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TOP STORIES CREDIT 
1. Euro 2012 to boost Polish inflation alongside investment 
Erste 
May 24, 2012 
 
Between June 8 and July 1, Poland and Ukraine will co-host the European football 
championship. In this report, we focus on the economic champions of this 
tournament. What kind of benefits will the hosting countries reap?  
 
On June 8, the opening match will start in Warsaw, Poland. The three-week 
tournament will end on July 1 with a final game in Kyiv, Ukraine.  
 
At least 150mn TV viewers around the globe will join each of the 32 matches. The 
main sports drama is whether the Spanish team, which currently has the European 
title, along with the World Cup, can become the first to win two consecutive 
European titles. The bookkeepers' odds favor the Spanish winning the championship. 
The biggest threat to them is seen from Germany and the Netherlands. The lineups 
of other teams are very strong, with the chances of any other team taking the title 
(besides the top three favorites) seen at 40%.  
 
There will be a clear winner of the championship, but who will be the economic 
winner? Looking at the EURO 2012 from the perspectives of Poland and Ukraine, do 
the benefits outweigh the costs? Generally speaking, the economic effects of such 
events can be divided into two categories, direct and indirect ones. The most visible 
direct effects are investments and a short-term increase in inbound tourism 
revenues. Indirect effects include an increase of the country's tourist attractiveness, 
growth in economic productivity resulting from the infrastructure improvement and 
an increase of investment attractiveness. In particular, infrastructure investments 
are seen as those that will pay off the most via direct and indirect effects.  
 
For EURO 2012 roughly a million tourists will come to watch matches in person, each 
staying for an average 3-4 nights and spending around EUR 800. Thus tourists will 
bring at least EUR 800mn to both countries. In addition people will be left with 
improved infrastructure which they can later utilize for their own benefit.  
 
Poland and Ukraine have together spent EUR 30.2 bn in total on infrastructure and 
sports venues for the best experience of football fans. As a consequence in 2011 
both countries showed high growth rates for fixed capital formation (9% for Ukraine 
and 8.5% for Poland) which boosted growth. In the case of Poland, GDP is increased 
by about 2%, which is spread over a time period of 12 years. In both countries the 
decrease of the level of investment activities after the financial crisis was softened by 
EURO 2012 investments, as seen in the below graph. As for the indirect impact, we 
see possible positive and negative image effects ranging from a boost to local 
sentiment from a football success to a political boycott of the football matches in 
Ukraine.  
 
Poland  



Total investments related to the preparation of the UEFA EURO 2012 championship 
amount to PLN 85.4bn (EUR 19.8bn), or 5.2% of GDP. According to the 'Master Plan' 
of Polish Ministry of Sport and Tourism the vast majority, nearly 86%, is related to 
the development and modernization of existing transport infrastructure (roads, urban 
transport, railways and airports), around 5% to sports infrastructure and the rest to 
the hotels and others. From the perspective of the economy and its future 
development, this seems to be the best possible distribution of investments. 
Transport infrastructure investments will pay off most in Poland and Ukraine, as their 
infrastructures were in much worse condition compared to earlier organizers of EURO 
(Austria and Switzerland in 2008, Portugal in 2004). Before EURO 2012 preparations 
started, Poland had had the fourth lowest density of its motorway network in EU. 
However, it has been among the countries with the highest transport of goods. This 
naturally resulted in further deterioration of infrastructure quality. The same is true 
for the railways. According to a European Commission study, Poland does not have 
any high-speed railways (above 250 km/h) and has only 5% of lines adjusted to 
speeds above 160 km/h.  
 
Infrastructure investments may also have a positive indirect effect. Besides 
increasing the efficiency of domestic producers and thus their competitiveness and 
overall productivity, this can attract more foreign direct investments, as the poor 
infrastructure was the most important factor discouraging investments in Poland, 
according to some surveys (e.g. one conducted by the Institute for Market 
Economics). Should these effects materialize, it would definitely help both countries 
in times when foreign direct investments plummet.  
 
As for other investment projects, it is praiseworthy that organizers managed to 
reduce their share of investments in sports infrastructure to below 10%. Idle 
capacity of sports venues has proven to be the biggest problem organizers of mega 
sporting events usually struggle with after the main event. Quite often, operating 
such stadiums is loss-making, even leaving investment costs aside.  
 
The massive investment activity also influences the employment rate. In an Impact 
report published by the Ministry of Sport and Tourism in 2010, the long-time effect is 
estimated to increase average employment per year by 8.2 thousand persons over a 
13-year period, with a peak of 20-30 thousand additional jobs in 2012. This should 
help bring the unemployment rate to the government target of 12.3% at the end of 
the year.  
 
And where did all the money come from? The majority of funds came from either 
central or local government budgets. However, a decent amount of 31% was 
financed via EU funds. This helped increase the net EU funds transfer from 0.9% of 
GDP in 2009 to 2.4% in 2011. According to the Convergence Program, this figure 
should decline to 0.9% in 2013. Besides its impact on the state budget, the 
decreasing volume of EU transfers (denominated in euro) could influence the FX rate 
and, in an extreme scenario, Monetary Policy Council (MPC) decisions as well. The 
government in the past widely used the exchange of these funds to support the zloty 
if necessary, exchanging them either at the central bank or on the market. Should 
these exchanges cease, the MPC will remain alone in its struggle for a stronger zloty 
and may be tempted to hike earlier. Moreover, there is one more effect that can 
influence MPC decisions. A temporary CPI increase will likely occur, as hotels, 
restaurants and retailers will react to the extraordinary inflow of customers. Even 
though the MPC did not refer to it, it is possible that they factored this effect in 
already in their surprising rate increase at the beginning of May.  



 
Poland will also benefit from the increased number of visitors. According to Poland's 
Institute of Tourism, the number of visitors in 2011 amounted to 13.1mn (up from 
12.4mn in 2010) and foreign expenditures in 2010 totaled PLN 31bn (EUR 7.5bn), or 
2% of GDP. In this perspective, the additional 500- 700tsd tourists expected for the 
championship represent an amount comparable to the y/y change alone. Moreover, 
daily expenditure per capita averaged approx. EUR 60, while total expenditures per 
tourist were just EUR 300. Considering this, the expected spending of EUR 1000 per 
visitor seems a little bit challenging. We would rather stick to a somewhat lower 
number, around EUR 800. In any case, the overall effect of tourism related benefits 
will probably be short-lived, helping to cover extraordinary costs (e.g. security 
measures). As for long-term effects, they are even more disputable, in our view. The 
so-called Barcelona effect - an increase of the country's tourist attractiveness - is 
very rare and dependent on many other factors. Thus, we do not attribute any 
significant importance to the growth effect through tourism.  
 
In Poland the overall EURO 2012 economic effect was estimated by the Ministry of 
Sport and Tourism as a 1.4-2.7% GDP increase (depending on the scenario1; the 
rise coming to 2.1% in the basic variant), as compared to the GDP value in 2009, 
while the increase is distributed over an extended period (2008-2020). The absolute 
value of the cumulative GDP increase amounts to PLN 18.4-36.6 billion, in 2009 
prices (PLN 27.9 billion in the basic scenario), with the peak occurring in 2012, when 
the GDP rises by PLN 5.4-9.5 billion (2009 prices). The cumulative increase of 
household consumption adds up to PLN 12.8-26.7 billion, in 2009 prices (PLN 20.5 
billion in the basic variant).  
 
Could Poland benefit from EURO 2012 in any other way? One non-negligible effect is 
the surge of the gray economy. But, as this sector does not increase state revenues 
via taxes, it is very difficult to assess its precise contribution to the economy. There 
is still one more indirect effect, and it is not limited to host countries: Poland could 
benefit from any extraordinary success of its national team. Even though its FIFA 
ranking (32nd out of 53 UEFA members) is the worst in Group A, Poland still has a 
good chance to advance to the play-offs; bookmakers fancy Poland with Russia. And 
the play-offs are to a larger extent a matter of luck. Thus, Poland can make it with a 
little bit of luck to a medal position. In such cases, the winning mood stemming from 
the surprising success usually translates into the hard economy, increasing consumer 
confidence and household consumption and thus spurring economic growth, at least 
in the short term.    
 

 
 



2. April Brings Ukraine Illusionary Feel of Things Improving  
VTB Capital  
25 May 2012 
 
At first glance, April’s key numbers look encouraging: retail sales growth accelerated 
to 14.9% YoY while industrial production edged up to post YoY growth of 0.0%. CPI 
moderated to an all-time low of 0.6% YoY as MoM inflation eased to 0.0%, staying 
comparatively subdued since June 2011. 
 
However, the second impression is less flattering: growth in both industrial output 
and cargo turnover has been mediocre and rather volatile since 4Q11, while retail 
sales dynamics will likely start moderating soon, as inflation picks up. Corporate 
loans growth slowed to single digits for the first time since December 2010, while 
credit to households, including consumer loans, remained well in the red. PPI, 
contrary to CPI, accelerated to 3.7% YoY as the monthly figures were fuelled by 
hikes in utility tariffs. We are also becoming less upbeat about the impact of Euro-
2012 on the economy and now see it being neutral at best. 
 
We similarly do not want to get overexcited about the 4mo12 preliminary balance of 
payments data released by the National Bank (NBU) as we continue to see more 
risks on the downside, especially in 2H12, even taking into account the latest 
positive news on the partial repayment/conversion of the USD 2bn VTB loan 
originally due this June. Pressure on the UAH has intensified recently, with the NBU 
making its first UAH-supportive interventions this week since January. That said, the 
pressures have not, in our view, reached the scale needed to provoke a notable 
strong movement in UAH. Moreover, we continue to think that any excesses will be 
smoothed out by the NBU, at least until the elections in October (or perhaps even 
beyond). 
 
On the international relations side, May saw the Russian media writing about 
Gazprom apparently agreeing to a 3-sided consortium but with the issue remaining 
open due to considerable differences in valuations. Finally, the IMF mission is 
currently in Kiev, but the visit is technical in nature (focused primarily on fiscal 
dynamics) and is thus unlikely to bring any material progress in the bilateral 
negotiations over the current (or possible new) programme. 
 
3. Greek exit from the eurozone to cost Russia 2% GDP  
RIA Novosti 
24 May 2012 
 
A Greek exit from the eurozone may cause Russia’s GDP to slump by 2 percent per 
annum, capital flight to rise to $100 billion and the ruble to be devalued, an expert 
from Sberbank’s Center of Macroeconomic Studies said late on Wednesday. 
 
“The worst-case scenario will provoke a capital flight of up to $95-100 billion and a 2 
percent plunge in GDP,” Sberbank’s Andrei Sinyakov said at a presentation briefing 
for report on eurozone peripheral countries in the wake of Europe’s lingering 
sovereign debt crisis. 
 
Sberbank experts believe a Greek exit would force the ruble value of the dollar/euro 
bi-currency basket plunge from 35 to 39 rubles and send the ruble down to 35 rubles 
against the dollar from the current 31 rubles. 
 



Considering current developments in Europe, the exit of some countries from the 
eurozone is inevitable, Sinyakov said. 
 
“In these circumstances, the scenario of the eurozone preservation is unlikely,” 
Sinyakov said. 
 
Both Greece and Portugal continue to breach Europe’s fiscal deficit and sovereign 
debt targets, while Spain continues to build up its debt, he said, adding economic 
activity is on decline in virtually all EU countries. 
 
Kseniya Yudayeva, head of the Sberbank Center of Macroeconomic Studies, said a 
complete disintegration of the eurozone was a fantastic scenario but most likely 
Greece and then possibly Portugal would leave it. 
 
Spain and Italy leaving the eurozone is highly unlikely, she said. 
 
 
4. Hungary to buy out 25,000 properties  
bne 
 May 21, 2012 
 
As part of its bid to ease the country's huge foreign currency debt burden, the 
Hungarian government has expanded plans for purchases of property underlying 
problematic loans from 5,000 to 25,000 in the next two and a half years. However, 
there's little suggestion of where the country will find the capital to carry out the 
scheme.  Budapest will boost its purchases from foreign-currency mortgage holders 
who can't service their debt to 8,000 properties in just 2012, Roland Natran, a 
deputy state secretary at the Economy Ministry told state news service MTI on May 
21. Overall, it now plans to buy a total of 25,000 such properties through 2014, 
compared with earlier plans for acquiring 5,000 homes, Natran told parliament’s 
audit and budget committee. 
 
The financing for the 2012 purchases - to be carried out by the National Asset 
Manager (NET) - will be sourced from general budget reserves, which currently stand 
at around HUF100bn (€337m), or parliament will amend the budget without 
jeopardizing the deficit target of 2.5% of economic output, Natran insisted. One 
member of the committee estimated that the program this year will cost up to 
HUF40bn - or an average price of just €18,750 per house.  Hungary has been heavily 
criticised for its forex mortgage early repayment scheme which ran from September 
2011 to the end of the year, and forced lenders to take a massive hit by 
guaranteeing forint exchange rates well above the market for those paying off their 
debt.   The government insisted that the banks had taken advantage of borrowers by 
hard selling forex mortgages - in Swiss francs for the most part - without clearly 
explaining the currency risks. With around 900,000 forex mortgages in the country, 
Budapest has complained that the massive forex debt load is the biggest challenge 
facing its macro-economic policy since the crisis, and the markets' view of 
government policy, has seen the forint crumple.  Meanwhile, one of the major 
complaints of the banks - aside from the obvious - was that, despite the claims from 
the government of protecting the vulnerable, the scheme helped only the richest 
debtors. 
 
5. Kazakhstan Economic Growth Pace Moderates Again in April 
VTB Capital  



22 May 2012 
 
According to Kazstat, 1Q12 GDP growth stood at 5.6% YoY, less than the 5.8% YoY 
in 1Q11 and below our estimate of 8.4% YoY in 4Q11. 
 
We had expected comparatively weak 1Q12 numbers, as both shortterm economic 
indicators and individual data series were pointing to a slowdown. The latter 
numbers deteriorated further again in April (see table on the next page) and we see 
a weaker 2Q12 outcome. 
 
Inflationary pressures were rather contained: while CPI edged higher to 4.8% YoY, 
from 4.5% YoY in March, PPI eased to 8.6% YoY, from 9.8% YoY. We expect CPI to 
remain at comparably low levels in the coming few months before accelerating 
towards the year-end. 
 
The National Bank (NBK) released its preliminary 1Q12 balance of payments data: a 
surplus of USD 1.7bn was recorded after the deficit of USD 3.3bn in 4Q11. The 
current account was in a surplus of USD 3.8bn (as the external trade balance 
improved on slower imports) while the capital account remained in a deficit of USD 
2.1bn (reflecting foreign investment by the National Oil Fund and banks’ continued 
deleveraging/restructuring. We see the balance of payments this year favouring the 
comparative stability of the USD/KZT around the current level of 147.5-148.0. 
 
NBK also released FY11 data on private sector capital flows: last year, there was a 
net outflow of USD 1.2bn against surpluses, albeit declining, recorded over 2007-10. 
The numbers reflect an outflow of UD 3.3bn in the banking sector and an inflow of 
USD 2.1bn in ‘other’ sectors. The difference between this data set and the FY capital 
account deficit is state-related operations such as state debt management and 
investment activity of the National Oil Fund. 
 
The IMF released a statement on the conclusion of its technical visit in early May: the 
Fund sees GDP growth reaching some 6.0% YoY in 2012 with continued 
diversification into non-oil sectors while CPI is expected to accelerate to 6.0-7.0% 
YoY by year-end. The IMF stressed the need to improve the banking sector’s health, 
continue the pursuit of fiscal and monetary countercyclical policies, and improve 
budgetary transparency and economic diversification. 
 
 
6. Moody's issues annual credit report on Azerbaijan 
Moody's 
25 May 2012  
 
In its annual credit report on Azerbaijan, Moody's Investors Service says that 
Azerbaijan's Baa3 government bond rating is largely based on the country's high 
government financial strength which has been driven by the boom in oil revenues in 
recent years. The country's strong financial strength is however partially offset by its 
low economic and institutional strength and moderate susceptibility to event risk. 
The outlook on the rating is stable. 
 
The rating agency's report is an annual update to the markets and does not 
constitute a rating action. Moody's determines a country's sovereign rating by 
assessing it on the basis of four key factors -- economic strength, institutional 



strength, government financial strength and susceptibility to event risk -- as well as 
the interplay between them. 
 
Azerbaijan's low economic strength is the result of the relatively modest scale of its 
economy, with a nominal GDP of USD63.4 billion in 2011, and the limited 
diversification of the economic base. Although per capita GDP is rapidly rising, 
economic growth is vulnerable to the performance of the oil sector. 
 
Moody's ranks Azerbaijan's institutional strength as low, informed by its low scores 
on the World Bank's Government Effectiveness and Rule of law indexes, two of the 
main governance indicators Moody's considers as part of its assessment of a 
country's institutional strength. The rating agency however expects incremental 
improvement in institutional strength following reforms at the micro level and notes 
the relatively fast improvements in the level of transparency. Nonetheless, 
Azerbaijan's institutional strength is likely to remain a major constraint on the rating 
in the medium term. 
 
Azerbaijan's government financial strength is very high owing to its considerable 
stock of foreign assets and a strong government balance sheet, characterised by a 
very low debt burden (debt as a percentage of GDP was 10.5% at the end of 2011), 
and very comfortable debt affordability, with interest payments over revenues at 
1.1%. Azerbaijan also has a favourable debt structure. More than 90% of direct 
government debt has a maturity of at least 10 years, with no debt maturing within 
the next 5 years. Moreover, with foreign assets of USD40 billion at end-2011 and 
external debt at USD4.8 billion, Azerbaijan's net creditor position is very strong. 
 
Azerbaijan's moderate susceptibility to event risk is largely driven by geopolitical 
tensions with Armenia over the occupied Azerbaijani enclave of Nagorno-Karabakh 
and, in particular, the possibility of a resumption of the conflict between the two 
countries. Although a resolution to the conflict currently seems unlikely, there is also 
significant international interest in maintaining stability in the region as Azerbaijan's 
significant hydrocarbon resources are of particular interest to Russia and Europe, 
making the resumption of hostility a very low probability event. Azerbaijan's 
susceptibility to economic and financial event risk is also very low. Moody's believes 
that the government's sizable financial assets and strong balance sheet offers a 
significant buffer against a sustained drop in the price of oil. Likewise, the relative 
absence of contingent liabilities due to the small size of the banking system (around 
34% of GDP), as well as its limited integration with global financial markets, limit the 
risk of a financial shock having an adverse effect on the government's sovereign 
ratings. 
 
7. Russia’s snail race; macroeconomic outlook for 2H12  
UralSib 
25 May 2012 
 
External shocks put growing pressure on Russia’s economy ... Since last autumn the 
Russian economy is increasingly under pressure from external shocks, the most 
significant of which are expensive oil, intensified capital flight, and economic 
weakness in Europe. To a large extent, expensive oil and massive capital outflows 
offset each other, so in many aspects changes to our 2012 macro outlook are 
cosmetic. Higher oil and strong credit growth help the economy, so we have slightly 
raised our GDP and industry growth forecasts, and expect a somewhat stronger 
ruble. Massive capital outflows depress investment growth, which we have sharply 



downgraded by almost 2 ppt. Compared to 2011, we continue to expect a sharp 
deceleration in the Russian economy, primarily due to negative external conditions. 
 
… while domestic policy has a limited impact on the overall macro picture. Domestic 
factors, including a social security tax cut at the start of the year and increased 
protest activity following the round of elections, have so far had a rather limited 
effect on Russia’s economic performance. 
 
Contrary to expectations, the social security tax cut at the start of the year did not 
boost entrepreneurial incomes (down 13.2% YoY in March 2012), largely due to the 
massive capital flight. We also see additional risks following the hike in regulated 
tariffs this summer, which will push up inflation and further depress economic 
activity. 
 
Alexei Devyatov  
 
8. Should we fear a rouble decline?  
Renaissance Capital, Milena Ivanova-Venturini 
22 May 2012 
 
The rouble has lost about 7.2% vs the dollar so far in May, and may approach the 
RUB32.5-33.0/$1 level in the near term, in our view. We see scope for the 
rouble/basket rate to move towards 37.0 (currently 35.0). With that in mind, 
questions have (once again) emerged about the possible macroeconomic effects and 
what policy actions the CBR might undertake to stem the decline. 
 
??Keeping up with the Joneses: rouble has fared better so far in May, compared with 
other EM currencies: the Polish zloty has lost 9.6% vs the dollar so far in May, the 
Hungarian forint 9.7%, the Czech koruna 7.4%, the South African rand 9.1% and 
the Turkish lira 4.9%. 
 
??We don’t fear that a weaker rouble will fuel inflation, as the global shock is 
deflationary by nature, as was proved by the spring 2009 and summer 2011 
episodes. In that sense, we think our months-old argument for the need to cut policy 
rates is assuming new urgency. 
 
??The Russian consumer has gained in maturity, as we saw last summer, and no 
longer reacts to currency weakening by running to the bank to convert roubles into 
FX deposits. This, in our view, is very much to the credit of the CBR, which has 
successfully sent the message that currency fluctuations are now a normal thing, so 
two-way currency behaviour is just the order of the day. 
 
??Within this report, we review the possible impact of a weaker rouble on the various 
sectors of the economy. The resource block benefits as a rule of thumb, while 
domestic plays suffer short term, although that should be offset by a softer landing 
of the economy in a flexible exchange rate environment. Among the likely 
beneficiaries are Rosneft, Lukoil, Uralkali, Phosagro and RusAl. 
 
We see scope for the rouble/basket rate to move towards 37.0 (currently 35.0) and 
may approach the RUB32.5-33.0/$1 level in the near term, in our view. As the 
rouble has lost about 7.2% vs the dollar since the start of May, questions have 
(again) started to emerge about the possible macroeconomic effects and the policy 
actions that the CBR might undertake to stem the decline. 



 
Keeping up with the Joneses: rouble has fared better so far in May: To answer these 
questions, we polish up some analytical work we did last August, when the currency 
last came under pressure. The first thing, however, is to run a ‘keeping-up-with-the-
Joneses’ test about how the rouble has fared since the beginning of the month. In 
this beauty contest, the rouble has actually done pretty well: by comparison, the 
Polish zloty has lost 9.6% vs the dollar, the Hungarian forint 9.7%, the Czech koruna 
7.4%, the South African rand 9.1% and the Turkish lira 4.9%. 
 
We would not be surprised to see rouble depreciation vs the dollar catch up with the 
currencies mentioned above. One possible reason why the rouble has resisted a 
greater decline might be that Brent oil is still holding up pretty well, at above 
$100/bl, despite a significant fall recently. Still, as we see no light at the end of the 
tunnel for now, we would not be surprised to see further rouble depreciation (the 
rouble lost about 20% vs the dollar last summer). 
 
We fully expect a CBR policy repeat of last summer, giving priority to inflation rather 
than FX. Of course, from a policy perspective, what the CBR is really looking at is the 
rate vs the dual-currency basket, which has fallen about 4.8% this month (it 
declined 14% during the summer volatility of 2011). The central bank has already 
demonstrated, correctly in our view, that it will give priority to inflation rather than 
the FX objective in its conduct of monetary policy. 
 
A weaker rouble is exactly what the doctor should order during such times of trouble, 
in our view. We have done some simulations, which show that, if the rouble were 
allowed to act as a shock absorber, it could limit any possible damage to GDP by 
about 40% (see Figure 2). 
 
Fear not inflation in what remains a global shock of deflationary nature, in our view. 
We also don’t fear that a weaker rouble will fuel inflation, as the global shock is 
deflationary by nature, as was proved by both the spring 2009 and summer 2011 
episodes. In that sense, we think our months-old argument for the need to cut policy 
rates is assuming new urgency. 
 
The Russian consumer is coming of age. Finally, the summer of 2011 has also shown 
that the Russian consumer has grown in maturity, no longer reacting to currency 
volatility by running to the bank to convert roubles into FX deposits. This, in our 
view, is very much to the credit of the CBR, which has successfully sent the message 
that currency fluctuations are now a normal thing, so two-way currency behaviour is 
just the order of the day. While the 2008/2009 crisis saw the FX share in consumer 
deposits moving in tandem with rouble depreciation, more recent episodes of 
currency weakening, including that in summer 2011, have broken this trend (see 
Figure 3). This change in consumer behaviour has been largely driven by the 
successful transition to a more flexible exchange-rate policy following the 2008/2009 
crisis, in our view. 
 
9. Slovakia threatens to join the CEE repeal of pension reform  
bne  
May 23, 2012 
 
Joining the recent CEE fashion for cash-strapped governments to fold back pension 
reform enacted over the last decade or so, the new Slovak administration is set to 
cut the contributions sent outside the public sector's funds, local media reports. 



  Citing Deputy Labour Minister Jozef Burianof, Pravda reports that Bratislava is 
ready to reduce the volume of retirement savings citizens channel to the private 
sector as part of efforts to narrow the budget deficit. The country "can't afford" to let 
private pension funds collect as much as 9% of monthly wages, as such outflow is 
boosting the deficit of the public welfare system, the newspaper quoted Burian as 
saying.   The move is similar to actions in Poland recently, with Warsaw also saying it 
is ready to divert cash from the second pillar back to the state. However, the Polish 
government had previously been eyeing assets that are already held by the private 
funds, but with growth relatively strong and budgetary targets apparently on course, 
it has so far resisted the temptation.  Whether a deepening of the effects of the 
Eurozone crisis and hit to deficit and debt levels would alter that is another question. 
Hungary boasted a budget surplus of 4.3% in 2011 after effectively seizing over 
€10bn in private pension funds late the previous year. However, that fooled no one, 
with analysts suggesting the "real" deficit cams in around 5%.  
 
10. Ukraine to only partially rollover its USD 2 bln VTB loan 
Concorde 
May 22, 2012 
 
Ukraine’s Finance Ministry reached an agreement with Russia’s VTB on the partial 
repayment/restructuring of a USD 2.0 bln loan maturing in June, according to 
UNIAN. USD 0.5 bln will be repaid upon maturity, USD 0.5 bln will be refinanced with 
another VTB loan and USD 1.0 bln will be refinanced via the issuance of Eurobonds 
likely to be purchased by VTB. The new loan and Eurobonds will be issued at market 
rates. 
 
