unlikely. Next year, the
Cabinet of Ministers expects, according to the published draft budget for 2023, that the economy will grow by
4.6%.

Metallurgy. The state of industry has stabilised. Steel production during January-August decreased by 65% y-
o-y. ArcelorMittal Kryvyi Rih, the largest metallurgical plant in Ukraine, continues to cut employment and,
accordingly, wages, but does not plan to stop production, despite logistical problems. (Earlier, representatives
of the plant announced such a possibility, complaining about the increase in tariffs of Ukrzaliznytsia for the
transportation of iron ore by 70%). And this is despite the fact that in Europe, the group is closing two plants
in Germany due to rising electricity prices (and another in Spain, but due to low demand). Metinvest's North-
ern GOK is preparing to resume operations after a shutdown in July.

Energy and fuel. The fuel market has stabilised so much that lawmakers have started to restore its taxation.
The Parliament registered a bill to set the excise tax at the level of EUR 100 per 1,000 litres (it is less than the
rate before the invasion, 213.5 for gasoline and EUR 139.5 for diesel). This rate will generate revenue of UAH
2-3 billion per month while leading to a price increase of 4 UAH/1, which is approximately equal to the price
decrease during July-August (8% in total).

The prospects for the adoption of the new excise tax are currently unclear. Initially, the Parliament did not
want to include the draft in the agenda, and even if it passed later in the first reading, by then the document
was overloaded with amendments (more than a thousand were received). Lower excise rates are being dis-
cussed.

2 200 days of war - business summary
https://eba.com.ua/200-dniv-vijny-pidsumky-vid-biznesu/

~
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Meanwhile, even now, before the beginning of the heating season, the main risk of winter is already apparent.
As we wrote in our previous report, it is not in the accumulation of resources (everything is fine on this level),
but in missile attacks on energy facilities.

Due to the shelling, Energodar, Melitopol and the entire Kherson region have been periodically left without
electricity (and, necessarily, without water supply and communication). On September 6, the occupiers shut
down the Kakhovka hydroelectric power plant, and on September 11, they carried out missile attacks on the
energy infrastructure of the Sumy, Poltava, Kharkiv and Dnipropetrovsk regions.

The situation at Zaporizhzhia NPP, the largest in Europe, remains unstable. On August 25, ZNPP was com-
pletely disconnected from the grid for the first time in history. The next day the lines were restored, one power
unit was connected to the grid, and two days later another one. However, due to the shelling on September 1,
one of the units had to be disconnected again, and the second and the last one on September 5. All this was
happening against the background of the visit of the International Atomic Energy Agency (IAEA) mission to
the plant, which confirmed the deployment of Russian military equipment at the NPP and recognised the high
risk of a nuclear accident. And on the night of September 18-19, the occupier raised the stakes by launching
a missile strike near the South Ukrainian NPP.

However, Ukraine is also preparing for shelling. Materials for network repairs are being accumulated and nec-
essary procedures are being worked out. Measures include backup communication channels (for example,
Starlink), the use of mobile generators, decentralisation of storage of equipment, spare parts and materials,
and an increase in the staff of emergency teams.

The Cabinet of Ministers has allocated UAH 1.4 billion for the purchase of strategic stocks of equipment re-
serves — generators, transformers, cables, etc. A considerable amount of such reserves comes from partners.
Together, these measures make it possible to eliminate most of the damage and restore power supply after
the shelling of the eastern regions within a day or two-three.

Agriculture. Harvesting of spring crops is coming to an end. Some holdings have already completed the har-
vest, some of them with historically record yields. In general, as of September 16, Ukrainian farmers harvested
almost 30 million tonnes of major crops. In particular, the harvesting of barley, rapeseed, wheat and peas has
been completed or almost completed. At the same time, the sowing of winter crops continues.