Vitaliy Vavryshchuk: The outcome of the negotiations, if the leaked information turns 
out to be true, is slightly disappointing as the market broadly expected the loan to be 
rolled over with new debt from VTB in full. We stick to our view that Ukraine has to 
raise at least USD 2.0-2.5 bln via external markets this year (in addition to rolling 
over the VTB loan) to ensure smooth servicing of its debt and coverage of the state 
budget gap. Repayment of the USD 0.5 bln portion of the VTB loan in June implies 
the Ukrainian government should take more active steps to secure the issuance of 
the new Eurobond within the next 3-4 months. 
 
 
 

CREDIT NEWS 
11. OECD calls for structural reform in CEE 
bne 
May 22, 2012 
 
Pitching the Eurozone crisis as the biggest single threat to the global economy, the 
OECD appeared to join the growing ranks calling for austerity to share a little of the 
spotlight with growth, as its updated economic outlook on May 22. However, with 
growth holding up better in most of CEE, the organization appears more concerned 
that countries implement strategic reform. 
 
"The crisis in the eurozone remains the single biggest downside risk facing the global 
outlook," said OECD chief economist Pier Carlo Padoan. In its last outlook released in 
November, the organisation warned of a "deep recession with large negative effects 
for the global economy" if the eurozone did not tackle the crisis.  



 
Predicting Eurozone will contract 0.1% in 2012, followed by growth of 0.9% next 
year, in its May report, the OECD suggests: "The immediate dangers of such 
developments have receded somewhat since last autumn, although... the dangers 
have not disappeared. Failure to act today could lead to a worsening of the European 
crisis and spillovers beyond the euro area, with serious consequences for the global 
economy." It notes however, that it predicts expansion of 2.4% for the US economy 
this year, followed by 2.6% in 2013. 
 
On the eve of the EU summit on Wednesday, which is anticipated to see new French 
President Francois Hollande pitch for his growth strategies to join the austerity 
programme propelled by his predecessor alongside German Chancellor Angela 
Merkel. "Fiscal consolidation and structural measures," the report said, "must 
proceed hand in hand, to make the adjustment process as growth-friendly as 
possible." 
 
In CEE, the OECD appears less concerned about austerity - perhaps reflecting the 
paucity of levers that most countries have to stimulate their economies - and tends 
to stick to calls for long term structural reforms. In particular, it worries that reform 
is needed to raise employment, which in turn would help stimulate domestic demand 
levels which remain suppressed in most countries. 
 
In the Czech Republic, the report forcasts real GDP will fall 0.5% in 2012 owing to a 
decline in domestic consumption spurred by fiscal consolidation, although growth is 
projected to return in 2013 - 1.7% - due to stronger exports and investment.  
 
The OECD appears happy that fiscal consolidation should continue at a reasonable 
pace, despite suggestions that, in the recent European climate of calls for more 
emphasis to be put on growth, the Czech Reoublic is one of the few countries in a 
position to be able to slow austerity measures to offer more stimulus. However, that 
should also allow the Czech deficit to come in well under the Maastricht limit this 
year at 2.5%. The report also calls for further structural reform to deregulate 
product markets, in a bid to support investment growth and job creation. 
 
Estonia's strong export-led growth in 2011 is projected to weaken substantially in 
2012, falling to 2.2% from the 7.6% seen last year, due to the weak external 
environment, notably euro area tensions. As world trade growth improves, the report 
suggests, activity is projected to pick up again in 2013 to record growth at 3.6%. 
Meanwhile, disinflation is likely to be interrupted temporarily by oil price increases 
and electricity market liberalisation. 
 
In terns of recommendations, the OECD says Estonia should introduce a fiscal rule 
consistent with medium-term objectives but allowing automatic stabilisers to 
operate. Spending increases on policies to activate long-term unemployed should be 
continued to spur further employment gains. 
 
Thanks to the high dependence of the Hungarian economy on exports, a contraction 
of 1.5% in GDP is anticipated by the report for this year, before improved domestic 
demand returns it to growth of 1.1% in 2013. The authors worry that already high 
inflation will be provoked by a weak currency, rising oil prices and hikes in indirect 
taxes to finish the year at 5.7%, although the effects should moderate gradually to 
reduce the CPI gain to 3.6% in 2013. 
 



"Following a major cumulative increase in the structural deficit in 2010 and 2011, 
fiscal consolidation has resumed with a view to restoring sound public finances and 
exiting from the EU excessive deficit procedure, the report notes, pitching the 
country's deficit at 3%. However, it notes that this budget adjustment will weigh on 
activity in 2012 and 2013.  
 
The recent warning signs for the Polish economy are noted by the OECD, and 
although the country is still expected to record a relatively robust 2.9% growth in 
2012, like other analysts, they expect Poland to be one of the few European 
economies to fail to improve on that result the following year "as a result of softer 
external demand, uncertainty related to the euro area crisis, ongoing fiscal 
consolidation, the marked deceleration of public investment in the aftermath of the 
2012 football championships, and the levelling off of EU funds in 2013." 
 
Warsaw is set to just duck under EU deficit limit in 2012, with the fiscal hole reduced 
to 2.9%, "but it will need to make additional efforts to reach its deficit target of 2.2% 
of GDP for 2013," the report concludes. 
 
Slovakia is another forecast to turn in a relatively star performance in 2012, with 
GDP growth - driven mainly by exports and investment - now projected by the OECD 
to grow by 2.6% in 2012, and 3% in 2013 as world trade recovers. However, the old 
bugbear persists, and continued high unemployment "as firms try to increase 
productivity growth to regain competitiveness," combined with fiscal consolidation, 
suggests the country's depressed domestic demand is unlikely to improve any time 
soon. "Deep structural reforms are necessary," the report says, "to reverse the 
emerging duality in the economy between the highly productive, capital intensive 
export sector and the domestic sector, which is not innovative enough." 
 
"The new government is rightly committed to reduce the fiscal deficit to below 3% of 
GDP by 2013," the report points out, but the Slovaks are set to miss EU limits by 
sime distance this year, with the deficit set to come in at 4.6%, the analysts say. 
Still, they also call for fiscal consolidation to be "carefully designed, so as to preserve 
the growth potential of the economy."  
 
12. CBR resumes direct repo operations with stocks  
Alfa Bank 
23 May 2012 
 
The CBR has decided to resume direct repo operations with stocks included in the 
Lombard List. The operations will be possible from the date securities are admitted 
until the conclusion of repo transactions with the CBR on MICEX. The list consists of 
48 ordinary and 5 preferred stocks. 
 
This action is an anti-crisis measure that the CBR actively used from February 2009 
until July 2011 and helped the CBR provide additional ruble liquidity to the banking 
system. Prior to the halt of repo operations with shares, the Lombard List included 
26 ordinary and 2 preferred stocks of Russian companies. 
 
Representatives of the CBR have actively announced the resumption of this option 
since March. On the one hand, in its regular communiques and oral statements, the 
CBR repeatedly indicated that the situation on the money market was not alarming. 
On the other hand, since September 2011 overnight credit rates have risen by 150-
200bp. Since 4Q11 banks’ liabilities to the CBR have remained quite high (RUB0.8-



1.3tr on average) and increased during tax payment periods. The major portion of 
this debt has been raised via repo transactions. 
 
It appears that the amount of securities meeting the CBR’s requirements for 
inclusion in the Lombard List is limited and is preventing the CBR from providing 
additional liquidity to banks. This new measure will increase the number of 
instruments acceptable for refinancing with the CBR. According to Deputy Chairman 
Alexei Ulyukaev, the total value of the stocks included in the Lombard List and on 
banks’ balance is around RUB500bn. Taking into account the price discount, this will 
allow banks to raise an additional ~RUB300bn via repo with stocks. 
 
13. CEEMEA FX - Unzipped 
RBS 
May 24, 2012 
 
In this environment, whatever trades get recommended, it seems that they can't 
survive for long. Seasoned investors we speak to call the current environment "not 
normal" and even "schizophrenic" - the new "abnormal". Others see trading 
opportunities more as landmines. We couldn't disagree with these descriptions. We 
are certainly not trading CEEMEA FX fundamentals now. Instead we are trading the 
big macro picture and in the process having to master the dynamics of the Greek 
political scene. 
 
Markets appear to be driven by an assumption that Greece will exit the euro either 
by accident (bank run) between now and the June 17 elections, or by choice after 
the elections, or in any case sometime in 2013. In addition, it seems that markets 
believe that a Greek exit would not be met by a sufficiently strong and timely 
response from European policy makers and the ECB as every acceptable solution 
happens to hit on an insurmountable obstacle that blocks its realisation. See our 
European Rates Strategists' piece "Pre EU (informal) summit thoughts" for more 
details. 
 
We see little luck for optimists in the coming weeks. We think that there is little hope 
for a rally without a major catalyst even though there is plenty of pessimism priced 
in already. Even in an optimistic scenario that assumes a forceful reaction to a Greek 
exit through a pan-European deposit guarantee scheme, we would first expect to see 
a further market sell-off triggered by a serious threat to periphery banking systems 
before policy makers are forced to react. 
 
We believe that we are in an environment suitable for tactical trading that rewards 
nimbleness. This means sticking with liquid currencies. Within this tactical framework 
we maintain a bearish bias with selling of risk on rallies. This applies to both FX 
forwards and FX volatility trades. We also think that relative value strategies will be 
hit-and-miss and likely to be stopped out from the noise. While we can see the merit 
in selling laggards such as CZK, ILS and RON we also think that these will likely 
perform better in a sell-off than the liquid currencies. In the event of a shock, the 
safest short would be to sell the most crowded positions held by real money 
investors such as the Rand and the Zloty. RUB sell-off should continue in a 
weakening oil price environment. The laggards CZK, ILS and RON are the least 
crowded and thus the least vulnerable from this perspective. 
 
CEEMEA currencies unzipped 
 



With currencies - more than credit/rates taking the strain - we thought it an 
opportune time to weigh up the relative vulnerabilities or otherwise of currencies 
across the region. 
 
PLN: Unfortunately the zloty has become the risk bell-weather for the region, or as 
we coined it some years back, it suffers the fate of being the "surrogate" short for 
the region. When investors want to reach for the sell, or panic, button for the region, 
they reach for the zloty, simply because they can, as it is the most liquid currency in 
the region, while they are unable to find very liquid markets elsewhere, e.g. perhaps 
in the Balkans which should perhaps have more fundamental contagion risks from 
problems in the Eurozone. Perversely, Poland's fundamentals are stronger than the 
rest of the region, i.e. the Polish economy has a proven growth track record - 
recording growth in 2009, being the only EU-27 member state to grow in that post-
Lehman recessionary year. Its resilience reflects its relatively closed economy as 
evidenced by a low trade-GDP ratio, close links with the German and core-European 
economies, lower value added manufacturing mix, plus perhaps the fact that 
historically policy makers have been relatively laissez fair in terms of FX intervention. 
At the same time, Poland has a not insignificant current account deficit (~4% of 
GDP) and does have a weight of external liabilities falling due (>USD100bn) over the 
next year, while FX reserve cover is relatively limited, FX reserves stand at USD94bn 
(inclusive of the FCL facility). Poland has also suffered in recent weeks due to 
positioning, as investors piled into Polish local markets around the turn of the year, 
inspired by the country's solid fundamentals, victory by the market-friendly PO 
coalition in last year's elections, and pro-active debt management strategy as the 
MOF has significantly pre-financed itself. As is typically the case in these bouts of 
market weakness, what goes up, or in, goes down and out first, and herein recent 
weeks have seen aggressively easing back of overweight Polish positions. 
 
ZAR: The rand is also probably top of the risk-off currency plays in the region, a 
reflection of its commodity currency characteristics and high historical correlation 
with the S&P. South Africa has also suffered from Poland's fate of having relatively 
heavy positioning amongst foreigners in local markets, plus a SARB which is perhaps 
even more laissez fair in terms of FX intervention, than the NBP, given a) limited FX 
reserve cover, b) past poor track record in terms of FX intervention; c) limited stock 
of FX liabilities. Perhaps in South Africa's case you could also add in weak longer 
terms trends, i.e. weak growth, high unemployment, deep structural problems and 
longer term about political stability, and the ZAR suffers like the PLN in being a 
favourite risk-off play - despite the fact that real/banking sector fall-out from the 
problems in the Eurozone should be relatively muted. 
 
TRY: A wide current account deficit (>8% of GDP) and weight of external debt 
liabilities falling due over the next year (~USD135bn) plus limited FX reserve cover 
(~50%), combined with general market unease over the CBRT's unorthodox policy 
slant, would at face value suggest that the lira should be centre-stage in any sell-off. 
That said, in recent months the CBRT has proven a willingness to take on the 
market, both via direct interventions and by aggressively managing domestic 
liquidity, using exceptional days of limited funding to the local market, plus jacking 
up average funding levels to 10-11%. Few investors appear willing to take on the 
CBRT at present, while any fast money investor in Turkey seems to have moved out 
in recent weeks. Meanwhile, data flow on the real economy looks set to turn more 
market friendly over the next few months, as evidence of soft landing builds, helped 
by lower oil/commodity prices, and the forthcoming tourism season. The TRY looks 
set to out-perform its peers for the time-being. 



 
CZK: A fundamentally sound economy, with a relatively clean balance sheet - 
relatively clean/un-leveraged banking sector, modest public sector debt ratios, and 
households/corporates that are also not that leveraged. The current account/external 
financing position is reasonably strong, with a modest CAD reasonably well covered 
by net FDI. The Czech economy is also closely tied to the core Eurozone economy. 
That said, back in 2008/09 this did not provide much protection, and 
growth/recovery has been surprisingly weak in the CR - probably suffering, unlike 
Poland from being in the wrong end (high) of the market in a global recessionary 
environment. The Czech Republic, meanwhile, lacks carry, it is easy/cheap to short, 
albeit positioning should be very light as a result. The Czech authorities are 
meanwhile, uber-orthodox, and unlikely to intervene to defend the crown, viewing FX 
weakness as helping to provide some insulation for the economy to the woes of the 
Eurozone - the CNB is unlikely to intervene directly or jack up rates any time soon to 
defend the crown, which is as a result likely to be dragged along in the PLN's 
slipstream, lower, albeit will likely lead any subsequent recovery. 
 
HUF: Had been investors favourite short in H2 2011, as investors disliked the Orban 
administrations tendency for the unpredictable and to legislate against banks/big 
business. This is seeing aggressive bank deleveraging now, indeed Hungary is 
leading the way, and countering the benefits of a current account surplus, and 
healthy basis balance (CAD plus net FDI). The high weight of FX liabilities (external 
debt/GDP ratio of ~140%, much of which has settled with households and 
corporates) means that the authorities are very sensitive to FX weakness, albeit the 
NBH has tended to defend the currency by hiking policy rates rather than wasting FX 
reserves, given that the prime weakness rests with weak/unorthodox policy from 
government. Downside in recent weeks has though been limited by existing 
underweight positioning and by some optimism that we could see some positive 
news flow on the IMF/EC financing front, with passage of revisions to the CB law, 
expected in early June. That said, mixed comments from government ministers, 
suggesting talks over an IMF programme will only begin now in late June, has seen 
concern re-surface that the government is just not serious about cutting a deal with 
the IMF, and is just stringing markets and the IMF along. Over the past few days the 
market seems willing to test the government's resolve, looking to push the forint 
through the 300 level against the Euro and perhaps, back up towards the 320-325 
level seen as being the likely breaking point for the government in terms of finally 
looking to roll over with the Fund. 
 
UAH: Despite weak fundamentals, i.e. a large current account deficit (4-5% of GDP) 
and a weight of external liabilities falling due over the next year (>USD50bn), and a 
fragile domestic depositor base in banks (seen last September when reserves 
collapsed USD3bn with a flight to FX), plus volatile domestic politics (elections due in 
October, and the incumbent regime lagging in polls), and limited external financing 
options (no near term chance of an IMF bail-out, and Russia playing hard to get), the 
government sees a hard UAH policy as central to its chances of winning 
parliamentary elections due in October. While the NBU still has USD32bn in FX 
reserves, and a willingness to use them, as historical experience shows, sentiment 
can turn ugly quickly in Ukraine - and locals typically buy FX in the run up to 
elections. The NBU might be reluctant to tighten policy that much in the run up to 
elections, as growth/recovery is lagging, after policy was already tightened late last 
year. 
 



RSD: Timing could not have been worse for Serbia, or the RSD, as the latest 
problems in Greece comes just as presidential elections last weekend sprung the 
surprise of a nationalist victory, raising the prospect of cohabitation. Serbia has 
some underlying vulnerabilities, including a still wide CAD (~10% of GDP, albeit net 
FDI inflows have been strong), and a high share of Eurozone periphery banks in its 
banking sector - particularly the Greeks. It needs strong government therefore, and 
the concern is that forming a new ruling coalition government after parliamentary 
elections earlier this month could now be difficult with a nationalist politician in the 
presidential palace. The NBS for its part has a track record for intervention, both 
direct, and by pre-emptively hiking policy rates when need be. FX weakness might 
arguably force politicians to come to their senses sooner, rather than later, forcing a 
ruling coalition, and affirming a commitment to cohabitation and the broader reform 
agenda, including putting the IMF programme back on track, and affirming a 
commitment to the EU accession bid. Note that the RSD has already weakened a lot 
over the past 6-months (~15%) which should provide some insulation, while the 
NBS still has a decent wad of FX reserves (~EUR11bn or 8 months of imports). 
 
RUB: The fact that the CBR still has around USD500bn in FX reserves, and the 
current account continues to run in surplus should provide some resilience for the 
rouble. That said, local investors have continued to vote with their feet over the past 
year, with capital flight remaining elevated, itself a vote of no-confidence in the 
reform prospects of a third/fourth Putin term. The new Putin cabinet is hardly 
inspiring in this respect, and does not seem likely to roll out sufficiently radical 
policies to address key structural vulnerabilities in the Russian economy, e.g. the 
over-dependency on oil. The oil price remains key, given it covers around half budget 
revenues/exports, and the danger is that a further and sustained fall could easily 
turn into a rout by locals, as occurred in 2008/09. The CBR is likely to try and 
manage the decline in the short term, i.e. ensuring the RUB stays as a relative EM 
outperformer, but if oil prices really crack and drive lower much more quickly, we 
don't think the CBR would then stand in front of the train - this would likely be their 
big take-out from 2008/09. Russia's underlying fundamentals are not that good in 
our view - actually much worse than the likes of PLN, CZK and even TRY, if oil prices 
do crack. 
 
RON: The BNR continues to aggressively manage the RON, backed by a weight of FX 
reserves, and relatively thin local markets/limited portfolio investor base. The bank is 
though unlikely to want to stand in front a train, likely looking to manage the 
currency weaker with its peers, perhaps suggesting modest outperformance on the 
downturn. Fundamentals are reasonably fine, with the current account deficit in Q1 
down significantly from last year and 75% covered by FDI. Even though elections 
due later this year may create some political noise, the likely winners have already 
entered into power. Encouragingly they decided to sustain the IMF-driven reform 
agenda, and Romania is a fundamentally sound/improving credit story. One headline 
vulnerability though is the high Greek/Eurozone ownership share of the banking 
sector, but these are local subsidiaries and aggressively managed/supervised by the 
BNR, supported by the IMF. Still concern could be if Greek banks suffer continued 
deposit flight and eventually lose support from the ECB, the question is how this 
would impact on the willingness of Romanians to hold deposits in their Romanian 
counterparts. We think the BNR, plus IMF, has the ammo to hold the line, and 
investors might look to express these concerns in credit, rather than FX space, likely 
being unwilling to take on the BNR. 
 



KZT: Support for the tenge is likely to come from an estimated current account 
surplus of ~8% of GDP for 2012, and the willingness of the central bank to keep the 
currency stable, backed by the massive FX reserves at the NBK and National Oil Fund 
of US$86bn. The growth story remains impressive with the Q1 GDP outturn at 5.6% 
yoy, while a strong harvest and administrative price controls on food and utilities has 
moderated inflation to 4.8% yoy in April. This is likely to allow the central bank to 
continue on its easing cycle in a bid to revive bank lending, which has already led to 
the refinancing rate being cut twice so far this year, bringing it to a record low of 
6.5%. Concerns remain in the banking sector however, with the proposed second 
debt restructuring of BTA bank; less than two years after the first, as well as the 
traditionally high share of NPLs. The oil price also remains a worry, with gains since 
the start of the year having been eroded due to easing tensions in Iran and the 
fallout in the Eurozone following recent Greek elections. The negative impact on 
export value from falling commodity prices could be further enhanced by a slowdown 
in growth in China; the main destination for Kazakh exports. 
 
14. Donors provide €454 million in funding to the EBRD  
EBRD 
MAY 20, 2012 
 
Donor funding to the EBRD hit a record €454 million in 2011, helping to pave the 
way for investments throughout the region where the EBRD is active, including 
emerging democracies in the Middle East and North Africa.  
 
Ever since Norway became the first country to provide the Bank with donor funds, a 
total of 42 donors have now created partnerships with the EBRD, according to the 
EBRD's Donor Report, that was published on Thursday.  
 
Donor funds are crucial as a way of preparing for future EBRD investments, helping 
to foster reforms and improving the investment climate. Record donor funding in 
2011 coincided with a record for total EBRD investments last year of €9.1 billion.  
 
"We are deepening the partnership with donors as we expand activities to the 
southern and eastern Mediterranean region, while remaining highly committed to our 
existing region of operations. We believe that by leveraging the resources of donors, 
the EBRD is able to achieve more than any individual institution or country could on 
its own," said EBRD President Thomas Mirow.  
 
With donor funding, in 2011 the EBRD started activities in the southern and eastern 
Mediterranean (2MB - PDF) (SEMED) region. The European Union, Australia, Finland, 
France, Italy, Germany, the Netherlands, Norway, Sweden and the United Kingdom 
provided funding for such activities. The EBRD also allocated €20 million from its net 
income.  
 
Funding for around 40 technical cooperation projects (TC) in SEMED has been 
approved so far. About €25 million worth of TC projects are currently in the 
preparation and implementation process. Through this funding, the EBRD is 
providing expertise to small and medium-sized businesses. The Bank is also focusing 
on project preparation in order to be ready for investments. One such project is the 
agribusiness framework being set up in Egypt, Jordan, Morocco and Tunisia with 
companies in the food sector, and a local enterprise facility to prepare small direct 
financing operations.  
 



In 2011 the main beneficiaries of donor funding were the early transition countries at 
26 per cent, other official development assistance (ODA) countries such as Ukraine 
and Turkey at 23 per cent and the Western Balkans at 13 per cent. Donor funding 
was distributed widely across the various sectors where the EBRD invests including in 
financial institutions, municipal and environmental infrastructure, small businesses as 
well as energy efficiency and sustainable energy.  
 
In 2011, bilateral donors continued to provide the bulk of resources at €193 million 
and another €62 million in concessional loan funds. The European Union, the Bank's 
largest contributor, has provided increasing support from its national programmes 
and regional platforms at €118 million.  
 
Such funding helps the EBRD to improve living conditions and economic 
opportunities. In Tajikistan, for example, following years of under-investment in the 
water sector, the EBRD and donors are helping to improve water and wastewater 
services in 15 cities. Such large-scale and expensive projects are only affordable and 
often possible because of donor involvement through investment grants and 
technical cooperation funding.  
 
15. EBRD promoting growth in its region without burdening strained public 
finances  
EBRD 
MAY 20, 2012 
 
The EBRD is one of the few instruments the international community has to promote 
growth without placing an additional burden on strained government budgets at a 
time when the region in which the Bank currently operates faces a sharp slow-down, 
EBRD President Thomas Mirow said as the institution began its Annual Meeting in 
London.  
 
Addressing the governors representing the 63 governments and two inter-
governmental institutions which own the Bank, President Mirow said any recovery 
would have to be led by private investments in view of the constraints facing national 
budgets in the EBRD region, even though confidence was at present poor and finance 
scarce.  
 
In a speech opening the first session of the EBRD Board of Governors, the President 
stressed that in such economically distressing and uncertain times, the Bank had an 
important role to play as a catalyst for investment, reforms and growth by mobilising 
private capital for projects in the EBRD's traditional area of operations.  
 
Stressing that the financial and economic crisis in Europe was far from over, Mr 
Mirow promised that the EBRD would continue to invest judiciously in order to 
enhance growth and support reform. This is particularly important at a moment 
when the commercial banks, which play a key funding role in many EBRD countries, 
are deleveraging in order to meet new capital and liquidity requirements.  
 
The EBRD was playing a central role in re-launching the so-called Vienna Initiative 
with the aim of minimising the destructive impact of such deleveraging and to 
coordinate the responses of these banks' home and host authorities, President Mirow 
said.  
 



In addition to its current mandate, the EBRD is poised to start investing in the 
southern and eastern Mediterranean (SEMED) region later this year. At their London 
meeting, the governors will be asked to approve the creation of a special fund worth 
€1 billion to kick-start funding for this region ahead of full ratification of the Bank's 
geographical expansion to this new area of operations.  
 
Mirow said he was honoured by the mandate the Bank's shareholders had given it to 
help countries in the SEMED region, adding the EBRD presence which had now been 
established on the ground there would allow full operations to start as swiftly as 
possible once all the institutional requirements had been met.  
 
He said he was confident that the Bank could contribute to bringing about economic 
transition in this new region, but also acknowledged that the Bank had a lot to learn 
and would need to adapt.  
 
The EBRD president concluded by stressing he placed foremost importance on 
preserving the Bank's financial strength in what he called a difficult environment, 
without having recourse to further shareholder capital.  
 
The EBRD's core Tier 1 capital had grown by 65 per cent since 2005 to €12.8 billion 
and the Bank enjoyed a high level of liquidity with non-performing loans accounting 
for less than 3 per cent of its total loan portfolio, President Mirow said, recalling that 
all three major credit rating agencies had recently confirmed the Bank's AAA rating 
with a stable outlook.  
 
He said he saw opportunities to mobilise financial resources for the countries in 
which the EBRD is active without putting additional strain on the Bank's own capital 
and that it would look at ways of attracting long-term investors, such as pension 
funds and sovereign wealth funds, which are currently scarcely seen in the region.  
 
16. EU banks - now for the Moody's downgrades that matter 
Daiwa 
May 25, 2012 
 
Moody's has finally commenced its long-awaited cull of European bank ratings, 
downgrading the majority of institutions in Italy and Spain last week. However, the 
impact of downgrades on these - now largely ECB-dependant - peripheral euro area 
banks will be relatively limited. 
 