Exports of agricultural products continue to grow. In total, since the beginning of the 2022/23 marketing year
(i.e., since the beginning of July), Ukraine has exported 5.3 million tonnes of grain (mainly corn and wheat).
This is about half as much as in the same period last year. Of these, 3.33 million tonnes are exported through
the seaports of Odesa, which became available at the end of July. The largest buyer is Turkey with a share of
26%. In general, Ukraine could export up to 5 million tonnes per month, according to the agency Ukragrocon-
sulting, but a realistic figure is 3.5-4.5 million tonnes.

Meanwhile, market players continue to work on alternative supply channels to the sea. For example, UGTC
Trade started construction of a railway grain terminal in Lviv region. Ukrzaliznytsia plans to purchase 500
more grain carriers. Traders bought up all portable storage facilities that were available on the market.

But the most interesting initiative is the agreement between Ukraine and Poland to build a cross-border oil
pipeline. According to the memorandum signed by the relevant ministries of the two countries, it will run
from Yagodyn to the port of Gdansk, have a length of 600km and a capacity of 2 million tonnes per year. This
will be the first such facility in the world.

In order to help farmers to harvest and sow winter crops, the Government has extended the preferential loan
programme for six months, as well as the zero-interest rate on loans issued in spring. In addition, the
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maximum amount of the soft loan has been increased from UAH 60 million to UAH 90 million (there were
requests to increase it to UAH 120 million, but the Cabinet of Ministers did not accept this proposal). As of
September 9, farmers have received UAH 57 billion through the programme “5-7-9" since the beginning of
the year. The government also introduced subsidies for the restoration of pumping stations and waived the
need to return aid for destroyed granaries and killed animals.

External sector. The balance of payments deficit in July was only USD 0.3 billion - the best figure since March.
This is much less than in May, when the deficit was USD 2.1 billion. The current account surplus increased
from USD 0.2 billion to USD 1.3 billion despite a sharp increase in imports (by USD 1,046 million). As exports
and imports of goods and services remained at roughly the same level as in June, the main reason for the
change is further growth of secondary revenues (primarily foreign aid, up by USD 3.2 billion). The financial
account also improved as outflows of funds from private sector operations decreased by USD 0.3 billion.

Figure 2. The trade balance deficit, USD billion.
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3. MONETARY AND FINANCIAL SECTORS UPDATE

Month-on-month price growth accelerated again to 1.1% in August (against 0.7% in July). In annual terms,
consumer inflation in August increased to 23.8% (against 22.2% in July). Traditionally, food products (+30.7%
y-0-y) and transport (+40.4% y-0-y) were the most expensive. However, in its commentary on the inflation
rate, the National Bank of Ukraine (NBU) notes that the acceleration of inflation in August was slower than
forecasted, and in general, price trends are under control. The government forecasts consumer inflation at
30% for 2022 and 2023; the NBU is more optimistic and forecasts that the inflation will drop to 20.7% by the
end of 2023. Currently, inflation is unevenly distributed among regions, with a more significant rise in prices
on temporarily occupied territories, deoccupied regions and frontline zones.

The official exchange rate remains fixed at 36.57 UAH/USD. In August, the National Bank sold only USD 1.6
billion of foreign currency - the least since the beginning of the war. The volume of foreign currency pur-
chases decreased compared to July but still remained significant — USD 300 million in August. The NBU’s need

9
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for interventions decreased due to lower demand for imports after their tax refund, and lower volumes in NBU
purchases of domestic government bonds, the impact of which on inflation had to be neutralised by additional
sales of foreign currency from reserves.

Significant volumes of foreign aid received (more than USD 4.7 billion, of which USD 3 billion are grants) and
the purchase of foreign currency allowed the NBU to increase foreign exchange reserves by USD 3 billion in
August. As of September 1, the NBU's foreign exchange reserves amounted to USD 25.4 billion, corresponding
to the level of May 2022.