But the rating actions to come by the end of June for banks across the rest of Europe 
are likely to be of considerably more importance, as large downgrades may impede 
what access these banks still have to market funding and restrict their ability to 
conduct certain activities. While broader concerns centre on whether any related rise 
in funding costs intensifies the deleveraging pressure which banks are under, further 
clouding the economic outlook in Europe. 
 
Overall we expect the Moody's rating downgrades to be manageable for the 
European banking sector as a whole, but with the sovereign crisis still festering, and 
economic and regulatory pressures continuing to mount, it is highly unlikely that the 
downgrade cycle is drawing to a close. 
 
17. Global economy recovering, but major risks remain, says OECD 
OECD 



May 22, 2012 
 
The global economy is gradually gaining momentum, but the recovery is fragile, 
extremely uneven across different regions and could be derailed by the crisis in the 
euro area, according to the OECD's latest Economic Outlook. 
 
"With slow growth, high unemployment and limited room for manoeuvre regarding 
macroeconomic policy space, structural reforms are the short-run remedy to spur 
growth and boost confidence", OECD Secretary-General Angel Gurría said during the 
launch of the report in Paris. 
 
GDP growth across the OECD is projected to slow from an annual rate of 1.8% in 
2011 to 1.6% in 2012, before recovering to 2.2% in 2013, according to the Outlook. 
 
Private sector demand is expected to push activity up in the United States by 2.4% 
this year and by a further 2.6% in 2013. In Japan, GDP is expected to expand by 2% 
in 2012 and 1.5% in 2013. Euro area GDP is forecast to contract by 0.1% this year, 
before picking up to 0.9% in 2013. 
 
Activity remains strong in most emerging-market economies, but policy challenges 
vary, with inflation acting as a drag on real incomes in some, while it remains 
subdued in others. Lower inflation provides policy space in some countries that could 
be used to sustain activity. 
 
"The crisis in the euro zone remains the single biggest downside risk facing the 
global outlook," said OECD Chief Economist Pier Carlo Padoan. 
 
In Europe, business and household confidence is weak, financial markets are tight 
and the adverse impacts of fiscal consolidation on near-term growth may be 
significant, particularly in countries hardest hit by the euro crisis, the OECD said. 
 
Recovery in the healthier economies, while welcome, is not strong enough to offset 
flat or negative growth elsewhere in Europe. Weak competitiveness must be 
addressed in those countries with large external deficits, while structural adjustment 
and higher wages in surplus countries would contribute to a growth-friendly 
rebalancing process, the OECD said. 
 
Adjustments in the euro area are now taking place in an environment of slow or 
negative growth and deleveraging, prompting risks of a vicious circle 
 
involving high and rising sovereign indebtedness, weak banking systems, excessive 
fiscal consolidation and lower growth. 
 
On the eve of a European Union summit in Brussels, the OECD suggested Leaders 
could stimulate growth by: 
 
- comprehensive structural reforms in areas such as education, innovation, 
competition and green growth. 
 
- further enhancing the firewall to prevent contagion of the euro zone financial crisis; 
 
- boosting the European single market, to support additional economic activity; 
 



- increasing European Investment Bank funding for infrastructure projects; 
 
- making better use of European Central Bank balance sheets.  
 
The OECD warns that failure to act today could lead to a worsening of the European 
crisis and spillovers beyond the euro area, with serious consequences for the global 
economy. 
 
Avoiding such a scenario requires action to be taken both at country and 
supranational level. 
 
Fiscal consolidation and structural measures must proceed hand in hand, to make 
the adjustment process as growth-friendly as possible. Finding a careful balance 
between spending cuts and revenue increases is critically important. The reform 
agenda must also be specifically targeted at supporting employment, reducing 
inequalities and protecting the weakest segments of the population. 
 
18. The fate of flat income tax in CEE  
Erste 
May 25, 2012 
 
Croatia: Flat income tax was not a widely discussed option in Croatia and the new 
government has also showed no signs of moving in that direction. Income tax relies 
on three brackets (12%/25%/40% and a non-taxable part) to ensure progressive 
taxation. The tax burden on labor in Croatia is thus one of the highest in the region 
(additionally 20% of gross wages goes to a pension contribution and 15.2% is paid 
by employers on top of gross wages - mainly for healthcare insurance). The new 
government aims to lower labor costs to enhance productivity (the first step is a 2pp 
lower healthcare contribution from May), while the lost fiscal revenues are expected 
to be compensated for by other tax revenues (most likely a property tax).  
 
Czech Republic: The Czech Republic has nominally had a flat-rate tax since 2008 (of 
15%, but imposed on the wage increased by social contributions of the employer), 
but because of the ceilings on social security and health insurance contributions, this 
effectively translated into decreasing the effective tax rate on high incomes, 
something the OECD called attention to as 'anomalous'. The elimination of the super-
gross wage is in the government plans and will probably happen in 2013. The tax 
rate will be 19% on gross salary thereafter and, since there will be a 7% 'solidarity' 
tax on income in excess of four times the average salary, this is the end of the 
(modicum of) appearance of there being a flat-tax regime in the Czech Republic.  
 
Hungary: In Hungary, the 16% personal flat tax regime is not exactly flat. Up to HUF 
202,000 in gross salary per month (slightly below the average wage), the tax base is 
multiplied by the 16% rate, but for the part of the salary that is above this level, the 
tax is 20.2% (the 127% 'super-gross' wage times the 16% rate). The cabinet 
decided last year to use this method as of 2012, and the second 'bracket' was 
necessary in order to find some funding for the state compensation of earners in 
lower income categories, due to the complete elimination of the tax credit vs. 2011. 
Thus, there is actually some progressivity in the system, but the system is not very 
simple. As this personal tax regime is a symbolic flagship of the cabinet's policy, we 
think it is unlikely that it will be completely abandoned, but there is a slight chance 
that, during the IMF talks, some details will be modified.  
 



Poland: Flat income tax was never a real issue in Poland. In 2008, the government 
was considering the introduction of a 19% flat income tax rate for individuals, but in 
the face of the emerging crisis, this plan was abandoned quite quickly. In our view, 
more important than the label of flat tax - and Poland is not so far from it, as it has 
just two rates, 18% and 32% - is the simplicity of tax system, with all its deductions 
and exemptions, which makes many so-called flat tax systems more complicated 
than progressive ones. Equally important is the total tax burden - according to OECD 
statistics, Poland has the lowest in the region.  
 
Romania: The new Socialist-Liberal Romanian government, which will very likely rule 
the country even after the November parliamentary elections, plans to drop the 16% 
flat personal income tax and introduce progressive taxation with three income 
brackets. Their corresponding tax rates will be 8%, 12% and 16%. Corporate income 
tax will be maintained at 16%, but there are discussions about a possible extra 
taxation of oil companies, by increasing the royalty for oil and natural gas. Overall, 
we think that the taxation level will increase in the coming years in order to bring the 
budget deficit to below 3% of GDP. The key question is whether the government has 
the institutional capacity to increase the quality of public spending after securing 
additional resources and to thus offset the decline in private spending, due to the 
squeezed personal and corporate budgets.  
 
Slovakia: Flat income tax in Slovakia is likely gone; corporate income tax will be 
raised from the current 19% to 23%. The tax will not be progressive, but some 
sectors, such as banking, the regulated energy sector and telecoms, will pay 
additional special taxes. The personal income tax will become progressive, instead of 
the current flat 19% tax, but the brackets and rates are not yet known. 
Consolidation plans for this and next year depend on increasing taxes, rather than 
cutting expenditures, and thus in general are less positive for the economy and 
future growth. The flat income tax, introduction of the euro and reasonable labor 
costs were seen as the most attractive features of Slovakia's economic environment. 
Abolishing the flat income tax and introducing special sector taxes might dent the 
image of Slovakia as a place to invest for foreign investors.  
 
Ukraine: As the government is struggling to fill the budget gap, the implementation 
of a higher tax on high-income earners is one of the IMF's proposals. However, it is 
highly unlikely that the government will undertake a substantial change; it should 
rather focus on excise duties and other taxes on end products.  
 
 

CREDIT OTHER NEWS 
19. Airlines, oil refining, European autos and retail at risk in $150bbl oil 
price scenario  
Moody's 
May 22, 2012 
 
While risk of oil price shock is low, negative impact would be widespread While the 
risk of an oil shock resulting from a US/EU economic confrontation with Iran is small, 
such a scenario would ripple throughout numerous industries around the world-and 
could also derail the global recovery. We define an oil shock as a period lasting at 
least several months during which oil prices rise to a sustainable $150 per barrel 
(bbl).  
 



An oil shock would benefit oil exploration and production, but weaken the 
downstream side that refines oil into fuels. Oil prices typically represent some 80%- 
90% of the major integrated oil companies' total operating profits and cash flow 
generation, benefiting their upstream tremendously. But sustained high crude prices 
could destroy demand for gasoline, distillates and other fuels, raising costs for their 
producers in the refining and marketing (R&M) sector.  
 
European automakers would face a greater risk from an oil shock than their US or 
Asian counterparts, although profits and cash generation for US automakers would 
also come under great pressure. Higher fuel prices would push many customers 
toward smaller cars and other forms of transportation, squeezing European 
automakers focused on their home markets, including Peugeot, Renault and Fiat. 
South Korea's Hyundai and Kia, and Japan's Toyota, Honda and Nissan already focus 
on fuel-efficient vehicle line-ups, giving them some insulation from a shock.  
 
Airlines would suffer operating losses from sustained higher costs for jet fuel, and 
the fare increases that result would hurt passenger demand worldwide. Capacity 
discipline, fare increases and hedging would help the airlines adjust to higher fuel 
costs, but would not completely shield them from operating losses. European airlines 
face more exposure to any political instability in the Middle East than their US or 
Asian counterparts.  
 
Retailers, restaurants and other industries that depend on discretionary spending 
would suffer if fuel prices surged for consumers. In the US, big-box discount retailers 
and warehouse clubs including Wal-Mart, Target, Costco and BJ's Wholesale could 
benefit as consumers economize. But rising transportation and distribution costs 
would weaken revenues for European retailers. Makers of consumer durables would 
see pressure from reduced consumer demand and higher raw-material prices.  
 
20. Construction output up by 12.4% in euro area 
Eurostat 
May 21, 2012 
 
In the construction sector, seasonally adjusted production rose by 12.4% in the euro 
area (EA17) and by 11.8% in the EU272 in March 2012, compared with the previous 
month. In February, production fell by 10.4% in the euro area and by 5.7% in the 
EU27. 
 
Compared with March 2011, output in March 2012 decreased by 3.8% in the euro 
area and by 3.9% in the EU27. 
 
21. Continued divergence in GDP growth rates among OECD countries in 
first quarter of 2012 
OECD 
May 25, 2012 
 
Provisional estimates show that quarterly gross domestic product (GDP) in the OECD 
area grew by 0.4% in the first quarter of 2012, up from 0.3% in the previous 
quarter.  
 
The OECD total continues to mask diverging patterns among member countries. 
Positive growth rates were recorded in Japan (1.0%), Germany (0.5%) and the 



United States (0.5%). Economic activity remained weak in the Euro area and the 
European Union as a whole.  
 
GDP fell by 0.8% in Italy, the third straight quarter of contraction. In the United 
Kingdom, GDP contracted for the second consecutive quarter by 0.3%. In France, 
GDP levelled off in the first quarter of 2012.  
 
Compared with the same quarter of 2011, GDP growth expanded by 1.6% in the first 
quarter of 2012 in the OECD area, up from 1.4% in the previous quarter. Among the 
Major Seven economies, Japan recorded the highest growth rate (2.6%), followed by 
the United States (2.1%). Italy recorded the lowest growth rate (minus 1.3%). 
 

 
 
22. EU household electricity/gas prices rise 6.3% /12.6% in 2H11 
Eurostat 
May 25, 2012 
 
In the EU27, household electricity prices rose by 6.3% between the second half of 
2010 and the second half of 2011, after an increase of 5.6% between the second half 
of 2009 and 2010.  
 
Household gas prices increased by 12.6% in the EU27 between the second half of 
2010 and 2011, after a rise of 7.5% between the second half of 2009 and 2010.  
 
Change in electricity prices ranged from -5% in Luxembourg to +27% in Latvia 
Between the second half of 2010 and the second half of 2011, the highest increases 
in household electricity prices in national currency4 were registered in Latvia 
(+27%), Cyprus (+19%), Portugal and Spain (both +13%) and the United Kingdom 
(+12%), and the only decrease in Luxembourg (-5%). Prices in Lithuania, Malta and 
Finland remained stable or nearly stable.  
 
Expressed in euro, average household electricity prices in the second half of 2011 
were lowest in Bulgaria (8.7 euro per 100 kWh), Estonia (10.4) and Romania (10.9), 



and highest in Denmark (29.8), Germany (25.3), Cyprus (24.1) and Belgium (21.2). 
The average electricity price in the EU27 was 18.4 euro per 100 kWh.  
 
When expressed in purchasing power standards (PPS), the lowest household 
electricity prices were found in Finland (11.4 PPS per 100 kWh), France (12.6) and 
Greece (13.5), and the highest in Cyprus (26.7), Hungary (26.4), Slovakia (24.9) 
and Germany (24.2).  
 
Change in gas prices ranged from -0.1% in Romania to +27% in the United Kingdom  
Between the second half of 2010 and the second half of 2011, the highest increases 
in household gas prices in national currency were observed in the United Kingdom 
(+27%), Luxembourg (+22%) and Belgium (+21%). Prices in Romania, Denmark 
and Spain remained stable or nearly stable.  
 
Expressed in euro, average household gas prices in the second half of 2011 were 
lowest in Romania (2.8 euro per 100 kWh), Estonia (4.4), Latvia (4.6) and Bulgaria 
(4.7), and highest in Sweden (11.7), Denmark (10.9) and Italy (8.8). The average 
gas price in the EU27 was 6.4 euro per 100 kWh.  
 
When adjusted for purchasing power, the lowest household gas prices were recorded 
in Luxembourg (4.8 PPS per 100 kWh), the United Kingdom (5.2), Romania (5.4), 
Ireland and France (both 5.7), and the highest in Bulgaria (10.1), Hungary (9.7) and 
Slovenia (9.6).  
 
23. Erste argues against Eurozone eurobonds  
Erste 
May 24, 2012 
 
At the informal dinner yesterday, heads of states reached agreement about some 
plans to enhance growth. Project Bonds, increased EIB capital and structural funds 
should be used in this respect. As expected, the discussion about Eurobonds was not 
conclusive, rightly so in our view.  
 
At yesterdays meeting, Heads of state announced that - the EIB is invited to consider 
an increase of its capital by June for financing projects across the EU - a project 
Bond initiative is launched - structural funds should be reprogrammed to support 
growth and jobs. The statement with respect to Greece offered few insights (please 
refer to our forthcoming Short Note on Greece). Finally, "Colleagues expressed 
various opinions on issues such as Eurobonds in a time perspective, more integrated 
banking supervision and resolution, and a common deposit insurance scheme". In 
this respect, we would like to once again sum up five arguments against introducing 
Eurobonds in the current situation:  
 
1. They are just not a solution. Competitiveness and growth divergences within 
member states are unchanged, debt levels still need to be reduced. ("If a company 
suffering from chronically weak sales can raise capital cheaply, it helps short-term 
survival but it doesn't create a new, more dynamic business model").  
 
2. They already exist in a reasonable (i.e. limited) form. The EFSF and ESM are 
already providing support to weaker member states at preferable funding cost, 
supported by guaranties from stronger member states.  
 



3. They are not needed for asset purchases/QE. In consonance with 2, the ECB 
could buy EFSF bonds on the secondary market - if this was needed to relax 
monetary policy further.  
 
4. A "liquidity premium" is unclear. Peripheral Bond yield spreads have largely 
been driven by credit concerns, while liquidity is not found to be a significant driver 
of Bond yields.  
 
5. The incentive for and sanctions of a lack of consolidation would be lowered as 
long as there is no fiscal supervision.  
 
Overall, as expected, few surprises came out of yesterday's meeting. The initiatives 
to enhance growth are much needed in our view, but will take time. Decisions should 
be taken at the June meeting, which is likely to be of greater importance. Beyond 
that, all eyes still seem to be focused on Greece.  
 
24. Taxation rising in the European Union  
Eurostat 
May 21, 2012 
 
The average standard VAT rate in the EU27 has risen strongly since 2008. In 2012, 
the standard VAT rate varies from 15.0% in Luxembourg and 17.0% in Cyprus to 
27.0% in Hungary and 25.0% in Denmark and Sweden.  
 
The average top personal income tax rate in the EU27 has increased in 2012. The 
highest top rates on 2012 personal income are observed in Sweden (56.6%), 
Denmark (55.4%), Belgium (53.7%), the Netherlands and Spain (both 52.0%), 
Austria and the United Kingdom (both 50.0%), and the lowest in Bulgaria (10.0%), 
the Czech Republic and Lithuania (both 15.0%), Romania (16.0%) and Slovakia 
(19.0%).  
 
Corporate tax rates in the EU27 have risen slightly in 2012, ending a long declining 
trend. The highest statutory tax rates on 2012 corporate income are recorded in 
France (36.1%), Malta (35.0%) and Belgium (34.0%), and the lowest in Bulgaria 
and Cyprus (both 10.0%) and Ireland (12.5%).  
 
The overall tax-to-GDP ratio in the EU27 stood at 38.4% in 2010, unchanged from 
the year before. After the marked drop in 2009, consolidation measures and a 
modest recovery of the economy led to a stabilisation of tax revenues in 2010. The 
overall tax ratio in the euro area (EA17) fell slightly to 38.9% in 2010, compared 
with 39.0% in 2009.  
 
Tax revenue in 2010 ranged from 27.1% of GDP in Lithuania to 47.6% in Denmark 
In comparison with the rest of the world, the EU27 tax ratio remains generally high. 
However, the tax burden varies significantly between Member States, ranging in 
2010 from less than 30% in Lithuania (27.1%), Romania (27.2%), Latvia (27.3%), 
Bulgaria (27.4%), Slovakia (28.1%) and Ireland (28.2%), to more than 45% in 
Denmark (47.6%) and Sweden (45.8%). 
 
Between 2009 and 2010, the largest falls in tax-to-GDP ratios were recorded in 
Hungary (from 40.1% to 37.7%), Lithuania (from 29.2% to 27.1%), Bulgaria (from 
29.0% to 27.4%) and Estonia (from 35.7% to 34.2%), and the highest increases in 



Spain (from 30.7% to 31.9%), the United Kingdom (from 34.8% to 35.6%) and 
Latvia (from 26.7% to 27.3%). 
 
Highest implicit tax rates on labour in Italy, on consumption in Denmark  
The largest source of tax revenue in the EU27 is labour taxes, representing nearly 
half of total tax receipts, followed by consumption taxes at roughly one third and 
taxes on capital at just under one fifth. 
 
The average implicit tax rate on labour was slightly up in the EU27 in 2010 compared 
with 2009, ending the steady decline observed from 2000. Among the Member 
States, the implicit tax rate on labour ranged in 2010 from 21.7% in Malta, 23.4% in 
Portugal, 24.4% in Bulgaria and 25.7% in the United Kingdom, to 42.6% in Italy, 
42.5% in Belgium, 41.0% in France and 40.5% in Austria. 
 
The average implicit tax rate on consumption in the EU27, which had been on a 
downward trend since 2007, increased in 2010. In 2010, implicit tax rates on 
consumption were lowest in Spain (14.6%), Greece (15.8%), Italy (16.8%), Latvia 
(17.3%) and Portugal (17.4%), and highest in Denmark (31.5%), Sweden (28.1%), 
Luxembourg (27.3%), Hungary (27.2%) and the Netherlands (27.0%). 
 
In the EU27, the average implicit tax rate on capital for the Member States for which 
data are available was down in 2010 compared with 2009. Implicit tax rates on 
capital ranged from 6.8% in Lithuania to 37.2% in France. 
 
25. Tensions in Europe are making capital markets a challenging territory  
SEB  
May 22, 2012  
 
The task of European political leaders - striking a balance between austerity and 
growth - is a challenge that is having an impact on capital markets. Right now the 
focus is on whether or not Greece will stay in the euro zone, and we are choosing to 
maintain a high level of preparedness for the coming market turmoil.  
 
There are great tensions among voters because of the austerity programmes now 
under way around Europe, and the political picture will remain a risk factor for 
financial markets. The era of generous political programmes is past, and the 
consequences are painful. Meanwhile the solution to debt problems is economic 
growth.  
 
"Recent weak market performance has two main explanations. Conditions in the euro 
zone are familiar to investors, but their outcome is highly uncertain. Political tensions 
after the elections in Greece and France add a further dimension of uncertainty. The 
situation of Spain's banks is also creating turmoil in the markets, and until it is clear 
what the end result will be, this element of uncertainty will persist. The other main 
reason for the weak markets is that the global macroeconomic picture has recently 
been less vigorous than expected. The combination of slow real growth and financial 
problems is not good for capital markets, and stabilisation looks likely to be at least a 
month or so away," says Hans Peterson, Global Head of Investment Strategy at SEB 
Private Banking.  
 
In spite of everything, the markets offer potential for those with a healthy sense of 
selectiveness, althougn risk appetite remains low, according to Mr Peterson. He 
continues: "The search for returns has intensified. Above all, investors are seeking 



alternatives with limited or modest risk yet attractive returns. Corporate bonds, 
especially in the high yield segment, and emerging market bonds are two attractive 
fixed income alternatives. For those who are prepared to assume the risk involved in 
owning equities, companies with high dividend yields may be good alternatives." For 
investors, 2012 has largely been dominated by politics. The key task for European 
political leaders should be to create confidence and positive expectations among 
households and businesses, in order to generate demand for consumption and 
capital spending.  
 
"Which tools they use will vary, but the common element is that it will remain 
necessary to continue restoring order to public finances. Decision makers must 
ensure that households and businesses understand these actions. Their decisions 
must be perceived as credible, successful in the long term and, especially, as fair. 
But what is economically desirable is of course not always compatible with what is 
political feasible. The risk is that there will be greater focus on easing public belt-
tightening requirements and less focus on measures that will increase optimism and 
growth," says Lars Gunnar Aspman, Senior Economist at Investment Strategy.  
 
26. VTB 24 to securitize mortgage loans before July  
bne  
24 May, 2012   
 
Russia's largest retail lender VTB 24 plans to carry out the securitization of its 
mortgage credit portfolio in June, VTB 24 CEO Mikhail Zadornov said, as cited by RIA 
Novosti.  Zadornov had previously announced that VTB 24, which purchased 
RUB33m mortgage loan portfolio from KIT Finance last fall, planned to hold a 
securitization of these assets in by the end of June. The bank also plans to securitize 
part of car loan portfolio. 
 

RUSSIA macro news 
27. CBR expects Russia to post capital outflow for full 2012; NEUTRAL  
Alfa Bank 
23 May 2012 
 
According to CBR Deputy Chairman Alexei Ulyukaev, Russia will post a negative 
capital account for full 2012. While previously CBR officials were guiding for a 
balanced capital account, after the $42bn outflow in 4M12 projecting such a sharp 
improvement would be unrealistic. 
 
We agree that the result for 4M12 was very poor and calls for revision of the official 
forecast. We also see two fundamental reasons pushing for a change in guidance at 
this time. First, positive expectations had been supported by the expectation that the 
market would react positively to the end of the period of political uncertainty in 
Russia. However, in March capital outflow even accelerated to $13bn, while in April it 
held strong at $8bn. Even if we do not yet have a statistic for May, the pressure on 
the exchange rate market suggests that the capital account remains weak. Secondly, 
the global environment at the moment obviously is not favoring overly strong inflows 
to riskier assets in general and to Russia in particular. The fact that the CBR decided 
not to provide any new quantitative guidance for capital outflow suggests that the 
regulator sees this second risk as very important. At this time, we reiterate our 
$70bn forecast for 2012 capital outflow; however, we may revise this estimate 
upward if the 2Q12 result is poor. 



 
Natalia Orlova  
 
28. CBR's reserves keep declining  
VTB Capital 
May 25, 2012 
 
--- were down USD 4.5bn last week mainly due to weaker EUR --- the regulator 
purchased USD0.7bn 
 
News: The CBR’s gross international reserves decreased USD 4.5bn in the week 
ending 18 May, to USD 514.3bn. 
 
Our View: The data shows the CBR’s net purchases during the reported period at 
USD 0.7bn (RUB 21bn); the 4-week average is running at USD 0.82bn (RUB 24bn). 
We estimate that other factors driving the headline change in the CBR’s reserves 
were EUR weakening against USD (-USD 3.4bn) and a drop in gold prices (-USD 
1.3bn).?Given the officially published data on the CBR’s interventions and the 
RUB/Basket performance, we think that the regulator has not conducted any FX 
operations on the local currency market since 17 May. 
 
29. Moderate growth to continue 
 UralSib 
 May 22, 2012 
  
 Capital investment rebounds ... Yesterday Rosstat published mixed key economic 
indicators for April. After deceleration in March, capital investments grew 1.5% MoM 
and accelerated to 7.8% YoY from 4.9% YoY in March. We and the Interfax mar- ket 
consensus expected 4.8% YoY growth. 
  
 ... but the overall picture is mixed. Although capital investments rebounded after a 
weak March and accelerated to 7.8% YoY growth, the macro picture is mixed. 
Recently, Rosstat reported that industrial output decelerated to 1.3% YoY growth 
from 2% YoY growth in March, with cargo turnover decelerating to 1.4% YoY growth 
from 3.3% in March. At the same time, construc- tion accelerated to 3.8% YoY 
growth from negative 0.7% YoY growth in March. We attribute the weak industrial 
figures to the economic slowdown in Europe and the massive capital outflows; 
however, ruble weakness will support manufacturing in the near term. The retail 
trade figures were somewhat disappointing as growth decelerated to 6.4% YoY from 
7.3% YoY in March. Real incomes have been stagnating YtD and grew only 2.1% YoY 
in April compared to 2.8% YoY in March, with real wages up 10.4% YoY in April 
compared to 12.6% YoY growth in March. The unemployment rate decreased to 
5.8% from 6.5% in March and reached the pre-crisis level last seen in the summer of 
2008. However, in our view, the drop was primarily due to seasonal hiring. 
  