On the cash market, the hryvnia weakened from 39.9-40.2 UAH / USD on August 15 to 41.7-41.9 UAH / USD.
September 15. The market exchange rate continues to drift slowly away from the official exchange rate, and
public expectations of further hryvnia devaluation fuel discussions of the exchange rate set in the draft state
budget for 2023: 42.2 UAH/USD on average for the year, weakening to 50 UAH/USD at the end of 2023.

The dual exchange rate is again becoming a problem that cannot be solved by simply moving the fixed ex-
change rate. It demotivates exporters and creates space for corruption and the shadow economy. We believe
that sooner or later the NBU will have to consider a return to market-based exchange rate settings.

Figure 3. NBU foreign exchange interventions, in USD billion, and weighted average official and market ex-

change rates UAH/USD
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The NBU kept the key policy rate unchanged at 25%. This did not come as a surprise, as the NBU has publicly
communicated that the rate will remain at the current level until at least the second quarter of 2024. Despite
this, average retail deposit rates (UIRD) remain at around 10.5% per annum. The Ministry of Finance is also
reluctant to raise interest rates on domestic government bonds: after several bond auctions, where the
weighted average yield on domestic government bonds reached 16%, new issues continue to be placed at 14%.
This may have affected the popularity of military bonds. The Ministry of Finance has only been able to attract
just over USD 200 million in domestic government bond sales since the beginning of August (excluding NBU
purchases, which stands by its policy to purchase only UAH 30 bn of government bonds per month).

10
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Figure 4. NBU discount rate, rates on hryvnia consumer deposits (12- and 3-month) and weighted average
level of yield on hryvnia government bonds, %
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In mid-August, the NBU published the financial results of the banking sector for the first half of 2022. Over
six months, banks showed a loss of UAH 4.6 billion, mainly due to the formation of reserves against expected
losses during the war: a total of UAH 57.9 billion over six months, of which UAH 52.1 billion were put aside in
March-June. In July-August, the volume of reserves of the banking system increased to UAH 89.4 billion, but
the growth of revenues made it possible to compensate for significant deductions to the reserves, and in the
first eight months of the year, banks made a net profit of UAH 8.4 billion.

The story of Bank Sich, which was declared insolvent last month, has taken an unexpected turn. In early Sep-
tember, representatives of the Kyiv city administration announced that the city plans to buy Sich and create
a new municipal bank on its basis. The administration argues that this will save on bank fees for servicing
municipal payments. At the same time, critics recall the sad experience of the Khreshchatyk Bank, which was
owned by Kyiv and became insolvent in 2016; and warn against billions of dollars being injected into dubious
projects during the war.
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4. FISCAL UPDATE

At the time of preparation of this report, only preliminary data of the State Treasury Service on tax revenues
for August were available, limited to the description of the main sources of budget revenues.

Table 2. State budget balance, UAH billion

Domestic VAT 11.7 35.4 16.4 46% 87%
Domestic VAT paid 21.2 354 25.9 73% 80%
Domestic VAT refunded -9.5 0.0 -9.5 n/a 71%
VAT on imports 119 20.2 26.2 130% 62%
Excise duties on domestic production 7.1 5.0 7.83 n/a 41%
Excise taxes on imports 1.5 2.8 n/d n/a n/a
Total taxes on consumption 32.2 63.4 50.4 79% 63%
Corporate income tax 3.1 4.8 17.4 363% 38%
Personal income tax 12.6 13.3 12.7 95% 93%
Total taxes on income/profit 15.7 18.1 30.1 166% 51%
Rent for subsoil use 2.8 3.7 8.2 222% 109%
Taxes on international trade 0.6 2.3 2.5 109% 58%
Total tax revenues 50.7 87.0 91.2 105% 60%
Non-tax revenues 18.8 11.4 23.6 207% 131%
Total revenues 69.5 98.4 114.8 117% 66%
as a percentage of expenditures 0.28 0.54 0.50 n/a n/a
Grant financing 38.0 80.4 109.7 136% n/a
Total expenditures 248.7 182.5 230.9 127% 194%
Deficit (+)/Surplus (-) 141.2 3.7 6,4 173% -

Source: State Treasury Service.