 Moderate growth rates ahead. We see the economy growing at a moderate average 
of about 3% per annum in the long-run. We note that expensive oil has only a 
limited effect on growth and that Russia is suffering from massive capital outflows, 
which are hampering investment, industry and real incomes. In 1Q12 capital 
outflows increased to $35.1 bln from $19.8 bln in 1Q11, with outflows of about $7 
bln in April. These substantial capital outflows are associated mainly with external 
factors (primarily European problems) and partly with internal risks (lack of critical 
structural reforms and the related protests that have taken place in larger cities 



throughout Russia). We see capital outflows weakening to $60-80 bln by the year-
end. 
  
 
 

 
  
30. Oil to constrain PPI growth in the near term 
UralSib 
May 21, 2012 
 
PPI growth decelerated YoY in April ... Last Friday, Rosstat reported that producer 
prices in April grew 0.6% MoM and decel- erated to 6.7% YoY growth after a sharp 
increase to 7.4% YoY the month before. The figure came out almost in line with our 
expectations, as we forecasted 0.4% MoM growth, but was substantially below 
market expectations, as the consensus was for 1.2% MoM growth, according to 
Interfax. 
 
... commodities prices grew moderately. The main factor influencing PPI dynamics 
most is the price change in the extraction sector: in April prices grew only 0.5% MoM 
after 7.8% MoM growth in March, thus prices in the sector decelerated to 20.9% YoY 
growth versus 25.3% YoY growth in March. Crude oil prices grew 2.1% MoM after an 
11.8% MoM hike in March. Prices in the extraction excluding fuel & energy 
commodities grew 1.2% MoM on the back of 22% MoM growth in fertilizer raw 
materials prices, we see at the start of the sowing season. In the manufacturing 
sector prices added 0.9% MoM but decelerated to 3.9% YoY growth from 4.1% YoY 
growth in March. Manufacturing sector prices for petrochemicals grew for another 
month: dry gas was up 23.3% MoM, liquefied propane and butane were up 8.2%, 
while petrol was 5.8% MoM. Prices for utilities fell 0.2% MoM and were minus 3.8% 
YoY versus minus 6% YoY growth in March. The end of the heating season is the 
main reason for the decline in prices. 
 
Decline in oil prices to constrain PPI growth in the short term. One of the main 
factors influencing producer prices is oil: the Urals price affects producer prices with 
a one month lag. Urals has fallen 10% since the beginning of May, which will help to 
con- strain producer price growth in the near term. But we expect substantial 
inflation risks after tariffs are raised in July, and inflation should accelerate 
significantly after this. We reiterate our forecast that PPI will grow 4.4% in 2012, but 
see considerable upside risks to our forecast. 
 
31. Russia Ready for Global Economic Changes - Medvedev 
RIA Novosti 



May 21, 2012 
 
Unfavorable situations in the global economy are possible, but Russia is ready to 
withstand them, Russian Prime Minister Dmitry Medvedev said. 
 
“On the whole, the situation for our [Russian] economy is normal since we had a 
budget surplus last year. Certainly, it will be more difficult this year, but nevertheless 
we will manage,” Medvedev told a news conference at the summit of G8 leaders in 
the United States. 
 
He said that in case the global economy will be deteriorating Russia has a plan of 
actions, which was tested several years ago during the global financial crisis. 
 
“If necessary, we will put this plan into action… I will reiterate, however, I hope it will 
not come to this,” Medvedev said. 
 
The prime minister attended the summit in Maryland instead of Putin, who withdrew 
from participation last week, citing the need to finalize a new government after his 
inauguration last week. 
 
32. Russian Domestic demand robust 
Troika Dialog 
23 May 2012 
 
Retail expanded 6.4% y_o_y in April, bringing the 4m12 figure to 7.2%. Meanwhile, 
investment was up 7.8% in the month and 13.8% for 4m12. Domestic demand 
continued to rise sustainably despite global turmoil and increased capital outflow 
from the country (though almost all emerging countries faced this problem). Russia’s 
macroeconomic performance remained very healthy, especially compared with 
developed countries. A flexible exchange rate regime contributed to the country’s 
ability to absorb external shocks. 
 
We forecast economic growth of around 4% in 2012. 
 
Evgeny_Gavrilenkov  
 
33. Russian Economy in April points to overheating — strong across the 
board 
VTB Capital  
23 May 2012 
 
surprising jump in investments — unemployment at summer 2008 levels News: 
Yesterday, Rosstat released its economic data for April. 
 
Consumption. Retail sales growth edged down to 6.4% YoY in April (from 7.3% YoY 
in March), below our and the Bloomberg consensus forecasts of 7.0% YoY. 
 
Incomes. The growth in real wages increased to 10.4% YoY in April (from 9.0% 
YoY). This came below our bullish forecast of 13.3% YoY and the consensus 11.0% 
YoY. Nominal wages growth also accelerated to 14.3% YoY (from 13.0% YoY). 
Rosstat greatly revised down the real and nominal wages in March. 
 



The unemployment rate shrank dramatically to 5.8% in April (from 6.5%), below our 
and the consensus forecasts of 6.4% YoY. 
 
Investment growth surprised with a 7.8% YoY jump in April (up from 4.9% YoY), 
above the 6.3% YoY consensus and our bearish expectations of -2.5% YoY. 
 
Meanwhile, construction improved sharply to 3.8% YoY growth in April (from a 0.7% 
YoY decline in March). 
 
Our View: The data for April reveals a continued boom in local demand (retail sales 
and investments) accompanied by slowing production. 
 
Rising incomes and a tight labour market, coupled with low inflation (3.6% YoY in 
April), bode well for consumption growth in 2H12, but raise concerns that the 
economy might be overheating, similar to 2007-08. We estimate that, seasonally 
adjusted, the unemployment rate in April dropped to 5.6%, below the pre-crisis 
level, highlighting inflation risks. 
 
The jump in investment is surprising given the slowing production and strong base 
effect and poses upside risks to our 2012 GDP forecast of 3.5% YoY. 
 
Investment has probably been supported by accelerating credit growth and 
manifests itself in higher imports rather than in local production. 
 
The economic data for April is likely to make the CBR comfortable to keep interest 
rates on hold at its next policy meeting in early June, despite the moderation in 
production (similarly to its May press release). 
 
34. Russia's Public Foreign Debt Increased 19.9% in dollars and 20.8% in 
euros in April  
bne  
21 May, 2012   
 
Russia's public foreign debt expressed in dollars increased 19.9% in April 2012 and 
equaled $41.375bn as of May 1, 2012.   The debt expressed in euros added 20.8% 
to €31.486bn, according to the Finance Ministry.  The main debt item is Eurobonds, 
the debt being $35.547bn as of May 1, 2012. 
35. Russia's foreign debt per capita was $3,811 in 2011  
bne  
23 May, 2012   
 
Russia's foreign debt per capita was $3,811 as of beginning of 2012, according to the 
Bank of Russia report.  The debt per capita was $1,488 in 2004, $3,267 in 2007, and 
$3,422 in 2010.   The ratio of the total foreign debt to the GDP fell from 36% in 
2007 (the peak ratio of 38% was in 2009) to 29% as of the end of 2011.  
36. Economic ministry expects inflation to slow down to 4-5% by 2015 
bne  
22 May, 2012   
 
If oil prices fall to $82 per barrel next year, inflation may speed up to 8-10%, the 
USD exchange rate to soar to RUB33 and to RUB38 by 2015, according to the 
pessimistic scenario of the Russian Economic Development Ministry.   The basic 



scenario suggests that the price of oil should be $97 per barrel in 2013 and $104 per 
barrel as of the end of the three-year period. Inflation will be within 4.5-5.5% in 
2013 and slow down to 4-5% by 2015. The average price of the US dollar will be 
RUB29.7 in 2013 and RUB31.5 in 2015.  Experts are less optimistic about the 
prospects. They expect the growth of economy will not exceed 3.9% even in 2015, 
inflation to be 5.7% as of the end of the three-year period. The US dollar will 
increase to RUB32.2, according to experts. 
 

RUSSIA bonds 
37. KIT Finance Capital plans series 03 placement totaling RUB1.15bn on 
May 29  
Alfa Bank 
23 May 2012 
 
Maturity is set for 3.5 years with no put option. The first coupon rate will be set by 
competition in the placement on MICEX. KIT Finance is the underwriter. 
 
Ekaterina Leonova  
 
38. Lipetsk region opens book on bond placement totaling RUB2.5bn  
Alfa Bank 
23 May 2012 
 
Applications will be collected until May 29. Placement on MICEX is planned for June 
1. Maturity is set for five years with semiannual coupons and amortization of the 
principal amount at 20% of par for each year. The coupon rate at maturity will be set 
by bookbuilding. Guidance for the coupon rate was set at 8.75-9.25% pa, 
corresponding to a yield of 8.94-9.46%. Troika Dialog is the organizer. 
 
39. My Bank announces June 4 offer to buy back series 03 bonds at 90% of 
par  
Alfa Bank 
25 May 2012 
 
The volume of the buyback is RUB1.5bn. The buyback will last until August. 
 
40. NOMOS's subordinated Eurobond has yet to change its N1 ratio - 
VTB Capital 
May 24, 2012 
 
-- currently at 11.09% and above 11% limit --- recently issued Eurobond likely to 
increase ratio in 2H12 --- we reiterate our positive view 
 
News: Vedomosti reports that the CBR did not include NOMOS bank’s recently issued 
USD 500mn worth of subordinated Eurobonds into the capital for the N1 ratio. This is 
due to the CBR limit for interest rates, that requires the coupon rate to be at a 6.4% 
maximum for an issue to qualify for the calculation of capital for N1 (NOMOS placed 
the Eurobonds at 10%). However, on 1 July, this limit is to be lifted. As of 1 May 
2012, the bank's N1 ratio was at 11.09%, or above the minimum level of 11%.  
 
Our View: In our view, the issue will be resolved in 2H12 with Gazprombank facing 
the same problem. NOMOS bank was going to increase its N1 ratio by attracting the 



Eurobond issue to back up the robust expansion in its operations (for FY12, the bank 
guided for 20% YoY growth). In our view, should Eurobonds be included into the 
capital calculation, that would boost N1 to 12.1% and support its growth and the 
acquisition of a part of BKM’s 44% stake that is to be privatised in 2012.?We are 
reiterating our positive view on the bank and Buy recommendation considering it as 
a top pick in the Russian mid-cap universe with the bank posting strong lending 
growth and 18% ROE. 
 
41. Russian Agricultural Bank roadshows bond issue 
 Commerzbank 
 22 May 2012 
  
 ??Russian Agricultural Bank held its investor road-show this month, which may be 
followed by a Eurobond issue in roubles and possibly dollars, depending on market 
conditions. The issue would likely take place once current financial market tensions – 
due to fears of a Greek exit from the Eurozone – have eased.  
  
 The special mandate of RAB is both a benefit and a burden to the bank: On the one 
hand, state ownership guarantees its viability and credit rating, as the Russian 
government is ready to provide capital and funding in the event of financial 
difficulties. On the other hand, the commitments to support sub-prime private and 
small-sized agricultural sector borrowers weigh on the financial performance and 
create significant risk exposure due to lack of diversification. The status of RAB and 
thereby its business model is unlikely to change in the near future, with the result 
that its risk-profile is closely related to that of the Russian government. Its stand-
alone financials are much weaker than those of its peers, particularly Sberbank, 
while its ratings are in line with VEB, VTB and Sberbank due to the high level of 
support from the state. We are neutral on the bank’s bonds while Bank of Moscow 
and VTB are, in our view, clearly the cheapest credits in the quasi-sovereign space. 
?? 
  
42. SU-155 places series 04 bonds with a volume of RUB1bn, sets coupon 
rate at 12.75% pa  
Alfa Bank 
23 May 2012 
 
The issue will have a maturity of three years with semiannual coupon payments. The 
bonds have been included in MICEX’s corporate B list. 
 
43. Supervisory Board of AHML approves decision to issue bonds totaling 
RUB22bn  
Alfa Bank 
23 May 2012 
 
Series A24-A27 bonds worth a total of RUB22bn are being prepared for placement. 
The volume of the A24-A26 issues will be RUB6bn each and of the series A27 issue it 
will be RUB4bn. The bonds have a structure of amortization of face value. 
 
Ekaterina Leonova  
 
44. Transcapitalbank prepares five bond issues totaling RUB15bn  
Alfa Bank 



25 May 2012 
 
Transcapitalbank’s Board of Directors has decided to place five issues totaling 
RUB15bn. More specifically, the bank prepares series BO-01 and BO-2 at RUB2bn 
each, BO-03 and BO-04 at RUB3bn, and BO-05 at RUB5bn at par. Maturity is set for 
three years. Early redemption is at the discretion of the issuer and request of 
respective owners. 
 
Ekaterina Leonova  
 
45. UTair opens book for placement of series BO-08 and BO-16 bonds worth 
a total of RUB2.5bn  
Alfa Bank 
23 May 2012 
 
Collection of applications will last until May 25. The technical placement of the loans 
on MICEX is preliminarily planned for May 29. Both issues will have a maturity of 
three years. The volume of the series BO-08 issue will be RUB1.5bn and it includes a 
1.5-year put option. The volume of the series BO- 16 issue will be RUB1bn, and it 
includes a 1-year put option. The organizer of the loans is BK Region. 
 
46. Finance Ministry cancels RUB35bn OFZ bond auction  
bne  
22 May, 2012   
 
Finance Ministry has canceled an auction for RUB35bn OFZ-PD bonds issue scheduled 
for May 22 finding market conditions unfavorable.  Russian companies have recently 
showed high demand for liquidity due to the new tax period that started May 15. 
47. Duma approves bill on government bonds buybacks  
bne  
22 May, 2012   
 
The State Duma approved in the third reading the bill stipulating the possibility for 
the state to buy back bonds, the bill also allows for the further circulation of these 
bonds.  Now, the bill should be approved by the Federation Council.  
48. GC UES to choose organizer of RUB200bn bond offering on June 29  
bne  
23 May, 2012   
 
Federal Grid Company of Unified Energy Systems (FGC UES) plans to choose an 
organizer for bonds offers worth up to RUB200bn on June 29, reads the tender 
documentation.  In late April, FGC UES' board of directors approved offering its 21st–
29th 15-year bond issues totaling up to RUB125bn, with issues amounting to 
RUB10bn, RUB15bn, and RUB20bn, and its first–eighth 3-year exchange bond issues 
worth up to RUB100bn, with issues amounting to RUB10bn and RUB15bn.  
49. Russian businessman Mints’ O1 Group to offer $360m bonds June 1  
bne  
24 May, 2012   
 
Cyprus-based investment holding O1 Group owned by Russian businessman Boris 
Mints, plans to hold a public offering of its first series of three-year $360m bonds on 
June 1, the company said.  The price of placement equals the face value of bonds. 



50. VTB will lead RUB3bn bond issue of Sverdlovsk Region  
bne  
23 May, 2012   
 
The finance ministry of Sverdlovsk Region has chosen VTB Bank to lead its RUB3bn 
5-year bond issue, the ministry said.  The ministry picked VTB from 5 bidders. The 
contract price amounts to RUB3.1m. 
51. Transcapitalbank approves offering RUB15bn bonds  
bne  
24 May, 2012   
 
The board of directors of Transcapitalbank has approved offering five issues of 
exchange-traded bonds with a total volume RUB15bn, the lender said.  The 
International Financial Corporation acquired 7.7% in the bank in September. The 
European Bank of Reconstruction and Development owns a 28.6% stake, German 
corporation DEG owns 9.1%, while spouses Olga Gryadovaya and Leonid Ivanovsky 
hold 34%. 
52. Volga IDGC board to mull exchange bond offering June 8  
bne  
24 May, 2012    
 
The board of directors of Volga Interregional Distribution Grid Company (Volga 
IDGC) plans to consider offering its 3-year first and second series exchange bonds at 
a meeting on June 8, the company said.  The size and other parameters of the bond 
offering are expected to be announced after the board's meeting. 
 

RUSSIA loans 
53. Vnesheconombank may buy out debts of Baikal mill  
bne  
21 May, 2012   
 
Vnesheconombank may purchase the debts of Baikal Pulp and Paper Mill, Vedomosti 
reported quoting sources familiar with the situation.  The mill's debt amounts at 
RUB2.9bn, including RUB2bn owed to its main creditor, Alfa-bank.  The mill's other 
large creditor is Basic Element, that previously owned 51% in the mill. The mill owes 
over RUB600m to Basic Element. 
54. Belaruskali will repay loan to Sberbank ahead of schedule  
bne  
21 May, 2012   
 
Belaruskali has decided to repay funds borrowed from Sberbank and the Eurasian 
Development Bank as the loan terms became unprofitable, Belarus' First Deputy 
Prime Minister Vladimir Semashko said, RIANovosti reported.  "The terms of the loan 
agreement significantly worsen in the second half of the period: the interest rate 
rises and so forth. This is why if we feel able to repay it presently, it should 
undoubtedly be done," Semashko said.  Banks' syndicated loan to Belaruskali totals 
$1bn, including $900m provided by Sberbank. 
 

RUS RATINGS 
55. Moody's assigns provisional ratings to notes to be issued by Closed Joint 
Stock Company "Mortgage Agent Uralsib 01", Russian RMBS 
 Moody's 



 25 May 2012 
  
  Approximately RUB [4,300.0] million of Debt Securities affected 
  
  London, 25 May 2012 -- Moody's Investors Service has assigned provisional long-
term credit ratings to Notes to be issued by Closed Joint Stock Company Mortgage 
Agent Uralsib: 
  
 ....Ru.Ruble[4,300.0]M Class A Residential Mortgage Backed Fixed Rate Bonds due 
2045, Assigned (P)Baa3 (sf) 
  
 ....Ru.Ruble[1,075.0]M Class B Bonds were not rated by Moody's. 
  
 RATINGS RATIONALE 
  
 This transaction is the first securitisation of mortgages originated by Bank Uralsib 
(Ba3). The portfolio consists of the Russian residential mortgage loans, originated 
and serviced by Bank Uralsib. Agency for Housing Mortgage Lending OJSC ("AHML", 
Baa1/P-2) will be acting as back-up servicer in the transaction. 
  
 The rating takes into account the credit quality of the underlying mortgage loan 
pool, from which Moody's determined the MILAN Credit Enhancement and the 
portfolio expected loss, as well as the transaction structure and legal considerations. 
The expected portfolio loss of 7.5% and the MILAN required credit enhancement of 
23% serve as input parameters for Moody's cash flow model and tranching model, 
which is based on a probabilistic lognormal distribution as described in the report 
"The Lognormal Method Applied to ABS Analysis", published in July 2000. 
  
 The rating also reflects the fact that the issuer account bank, ZAO Citibank, is an 
unrated entity and all collections as well as the reserve funds in the transaction are 
being held in this bank. This is mitigated by the appointment of Sberbank (Baa1/P-2) 
as back-up account bank and the account bank transfer triggers, which include 
reduction of ownership of ZAO Citibank by the Citigroup companies to below 99% 
and the reduction of the Total Capital Adequacy Ratio of ZAO Citibank below 12%. 
  
 The most significant driver for the MILAN Credit Enhancement number, which is in 
line with other MILAN CE numbers in the Russian RMBS transactions, was the limited 
amount of historical information available from the originator, a small proportion of 
borrowers (about 5%) where no income verification was performed, and about 35% 
of the borrowers, whose income was verified using forms provided by the bank 
rather than official tax forms. The main driver for the expected loss, which is also in 
line with expected losses assumed for other Russian RMBS transactions, was the 
limited historical data available on the originator's portfolio. The weighted average 
current loan-to-value (LTV) of 51.21%, which is comparable to the LTV observed in 
other Russian RMBS transactions. 
  
 The transaction benefits from an amortising reserve fund sized at 5% of the notes at 
closing and replenished before the interest payment on the unrated Class B notes. 
Subject to conditions such as doubling of credit enhancement under Class A, 
cumulative defaults being below 10%, no draws on the reserve fund, and no unpaid 
principal deficiency on Class A, the reserve fund may amortise at 5% of the 
outstanding notes down to a floor of 1% of initial note balance. The transaction also 



benefits from a non-amortising commingling reserve of 1% of the outstanding notes 
balance at closing. 
  
 The provisional ratings address the expected loss posed to investors by the legal 
final maturity of the Notes. Moody's issues provisional ratings in advance of the final 
sale of securities, but these ratings represent only Moody's preliminary credit 
opinions. Upon a conclusive review of the transaction and associated documentation, 
Moody's will endeavour to assign definitive ratings to the Notes. A definitive rating 
may differ from a provisional rating. Other non-credit risks have not been addressed, 
but may have a significant effect on yield to investors. 
  
 The V Score for this transaction is High, which is in line with the score assigned for 
the Russian RMBS sector. The High V-Score reflects uncertainty associated with legal 
and regulatory environment in the sector, limited experience of the originator in the 
securitisation market, and limited performance data available for the book of the 
originator. V-Scores are a relative assessment of the quality of available credit 
information and of the degree of dependence on various assumptions used in 
determining the rating. High variability in key assumptions could expose a rating to 
more likelihood of rating changes. The V-Score has been assigned accordingly to the 
report "V-Scores and Parameter Sensitivities in the Major EMEA RMBS Sectors" 
published in April 2009. 
  
 Moody's Parameter Sensitivities: If the portfolio expected loss was increased from 
7.5% to 15% and MILAN Credit Enhancement was increased from 23% to 36.8%, 
the model output indicates that the Class A notes would have achieved Ba1. 
  
 Moody's Parameter Sensitivities provide a quantitative/model-indicated calculation 
of the number of rating notches that a Moody's structured finance security may vary 
if certain input parameters used in the initial rating process differed. The analysis 
assumes that the deal has not aged and is not intended to measure how the rating of 
the security might migrate over time, but rather how the initial rating of the security 
might have differed if key rating input parameters were varied. Parameter 
Sensitivities for the typical EMEA RMBS transaction are calculated by stressing key 
variable inputs in Moody's primary rating model. 
  
 The principal methodology used in this rating was Moody's Approach to Rating RMBS 
in Emerging Securitisation Markets -- EMEA published in June 2007. Please see the 
Credit Policy page on www.moodys.com for a copy of this methodology. 
  
 Other Factors used in this rating are described in Key Legal and Structural Rating 
Issues in Russian Securitisation Transactions published in June 2007. 
  
 In rating this transaction, Moody's used a cash flow model to model the cash flows 
and determine the loss for each tranche. The cash flow model evaluates all default 
scenarios that are then weighted considering the probabilities of the lognormal 
distribution assumed for the portfolio default rate. In each default scenario, the 
corresponding loss for each class of notes is calculated given the incoming cash flows 
from the assets and the outgoing payments to third parties and noteholders. 
Therefore, the expected loss or EL for each tranche is the sum product of (i) the 
probability of occurrence of each default scenario; and (ii) the loss derived from the 
cash flow model in each default scenario for each tranche. Moody's also considered 
scenarios where the Mortgage Agent has defaulted as a result of nonpayment of 
senior fees or interest on the notes, asset-liability mismatch, or insufficient mortgage 



coverage. In this case, Moody's assumed that the liquidation of assets occurred and 
the notes were repaid according to the post-enforcement waterfall using the 
proceeds of the asset liquidation assuming a recovery rate of 50%. 
  
 As such, Moody's analysis encompasses the assessment of stressed scenarios. 
   
  
56. Moody's upgrades Metallurgical Commercial Bank to B2; stable outlook 
 Moody's 
 22 May 2012  
  
 Moody's Investors Service has today upgraded the long-term local and foreign 
currency deposit ratings and long-term local currency debt ratings of Metallurgical 
Commercial Bank (Metcombank) to B2 from B3. The bank's Not Prime short-term 
local and foreign currency deposit ratings and the E+ standalone bank financial 
strength rating (BFSR) remained unchanged, although the BFSR now maps to a 
standalone credit assessment of b2 (formerly mapping to b3). The outlook on the 
long-term ratings and the BFSR is stable.  
  
 RATINGS RATIONALE 
  
 According to Moody's, the upgrade of Metcombank's long-term ratings is driven by 
(i) continued diversification of the bank's business profile reflected in the increasing 
number of products and clients in its retail portfolio (mainly auto loans), and 
improvements in its regional coverage; (ii) a significant decline of related-party 
lending; (iii) a track record of adequate financial performance in the recent years and 
(iv) the rating agency's expectations of further improvement in diversification of the 
bank's funding base and loan portfolio. 
  
 Since 2009, Metcombank has been implementing its strategy related to 
diversification of its business. During 2011, the retail portfolio (predominantly auto 
loans) recorded a three-fold increase, year-on-year, and accounted for 61% the total 
loan book as at year-end 2011. Moody's observes that the level of Metcombank's 
related-party lending to Russia's largest steel producer -- Severstal Group -- declined 
significantly during the past three years. The level of related-party lending in 2011 
(according to audited IFRS) decreased to 31% of Tier 1 and 4% of the loan book 
(2010: 58% and 10%, respectively, and 2009: 78% and 20%, respectively). In 
addition, 28% of related-party loans were collateralised by related-party deposits, 
which mitigates the credit risk. 
  
 In recent years, the bank demonstrated adequate financial performance. 
Metcombank's profitability was supported by increased net interest margin of 6.8% 
in 2011 (2010: 5.2%), mainly as a result of the performance of high-yield credit 
products; however, profitability was negatively affected by revaluation of securities, 
growing loan loss provision charges and higher operating expenses. Going forward, 
Moody's believes that the bank's profitability will continue to be negatively affected 
by increasing loan loss provision charges. The bank's total capital adequacy ratio 
stood at 11.6% as at 1 May 2012 (according to Russian Accounting Standards). A 
new capital increase of RUB700 million in the form of a subordinated loan was 
injected in the first half of 2012. Moody's notes that taking into account 
Metcombank's growth plans, the bank will need further capital injections to maintain 
a sufficient level capital adequacy. The aforementioned capital increase is expected 



to come either from the International Financial Corporation (which plans to acquire 
around 10% of Metcombank's capital) or from the bank's shareholder. 
  
 Metcombank's asset quality is adequate to date, with problems loans (defined as 
impaired and restructured) accounting for 4.5% of the gross loan book at year-end 
2011. However, Moody's cautioned that -- in the context of such rapid loan book 
growth in recent years -- higher risks could be revealed as the new loan book 
(generated in 2010 and 2011) starts to season, which is likely to result in an 
increase both in the level of problem loans and in the loan loss provision coverage, 
thus exerting negative pressure on the bank's asset quality and profitability 
indicators. 
  
 Despite the declining trend of related-party funding in 2011, Metcombank's reliance 
on funds from Severstal Group still remains considerable (59% of total non-equity 
funding as at year-end 2011 (according to IFRS), and an average ratio of 65% of 
total non-equity funding -- taking into account fluctuation of funds from Severstal 
group in 2011). The volatility of these funds exerts negative pressure on 
Metcombank's liquidity position thereby rendering the bank vulnerable to the 
substantial withdrawal of funds. This situation is somewhat mitigated by (i) the long-
standing close business relationship between Metcombank and Severstal Group, 
which have an agreement whereby Severstal Group seeks to maintain a minimum 
balance on its deposit and current accounts amounting to RUB5 billion and RUB2 
billion, respectively, and (ii) sufficient amount of liquid assets that the bank 
maintains its balance sheet. 
  
 Upward pressure could be exerted on Metcombank's B2 long-term ratings as a result 
of (i) its ability to diversify its funding base away from the largest related-party 
depositor, (ii) further improvements in diversification of its business profile that will 
enable the bank to improve its market shares, and (iii) the bank's ability to maintain 
good financial indicators -- especially in asset quality, in the context of a rapidly 
growing retail loan book. Negative pressure could be exerted on the bank's ratings 
due to an increase in related-party and single-name concentrations and/or 
weakening of the bank's asset quality and capitalisation. 
  
 The methodologies used in this rating were Bank Financial Strength Ratings: Global 
Methodology published in February 2007, and Incorporation of Joint-Default Analysis 
into Moody's Bank Ratings: Global Methodology published in March 2012. Please see 
the Credit Policy page on www.moodys.com for a copy of these methodologies. 
  
 Headquartered in the City of Cherepovets, North-West region of Russia, 
Metcombank reported total audited IFRS assets of RUB25 billion (US$778 million) 
and net income of RUB170 million (US$5.3 million) as at year-end 2011. 
   
  
57. Moody's withdraws all ratings of My Bank 
 Moody's 
 22 May 2012  
  
 Moody's Investors Service has today withdrawn the following ratings of My Bank 
(Russia): E standalone Bank Financial Strength Rating (BFSR), which mapped to 
standalone credit assessment of caa1; Caa1 long-term local and foreign currency 
deposit ratings; Caa1 local currency debt rating; and Not-Prime short-term local and 
foreign currency deposit ratings. 



  
 Prior to the ratings withdrawal, My Bank's BFSR and long-term debt and deposit 
ratings carried a stable outlook. 
  
 RATINGS RATIONALE 
  
 Moody's has withdrawn the rating for its own business reasons. Please refer to the 
Moody's Investors Service's Policy for Withdrawal of Credit Ratings, available on its 
Web site, www.moodys.com. 
  
 The rating withdrawal does not reflect a change in the bank's creditworthiness. 
  
 Headquartered in Moscow, Russia, My Bank reported unaudited total (local GAAP) 
assets of US$671 million as of end-December 2011. 
  
  
58. Moody's withdraws all ratings of My Bank 
Moody's 
22 May 2012  
 
Moody's Investors Service has today withdrawn the following ratings of My Bank 
(Russia): E standalone Bank Financial Strength Rating (BFSR), which mapped to 
standalone credit assessment of caa1; Caa1 long-term local and foreign currency 
deposit ratings; Caa1 local currency debt rating; and Not-Prime short-term local and 
foreign currency deposit ratings. 
 
Prior to the ratings withdrawal, My Bank's BFSR and long-term debt and deposit 
ratings carried a stable outlook. 
 
RATINGS RATIONALE 
 
Moody's has withdrawn the rating for its own business reasons. Please refer to the 
Moody's Investors Service's Policy for Withdrawal of Credit Ratings, available on its 
Web site, www.moodys.com. 
 
The rating withdrawal does not reflect a change in the bank's creditworthiness. 
 
Headquartered in Moscow, Russia, My Bank reported unaudited total (local GAAP) 
assets of US$671 million as of end-December 2011. 
 
59. Moody's Interfax upgrades Metallurgical Commercial Bank to Baa1.ru 
 Moody's 
 May 22, 2012  
  
 Moody's Interfax Rating Agency has today upgraded the long-term national scale 
credit rating (NSR) of Metallurgical Commercial Bank ( Metcombank) to Baa1.ru from 
Baa2.ru. 
  
 Please see ratings tab on the issuer/entity page on moodys.com for information on 
Global Scale Rating. 
  
 According to Moody's Interfax, the upgrade of Metcombank's NSR is driven by (i) 
continued diversification of the bank's business profile reflected in the increasing 



number of products and clients in its retail portfolio (mainly auto loans), and 
improvements in its regional coverage; (ii) a significant decline of related-party 
lending; (iii) a track record of adequate financial performance in the recent years and 
(iv) the rating agency's expectations of further improvement in diversification of the 
bank's funding base and loan portfolio 
  
 RATINGS RATIONALE 
  
 Since 2009, Metcombank has been implementing its strategy related to 
diversification of its business. During 2011, the retail portfolio (predominantly auto 
loans) recorded a three-fold increase, year-on-year, and accounted for 61% the total 
loan book as at year-end 2011. Moody's observes that the level of Metcombank's 
related-party lending to Russia's largest steel producer -- Severstal Group -- declined 
significantly during the past three years. The level of related-party lending in 2011 
(according to audited IFRS) decreased to 31% of Tier 1 and 4% of the loan book 
(2010: 58% and 10%, respectively, and 2009: 78% and 20%, respectively). In 
addition, 28% of related-party loans were collateralised by related-party deposits, 
which mitigates the credit risk. 
  
 In recent years, the bank demonstrated adequate financial performance. 
Metcombank's profitability was supported by increased net interest margin of 6.8% 
in 2011 (2010: 5.2%), mainly as a result of the performance of high-yield credit 
products; however, profitability was negatively affected by revaluation of securities, 
growing loan loss provision charges and higher operating expenses. Going forward, 
Moody's believes that the bank's profitability will continue to be negatively affected 
by increasing loan loss provision charges. The bank's total capital adequacy ratio 
stood at 11.6% as at 1 May 2012 (according to Russian Accounting Standards). A 
new capital increase of RUB700 million in the form of a subordinated loan was 
injected in the first half of 2012. Moody's notes that taking into account 
Metcombank's growth plans, the bank will need further capital injections to maintain 
a sufficient level capital adequacy. The aforementioned capital increase is expected 
to come either from the International Financial Corporation (which plans to acquire 
around 10% of Metcombank's capital) or from the bank's shareholder. 
  
 Metcombank's asset quality is adequate to date, with problems loans (defined as 
impaired and restructured) accounting for 4.5% of the gross loan book at year-end 
2011. However, Moody's cautioned that -- in the context of such rapid loan book 
growth in recent years -- higher risks could be revealed as the new loan book 
(generated in 2010 and 2011) starts to season, which is likely to result in an 
increase both in the level of problem loans and in the loan loss provision coverage, 
thus exerting negative pressure on the bank's asset quality and profitability 
indicators. 
  
 Despite the declining trend of related-party funding in 2011, Metcombank's reliance 
on funds from Severstal Group still remains considerable (59% of total non-equity 
funding as at year-end 2011 (according to IFRS), and an average ratio of 65% of 
total non-equity funding -- taking into account fluctuation of funds from Severstal 
group in 2011). The volatility of these funds exerts negative pressure on 
Metcombank's liquidity position thereby rendering the bank vulnerable to the 
substantial withdrawal of funds. This situation is somewhat mitigated by (i) the long-
standing close business relationship between Metcombank and Severstal Group, 
which have an agreement whereby Severstal Group seeks to maintain a minimum 
balance on its deposit and current accounts amounting to RUB5 billion and RUB2 



billion, respectively, and (ii) sufficient amount of liquid assets that the bank 
maintains its balance sheet. 
  
 Upward pressure could be exerted on Metcombank's NSR as a result of (i) its ability 
to diversify its funding base away from the largest related-party depositor, (ii) 
further improvements in diversification of its business profile that will enable the 
bank to improve its market shares, and (iii) the bank's ability to maintain good 
financial indicators -- especially in asset quality, in the context of a rapidly growing 
retail loan book. Negative pressure could be exerted on the bank's rating due to an 
increase in related-party and single-name concentrations and/or weakening of the 
bank's asset quality and capitalisation. 
   
  
 

CE RATINGS 
60. Fitch Affirms City of Torun at 'BBB'; Outlook Negative  
Fitch 
May 25, 2012 
 
Fitch Ratings has affirmed the Polish City of Torun's Long-term foreign and local 
currency ratings at 'BBB' and the National Long-term rating at 'A(pol)'. The Outlooks 
remain Negative.  
 
The affirmation reflects the solid financial and strategic management in the city with 
the focus on curbing operating expenditure growth to protect the operating balance. 
The ratings also take into account the city's relatively high debt, which Fitch expects 
to further grow due to pressure stemming from the city's ambitious investment plan.  
 
The Negative Outlook reflects Fitch's expectations that the city will face strong 
demand on its debt financing, which may weaken the debt coverage and debt service 
ratio. If the city's operating performance does not materially improve, with its 
operating balance exceeding Fitch projections for 2012 and fully covering the annual 
debt service, Torun's ratings could be downgraded.  
 
In 2011 operating balance fell to PLN65m from PLN108m in 2008 and accounted for 
9.4% of the operating revenue (about 17% in 2008), which was due to the economic 
slowdown and growing spending pressure. The operating balance was not sufficient 
for debt service, covering only 90%. The debt coverage ratio (debt to current 
balance) was high in 2011; it rose to 16 years in 2011 from 5.5 years in 2009.  
 
In light of the city's commitment to curb opex growth and increase the city's revenue 
generation capacity through local tax policy, Fitch expects the city's operating 
balances to improve, rising to about 11% of operating revenue in 2012 and above 
12% in 2014. However, this may prove insufficient to adequately secure the debt 
service and coverage ratios in light of the projected further growth of city's debt in 
2012-2014.  
 
Fitch expects the city's debt level to reach PLN1.1bn in 2014-2015, accounting for a 
high 130% of current revenue (PLN652m and 102%, respectively, in 2011). Torun 
intends to incur low-cost loans with at least 15-year maturity, thus limiting the debt 
service pressure on the budget. However, in Fitch's opinion, without curbing debt 



growth or the significant operating results improvement, the debt service and debt 
coverage ratio may remain weak.  
 
Torun, with 205,000 inhabitants, is located in the Kujawsko-Pomorskie Region. In 
2009 the Bydgosko-Torunski sub-regional gross regional product per capita was 
111% of the national average.  
 
61. Fitch affirms Slovakia ratings  
Fitch 
May 21, 2012 
 
Fitch Ratings has affirmed Slovakia's Long-term foreign and local currency Issuer 
Default Ratings (IDR) at 'A+'. The Outlook on both ratings is Stable. Fitch has 
simultaneously affirmed Slovakia's Short-term rating of 'F1' and Country Ceiling of 
'AAA'. Slovakia's 'A+' IDR balances the economy's good growth profile, moderate 
public and external debt burdens, progress in fiscal consolidation and stable banking 
sector, against downside risks from an intensification of the eurozone crisis. Slovakia 
made strong progress in fiscal consolidation in 2011, cutting the headline budget 
deficit to 4.8% of GDP from 7.7%. For 2012, Slovakia has set an unambitious deficit 
target of 4.6% of GDP, although this is based on a conservative real GDP assumption 
of 1.1% growth relative to Fitch's higher forecast. Fitch expects the Slovak 
authorities to meet its EU excessive deficit target of 2.9% of GDP by 2013, but this 
will require them to decide and implement additional fiscal measures of 2.2% of 
GDP. Achieving the target therefore carries downside risks from both a weaker 
growth outlook and fiscal slippage from a new untested government. Real GDP 
growth is forecast by Fitch to fall to 2.1% in 2012 from 3.3% in 2011. This reflects 
both a slowdown in economic activity in Slovakia's key trading partners and weak 
private consumption growth at home. Risks to growth remain predominately on the 
downside. However, a robust auto manufacturing sector and growing export demand 
from emerging markets means Slovakia will likely remain one the strongest-growing 
EU countries in 2012. External finances continue to benefit from stable net FDI 
inflows and the resilient export sector. Slovakia's current account position has 
improved significantly since 2008 from a deficit 5.8% of GDP to a moderate surplus 
0.1% of GDP in 2011. The stable banking sector continues to support Slovakia's 
rating. Slovak banks have operated a prudent business model that has shielded them 
from the problems facing their western European parents. A loan-to-deposit ratio of 
85% highlights a strong ability to fund themselves domestically. In addition, Slovak 
banks pose little risk of contingent liabilities to the sovereign. The loans-to-GDP ratio 
was 51% as of end-2011. This compares with a eurozone average of 132%. An 
intensification of the eurozone crisis remains the predominant risk facing Slovakia. 
Eurozone recession and turbulence, or a significant increase in contingent liabilities 
could lead to a downgrade. Significant slippage from fiscal targets and failure to 
specify a credible consolidation path which would put public debt-to-GDP ratio on a 
clear downward trajectory, would also likely lead to negative rating pressure. In the 
medium term, sustained and balanced economic growth, a reduction in the public 
debt ratio and an easing in the eurozone crisis could lead to positive rating action.  
 
62. Moody's lowers PBG's ratings; on review for possible further downgrade  
Moody's 
May 25, 2012 
 



Moody's Investors Service has today lowered PBG S.A. ("PBG") probability of default 
rating (PDR) to Caa3/LD from B2 and corporate family rating (CFR) to Caa1 from B2. 
The ratings have been placed on review for possible further downgrade.  
 
RATINGS RATIONALE  
The downgrade of PBG's PDR to Caa3/LD reflects the recently announced standstill 
agreement with its financing banks and the extension of bank facilities that were due 
shortly or over the past few weeks, all of which are considered by Moody's as a 
distressed exchange and a limited default (LD). After three business days, Moody's 
will remove the LD designation. The standstill agreement is creating a temporary and 
conditional suspension of enforcement of debt covenants.  
 
The downgrade of PBG's CFR to Caa1 reflects the sharp step-up in leverage (i.e. 
debt/EBITDA, as adjusted by Moody's) within the past two quarters from 4.7x as of 
30 September 2011 to an estimated 10.0x as of 31 March 2012 caused by increased 
debt levels combined with a weaker than expected operating performance for its 
existing operations and the timing differential between the largely debt-financed 
acquisition of 66% of RAFAKO and the generation of EBITDA. A combination of 
events led to the large increase in PBG's debt. The company drew heavily on its 
credit lines to finance the sizeable working capital requirements of its EU-sponsored 
road contracts, the acquisition of RAFAKO, and a call for payment made under a 
RAFAKO performance guarantee.  
 
The lowered ratings also reflect the material deterioration in PBG's liquidity. With the 
standstill agreement PBG aims to (i) refinance its short term debt by longer-term 
financing with the issuance of convertible bonds and (ii) complete at least PLN100 
million of non-core asset sales to reduce leverage.  
 
In Moody's view, a missed payment default might still occur after the standstill 
agreement expires on 19 July 2012 in view of the very high debt burden and the 
short term nature of a sizeable part of its debt. This is reflected in our Caa3 PDR.  
 
PBG's Caa1 CFR also reflects the company's relatively small scale compared to global 
rated peers; however, PBG's more highly specialized business segments, such as 
natural gas and water, provide some protection from competition. However, the 
highly complicated and technical nature of some projects increases business risk.  
 
PBG's profitability, as measured by its EBITA margin, has been squeezed in the past 
two years as the company has expanded beyond its higher margin businesses. Its 
EBITA margin has moved down from a historical average of around 12% in the years 
2007 -- 2009 to 9.6% in 2010 and 7.5% in 2011. This change in profitability has 
been due largely to lower gross margins rather than an increase in administrative 
and other operating costs as a percentage of sales.  
 
The rating is on review for further downgrade. Our review will focus on:  
 
• The outlook for the business. PBG plans to make a public release of its financial 
forecast in mid-June  
 
• PBG's ability to restore its liquidity, which will depend on its success at maintaining 
its existing banking relationships and ongoing access to funding  
 
WHAT COULD CHANGE THE RATING UP/DOWN  



In view of today's action, no upward pressure is currently envisaged on the ratings. 
Further downward pressure on the ratings could arise if business prospects show 
limited improvement, access to liquidity is further compromised or measures are 
insufficient to avoid a distressed exchange or default.  
 
63. S&P lowered SPTT outlook to BBB  
Equilor 
May 25, 2012 
 
S&P downgraded the long-term credit rating to BBB yesterday with a negative 
outlook citing higher pressure on domestic revenues. This is hardly surprising, as 
market players saw such signs earlier this year, and Telefonica was forced to utilize 
retained earnings in order to keep the dividend payment flat at CZK 40 per share. 
Therefore now it is a non-event.  
 
 

SE RATINGS 
64. Croatian exchange rate under pressure 
 Erste 
 May 21, 2012 
  
 The MoF decided to skip the T-bill auction the week of May 14, given the small 
maturing volumes. Since next week also offers negligible maturities, it is most likely 
that the MoF would again opt for the same strategy. However, a more active MoF is 
expected at the end of May and throughout June, when refinancing needs are 
substantially higher (HRK 6.4bn). The FX market took the spotlight, with the 
exchange rate coming under depreciation pressure as investors were positioning for 
next weekís EUR 500mn EUR-linked bond maturity. As the MoF would use receipts 
from the USD 1.5bn issuance on the US market in April, investors have to close their 
positions by buying FX, thus putting transitory pressure on the exchange rate 
(currently in the 7.55-7.56 band). In the coming weeks, we expect some 
stabilization, with oneoffs fading and the tourist season approaching. Bond yields 
showed somewhat mixed w/w performance, where Eurobond and HRK yields 
remained broadly flat, while the USD yield curve edged up approx. 70bp on renewed 
distress on global markets, with the longer end of the USD curve above the 7.5% 
level. 5Y CDS also moved up by 50bp to 502bp, also driven by the same factors. 
  
65. Fitch Revises Outlook on Rompetrol to Stable; Affirms at 'B+' 
 Fitch 
 May 21, 2012 
  
 Fitch Ratings has revised the Outlook on Netherlands-based The Rompetrol Group 
N.V.'s (TRG) to Stable from Negative and affirmed its Long-term foreign currency 
Issuer Default Rating (IDR) at 'B+'.  
     
 The revision of the Outlook primarily reflects the outcome of the legal proceedings 
brought by the Romanian government against Rompetrol Rafinare S.A. (RRC) in 
respect to the bond-to-equity conversion undertaken in September 2010 and the 
ongoing support provided by the KazMunaiGaz National Company (NC KMG, 'BBB-
'/Positive/'F3') to TRG. 
     



 In 2011, the Romanian court issued several rulings dismissing the Romanian 
government's claims to annul the bond-to-equity swap. These rulings have been 
further challenged or appealed by the government, but the legal proceeding has 
been suspended in May 2012 allowing up to six months for negotiations between the 
government and TRG. The agency also considers in its analysis of TRG a scenario in 
which TRG would be obliged to repurchase the government's 44.7% in RRC. 
However, Fitch notes that in light of the historical support provided by NC KMG to 
TRG, it is likely that TRG would receive further financial support from its parent to 
finance such a transaction, which would have a neutral impact on TRG's rating at its 
current level. 
     
 TRG's rating is based on a bottom-up approach in line with Fitch's parent and 
subsidiary rating linkage methodology. The rating reflects the company's standalone 
credit profile, assessed at 'CCC', and a three-notch uplift for parental support from 
NC KMG. 
     
 NC KMG, which has been the company's sole shareholder since July 2009, provided 
substantial support to TRG. NC KMG provided a guarantee to TRG's USD200m 
syndicated five-year loan signed in February 2012. Historical financial support took 
the form of a USD1.1bn cash injection as a capital increase, and subordinated 
shareholder loans (outstanding balance of USD896m at end-2011).  
     
     
 The agency assesses the strategic and legal ties between TRG and NC KMG as 
strong, whilst operational ties are moderate. The strong legal ties stem from the 
direct guarantee of TRG's debt (USD200m) and a cross-default provision in the 
documentation for NC KMG's USD7.5bn Global Medium-Term Note Programme, 
which also relates to TRG's debt.  
     
 TRG's free cash flow remained negative in 2011 as a result of low refining margins 
and capex spending related primarily to the upgrade of the Petromidia refinery. 
Conditions for the refining sector in Europe remain challenging. TRG's leverage is 
significantly higher than its rated peers. 
     
 Short-term debt at YE11 amounted to USD490.7m against a cash balance of 
USD198.6m. Fitch expects TRG will generate negative free cash flow in 2012. 
Liquidity in 2012 will be supported by the currently unutilised USD200m syndicated 
loan. Fitch also assumes the company will be able to extend maturities of the short-
term working capital loans falling due in 2012. 
  
66. Romania Ratings Affirmed At 'BB+/B'; Outlook Stable 
S&P 
25 May 2012 
 
• In our view, Romania is undergoing a process of economic rebalancing and has 
moderate general government debt levels. 
•  
• However, it also has relatively low prosperity, exposure to foreign parent bank 
financing risks, and high, if declining, external debt. 
•  
• We are therefore affirming our 'BB+/B' long- and short-term foreign and local 
currency sovereign credit ratings on Romania. 
•  



• The stable outlook reflects our opinion that Romania's government will continue to 
consolidate its public finances largely in line with the targets it has specified and that 
external imbalances will remain more moderate than in the recent past. 
•  
LONDON (Standard & Poor's) May 25, 2012--Standard & Poor's Ratings Services 
today affirmed its 'BB+/B' long- and short-term foreign and local currency sovereign 
credit ratings on Romania. The outlook is stable. The transfer and convertibility 
(T&C) assessment is 'BBB+'. 
 
The ratings on Romania are constrained by low prosperity and the economy's 
vulnerability to external shocks owing to still-high, albeit declining, external debt and 
dominant ownership of the banking sector by Austrian and Greek parent banks. The 
ratings are supported by the country's improving fundamentals; the fiscal deficit is 
declining, the current account deficit has narrowed, and the economy has started to 
rebalance, with the support of an IMF program. 
 
Foreign institutions own 83% of total banking sector assets. Austrian banks 
dominate, holding 39% of total market share, while Greek banks' subsidiaries 
account for 13% of banking sector assets. We believe operational autonomy might 
limit spill-over effects if confidence in the Greek banking sector continues to weaken. 
 
In our view, however, there is a risk that foreign parent bank difficulties could cause 
the parents to significantly reduce cross-border exposure to their subsidiaries, 
thereby reducing credit availability. Lines of credit from parent banks to their 
subsidiaries are 25% of total balance sheet liabilities (excluding capital) for 
Romania's aggregate banking sector, and 35% for the Greek subsidiary banks. 
However, we note that the regulatory and prudential frameworks have been 
strengthened so as to mitigate the risk of a funding or capital withdrawal by parent 
banks. 
 
Following economic growth of 2.5% in 2011, we expect the pace of expansion to 
slow to 1.2% in 2012, owing to a moderation in external and domestic demand. In 
our view, real GDP will strengthen to an annual average of 3.5% in the medium term 
owing to rising investment, facilitated by the increased use of EU funds and a 
recovery in foreign direct investment (FDI), which will support household spending 
and exports. However, private consumption is likely to remain constrained in the 
short term by the need for continued household deleveraging--foreign-currency 
household borrowing (mainly euros) accounts for about two-thirds of the loan book. 
While the currency has stabilized, it is currently about 30% weaker in nominal terms 
against the euro compared with its peak in mid-2007, increasing households' debt 
burden in local currency terms. 
 
The authorities have so far adhered to the reforms agreed with the IMF under its 
current program. The stand-by arrangement (SBA) with the IMF was renewed in 
March 2011 for two years, on a precautionary basis. However, commitment to 
structural reform or fiscal restraint may be tested by public opposition, especially 
against the background of the upcoming general elections. Moreover, a concurrent 
slowdown in the European economy could weaken Romania's balance of payments 
performance and raise external funding vulnerabilities. 
 
The authorities aim to lower the general government budget deficit to under 3% of 
GDP in 2012 on the accruals-based EU ESA 95 accounting standard, despite a 
decision to raise public sector wages in June and December (reversing previous wage 



cuts). Fiscal consolidation will include means testing for social welfare benefits, a 
reduction in the number of social assistance programs, steps to broaden the tax 
base, a pension freeze, and capital expenditure rationalization. We expect some 
fiscal slippage, partly owing to our lower projection for GDP growth, and risks 
associated with the November 2012 parliamentary election, though the rise in public 
sector wages may stimulate consumption-related taxes more than currently 
expected. 
 
Standard & Poor's anticipates that net general government debt will peak at about 
30% of GDP in 2012 before falling very gradually. While general government arrears 
have declined to 0.2% of GDP currently, mainly at the local government level, total 
state-owned enterprises' (SOEs') arrears are high at about 4% of GDP. SOEs in the 
energy and transport sectors are in the process of being reformed by liberalizing 
prices and restructuring, although we believe there may be a reluctance to close 
loss-making companies or sell state assets, given that this would be publicly 
unpopular. 
 
The country's net external liability position has narrowed to 130% of current account 
receipts (CARs). However, because of capital account flows and FDI and other equity 
funding, external debt net of liquid assets is lower at 60% of GDP, also down from 
recent years, following a period of rapid growth. We expect Romania's current 
account deficit to remain around 4% of GDP in 2012, after having adjusted from 
11.6% in 2008. External liabilities are expected to decline relative to CARs, as 
external leverage in the private sector decreases. 
 
The stable outlook reflects our opinion that Romania's government will continue to 
consolidate its public finances largely in line with specified targets, and that external 
imbalances remain more moderate than in the recent past. We expect that the SBA 
will help to minimize the risk of fiscal slippage and that the parents of Romanian 
banking subsidiaries will not significantly reverse their cross-border advances. 
 
If, against our expectations, the pace and extent of fiscal consolidation were to slow 
beyond what we currently expect, the authorities were to deviate from the structural 
reform strategy, or Romania's external deficits were to widen significantly without 
improving the country's long-term growth potential, the ratings could come under 
pressure. 
 
Conversely, if the government continues to push through with structural measures to 
improve competitiveness and potential growth, while building a sustained track 
record of fiscal prudence, as external pressures diminish, we could raise the ratings. 
 