3 The following data on the total amount of excise revenues available at the time of preparation of the report.
12
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VAT and excise revenues in August decreased by a fifth compared to July and amounted to 63% of those for
August 2021, adjusted for consumer inflation (23.8% year-on-year). VAT on imports showed a significant
increase, which, however, was offset by a decline in domestic VAT and the payment of UAH 9.5 billion of VAT
refunds.

As a reminder, we forecast a decline in VAT revenues in August, as the July jump in revenues was a one-time
consequence of the postponement of the deadline for the registration of tax invoices.

Currently, there is insufficient public information from the State Tax Service and the Ministry of Finance on
the amount of the state’s VAT refund arrears. According to the information published by the first deputy
chairman of the Committee on Finance, Taxation and Customs Policy Yaroslav Zheleznyak,* as of September
1 chamber audits of VAT refund applications submitted in March-June in the amount of UAH 16.8 billion were
underway, while administrative and judicial appeals were pending in respect of UAH 5.23 billion. The part of
these applications that will be audited and appealed will constitute the state’s VAT refund obligations. An-
other UAH 1.3 billion of the VAT refund claimed and agreed by the State Tax Service was made by the Treas-

ury.

VAT on imports became the largest item of the budget’s own tax revenues in August. The restored pre-war
taxation of imports continues to be a key driver of revenue growth - ‘import’ VAT showed a 30% increase
compared to July and amounted to 62% of the August 2021 figure, adjusted for inflation.

Personal income tax revenues decreased by 5% y-o-y, and amounted to 93% of inflation-adjusted revenues
for August 2021. This indicates the stabilisation of expenditures on the salaries of the army, from which per-
sonal income tax is withheld, combined with the suspension of salary payments to mobilised workers by some
entrepreneurs.

August is traditionally one of the four months with peak income tax revenues, due to the payment of the tax
for the first half of the year. However, due to the large prepayments at the beginning of the year and the losses
caused by the war, this year's August corporate profit tax revenues are only 38% of last year’s, and we expect
low revenues from this item in the future as well.

In July, both state and consolidated budget expenditures dropped significantly: in the absence of large
amounts of external assistance and considering the negative impact of monetary emission on macro-stability,
the government was forced to radically cut almost all areas. Even without taking into account the effect of
devaluation, in nominal hryvnia terms the state budget funding for education was reduced by 42% compared
to June, healthcare by 25%, and social protection by 24%. Even military salaries were not paid in full; their
payment was postponed to August.

In August, the situation changed: the delayed salaries were paid, the funds received from Western partners
made it possible to increase the expenditures of the general fund of the state budget from UAH 175 billion in
July to UAH 213 billion in August. Data on the functional classification of expenditures for August have not
yet been published.

4 https://www.facebook.com/zheleznyak.y/posts/pfbidOxddWVBc2RrzMPRkCUPMWA7wLpQbc-
Cep1fbQBI9xPrU7azqjxkPkc6eiB1mMs3C3B51
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Figure 5. Structure of state budget spending, UAH billion
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August was a record month for the amount of foreign aid received. The devaluation of the hryvnia in July
made it possible to significantly reduce the use of other sources in financing the budget deficit.

The share of foreign aid in financing budget needs has been gradually increasing since the beginning of the
full-scale war: 57% of all financing needs (compared to 52% as of mid-August). Another 30% of the needs
were covered by the sale of domestic government bonds by the NBU and 13% by the sale of government bonds
to other buyers.

The NBU continues to insist on limiting monetary financing of the budget to UAH 30 billion per month;
substantial foreign aid inflows over the summer enable this practice to be maintained.

In total, Ukraine received USD 4.7 billion of foreign financing during the month. Most of the funds received
were grants: USD 3 billion from the United States, which came on Independence Day, and a USD 1 million
grant from Albania. Ukraine also received USD 1.7 billion in loans from the EU, Canada, Italy and the World
Bank.

During September (as of September 19) Ukraine has already received USD 2 billion of foreign aid: USD 1.5
billion in grants from the United States and a USD 500 million loan from the European Investment Bank.

14

Ukrainian economy in war times. Investments desperately seeking cover. September 2022
e



Figure 6. Inflows of foreign funds and financing needs, 8 months of 2022, USD billion5

Jan-22 Feb-22 Mar-22 Apr-22 May-22 Jun-22 Jul-22 Aug-22

B Budget deficit ~ mmE Debt repayment  ==O==Foreign financing

Sources: Ministry of Finance, NBU, CES calculations (we consider the financing of the state budget of Ukraine at the expense of grants
from international partners to be deficit financing, not a source of revenue).

The volume of promised foreign aid has increased to USD 36 billion, to which additional grants from the
United States may be added in the near future: USD 3.4 billion for the rapid recovery of damaged infrastructure
and USD 4.5 billion to stabilise the budget by the end of the year — the allocation of these funds must be
approved by the US Congress. In general, grant support makes up 32% of all promised assistance, loans 60%
and loan guarantees 8%.

Figure 7. Main foreign donors to the state budget of Ukraine, USD million
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Source: Ministry of Finance, Kiel Institute for the World Economy, CES research.

5 For consistency and coherence, foreign grants were added to the budget deficit.
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In total, during almost seven months of full-scale war, Ukraine has received USD 19.4 billion in foreign grants
and loans. This leaves USD 16.6 billion of promised but not yet disbursed aid; Ukraine, according to NBU
Deputy Governor Serhiy Nikolaychuk, can expect to receive USD 12 billion of this amount by the end of 2022
(USD 2 billion of which was transferred in the first half of September). If this forecast proves correct,
international assistance will not be enough to fully cover the budget deficit and debt repayment needs by the
end of the year. Later, while presenting the project of the 2023 state budget in Verkhovna Rada, the Minister
of finance Marchenko said that Ukraine expects to receive USD 17 bn of foreign financial aid by the end of
2022. This amount would cover a significantly larger share of the country’s needs.

Although the assistance of foreign partners is invaluable for Ukraine, it is worth noting that Ukraine itself
pays a much higher price in this war every day, even if we do not take people’s lives and health into account.
The physical loss of assets, according to World Bank estimates, amounted to 174% of pre-war GDP, and the
economy is projected to fall by 33% of GDP in 2022. At the same time, Ukraine’s defence expenditures as a
percentage of Ukraine’s GDP are much higher than the financial assistance of partner countries as a
percentage of their GDP.

While Ukraine spends 13.5% of its GDP on defence, the financial assistance of even the largest partners of
Ukraine is less than 0.1% of their GDP (the largest partner in terms of financial assistance as a percentage of
GDP is Canada at 0.08%). Despite the significant scale of assistance, most of the financial burden of the war
falls on Ukraine.

5. SPECIAL FOCUS. PROTECTION OF INVESTMENTS
IN UKRAINE

Written by Dr. Hans Janus, Lawyer & Business Consultant, Berlin Economics

Both during Russia’s invasion as well as in a post-war reconstruction process, Ukraine will require private
investment to find the way to sustainable economic growth, productivity gains and a green transformation.
Already now the private sector accounts for 2/3 of investment. However, two aspects are important both for
Ukraine and partner countries in attracting further private investment. On the one hand, an ambitious reform
agenda towards rule of law improvement would be a strong signal to investors which can go hand in hand
with Ukraine’s accession to the EU and adjustment to its standards. On the other hand, political and security
risk will not be fully solved even when the war ends. Therefore, attracting investors would require investment
insurance schemes. Here both domestic and foreign investment are considered in spite of domestic invest-
ment are currently very restricted due to large commercial and business damages of appr. USD 10 bn (KSE®).