 
 
 

UKRAINE CREDIT 
67. More details of Ukraine’s $2bn deal with Russian bank 
ING 
23 May 2012 
 
The details differ from the prolongation deals on this loan done before. 
 



Nevertheless, the burden of the state debt servicing should be fully manageable in 
the near term. 
 
The Ukrainian news agency UNIAN disclosed the details of a recent agreement 
Ukraine reached with a Russian bank on a US$2.0bn loan due June 2012 (see our 
Ukraine: Markets snapshot of 22 May). This time, the agreement for the loan is more 
complicated than previous deals, which included the prolongation of just six months. 
In particular, US$0.5bn is to be repaid on the day of redemption (June 2012), 
US$0.5bn is to be prolonged for another term (probably six months), and the 
remaining US$1.0bn could be refinanced through the issuance of Eurobonds, which is 
expected this year. Taking into consideration that this bank is also among the lead-
managers of the upcoming sovereign Eurobonds issuance, we assume that US$1.0bn 
is to be purchased by this bank during the Eurobonds placement. 
 
Even though new terms of the loan stipulate the repayment of US$0.5bn in June, the 
terms are more favourable than previous ones because half of the loan would 
actually be refinanced into a longer-term obligation, as upcoming Eurobond issuance 
may be of medium- or long-term obligations. The readiness to refinance the loan into 
Eurobonds issuance can also provide clues to the intention to issue Eurobonds in the 
next month. At the same time, the repayment of US$0.5bn in June (together with 
the redemption of previously issued Eurobonds worth US$0.5bn) should not be a 
significant burden for the government as governmental FX liquidity slightly exceeds 
the volume of the external repayment in June. Therefore, we expect the news to help 
keep prices of sovereign Eurobonds unchanged. Furthermore, refinancing the 
US$1.0bn obligation into a longerterm one would reduce the debt repayment burden 
of the government this year. 
 
68. Ukraine to issue domestic bonds to repay half of $2bn VTB loan 
 bne 
 May 24, 2012 
  
 Ukraine will issue domestic bonds to the value of $1bn to repay half of a $2bn loan 
from Russian state bank VTB due in June 2012, according to economy minister Petro 
Poroshenko, in comments to journalist May 23. 
  
 "The decision has been made that $1 billion of government bonds will be issued for 
a period of two years at an interest rate considerably lower than current market 
quotes," Poroshenko said, as quoted by Interfax. 
  
 "I think that the Finance Ministry and government have carried out very professional 
work and found a compromise that will remove the debt burden on payments for this 
year by the above amount. Also, the risks for our gold and foreign currency reserves 
will be removed at this amount," Poroshenko added, according to Interfax. 
  
 Poroshenko also indicated in response to a question that around $500m could be 
repaid in 'live' money with $500m of the dollar rolled over by VTB. 
  
 The $2bn bridge loan at 6.7% was issued in June 2010 and has been rolled over 
three times since then. In November 2011 Prime Minister Mykola Azarov said that an 
agreement has been reached to turn the loan into a long-term facility, but this seems 
not to have come to fruition.  The bonds will be placed at below-market yield and 
should be redeemed in 2 years. Ukraine has started repaying loans to the 
International Monetary Fund in 2012, and has been reported to have requested a 



restructuring of the payment schedule. In 2013, Ukraine will have to repay $7.7bn of 
IMF funding. The repackaging of the VTB debt as domestic bond issue will postpone 
repayment of the half of the loan to 2014 reducing the pressure next year, Dragon 
Capital analyst Olena Bilan was quoted as saying by Kommersant Daily. 
  
  
69. Eurozone could slow Ukraine growth to 2% 
 bne 
 May 23, 2012 
  
 Brokerages Troika Dialog And Art Capital are retaining their previous GDP growth 
forecasts for Ukraine despite the new wave of the Eurozone crisis, according to 
newswires. Troika's forecast for GPD growth remains at 3% in 2012, with the 
possibility of only 2% growth if Eurozone problems are not solved, according to 
Interfax. Art-Capital puts GDP growth marginally higher at 3.1%,  
  
 "If the macroeconomic situation in Europe does not improve, it is not inconceivable 
that the Ukrainian economy will show a sluggish pace this year and its growth will be 
around 2%," says a Troika Dialog press release as quoted by Interfax. 
  
 Export performance is crucial for Ukraine, according to Troika. With 50% of exports 
going to Russia and Europe, the economic performance in those countries is crucial, 
says the report.  
  
 According to Art Capital, the Eurozone crisis could be compensated for in Ukraine by 
government moves to reduce the shadow economy and record low inflation. 
  
  
70. Analysts retain Ukraine's GDP growth forecast in 2012 at 3.1%  
bne  
23 May, 2012   
 
The slowdown in the pace of industrial production growth in Ukraine to 1.7% 
expected in 2012 will not affect the pace of GDP this year, analysts from the Art-
Capital investment company believe.   They retain their GDP forecast of a rise of 
3.1%, reads the survey.  The experts also downgraded their annual inflation 
projections from 8% to 5%, taking into account the present pace of prices.   
71. NPLs still climbing, says central bank 
bne 
May 22, 2012 
 
Non-performing loans (NPLs) increased slightly by 0.25% January through April to 
reach a total of 9.86% of total loan portfolio of Ukrainian banks, according to the 
National Bank of Ukraine (NBU) reports Interfax. 
 
Official figures are thought to considerably understate the size of NPLs, however, 
with the World Bank naming a ballpark figure of 40% for Ukraine earlier this year. 
 
72. BP ran $508mn surplus in April 
Art Capital 
May 25, 2012 
 



The NBU released April 2012 BP data. The current account runs a $621mn deficit, 
the financial – a $1.1bn surplus. The result is a BP surplus of $504mn. 
 
Oleg Ivanets: Similarly to March, April habitually favors Ukraine’s foreign trade as 
exports of metallurgy, foodstuffs and machinery rise and imports of gas go down. 
This year’s April, however, saw trade balance deteriorate as machinery imports 
(+51% YoY) and foodstuffs imports (+27% YoY) leapt. April’s total imports grew 
15% YoY as a result; in March, imports posted a 3% gap with last year. Meanwhile, 
exports grew a mere 3% YoY in April. Metallurgy exports are down 10% from last 
year, minerals down 30%. Exports were on net positive, driven by foodstuffs and 
agriculture, which saw their exports leap 68% YoY on low comparison base and 
accelerated machinery exports (from 2% in March to 13% in April), railcars in 
particular. The financial account surplus came chiefly from an inflow of crediting, 
whose positive balance was at $684mn. The ‘other capital’ account ran a positive 
balance, too ($372mn). FDI stands at an extremely low $122mn. We confirm our 
2012 BP deficit forecast at $5.5bn. 
 

 
 
73. Ferrexpo: 2012 capex guideline 
ING 
May 22, 2012 
 
Interfax cited Ferrexpo’s COO Brian Maynard, who announced that Ferrexpo plans to 
grow capex in its Ukrainian assets by more than 50% YoY to US$500m in 2012, 
including US$125m of maintenance needs. It also reported that, in 2011, the 
company more than doubled capital expenditures to US$378m (of which US$128m 
was sustaining capex) and plans to spend US$2bn in total over the next five years. 
The adopted investment programme targets an increase in pellets output of one-
third to 12mtpa through the end of 2013 (the first ore from the Yeristovo mine is 
expected this year), reaching production of 65% Fe pellets through end-2014. 
Another approved project includes the Poltava mine life extension to 2038, with the 
approved realisation timeframe to 2018. 



 
We see no reason to worry about a potential worsening of Ferrexpo’s credit stance as 
a result of the expected hike in capex. The approved projects are already fully 
funded, with US$890m held in cash and equivalents as of end-2011, and given the 
company’s strong cash flow generation in past years. In 2011, net cash flow from 
operations amounted to US$503m and more than fully covered the annual capex. We 
also note that low leverage for Ferrexpo (gross debt-to-EBITDA of 1.2x at end 2011) 
should enable it to raise extra debt if required. The company has also mentioned VAT 
arrears as a source of extra liquidity risk that may lead to additional cash outlays 
during the year. 
 
FXPOLN notes due in 2016 are trading to yield 11.5%, implying a 150bp spread to 
the sovereign notes. 
 
Investment implications: The expected hike in capital expenditures by Ferrexpo in 
2012 poses minimal risk to the company’s credit profile, in our view. The adopted 
investment programme is fully funded with available debt proceeds and strong 
operating cash flow. At the same time, Ferrexpo’s current very low leverage provides 
for sufficient headroom to raise extra debt if required. 
 
74. Finance Ministry raises UAH 131.8m from bond issue 
Foyil Securities 
May 25, 2012 
 
The Ministry of Finance sold five-year UAH-denominated bonds worth UAH 131.8m 
on its May 24 debt auction. The cut-off rate at the placement was set at 13.95%, 
below the initial guidance of 14.3%. The government was not able to find buyers for 
its three- and seven-year papers. The gross amount of placements for the year to 
date totaled UAH 30.9bn. The ministry plans to raise UAH 20.2bn in proceeds from 
bond sales in May.  
 
Our view: The government faces heavy debt repayments in May and June this year, 
hence we estimate it will step up issue volumes at the next tenders. Additionally, 
Ukraine is expected to place an equivalent of USD 1bn in local bonds to refinance 
some portion of the loan to VTB Capital. As a result, we expect increase in yields on 
sovereign issues in the mid-term. 
 
75. Forex market imbalances are temporary 
Art Capital 
My 25, 2012 
 
Oleg Ivanets: May 23 saw this year’s largest amount of forex sold on the interbank 
forex market (IFM) – an equivalent of $1.3. Forex has recently attracted heightened 
demand from IFM participants, causing rate growth and forcing the National Bank to 
step in yesterday with a dollar injection. The situation repeated itself on May 24, 
demand staying high. Banks began to sell off OVDP and buy dollars, making 
secondary markets OVDP yields rise 1-2pp on the day. The NBU had to intervene 
again. The rise in demand is due to non-residents exiting OVDP and getting dividend 
payments. Meanwhile, the lack of IMF support deprives hryvnia of grounded long-
term stability, another factor that weighs on the market and leads to the smallest 
fluctuations being interpreted as a signal to exit the hryvnia. Despite current 
fluctuations, we look for the situation to stabilize shortly, thanks to the interventions 
of the NBU, which still has sufficient resources to back up the hryvnia. 



 
76. Government bonds: shortening the maturity term for FX-bonds may 
attract demand 
ING 
May 22, 2012 
 
During today’s auction the government is offering 12M, 2Y hryvnia bonds, 3Y FX-
linked bonds and 12M, 2Y USD-denominated securities. 
 
At the end of the last week banking liquidity finally felt the influence of corporate tax 
payments and shrank by 14% DoD to UAH18.8bn on Monday. This reduction was 
mirrored by a slight increase in money market rates. The 1M rate now stands at 
7.17%, 52bp above the lowest rate YTD a month ago, showing a reversal in the 
downward trend. Bond yields in the secondary market mostly stayed flat while the 1Y 
rate gained in yield c.25bp WoW to 14.25%. 
 
The NBU announced on Friday that it is again changing the reserve requirements for 
banks, decreasing the level of mandatory reserves to be blocked in a separate 
account within the NBU from 60% to 50%. The amendments should become valid on 
31 May. The share of reserves to be kept with the NBU at the start of the day was 
raised from 30% to 40%. The move of the NBU is aimed at supporting banks’ 
liquidity. This should release another portion of free liquidity into the banking 
system, presumably UAH1.0bn. We, however, believe that market demand at 
auctions will hardly be influenced by this move as current liquidity levels are 
sufficient to generate significant demand, at least for short- term bonds. At the same 
time, a lack of market demand is not related to a liquidity shortage, but is rather 
caused by investors’ unwillingness to take investment risks at current rates. 
 
We think that most market demand at today’s auction may be for the 12M USD 
bonds rather than hryvnia bonds with the same maturity. Demand for 12M UAH 
bonds has little grounds for revival. One of the reasons suppressing it is a short-term 
decline in hryvnia liquidity. Besides, 12M bond yields on the secondary market have 
experienced a recent increase and exceed the last cut-off yield by c.25bp. This, 
together with cautious investor mood regarding the market situation in 9-12 months, 
should keep demand from significantly recovering. 
 
The sale of 2Y and 3Y FX-linked securities may bring good support to the state 
coffers. Both securities may see non-market deals while 3Y securities may also be 
sold to investors interested in closing open FX positions. It also will not surprise 
market participants if the MoF decides to include to offer longer-term securities (5Y 
and 7Y bonds), which the MoF has actively used recently in its attempts to finance 
the borrowing plan. 
 
According to the amended auction schedule, the MoF is offering 12M and 2Y USD 
bonds today instead of 1.7Y securities. This may lead to an increase in FX revenues 
as investors are likely to find short-term bonds more attractive. We believe that 
despite rising yields for Ukrainian Eurobonds (1Y bonds trade at c.10.00%), the MoF 
will try to set the cut-off rate for 12M USD bonds at around 9.00%. Such a yield still 
offers a good spread vs the cost of funds attraction by banks as the average USD 
deposit rates stand at 6.0- 7.0%. 2Y USD securities should see little, if any, demand 
as the MoF may try to keep the cut-off rate the same as for 1.7Y securities at 
9.30%. 
 



77. Government bonds: investors have not yet returned to the market 
ING 
May 23, 2012 
 
Yesterday’s auction saw demand for hryvnia bonds remain at zero while no bids were 
submitted for UAH bonds. The government raised only US$3.6m from the sale of 2Y 
FX securities. 
 
Demand for 12M FX bonds consisted of 6 bids and stood at US$5.1m yesterday. The 
yield asked by market participants was within a 8.90-9.30% range. Despite a wide 
yield range (with the minimum asked yield 40bp below the rate for 1.7Y securities) 
the government, surprisingly, did not satisfy any bid. 2Y USD bonds received only 
one US$3.6m bid asking for a 9.20% yield, which was accepted by the MoF and 
became the only source of proceeds at yesterday’s auction. The yield asked by the 
investor seems to be a non-market one as it is 10bp below the last cut-off rate for 
1.7Y bonds. Therefore it is possible that the deal was done in order to show the 
benchmark for the market in further sale of 2Y USD bonds. It is unlikely the demand 
came from private investors. 
 
Hryvnia bonds were ignored by market participants for the second auction running. 
This was expected, taking into account an increased yield for 12M bonds at the 
secondary market. This reflects worsened investor moods regarding the financial 
markets in the near-term future. Therefore, demand recovering at auctions is 
unlikely at the current cut- off rate for 12M bonds and the government is unlikely to 
review the rate in the nearest future. 
 
Medium-term bonds as well as FX-linked securities did not find any support 
yesterday. Thus, the ministry has only three auctions left to fulfil its borrowing plan, 
i.e. to raise another UAH5.2bn, which is not a hard task taking into consideration the 
ability to sell the bonds through non-market deals involving state-owned banks and 
corresponding NBU refinancing. At the same time, the government has no big 
outstanding repayments until the month end (UAH1.0bn on old bonds), which 
decreases the pressure of funds attraction. 
 
Next auction will be conducted tomorrow and the bond offer will include 12M, 3Y, 5Y 
and 7Y hryvnia bonds. 
 
78. Kyiv to raise USD 438 mln in debt to redeem Eurobond 
Concorde 
May 25, 2012 
 
The Kyiv (CITKIE) City Council amended the municipal budget yesterday and 
approved of raising UAH 3.5 bln (USD 438 mln) in three-year debt domestically to 
redeem USD 250 mln in Eurobonds maturing in November and cover the budget gap. 
The interest rate is capped at 15.25%. 
 
Vitaliy Vavryshchuk: Given the high targeted debt volume and below market cap on 
the rate, we expect Kyiv officials will attract money in a non-market deal with 
commercial banks. The most likely scenario foresees commercial banks disbursing 
money for Kyiv, with funding coming via refinancing loans from the NBU. We are 
confident the central government will support the timely redemption of Kyiv’s 
Eurobonds. The news came in fully expected and should have negligible impact on 
the Eurobond price. 



 
 
79. National Bank of Ukraine abates reservation rate 
Phoenix 
May 22, 2012 
 
The National Bank of Ukraine (NBU) changed the reservation requirements for 
Ukrainian banks reducing the obligatory reservation rate by 10% (from 60% to 
50%), Kommersant newspaper reported yesterday (May.21). According to NBU, 
resolution #197 is to take effect starting May, 31 2012; Ukrainian banks should keep 
fewer funds on NBU special accounts with blocked access within the month. Daily 
reserve requirements will simultaneously increase from 30% to 40% to mitigate 
additional liquidity risks. 
 
80. Rating agencies assign Ukrainian Railways B- ratings 
ING 
May 23, 2012 
 
Fitch Ratings has assigned the State Administration of Railways Transport of Ukraine 
(Ukrzaliznytsia, UZ) long-term foreign and local currency ratings of B-. The outlooks 
on ratings are stable. Similarly, Standard & Poor’s has also assigned very recently a 
B- long- term corporate credit rating to the Ukrainian Railways with a positive 
outlook. The positive outlook reflects the agencies’ view that if Ukrzaliznytsia is 
successful in extending its debt maturity profile, this could ease the refinancing risk 
that weighs on the rating, and lead to an increase of the rating by one notch. Both 
agencies admit the assigned ratings reflect the borrower’s very important role in 
managing national railways and its very strong link with the Ukrainian government 
implying a high likelihood for timely and sufficient extraordinary government support 
to the company. We note that the assigned Fitch rating is one-notch below its 
Ukraine sovereign credit rating of B and the B ratings assigned for the most of 
existing corporate debt issuers from Ukraine (Ferrexpo, Kernel[e], Metinvest, DTEK[ 
f ] and MHP[ f ] ). The rating of S&P is two notches below the Ukraine sovereign 
credit rating of B+ while the intention of S&P to downgrade the sovereign rating soon 
puts the assigned rating of Ukrainian Railways to the same level of risk evaluated by 
Fitch. 
 
Ukrzaliznytsia reported earlier it is preparing to tap external capital markets in 2012 
and place a debut US$1bn Eurobond to finance the planned upgrade of railways 
network and rolling stocks (UAH53bn cumulative investments required). The 
company’s balance sheet is free of debt, according to Fitch, but at the group level 
the indebtedness is mostly of short-term nature with 40% of debt maturing within 
one year. Taking into account the group’s tight liquidity, skewed debt repayment 
schedule and capex requirements, a successful issuance of a bond by Ukrzaliznytsia 
or establishment of longer-term bank loans could ease short-term refinancing risks 
significantly for the company. At the same time, a success of a new debt placement 
by the Ukrainian Railways in 2012 is seen as almost entirely conditional on a 
potential window opening for the Ukrainian borrowers under the current heightened 
volatility of external markets. We expect the market will price Ukrzaliznytsia’s debt in 
a close connection to the sovereign notes pricing and will require a moderate 
premium over government debt yields. Current market bid quotes suggest a 
premium could reach 250-350bp over the quotes on government 2016 notes, or 
12.5-13.5%, similar to the pricing of state-owned banks EXIMUK and OSCHAD[f]. In 
case the government provides its guarantee on railways debt, this could help support 



demand and reduce the placement yield closer to the sovereign curve (Naftogaz[f] 
2014 notes offering direct state guarantee are priced at 160bp above government 
issue yields). 
 
Investment implications: The assigned ratings for Ukrzaliznytsia are one-to-two 
notches below the current ratings for Ukraine sovereign credit and reflect the 
company’s weak business risk profile and leveraged financial profile. However, the 
placement may occur at the spreads to sovereign close to the ones of state-owned 
entities (eg, EXIMUK, OSCHAD) having no direct state guarantee. 
 
81. Rating agencies assign Ukrainian Railways B- ratings 
Alfa Bank 
23 May 2012 
 
Fitch Ratings has assigned the State Administration of Railways Transport of Ukraine 
(Ukrzaliznytsia, UZ) long-term foreign and local currency ratings of B-. The outlooks 
on ratings are stable. Similarly, Standard & Poor’s has also assigned very recently a 
B- longterm corporate credit rating to the Ukrainian Railways with a positive outlook. 
The positive outlook reflects the agencies’ view that if Ukrzaliznytsia is successful in 
extending its debt maturity profile, this could ease the refinancing risk that weighs 
on the rating, and lead to an increase of the rating by one notch. Both agencies 
admit the assigned ratings reflect the borrower’s very important role in managing 
national railways and its very strong link with the Ukrainian government implying a 
high likelihood for timely and sufficient extraordinary government support to the 
company. We note that the assigned Fitch rating is one-notch below its Ukraine 
sovereign credit rating of B and the B ratings assigned for the most of existing 
corporate debt issuers from Ukraine (Ferrexpo, Kernel[e] , Metinvest, DTEK[ f ] and 
MHP[ f ]). The rating of S&P is two notches below the Ukraine sovereign credit rating 
of B+ while the intention of S&P to downgrade the sovereign rating soon puts the 
assigned rating of Ukrainian Railways to the same level of risk evaluated by Fitch. 
 
Ukrzaliznytsia reported earlier it is preparing to tap external capital markets in 2012 
and place a debut US$1bn Eurobond to finance the planned upgrade of railways 
network and rolling stocks (UAH53bn cumulative investments required). The 
company’s balance sheet is free of debt, according to Fitch, but at the group level 
the indebtedness is mostly of short-term nature with 40% of debt maturing within 
one year. Taking into account the group’s tight liquidity, skewed debt repayment 
schedule and capex requirements, a successful issuance of a bond by Ukrzaliznytsia 
or establishment of longer-term bank loans could ease short-term refinancing risks 
significantly for the company. At the same time, a success of a new debt placement 
by the Ukrainian Railways in 2012 is seen as almost entirely conditional on a 
potential window opening for the Ukrainian borrowers under the current heightened 
volatility of external markets. We expect the market will price Ukrzaliznytsia’s debt in 
a close connection to the sovereign notes pricing and will require a moderate 
premium over government debt yields. Current market bid quotes suggest a 
premium could reach 250-350bp over the quotes on government 2016 notes, or 
12.5-13.5%, similar to the pricing of state-owned banks EXIMUK and OSCHAD[ f ]. 
In case the government provides its guarantee on railways debt, this could help 
support demand and reduce the placement yield closer to the sovereign curve 
(Naftogaz[ f ] 2014 notes offering direct state guarantee are priced at 160bp above 
government issue yields). 
 



Investment implications: The assigned ratings for Ukrzaliznytsia are one-to-two 
notches below the current ratings for Ukraine sovereign credit and reflect the 
company’s weak business risk profile and leveraged financial profile. However, the 
placement may occur at the spreads to sovereign close to the ones of state-owned 
entities (eg, EXIMUK, OSCHAD) having no direct state guarantee. 
 
82. UKRAINE: MONTHLY ECONOMIC REVIEW 
 Art Capital 
 May 25, 2012 
  
 European Crisis Drags on Economic Growth 
  
 The EU debt problems slowed Ukraine’s economy down (1.8% YoY) in the 1Q12. The 
risk of a double dip recession in the EU is affecting Ukraine as the country’s second-
largest trade partner’s purchasing power wanes.  
  
 However, the CIS and Asian markets are showing moderate growth, and Ukraine’s 
world market rivals are showing confident growth of industrial output, which is up 
2.8% YoY (3M12) in Turkey, up 3.4% YoY (4M12) in Russia and up 4.8% (3M12) in 
Poland. The situation led us to cut our 2012 industrial output forecast from 3.5% to 
1.7%. We kept the GDP growth forecast at 3.1%, as the drop in industrial output will 
be offset by an increase in tax revenues and privatization proceeds. We also revised 
the end-of-the-year inflation forecast from 8% to 5% and underscored the need for 
Ukraine to resume cooperation with the IMF to keep the hryvnia stable. Also, we 
improved our yearly forecast of agricultural output index from a negative 5.2% to a 
negative 3.0% based on improved estimates of the winter crop harvest. 
   
   Business environment. The tax burden weighs on companies’ development plans; 
the political standoff with the EU deprives Ukrainian businesses of Western 
investment. The forex market is still stable. However, whether it remains stable in 
the future depends on forex inflows from the Euro-2012 championship and on the 
renewal of the IMF cooperation. 
  
   Economic indicators. Industrial output growth slowed to zero YoY, despite a 
recovery in machinery. Retail sales have grown a confident 15% YoY, which, given 
the sentiment among businessmen, is rather the sign of a disparity between the real 
consumer price index and its calculated value than evidence of positive consumer 
sentiment 
  
  
83. BoP surplus amounted to USD 508mn in April 
VTB Capital 
May 24, 2012 
 
– hardly a sustainable number 
 
News: Ukraine’s Balance of Payments total surplus amounted to USD 508mn in April, 
up from USD 375mn in March but still way below the USD 1bn in April 2011. The 
current account deficit was USD 621mn in April (almost double the March figure), 
while for 4mo12 it stood at USD 1.8bn (on par with 4mo11).?The capital account 
surplus surged to USD 1.1bn in April, up 64% from March. For 4mo12, it amounted 
to USD 1.8bn, well below the USD 3.9bn for 4mo11. 
 



Our View: The widening in the current account deficit was driven by the merchandise 
trade balance going deeper into the red: while exports stayed almost unchanged in 
April, imports surged 14.8% YoY on the back of machinery (gas imports were 
actually lower in both real and monetary terms). However, for the whole year 2012, 
if gas import prices do not decline, the current account balance would be roughly on 
par with last year’s number (in absolute terms), as suggested by the 4mo12 
numbers, although it would decline in relative terms (from 5.4% of GDP in 
2011).?The improvement in the capital account from March was driven by the 
banking sector attracting net debt of USD 219mn vs. the net outflow of USD 277mn 
a month before. This was the first net debt inflow into the local banking sector in 
more than a year and, in the current turbulent market conditions, we do not see this 
as the start of a sustainable trend. The smaller amounts of hard currency outflow 
through the local cash market (-43% MoM in absolute measure) might also be 
reversed quickly were devaluation expectations to mount. In 2012, we expect the 
capital account surplus at ~USD 3.5bn vs. USD 6.6bn in 2011. 
 