Ukraine in its Lugano National Recovery Plan highlighted the importance of such investment insurance
schemes in the amount of about USD 500 m in 2022 and ca. USD 3 bn between 2022 and 2032 as part of
reconstruction. Also the EU, after granting the Candidate Status and as Ukraine’s key investment partner
accounting for 74% of FDI positions in Ukraine, mentioned the importance of private investment in its Stra-
tegic Reconstruction Plan ‘RebuildUkraine’. Thereby, the EU argues that promoting investment insurance
instruments would reduce the effort to be covered from official financial aid by partner countries. But current
investment insurance instruments hardly cover and hardly can be applied to the challenges Ukraine’s econ-
omy faces during the war and in the reconstruction process. Therefore, considerations of aligning, enlarging,
and establishing new instruments are important and need to be discussed between Ukraine and its partner
countries.

6 KSE, as of 5 September, link
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Public investment insurance

In international practice, investment insurance is a long-established instrument for promotion and protec-
tion of outward FDI. Official Export Credit Agencies, Export-Import-Banks, multilateral agencies offer invest-
ment insurance. The respective products are limited to the cover of political risks. The pure commercial risk
is a typical entrepreneurial risk which cannot be taken over by an insurer. Most providers of investment in-
surance require as minimum security standard a bilateral investment protection treaty (BIT) or an equivalent
level of legal protection by the national legal system. Ukraine has a broad network of ca. 65 BITs in force and
several others signed, but not yet ratified. These treaties represent all relevant investor countries for Ukraine,
perhaps with the exception of Cyprus, British Virgin Islands and other “tax heavens”. The “events of loss”
usually covered by investment insurance includes expropriation, payment embargo or moratorium risk, cur-
rency conversion and transfer risk, as well as breach of contract. The guarantee duration is up to 15 years but
usually does not include interruption of production or partial losses. In addition to handling fees, an annual
premium has to be paid which is normally expressed as annual percentage of the invested and covered amount
(e.g. Germany, 0.5% p.a.).

Public investment insurance for investments from abroad is however rather rare. Such an insurance concept
could be characterised as an insurance against “one-self”. But the only example of an existing and operational
insurance system against domestic political risks is FIPPA in Iran’.

Private political risk insurance

Also, private insurers have entered this market during the last couple of years. They usually refer to expropri-
ation, currency conversion and transfer risks and breach of contract. Private PRI thus follows a more selective
approach as to covered causes of loss, but has gained a growing market share in recent years.

Physical damages covered by political risk insurance

Coverage of physical damage within classical political risk insurance (official or private) is rarely possible. The
terms and conditions usually make clear, that only the “total loss” or quasi-total loss is treated as an insured
“cause of loss”. The reason for this unsatisfactory result is a systematic and substantial difference between
Investment guarantees and property insurance. Investment guarantees protect the investment as such and to
a much lesser extent individual assets. Only the complete or very substantial destruction of the investment’s
assets is recognised as a case for indemnification. During wartime, undoubtedly, any inclusion of physical
damages covers in (new) investment guarantees is unthinkable.

War insurance

In the private insurance industry war risks are recognised as incalculable risks, therefore, uninsurable. Dam-
ages caused by acts of war are simply regarded as uncontrollable and potentially too great to be insured. Based
on agreements in the London insurance market in the 1930ies, until today damages directly or indirectly
caused by acts of war are excluded from cover in all relevant products of the insurance industry, be it property
insurance, business interruption insurance, transport insurance or others.

War insurance is, however, insurable in Marine and Aviation insurance. In the marine hull and marine cargo
insurance, war risks are normally excluded as well. They can, however, be included or insured separately in a

" Foreign Investment Protection and Promotion Act FIPPA with Agency “Invest in Iran”.
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standalone war coverage policy. In the case of enhanced risks of vessels in a certain area, insurers can exclude
such a region from insurance cover or increase insurance premium. Termination of cover for war-related risks
has been executed in many policies covering transport by sea in the territorial waters of Ukraine and by air in
or over Ukraine.

Disregarding the limited exception of Marine and Aviation Insurance the private insurance market currently
offers no war insurance which could be usable in any form in Ukraine for current or future investements.

Options for cover of war risks connected to investments in Ukraine.

As elaborated above neither public investment guarantees nor private property insurance or business inter-
ruption insurance policies protect investments satisfactorily against physical damages resulting from acts of
war. Solutions solely by private insurance companies can hardly be expected. Currently war risks are generally
excluded from insurance cover. Even if an insurance company should seriously consider to cover war risks,
such initiative would have no chance for realisation. The war risk is just incalculable for the insurer and not
re-insurable, and in a situation of war, the probability of loss is much too high. Premium rates would have to
be so extremely high that they make the product completely unattractive for both, insurers and clients.

As for Ukraine’s challenges the adjustment of current instruments, their enlargements and the development
of new instruments needs to be discussed. Therefore, public-private partnership (PPP) on the insurance mar-
ket including official and private political risk insurance, private corporate insurance, reinsurance and risk
pooling will play a key role. Additional (partial) sovereign guarantees might also be relevant. However, the
following questions are still open for discussion:

¢  Which instrument is used at which time period: war time and/or post-war reconstruction process?

e What is the target group for which instrument: Domestic investors and/or foreign investors?

e What kind of PPP can be established?

¢  Which instruments can be brought to PPP and which need to be enlarged or newly established?

e What are stakeholders for PPP?

e What are coordination mechanisms needed to be aligned for PPP?

¢  What kind of institution is needed for monitoring?

All in all, international insurance coordination can play a fundamental role for attracting investments in
Ukraine as part of ensuring survival of the economy during the war and its long-term recovery.

6. SPECIAL FOCUS. MACROECONOMIC FORECAST
AND BUDGET-2023

The government has submitted the “war budget” to the Parliament - the draft state budget for 2023. It is
based on macroeconomic assumptions about the continuation of the war in Ukraine but without significant
losses of territory. In this case, economic recovery will be weak — at 4.6% — even compared to the catastrophic
fall during 2022. Inflation, however, is set at a high level of 30%. After the same rate of 30% in 2022, this
actually means that compared to pre-war prices, all products and services will become almost 70% more ex-
pensive — both for citizens and the government.

Ukrainian economy in war times. Investments desperately seeking cover. September 2022



Table 3. Macroeconomic indicators 2023

Indicator

Report  Government Expected Forecast
Resolution of

Ministry of Ministry of
31.05.2021 N2
586 (f Economy (as of Economy (as of
T
(fo 31.08.2022) 31.08.2022)

budget

calculations)
Gross domestic product:
nominal, UAH billion 5459.6  5368.7 4680.2 6399.0
real change, percentage, year-on-year 3.4 3.8 -33.2 4.6
Consumer price index:
on average to the previous year, percent, year-on-year 109.4 107.2 121.2 130.6
December to December of the previous year, percent, year- 110.0 106.2 130.1 130.0
on-year
Unemployment rate of the population aged 15 - 70 years 9.9 8.5 27.9 28.2
according to the ILO methodology, percentage of the labour
force of the corresponding age
Trade balance determined by the balance of payments -2671 -8 595 -18 665 -14 248
methodology, million USD
Forecasting
Exchange rate UAH / USD, UAH per USD
on average for the period 27.3 28.6 32.3 42.2
at the end of the period 27.3 28.7 [#1] 36.6 50.0

Source: Explanatory note to the 2023 draft budget.