84. Ukraine’s Government expects budget deficit of 0.8-1.0% in 2013 
Alfa Bank 
23 May 2012 
 
The budget resolution for 2013 was approved in the parliament yesterday. The 
aforementioned document stipulates a deficit of 0.8-1.0% of GDP for the state 
budget for next year. The expectations look quite optimistic, in our view, taking into 
consideration the expected deficit of 2.8-3.0% of GDP for this year, the 
government’s inability to cut expenditures considerably and the absence of strong 
drivers to boost budget revenues in 2013. Therefore, we affirm our forecast of an 
aggregated budget deficit of 2.5% of GDP for next year. 
 
85. Boryspil Airport cancels tender to arrange issue of eurobonds worth 
$300m  
bne  
21 May, 2012   
 
Boryspil Airport cancelled a tender to buy services to arrange the issue of eurobonds 
worth $300m, reads a company's announcement.  The tender was cancelled, as 
"fewer than two bids had been submitted." 
 

KAZAKHSTAN CREDIT 
86. Kazakh GDP will expand 7% in 2012   
bne  
23 May, 2012   
 
Kazakhstan's economy will grow 7% this year, President Nursultan Nazarbayev 
said.  "We expect 7% growth of GDP this year," Nazarbayev said at the 5th Astana 
Economic Forum.  According to the latest forecasts by the Kazakh government, GDP 
will grow 6% this year.   
87. Kazakhstan's BTA says one more bail out  
bne 
19 May 2012 
 



Kazakhstan’s beleaguered bank BTA says that it needs one more bail out but that will 
be the last, said Askhat Beisenbayev, first deputy chairman of the bank, speaking at 
the EBRD’s annual meeting in London on May 18.  
 
“I don’t think it is a appropriate of assume that BRA will need any further 
restructuring of its debt after we finished the second restructuring,” he said in an 
interview at the event.  
 
“What we are trying to achieve is to create a prudent structure, ending up with a 
level of debt that’s supportable by the bank. Proving we achieve this goal, we believe 
we can turn BTA into a proper working bank again,” said Beisenbayev.  
 
The bank is currently under the control of the national wealth fund Samruk Kazyna, 
which is seeking to sell its 81.5% stake to investors.  
 
The second bail out is expected to come in May, but Beisenbayev is already 
anticipating that it might take longer to organise.  
 
Other bankers in Kazakhstan have called for the government to scrap the bail out 
plans and simply pull the plug on the bank, once the country’s biggest.  
 
“A horrible end is better than a horrow without end, Umut Shayakhmetova, the CEO 
of Halyk Bank told Emerging Markets at the EBRD. “The question is whether it is 
appropriate to spend $12bn to support BTA, which isn’t now a systemically important 
bank.”  
 
88. Kazakhstan Kagazy restructures its US$30m loan from EBRD 
Visor Capital  
May 24, 2012  
 
Impact: NEUTRAL 
 
Facts/News. Yesterday Kazakhstan Kagazy announced that it has restructured its 
US$30m loan from EBRD. The renewed terms postpone repayment of the principal 
amount by one year to 2016 and subject to certain financial covenants, the margin 
on the loan’s interest rate is expected to be decreased to 4%. Updates will take 
effect after the changes to the credit agreement are signed. 
 
Analysis. We believe the announcement was largely anticipated by the market and 
the renegotiated terms are in line with our estimates. 
 
Conclusion/Valuation. We do not expect any share price impact from the 
announcement. As we remain concerned regarding the positive outcome of the 
restructuring of the Company’s US$54m debt to the Development Bank of 
Kazakhstan, we maintain our SELL rating for Kazakhstan Kagazy. The Company is 
currently trading at 2013F P/E and EV/EBITDA of 1.2x and 8.2x, respectively. 
 
Anel Yermekova 
 
89. Kazakhstan monthly: May – Performance muted, due to global 
environment 
Renaissance Capital  
May 24, 2012  



 
*  Kazakh GDP grew 5.6% in 1Q12. The country’s Agency of Statistics (ASRK) 
published preliminary data for the first quarter, indicating that growth is slowing 
(compared with 7% YoY growth in 2011) though still robust, in our view. We believe 
the upcoming summer months and a relatively good harvest will allow the country to 
achieve our forecast 6.2% growth level for 2012.  
 
*  Industrial production growth in January-April 2012 (+2.7% YoY) was undermined 
by a decline in oil production (-1.6% YoY). Manufacturing remains the driver of 
growth (+7.8% YoY), and is largely driven by oil refinery production (+10.1% YoY), 
chemical production (+5.7% YoY) and machinery (+8.8% YoY). We expect the 
decline in oil production to subside towards the middle of the year, and growth in 
manufacturing to allow Kazakhstan to reach our forecast for IP growth of 4% in 
2012.  
 
*  No more than 15% of stocks to be placed under the “people’s IPO.” Oil pipeline 
operator, KazTransOil (KTO), will reportedly undertake an IPO this autumn, followed 
by KEGOC, the electricity grid operator. The placements will take place on the KASE 
(local stock exchange) and will be offered to retail investors (Kazakhstan citizens 
only) and pension funds. The question behind the successful placement of the state-
owned enterprises (SEOs) remains tariff regulation, as most of the companies are 
monopolies or have dominant positions on the markets and their performance is 
highly dependent on state tariff policy.  
 
*  State programme to develop 27 small monofunctional cities aimed to prevent 
social unrest. The programme will be up and running in 2013-2015 and envisages a 
$0.9bn investment in the development of these cities’ economies. The initiative 
follows the recent unrest in Zhanaozen and Satpaev – cities that are highly 
dependent on the production of oil and copper, respectively. We expect the 
programme to play a positive role in strengthening political stability by decreasing 
discontent about remote areas’ low contribution to economic growth.  
 
*  Quasi-sovereign and government debt to be capped at 60% of GDP. The Ministry 
of Finance has proposed limiting external borrowing by Samruk-Kazyna, the 
Development Bank of Kazakhstan and KazAgro, and to restrict external debt 
issuance by other state-owned enterprises. The proposal is in line with the 
government’s attempts to revive the domestic stock market, which is suffering due 
to low offerings of liquid financial instruments. Currently, combined external and 
internal state debt is almost equal to quasi-sovereign debt, and combined they 
account for 24% of GDP. 
 
90. Kazakhstan plans cap on borrowing by state companies  
bne 
May 22, 2012  
 
The Kazakh government may set borrowing limits for state owned enterprises to 
maintain the low level of government debt, Finance Minister Bolat Zhamishev said in 
an interview with Bloomberg.  
 
Kazakhstan’s government debt is currently among the lowest worldwide, and is 
capped at 60% of GDP.  
 



“We already have limits to state debt, but unfortunately we don’t have limits for debt 
on the quasi-state level... At the same time we do have big national companies that 
are subject to development and therefore they have to do international borrowing, 
on a best-practice basis,” Zhamishev told the newswire.  
 
 

EURASIA CREDIT 
91. Georgia: GOGC issued US$ 250mn Eurobonds 
BG Capital  
May 22, 2012  
 
JSC Georgian Oil and Gas Corporation (GOGC) has issued five-year, US$ 250mn 
Eurobonds at a coupon rate of 6.875%, with a maturity date of May 16, 2017. The 
book was oversubscribed four times and the bonds were priced at 98.964% with 
7.125% Yield-to-Maturity. Joint Lead managers were Goldman Sachs and J.P. 
Morgan. 
 
92. Georgian central bank cuts refinancing rate  
bne 
May 24, 2012  
 
Georgia’s central bank cut its main refinancing rate from 6.25% to 6% on May 23.  
 
The move followed a fall in monthly and annual inflation to below government 
targets; 6-7% full year inflation in 2012.  
 
Consumer prices dropped by 2.2% in March 2012 and a further 2.1% in April.  
 
The last change to the refinancing rate was in January 2012.  
 
93. Mongolia: 2013 GROWTH IS OFFICIALLY FORECASTED AT 19% 
Frontier Securities 
May 24, 2012  
 
According to leading Mongolian news portal news.mn on May 22,2012 
(http://politics.news.mn/content/108587.shtml), Parliament of Mongolia has 
approved main directions of Mongolia’s social and economic development in 2013 
 
·  Keeping continuity of action program policy of Government of 2008-2012 
·  New Government and Parliament can clarify it further according to new policy and 
election program 
·  Draft main directions include 26 goals and 171 measures, will require funding of 
4,4 trillion MNT(3.33 billion USD – Frontier Securities) 
·  For 2013 real GDP growth is forecasted at 19% and GDP at current prices is 
forecasted to reach 19 trillion MNT(14 billion USD – Frontier Securities), per capita 
GDP – 4900 USD, official net reserves 4,1 billion USD, population to increase 2% , 
unemployment to be kept at 6,1% 
·  Exchange rate is forecasted at 1326,4 MNT ; there will be tendency of MNT 
appreciation under influence of foreign exchange inflows 
·  38% of investment is to be supplied from domestic sources 
·  MSE is work by principles of LSE 
·  Budget deficit is not to go above 2% of GDP 



·  In a future, policy rate of Bank of Mongolia is to be reduced, also not only to target 
inflation but to develop economy based on banking balance 
·  Budget, trade and payments balances are to be positive and macroeconomic 
stability kept, however, there will be a risk of increasing inflation following rapid rise 
of demand and inflation is to be kept in single digits therefore policy to support 
supply such measures as industrialization, infrastructure development, forming meat 
and fuel reserves, agricultural exchange, SME support, petroleum processing, meat 
,dairy and construction materials plants, vegetables farming will be implemented 
·  Directions are closely prepared with 2013 budget framework declaration 
·  Major mining projects and extraction are to start at 2013, investments into major 
infrastructure development to increase as weak infrastructure is most negative factor 
for Mongolia’s competitiveness, major infrastructure projects in 2013 would include 
o Majority of TT-Sainshand railroad 
o 30% of TT-Gashuunsukhait and Nariin Sukhait-Shivee Khuren railroads(Frontier 
Securities: those railroads are related to MMC(HK:975) and 
SouthGobi(TSE:SGQ;HK:1878) 
o Work is to start on 400 MWt power planed based on TT deposit, Mandalgobi-TT-OT 
220kV overhead powerline and substation, Choir-Tsagaansuvraga 220 kV powerline 
and substation 
o 50 MWt windparks in Tuv province and Sainshand 
o 300-350 MWt hydro plant at Selenge river 
o 1400 km of paved roads, expansion and improvement of 100 km paved road in 
Ulaanbaatar 
o Start of infrastructure works at Sainshand heavy industrial hub 
·  Work on Economic Partnership Agreement with Japan and transparency section of 
FTA with the USA will continue 
 
Dale Choi 
 
94. Mongolia: Cash injection equivalent to a quarter of currency in 
circulation is to hit the economy 
Frontier Securities  
May 21, 2012  
 
EVENT 
 
According to Government of Mongolia on May 16, 2012 (http://open-
government.mn/read-1437-.html) , 
 
Finance Minister D.Khayankhyarvaa has informed that 1 million MNT will be started 
to be issued starting next week in Ulaanbaatar to those senior and developmentally 
challenged citizens who have applied for cash. In doing so, money for April and May 
will be issued together. 
 
According to Ministry of Social protection and Labor of Mongolia, as of May 15,2012, 
272 582 senior and developmentally challenged citizens have applied to receive one 
million MNT bounty and share in cash. According to interview of Finance Minister to 
major Mongolian daily “Zuuny Medee”, remaining 90% of senior and developmentally 
challenged citizens preferred to keep the shares. 
 
Further, according to Government , also, as of May 15,2012, 738 917 citizens 
expressed desire to sell the Erdenes Tavantolgoi shares to Government. 97% of 
those or 717 748 citizens applied to sell shares and get cash, 21 thousand citizens in 



form of payment for residence, 294 citizens in form of education and health 
payment. According to reports, those monies are to be paid next year in three 
installments. 
 
Further, according to Government, Cabinet meeting will finalize issue of nominal 
price of Erdenes Tavantolgoi company shares next week. After nominal price will be 
decided the shares will be started to be sold to national enterprises since June 
1,2012. 
 
Also next week 50 billion MNT will be transferred to State Bank to enroll citizens to 
6% residential loans and 50 billion MNT to Development Bank to support 
SME.Finance Minister also informed that funding necessary for vertical axis road 
works and rail road construction has been fully resolved. 
 
According to interview to major Mongolian daily “Udriin Sonin” on May 15,2012 
Finance Minister said 
 
that it has been planned to pay 330 thousand MNT per senior and developmentally 
challenged citizen per month in April, May and June. However, funds were not 
accumulated because of “funding shortcoming difficulty”. 344 billion MNT accounted 
in the budget for payments are estimated to come in from dividends of Erdenet 
copper mine and prepayments to Erdenes MGL company. “We have requested those 
companies to accumulate monies in the budget.” 
 
In interview to major Mongolian daily “ Mongolyn Unen” on May 14,2012 Finance 
Minister said that funding from Erdenes Tavantolgoi and Erdenet mines will come in 
on May 15,2012. 
 
“In anycase, 334 billion MNT will be transferred before July 1,2012.” 
 
“Dividing money or not, it will impact inflation.” 
 
IMPACT 
 
•   Negative for MNT denominated assets. We expect continued significant 
inflationary pressure. According to Bank of Mongolia, 
 
Inflation: 2012/04 
 
MoM YTD  YOY 
Ulaanbaatar  0.2   8.4   17.8 
State     0.5   8.2   16 
Target <10% 
 
According to National Statistics Office of Mongolia, “the increase in national 
consumer price index compared to the previous month was mainly due to 0.7 
percent increase in food and non-alcoholic beverages and 2.0 percent in clothing, 
footwear and cloth”. 
 
·  Further, according to the Statistics, “at the end of April 2012, currency issued in 
circulation reached 708.9 bln.tog, increased by 60.4 bln.tog or 9.3 percent compared 
to the previous month, and increased by 80.3 bln.tog or 12.8 percent compared to 
same period of the previous year.” 



·  Payments next week are estimated to be 660, 000MNT for 272 582 senior and 
developmentally challenged citizens or approximately 180 billion MNT(equivalent to 
approximately 136 million USD). That would be equivalent to a quarter of currency in 
circulation and 2.82 % of money supply. 
·   
RECOMMENDATION 
 
•   We recommend investors especially those based in Mongolia to account for 
significant inflation already and further continued substantial inflationary pressure. 
·  Inflation is to impact exchange rate to certain degree and vice versa. 
 
Dale Choi 
 
95. Uzbekistan to borrow $2.54bn for gas-chemicals plant  
bne 
May 22, 2012  
 
Uzbekistan has signed an agreement with a group of international banks to borrow 
$2.54bn for the construction of a gas and chemicals plant in the Ustyurt region.  
 
The plant will be constructed by Uzbek-Korean joint venture Uz-Kor, in which 
Uzbekneftegaz has a 50% stake alongside South Korea’s KOGAS, Honam 
Petrochemcial and STX Energy.  
 
The complex at the Surgil field will cost a total of $4bn to build, according to 
Uzbekneftegas.  
 
The Uz-Kor consortium is contributing over $1.4bn of the construction cost, with a 
further $2.54bn to be borrowed from a international banks including the Asian 
Development Bank, the Export-Import Bank of Korea, the China Development Bank, 
ING, Credit Suisse and Nordea.  
 
Uzbekneftegaz said in a statement that the project is “the first project of this scale in 
the petrochemical sector, implemented on the basis of long-term project funding, not 
only in Uzbekistan, but on the whole territory of the CIS.” 
 
 

CE CREDIT 
96. Bank of Latvia on hold  
bne  
May 25, 2012 
 
 
  Citing improving economic growth and lending, and keeping an eye on inflation, the 
Bank of Latvia announced on May 25 it is to keep interest rates on hold.  
 
"In view of the relatively rapid economic growth observed in the last quarters and 
the gradual improvement in lending, against the background of moderate medium-
term risks to price stability, the Council of the Bank of Latvia has assessed the 
current monetary policy conditions as consistent with the economic situation and 
resolved to leave unchanged the interest rates and the minimum reserve ratio for 



the banking sector set by the Bank of Latvia," the central bank said in a statement, 
according to Leta. 
 
The Bank of Latvia's marginal lending facility rate to banks that have used the facility 
no more than five working days within the previous 30 day period remains at 5%, 
whilst the rate moves to 10% for banks that have used the facility on 10 working 
days, and 15% for those going over that limit.  
97. Bank of Lithuania boosts 2012 growth forecast 
bne  
May 23, 2012 
 
The Bank of Lithuania hiked its growth forecast for 2012 by close to 1pp on May 22, 
as rising domestic demand pushed first quarter results above expectations.   The 
central bank announced in an emailed statement that it has raised its prediction for 
economic growth this year to 3%, compared with a February estimate of 2.2%, as 
the labour market improves and domestic demand strengthens. Growth may 
accelerate to 3.5% in 2013, compared with a previous forecast of 3.3%, it added, 
according to Bloomberg. 
 
The Baltic nation's economy advanced at a faster rate than expected in the first 
quarter, expanding a preliminary 3.9% and prompting banks to revise their forecasts 
higher. Slowing unemployment and strengthening consumer confidence is helping 
boost domestic demand. 
 
"Domestic demand, in particular, private consumption expenditure, is rising more 
than anticipated," the central bank said. "Although the world economic outlook is still 
surrounded by uncertainty, the outlook for Lithuania is now viewed more favorably, 
mostly owing to stronger-than-expected recent growth." 
98. Bets on a Czech rate cut rising 
Erste 
May 25, 2012 
 
CNB vice governor Tomsik said that his view on interest rates has not changed since 
the last CNB board meeting. He (and Governor Singer) voted for a rate cut. 
Moreover, first quarter GDP was significantly weaker than had been expected in CNB 
forecasts. The higher likelihood of a rate cut after this weak data is one of the factors 
contributing to a weakening of the koruna. We expect further pressure on the koruna 
in coming days but not rapid weakening. We forecast a EURCZK of 24.2 by year end. 
 
99. Central bank act due before Hungarian parliament on June 4  
bne  
May 25, 2012 
 
The Hungarian parliament is due to finally vote on amendments to the Central Bank 
Act on June 4, reports portfolio.hu. The passage of the proposals into law are the 
next milestone in the long-winded journey to opening talks with the IMF and EU on a 
loan programme. Whilst the Economy Ministry told newswire MTI that it will mean 
the negotiations will be able to start, there's now some doubt that the final version of 
the legislation will satisfy the IMF.  The issue was put front and centre by the EU on 
April 25, and the IMF quickly followed up by confirming that it would not open talks 
until the amendments were put into practice. The delay by the Fidesz government - 
which enjoys a large majority in the parliament - to put the amendments through 



has raised fresh speculation over the credibility of its claim to be seeking the bailout. 
  Questions are also mounting as to whether the amendments will now be enough for 
the IMF. "Our sense though is that underlying EC/ECB/IMF concern over perceived 
threats to central bank independence are not adequately addressed in the 
amendments to the CB law currently being drafted," Tim Ash of RBS wrote in a note 
earlier this week following a three-day visit to Budapest.  
 
"A key concern appears to relate to the extension of executive powers to the 
currently non-executive external members of the Monetary Policy Committee. This 
appears likely to be a sticking point for the EC, IMF and ECB through the course of 
negotiations over a new programme, or even before," he added. 
100. Czech Republic - Calling for a Rate Cut 
RBS 
May 21, 2012 
 
After an unchanged policy stance for almost two years, we now think that the CNB 
could ease monetary policy further by 25bp at its next policy setting meeting. We 
think this could be a sympathetic signal in response to poor economic conditions, 
rather than a conviction on our part that any additional easing from the current 75bp 
policy rate would meaningfully stimulate the economy. Governor Singer has become 
increasingly vocal about his preference for a rate cut and we believe this to be 
important for the chances of a cut materialising. 
 
- Since the last MPC meeting on 3rd May, events and data have escalated to the 
point where we believe that a rate cut is very likely. On this date we published "On 
hold with a twist" highlighting a subtle shift on the MPC with the introduction of 
Governor Singer's extra dovishness as something to watch. The minutes revealed 
that Singer and Tomsik voted for a rate cut at the last meeting, marking the first 
vote for a cut since June 2010. 
 
- Looking at the MPC members' voting record over the past four years, Governor 
Singer's voting history portrays him as an MPC member who essentially acts as a 
leading indicator for the central bank's rate decisions. 
 
- Herein, we argue that a number of factors make a 25bp rate cut at the 28th June 
meeting very likely: 1) data suggest inflation has eased to below MPC expectations 
and GDP has contracted much more sharply compared to market and MPC 
expectations. 2) there have been further dovish comments made by MPC members 
since the last meeting. We think Singer's influence on rate-setting is particularly 
noteworthy. 3) monetary loosening may be aimed at relieving pressure from fiscal 
contraction which recently led to the collapse of the ruling coalition. 4) Finally, a CNB 
rate cut may be in line with expected easing by the ECB (RBS economists forecasting 
ECB to cut the policy rate by 50bps by end 2012). 
 
- At 0.75%, the interest rate is already extremely accommodative, lower than any 
other country in CEEMEA (bar Bulgaria). With credit growth having remained 
stagnant over the past four years, we don't think a 25bp cut from 0.75% will provide 
a meaningful catalyst to credit growth. We are concerned that further easing could 
instead be viewed as an act of desperation by the market and if it fails to stimulate 
the economy, CZK could initially come under pressure before stabilising.  
 
Stagnation creates the feeling of need for a rate cut 



The Czech National Bank has an inflation target of 2% (+/- 1%). The forecast for 
inflation at the "monetary policy horizon" is "of the greatest relevance" to the MPC's 
decision-making process, where the 'monetary policy horizon' is defined as about 12-
18 months ahead. The latest CNB inflation report, published about a week after the 
MPC meeting, forecasts that both the headline inflation rate and the Monetary-Policy 
Relevant Inflation (MPRI) rate will fall below the target at the policy horizon in 2013. 
The MPRI, is defined as headline inflation adjusted for first-round effects of changes 
to indirect taxes. We believe that the CNB reacts to MPRI, and hence it should be the 
markets' focus as well. 
 
The last inflation outturn, released after the last MPC meeting, showed inflation 
moderating by 0.3% to 3.5% in April. This represents the sharpest slowdown in price 
increases since January 2011. The inflation outturn was well below the market 
consensus of 3.6% and significantly lower than the MPC's latest inflation report 
forecast of 3.9%. Accounting for the 1.1% impact from VAT, we estimate that the 
MPRI stands at 2.4%, again well below the MPC's April MPRI forecast of 2.7%. The 
MPC forecasts that the inflation rate will be below its 2% target in 2013, which 
creates the impression of room for further easing in the June meeting. 
 
The lower inflation outturn has been supported by subdued economic activity in 
Czech Republic. Q1 Real GDP contracted for a third consecutive quarter, falling by 
1.0% on an annual and quarterly basis, pushing the economy further into recession. 
The market was expecting 0.2% annual growth and the MPC had forecast a flat 
reading. We await the final estimate of Q1 GDP, along with the national accounts 
breakdown on 8th June. We expect the data to confirm the broad-based nature of 
weakness in economic activity, with net exports most likely the only positive 
contributor to growth. Q1 GDP will most likely be confirmed to have declined by 
much more than the MPC had initially expected, adding weight to the dovish vote on 
the MPC. 
 
Know the MPC 
The CNB has kept policy rates on hold at 0.75% since May 2010. Since then market 
sentiment has been that there will be no more cuts. In fact, with Eva Zamrazilova's 
occasional dissenting votes in favour of a 25bp hike, and inflation flirting with the 
upper end of the tolerance band, the discussions have tended to be about a rate 
increase. Overall, the market had been pricing in no rate cut until at least the end of 
2012 for a long time. 
 
Singer's vote for a rate cut in the last meeting was a turning point. His voting record 
displays an MPC member who has essentially acted as the leading indicator for 
central bank policy decisions. Over the past four years we have identified four 
occasions on which Singer's dissenting votes have led the MPC rate decision. Not 
once has the MPC voted in the opposite direction to Singer's dissent in preceding 
meetings. Vice Governor Tomsik also has a strong voting record on the MPC. The two 
times he dissented prior to the last meeting were in favour of 25bp cuts and on both 
occasions the MPC majority followed his (and Singer's) lead in the subsequent 
meeting. 
 
Looking at the voting pattern of the MPC members, and in particular, the leading 
nature of Singer and Tomsik's voting patterns provides us with a strong reason to 
expect a rate cut in the next meeting. 
 
MPC members' reasons for not cutting no longer seem to hold... 



MPC members who did not for a cut in the last meeting on May 3rd seem to have 
had two main concerns: 
 
First, on the inflation front, the majority of MPC members held the view that "[the] 
Appropriate monetary policy response was to leave monetary policy rates at the 
current level...because the risks to the inflation forecast were on the upside". The 
reasons for these upside risks were seen to be threefold: higher inflation 
expectations at the time (because of VAT hikes); weaker currency; and higher 
commodity prices. However, "several board members" (we suspect these would have 
been Singer and Tomsik) viewed an alternative scenario to be more likely to 
materialise, whereby further fiscal consolidation is carried out in 2013 and monetary-
policy relevant inflation falls as GDP slows. We believe that the latest inflation and 
Q1 GDP data, both of which were released after the last MPC meeting, are supportive 
of the "alternative scenario". 
 
Secondly, in the context of the Eurozone debt crisis, some MPC members said "the 
level of uncertainty associated with the situation in Europe was not changing 
significantly...[and that] there was no reason to react unless a major risk 
materialised". Less than three weeks on from that meeting, it now seems clear that 
the situation in Europe has escalated significantly and a major risk has materialised. 
 
All in all, it seems that the possibility of a rate cut was bounced around in the last 
meeting, but the majority's concerns about inflation and the need for further clarity 
on the external situation prevailed. With easing inflation and the escalating external 
situation, we see increased likelihood that MPC members will vote for a rate cut. 
 
Moreover, commentary from MPC members since the meeting has turned 
increasingly dovish. Singer, most recently, said the rates should be cut now as 
otherwise the CNB would have to decide on an even bigger reduction later. The 
governor believes the economic situation will deteriorate even in sectors that were 
relatively resilient to the crisis so far. He has expressed concern that if the CNB does 
not react, it would risk undershooting its inflation target. Whilst he expressed 
concern about the weakening CZK, the governor said the latest development around 
Greece could have an even bigger impact on Europe's growth which could reduce 
demand for Czech exports and hence offset inflation pass-through from a weaker 
currency. 
 