High expected inflation makes it possible to project nominal volume of the economy (and therefore taxation
base) above that for the previous year. Accordingly, in nominal (hryvnia) terms, tax revenues do not fall
significantly after two years of rising prices, despite the economy shrinking by a third — only UAH 24 billion
below 2021 revenues. The NBU however forecasts inflation at 20.7% for 2023, and while the CPI is the National
Bank’s major KPI and monetary policy target, the figure could appear lower than the government forecasts.
Therefore, the room for seigniorage (inflation-driven budget revenue growth) may appear tighter than the
government projects.
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Also there is a rather complicated situation with the comparison base in 2022. The budget revenues are re-
duced by UAH 282.1 billion compared to the approved figures for 2022 (as amended). First of all, the budget
revenues for 2022 include international grant aid, which is not currently included in the draft budget for 2023.
Secondly, the budget’s revenues in 2022 are likely to be significantly lower than planned, as the 33% economic
downturn and business support measures, including wartime tax benefits, will substantially impact the funds
allocated to the Treasury. Thus, it can be expected that budget revenues in 2023 will increase compared to
the revenues in 2022 due to purely inflationary factors and cautious economic recovery.

Table 4. Key figures of the state budget for 2023, UAH bn

Budget 2022 law  Budget 2022 Budget 2023

forecast™ draft

Tax revenue 1,204 928 1,156
Non-tax and other revenues 1,531 224 686
Total income before transfers and grants 1,411 1,152 1,260
Reverse subsidy 11 6 19
Grants 131 414 0
Total revenue 1,553 1,572 1,279
Total expenditure 2,648 2,404 2,514
Net borrowings 13 n/d 45
Deficit without grants -1,239 -1,246 -1,280

Source: Parliament of Ukraine, *CES and GET forecast.

Unfortunately, such an increase in revenues will not cover the huge needs of the war economy. The budget
draft assumes that defence spending is planned to account for a third of all expenditures or 13% of GDP (UAH
850 bn). Additionally, defence spending will remain elevated as a share of expenditure for the Ministry of
Internal Affairs.

Other expenditure is being cut in real terms, as in most cases it is not indexed to inflation. In fact, the budget
includes a rapid fiscal consolidation — what is known as an ‘inflation tax’: most expenditure does not rise
alongside the inflationary growth of revenues, and thus the state remains financially able to perform its func-
tions, albeit at a very limited level. Nevertheless, the envisaged budget deficit reached as high as 20% of GDP.

Financing of the deficit and debt repayment is foreseen as mainly from external borrowings. The Ministry of
Finance has approached the planning cautiously, and there is a high probability that a substantial part of what
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is currently laid down in the project as future debts will actually be grant financing and will be included in the
state budget revenues, as occurred in 2022.

This is what the external communications of both the Ministry of Finance and other government actors are
currently foreseeing.

Table 5. Financing of the state budget 2023

Indicator UAH billion

Financing needs:

Total deficit-2023 1279.8
Repayment of domestic debt 316.0
Repayment of external debt 98.9
Total financing requirement 1694.8

Sources of financing

Internal borrowings 90.7
External borrowings 1596.1
Privatisation 6.0
Other financing 2.0

Source: Appendix 2 to the draft Law on Budget 2023.

The forecast on government debt as % of GDP is complicated not only by the uncertainty of 2022 and 2023
revenues, but also by the factor of grants as a part of the international financing schemes. If the grant com-
ponent of the international aid will be bigger, Ukraine might avoid the scenario, under which its state debt
exceeds the 100% of GDP?.

In general, in our opinion, there are two options for the development of the budget next year: either inflation
will ‘eat away’ budget payments that are not indexed (salaries, pensions and other social benefits), and people
will increasingly feel the burden of war, or the budget will be amended during the year depending on the
situation and sources of available resources. In any case, current uncertainty is incredibly high, and the figures
in the draft budget should be perceived as cautious forecasts that are subject to considerable change.

8 As of Jul 31, 2022 Ukraine’s state and state-guaranteed debt stood at USD 97 bn. Given the projected by CES budget deficit of approx.
USD 19 bn for August-December 2022 and additional USD 30 bn of deficit for 2023, the volume of debt accumulated under 0 grants
scenario would total USD 146 bn (assuming the debt redemptions will be either postponed or refinanced). It is 96% of the GDP level for
2023, forecasted in draft budget.
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