Vice-Governor Hampl, who did not vote for a rate cut in the last meeting, is also 
sounding dovish. He said the country's weak economic performance in the first 
quarter increases the chances that interest rates will be cut rather than raised. He 
went on to say "it is much harder to think about anything else other than future 
easing". Following these comments, we believe the 'rate cut' camp now at least 
includes Singer, Tomsik and Hampl. Eva Zamrazilova and Kamil Janacek are in the 
hawkish camp. Pavel Rezabek seems to be a swing voter. 
 
Lubomir Lizal, meanwhile, has only been on the board since March 2011 and has 
constantly voted for "no change" and as such, is more difficult to predict. Before the 
latest meeting Lizal said interest rates should stay unchanged at least until late 
summer when the inflation outlook and the situation in Europe is clearer. He 
suggested that only then the central bank may move borrowing costs up or down. 
We believe the reality on the ground has changed significantly since those comments 
were made and given his expressed openness to a rate cut, we think Lizal could join 



the doves in the late June meeting. Overall, we believe there is a potential for 
Rezabek, Lizal and Hampl to join Singer and Tomsik in voting for a rate cut. 
 
Conclusion 
We believe the new found dovishness on the MPC will lead to a 25bp rate cut in June. 
Governor Singer has been vocal in his desire to implement the cut, with Tomsik and 
Hampl likely to join him. Q1 GDP's contraction by 1.0% was a significant downside 
surprise, with markets having expected a 0.2% growth and the MPC expecting a flat 
reading. April's inflation outturn was also significantly below both the markets' and 
the MPC's expectations. With an undershoot of the target already expected by the 
MPC on the 12-month horizon, the latest inflation reading will most likely add to the 
weight of MPC doves. We also think that monetary policy easing could be in 
sympathy to the government's recent austerity tensions. Furthermore, the CNB may 
seek to loosen policy in line with expected ECB easing (RBS economists forecasting 
ECB to cut the policy rate by 50bps by end 2012). 
 
However, we have reservations about the effectiveness of such a move. At 0.75%, 
the interest rate is already extremely accommodative and further easing could be 
interpreted as an act of desperation, which could initially create further weakness in 
CZK. 
 
101. Czech auction yield falls to record on rates, lower supply  
Equilor 
May 24, 2012 
 
The Czech Republic's borrowing costs fell to a record low in a sale of bonds maturing 
in August 2018 as speculation rose the central bank will cut interest rates and the 
government reduces debt offering for the rest of the year.  
 
The country raised CZK 7.3bn from the six-year notes and 2023 floating-rate debt, 
with investors bidding for more than double the amount, according to central- bank 
data published on Bloomberg. The average accepted yield for the 2018 security fell 
to 2.330%, down from 2.635% on April 18 and the lowest since its first offering in 
2003.  
 
Recent fears of recession in the Czech Republic and the prospects of the CNB cutting 
rates may have helped demand for bonds.  
 
102. Czech government remains defiant on austerity  
bne  
May 24, 2012   
 
Waving aside the growing calls around Europe for fiscal policy to offer greater 
concentration on growth, the Czech government approved its fast-track austerity 
programme on May 23, and claimed that it is ready to step down should it not be 
passed by parliament.   Prime Minister Petr Necas announced that the government 
has approved the measures, which were first announced in April, and that they will 
come into effect next year, reports Reuters. He dismissed calls for the government to 
ease back to help alleviate pressure on economic growth.  The package of tax hikes 
is just the latest in the Czech coalition's hard push to reign in the country's fiscal 
deficit to 2.9% this year, and bring it down to below 1% by 2015. The package, 
which is designed to generate additional revenue of CZK105.7bn (€4.1bn) in 2013-
2016, will see the country's twin VAT rates hiked 1pp each, to leave them at 15% 



and 21% starting 2013. The last VAT rate rise only took place in January, when the 
lower rate was hiked.  The package also plans to scrap a cap on state health 
insurance contributions and raise taxes on real estate transfers. It will also see the 
introduction of a 7% "solidarity tax" on those earning over CZK100,000 per month, 
or four times the average salary.  The country's cautious economic management has 
delighted investors, and seen its cost of borrowing drop below many Western 
European peers, but at the same time, opposition amongst the population is 
growing, whilst analysts have more and more frequently questioned whether the 
government could back off a little to unshackle growth. Pressure is also building on 
the central bank to reduce rates - at a record low of 0.75% for the last two years - 
with the economy having contracted for three quarters in a row.  However, whilst 
economic prudence means Prague is one of the few CEE economies that has the 
space to use stimulus levers, it's questionable whether they could be effective. 
Domestic demand is traditionally low in the country, and a slight step back from 
austerity is unlikely to revive it hugely. The economy remains overwhelmingly 
dependent on exports - to the EU, and Germany, especially.   After agreeing the 
package with the newly constituted cabinet, Necas threatened yet again to dissolve 
the coalition. "If the package is not approved by parliament, the situation will be 
simple: the government will not be able to draft a budget for next year that would 
meet the consolidation strategy … and I would not see a reason for the government 
to remain in existence," Necas told reporters. However, recent history suggests 
there's little danger he would act on his words.  Being the third time in two months 
that the PM has make such a threat, it is hard to take it seriously. Rather, following a 
series of crises which has left the administration with a slender - and somewhat 
informal - majority, Necas is clearly hoping to once again leverage the Czech right's 
fears of an election. Due to the harsh austerity measures, the opposition Social 
Democrats are a shoe in.   It's a tactic he has used twice already this year in dealing 
with earlier brushes with coalition collapse. However, when it came to it in the last 
instance, the PM pulled back from his posturing, illustrating that the senior coalition 
partners - Necas' ODS and Top 09 - are just as wary of going in front of the 
electorate as their junior affiliates.  
103. Estonian average real wage up for the third quarter in a row 
Swedbank 
May 25, 2012 
 
According to data released by Statistics Estonia, average monthly gross wage 
increased by 6.9% yoy in the first quarter. Wage growth was partially impacted by 
20% higher irregular bonuses and premiums, which added 0.5pp to the overall 
growth. 
 
The strongest wage growth was reported in the energy supply and construction 
activities (both 13% yoy). These sectors were probably affected by growing 
employment as well as shortage of qualified labour, which can push wage growth up, 
even above productivity growth. Wage growth was also strong in the largest 
employment sector, manufacturing, by 8.8% yoy. The only sector to see wages 
decline was transportation and storage (by -0.6%). Real growth of gross wages 
accelerated to 2.4% yoy from 2.1% seen in the fourth quarter, impacted also by 
slower price growth. Historically the strongest growth rates have been reported in 
the first quarter with slower growth in the following quarters; hence, we expect real 
gross wage to grow 1.8% on average this year. The negative impact to wage growth 
stems from slower growth of productivity and companies' wish to maintain cost 
effectiveness. 
 



However, despite these dampening factors, wage growth will also be impacted by the 
labour market situation - if there is a shortage of workers with necessary skills, the 
wage growth in these sectors tends to accelerate irrespective of the productivity 
growth. Which of these factors will dominate the future wage developments, differs 
among sectors. In our opinion the shortage of labour is continuously a significant 
problem in the energy supply, manufacturing of electronics, construction and ITC 
activities as well as a growing problem in the health care services sector. 
 
104. Hungarian PM Orban: Growth stimulus must not raise state debt  
Equilor 
May 24, 2012 
 
Orban held his speech on informal EU leaders' meeting on Wednesday. He said that 
Hungary tries to find ways in which growth can be stimulated but state debt 
decreasing trend is not hurt. Hungary is taking into account every possibility to urge 
growth, Orban said. The only EU tool that helps stimulate growth and has already 
proved its capabilities is cohesion funds, he added.  
 
We think that Hungary tries to secure as much cohesion funds in the future as 
possible. The purpose of the convergence plan and the hurry in next year's budget 
planning is to avoid partly suspension of EU funds.  
 
105. Hungarian macro outlook - IMF agreement saga continues  
Erste 
May 24, 2012 
 
The official discussions with the IMF may start in June. However, the agreement on 
financing is expected to be reached only towards the end of 3Q. This will make it 
possible for the central bank to cautiously ease the policy rate from the current 7%, 
despite the worsening inflation outlook. Domestic markets would capitalize on the 
deal with the IMF, but volatility could remain high and the pre-crisis forint exchange 
rate is unlikely to return in the mid-term horizon.  
 
An important step towards the IMF talks was taken in late April, when the EC gave a 
green light to the start of formal financial aid discussions with the IMF. However, 
while the amendment of the CB law is still a prerequisite to start formal discussions, 
the government has not made the needed amendments yet. Now it seems that the 
official discussions may only start in June and the agreement is not expected to be 
reached quickly, as the details of the new budget package may be debated by the 
international institutions. According to the new chief negotiator, Mihaly Varga, the 
agreement may realistically be reached in early autumn, and the financial aid may be 
EUR 15bn. The comment from Varga is consistent with our earlier prediction of the 
agreement coming in 3Q12, but pointing towards the end of this time period.  
 
As for the fundamentals, we continue to expect a mild recession (-0.5% y/y) for this 
year, due to the ongoing slowdown in the Euro Area, strong fiscal consolidation and 
poor investment activity. For next year, we have slightly revised down our GDP 
prediction to 1.2% y/y, as the new fiscal measures included in the Széll Kálmán Plan 
2.0 should have a negative impact on both consumption and investments. The trade 
surplus, however, should remain pretty large in both years, and the expected 
positive net external financing capacity of Hungary could protect the forint exchange 
rate in the middle term. However, the inflation outlook has worsened considerably, 
and the 3% mid-term CPI target should not be achievable next year, either. That 



said, we still think that this will not prevent the MPC from cautiously easing the 
policy rate from the current 7%, after the deal on financing with the IMF is reached. 
(However, if risk assessment deteriorates, due to the escalation of the European 
debt situation, the MPC may become more concerned).  
 
The exchange rate is to capitalize on the large (and only slowly decreasing) interest 
rate differential, the positive current account balance and the deal with the IMF, but 
volatility could remain high and the pre-crisis level of the forint exchange rate is 
unlikely to return. The EURHUF is expected to fluctuate in the range of 270-290 in 
the mid-term horizon, after the IMF agreement is reached.  
 
Real economy  
The performance of the Hungarian economy was relatively strong last year. GDP rose 
1.7% y/y, which was helped considerably by the agricultural output. As for this year, 
only the 1Q12 GDP flash estimates were released, showing that the economy 
declined 1.3% q/q. The 0.7% unadjusted yearly drop was a bit worse than our 
expectation of a 0.5% decline, while the adjusted y/y figure showed a contraction of 
1.3%. (The big difference between the adjusted and unadjusted figures was due to 
the leap-year effect). Although the figures can be seen as very grim, they only 
proved to be a slight negative surprise to us and fit into our earlier GDP prediction 
for this year. In the second quarter, the start of production at the Mercedes plant 
could somewhat support the GDP figure; however, a positive yearly index is unlikely 
until the fourth quarter, when the low base will also help the figures. Overall, we 
expect the economy to contract 0.5% in 2012. Household consumption is expected 
to shrink 2.5% in 2012, while gross fixed capital formation is to decrease this year 
by 3.0%.  
 
The reasons for the country's mild economic performance are as follows. Apart from 
the above-mentioned positive effects stemming from car manufacturing, there are 
mostly negatives to mention. The Euro Area is showing a marked slowdown 
compared to 2011. The latest German and regional industrial PMI figures are not too 
encouraging; thus, net exports could to a lesser extent support the economic growth 
this year. As for the contribution of domestic use to GDP growth, the ongoing fiscal 
austerity steps, over 3% of GDP, negatively affect both consumption and 
investments. The change in the taxation system affects households with lower 
incomes (which tend to consume more) negatively, while the employment situation 
is not expected to improve this year. Moreover, investment activity is quite poor and 
the outlook for investments is grim, due to the high uncertainty in the economy. For 
next year, only some muted growth can be expected. We have slightly revised down 
our GDP prediction for 2013 to 1.2% y/y, as the new fiscal measures included in the 
Széll Kálmán Plan 2.0 should have a negative impact on both consumption and 
investments.  
 
External balance, exchange rate  
The outbreak of the 2008-09 crisis brought a huge improvement in the external 
balance situation of Hungary. Domestic use plummeted, which pulled back import 
figures. Despite the strong fall in exports, the trade balance improved to almost 7% 
of GDP by the end of 2011. The surplus on the trade balance has led to a current 
account surplus that reached 1.4% of GDP in 2011. We also expect an increase of 
the trade surplus for 2012, which could support further widening of the C/A surplus 
this year (to 2.6% of GDP). Moreover, the EU fund inflow further increases the net 
external financing capacity of Hungary.  
 



Hungary has had a floating exchange rate regime since February 2008. The central 
bank tends to directly intervene on the forint market to a lesser extent than in other 
CEE countries. Instead of interventions, the main instrument of the CB for driving the 
forint exchange rate is the base rate.  
 
The above-mentioned strong C/A balance position should protect the forint exchange 
rate from a durable significant weakening. However, the total external debt of the 
country can still be seen as high (standing at 130% of GDP at the end of last year), 
although, in the last couple of quarters, private debts (especially the external debt of 
the banking sector) have declined significantly, due to the repayment of debt by 
clients, and we expect this trend to continue in the coming years, considering the 
unfavorable mid-term growth prospects. (The external debt of the public sector 
amounted to EUR 54.2bn, while that of the private sector was EUR 48.3bn at the end 
of 2011). High and only slowly decreasing external debt, coupled with uncertainties 
surrounding the economic policy and unfavorable growth prospects, make the forint 
exchange rate rather sensitive to external shocks and possible new waves of the 
European debt crisis. These all demand a high interest rate differential, despite the 
good C/A balance position. Assuming that a deal with the IMF is reached sometime 
this year, cautious rate cuts could be possible towards the end of the year to support 
economic growth. However, lower rates do not suggest a fast or spectacular forint 
appreciation. Summarizing the above, the pre-crisis level of the forint exchange rate 
is unlikely to return and the EURHUF is expected to fluctuate in the range of 270-290 
in the mid-term horizon.  
 
Prices, monetary policy  
The higher VAT rate (raised from 25% to 27% from January) and excise taxes 
pushed CPI up again. The pass-through effect of higher taxation was considerable, 
while sharp increases in food and fuel prices have not supported any disinflation 
process in the first months of the year. The price increasing effect of the weaker 
forint, however, has remained relatively moderate, due to subdued domestic 
demand. According to the latest available figures, the 12-month inflation rate 
accelerated to 5.7% in April, from the 4.1% seen last December. As for the inflation 
outlook, food price increases seem to be continuing in the coming months, partly due 
to unfavorable weather conditions. Moreover, the new telecom tax, to be introduced 
from July, will also increase inflation, while the base effect will not be too supportive, 
either. Thus, the 12-month rate is expected to rise above 6% in the summer 
months. Then, it could slightly slow down, to 5.6% by December. The annual 
average inflation rate could reach 6% in 2012. As for 2013, our predictions have also 
changed. While earlier we thought that the 3% mid-term CPI target would be 
achievable next year, we now predict that the annual inflation will be around 4% 
next year. This will be due to the new taxes (financial transaction tax, 30% corporate 
tax on energy providers and public utility companies) that are included in the Széll 
Kálmán Plan 2.0. Summarizing the above, despite the continuous deterioration of 
growth prospects, depressed domestic demand (which mainly explain the lack of any 
sizable second-round effects from one-offs), inflation has been stuck at high levels, 
as the continuous need for fiscal adjustments is rather based on revenue-increasing 
measures, instead of carrying out structural reforms.  
 
In our view, the worsening inflation outlook will not prevent the MPC from cautiously 
easing the policy rate from the current 7%, after the deal with the IMF is reached. 
The council could say that food and energy are non-core items, tax increases are 
one-offs, while no pick-up in consumption is expected in these years. We expect the 
policy rate to be lowered to 6.25% by the end of the year. (However, if risk 



assessment deteriorates, due to the escalation of the European debt situation, the 
MPC may become more concerned). The rate-cutting cycle is expected to continue in 
2013, especially if one takes into consideration that the mandate of Governor Simor 
and two other hawkish members will expire in 1H13. Their successors are expected 
to share a view on monetary policy more in common with that of the government, 
which suggests lower policy rates in the mid term.  
 
Fiscal policy, IMF talks  
The ESA-based budget balance in 2011 reached 4.3% of GDP, mainly due to the 
takeover of private pension funds. However, even this figure came in better than our 
earlier assumptions, mainly due to the very favorable balance of the local 
municipality sector, which showed practically no deficit last year. According to the 
cabinet's own calculations, the deficit without one-off measures amounted to just 
2.4% of GDP. However, the government does not take into account part of the 
pension fund assets in this calculation. In addition, the lower GDP growth, higher 
interest rates and weaker forint this year are detrimental to the budget too, while 
some measures (increased healthcare spending, due to wage increases, a 
deteriorating balance, due to the agreement with the banking sector to help troubled 
debtors) also worsen the deficit outlook for this year. All in all, the fiscal 
consolidation of above 3% of GDP planned already in 2011 for this year is required. 
On top of this, however, some further consolidation was also seen as needed for 
2012-13 (for next year, mainly due to the elimination of windfall taxes) prior to the 
release of the April convergence program.  
 
The new fiscal package that was disclosed in the April convergence program 
addresses the fiscal gap that the EC indicated previously. The cabinet plans further 
0.5% and 1.4% consolidation for 2012 and 2013, respectively. Although the deficit 
reduction is strongly reliant on revenue increases (mainly to offset the effect of the 
elimination of windfall taxes in 2013), and we also see risks as to whether the 
indicated amount of deficit reduction can be achieved, the budget deficit is expected 
to be under control in 2012-13. We now forecast a 2.5% deficit for this year and 
next year as well. Due to the package, the EC also revised its assumption of the 
deficit and, in its spring forecast, it anticipates this year's fiscal shortfall at 2.5% of 
GDP, while predicting a 2.9% deficit for 2013.  
 
Hungary has been under the Excessive Deficit Procedure (EDP) since EU accession 
(2004) and the country was expected to lower the deficit in a sustainable way to 
below 3% of GDP by 2011. The target, however, was not achieved, as the surplus 
reached last year was due to one-off measures. That was the reason why the Ecofin 
decided on March 13 that EUR 495mn (0.5% of GDP) of cohesion funds from 2013 
would be suspended. However, according to the latest forecast of the European 
Commission (EC), the deficit may be below 3% in both 2012 and 2013, so we see a 
high chance that the cohesion funds will not be suspended. The EC is to disclose 
country-specific recommendations later this month, which may indicate that the 
country can keep the deficit under control in a sustainable manner. The Ecofin to be 
held on 22 June may also reach a favorable decision on the EDP.  
 
Apart from keeping the deficit below 3% of GDP, the fiscal policy should increasingly 
pay attention to enhancing growth. Looking at other countries in the region, it is 
obvious that Hungary's budget deficit is more or less under control, but the growth 
outlook is rather grim. (See the two graphs at the end of the next page.) After 
rounds of negotiations between the parties, the EC gave a green light to the start of 
formal financial aid discussions in late April. However, the EC expects Hungary to 



fully implement commitments before talks can conclude. On the other hand, the IMF 
also indicated it can start formal talks as soon as the debate with the government 
related to the central bank law can be closed. While the amendment of the CB law is 
still a prerequisite for the start of formal discussions, the government has not made 
the needed amendments yet.  
 
However, looking at the yield levels, it is not just very costly for the state without a 
financial aid agreement, but also not sustainable in the longer run (even though yield 
levels fell significantly after the important step forward with the EU. We think that 
the overall picture of public debt sustainability has not changed since our last 
Hungary - Macro Outlook (March 3, 2012), even though there is considerable 
liquidity left at the government's disposal to address funding issues. In addition to 
these concerns, there newest act in the Greek drama increases external uncertainty, 
which is detrimental to risk appetite and harms Hungarian assets. These all point to 
the importance of the financing agreement with the IMF/EU.  
 
At the moment, it seems that official discussions may only start in June with the IMF. 
Regarding budgetary issues, the size of the new package is sufficient, but the details 
may be debated by the international institutions; thus, an agreement is not expected 
to be reached quickly after the start of formal talks. The new chief negotiator, Mihaly 
Varga (former minister of finance in the first Orbán cabinet in the early 2000s) said 
recently that the agreement may realistically be reached in early autumn, and the 
financial aid may reach EUR 15bn. The comment from Varga is consistent with our 
earlier prediction of an agreement in 3Q12, but pointing towards the end of this time 
period.  
 
106. Hungarian retail sales surge surprisingly in March 
Erste 
May 25, 2012 
 
Hungary's March retail trade figures surprised strongly to the upside, showing a 
0.9% y/y increase in real terms. We had expected a decline of 1.3% y/y. Sales rose 
0.5% in monthly terms. However, the surprise can be explained by a 2.7% y/y surge 
in food, drinks and tobacco products (46% index weight) stemming from earlier 
Easter holidays in 2012. In contrast, automotive fuel sales plummeted 4.3% y/y and 
furniture and electrical goods also fell (-2.2 y/y); these two categories' weight add 
up to around 30%. Inflation above 5.5% and gross wage increases in the first three 
months of this year around 4.4% suggest to us that disposable incomes are falling 
and yesterday's figure was merely a one-off. We continue to expect retail sales to 
decline substantially this year, contributing to a decline in real GDP (which we 
assume to be -0.5% in 2012). We forecast 10y benchmark bond yields to fall to 
7.30% by year end. 
 
107. Hungary provokes more confusion with new bank tax  
bne  
May 22, 2012 
 
Confusion continues to reign over Hungary's raft of new taxes, with a government 
official strongly suggesting on May 22 that the proposed financial transactions tax is 
now to be waged on the banks, rather than their customers. The comments are just 
the latest example of Budapest's increasingly erratic policy making.   Antal Rogan, 
the new parliamentary leader of the ruling Fidesz party, told lawmakers that the 
government may accept amendments to spare companies with "substantial export 



activities" from the levy, but insisted that banks must shoulder much of the burden 
from the tax, reports Bloomberg.   Noting that parliament will have "almost a month" 
to debate and approve the draft, Rogan added: "The subject of the tax is the 
company, which in the present case is the bank, and not the person using the 
service."  The raft of new taxes in the process of being introduced by Budapest has 
dimmed the view of investors in recent weeks. Whilst the government is apparently 
ready to end the crisis taxes it levied on sectors such as banks and telecoms in 2010 
- whether under legal duress from Brussels or in line with negotiations with sector 
associations - it is now simply replacing them with new charges as it bids to squeeze 
the fiscal deficit.   As one unnamed EU diplomat told Reuters last week, the 
government's erratic policy making is one of the biggest issues for investors, and has 
reinvigorated the "negative buzz" around the country. "The main problem remains 
the lack of predictability and the optimistic mood that was there just a month ago is 
gone," the diplomat said. "These steps again raised concerns about the fiscal policy 
of Hungary, which will of course come up during the IMF talks. They (international 
lenders) also want to see predictability and consistency, which are lacking here to a 
certain point."   The latest suggestion that the banks are the actual subject of the 
tax, rather than consumers, is the latest example of Budapest's capricious nature. 
"Not very coherent/encouraging noises coming from the Fidesz administration 
herein," writes Tim Ash at RBS. "Last week when we were in Budapest we were 
assured by various members of the administration that the tax would be borne 
primarily by consumers, but these comments imply the opposite, i.e. it is another tax 
on companies/banks. With European banks looking to reduce risk across the region, 
this gives those looking to reduce exposure another reason to cut risk/balance sheet 
in Hungary - a process which is already evident in the data from the BIS, which puts 
Hungary at the top of the pile in terms of the bank deleveraging process."  
  
 
108. Hungary's new negotiator moves IMF talks back again 
bne 
May 23, 2012 
 
Hungary's new head of negotiations confirmed on May 22 earlier comments from 
predecessor Tamas Fellegi suggesting that the start of talks with the IMF and EU is 
likely to be shifted back to late June. 
 
As parliament's economic committee approved Mihaly Varga as the country's chief 
bailout negotiator, he said that the talks on a loan programme may now start after 
June 23, when the EU is due to rule on the next actions it will take over Hungary's 
excessive deficit procedure.  
 
With the European Commission threatening to postpone €500m or so in development 
funds to Hungary, Budapest needs to convince Brussels that it can lower its budget 
deficit to below the 3.0% Maastricht limit this year, and keep it there in 2013. The 
country has failed to meet that requirement ever since it joined the EU in 2004. "It's 
my hope that talks can start after the EU reaches a hopefully positive decision on the 
excessive deficit procedure," Varga told reporters in Budapest, reports Bloomberg. 
 
Previously, the government had suggested it expected to start talks once parliament 
had passed amendments to the central bank act, which it has certainly been in no 
rush to achieve, delaying the bill's passage to late May. On accepting the 
parliament's approval, Varga warned a cabinet he claims is pushing for a deal as 



soon as possible: "I am not Superman, I alone cannot influence when the agreement 
will be reached," according to portfolio.hu.  
 
Varga also offered more grist to the mill for those skeptics expressing doubt that 
Budapest wants a bailout deal at all, by insisting that Hungary needs "an agreement 
with conditions it can meet."  
 
109. Hungary - Cash is king 
RBS 
May 23, 2012 
 
We visited Budapest last week meeting with officials from the Ministry of National 
Economy and the AKK, alongside the NBH and IFIs. What was striking in the 
meetings with government officials was their confidence in terms of the sovereign's 
ability to fund itself this year, without market access. Indeed, they appeared in little 
hurry to come to market with a Eurobond deal any time soon. The Orban 
administration has also appeared in little rush to agree to a new financing agreement 
with the IMF, despite indicating as far back now as November an interest in 
concluding some form of precautionary arrangement with the Fund. With this in mind 
we thought it useful to review the government's financing position. 
 
The government has cash in the bank... 
The government/AKK does not formally release data on the level of the Treasury's 
single cash account. However, the NBH does release data for central government 
cash balances at the NBH and MFIs. From the NBH data it can be noted that the 
government had a total cash balance of HUF2,119bn (EUR7.3bn) as of the end of 
April - note that this is separate from NBH reserves which stand around USD47bn. Of 
this total HUF1,255bn comprised HUF assets, and around HUF864bn (~EUR3bn) in 
FX. This appears a relatively high level by recent experience; the balance was 
bolstered (tripled) in 2008 from disbursement under the prior IMF programme, 
peaking at HUF2,890 in March 2009; note that at least EUR1bn in IMF funds remain 
on account, but unspent from the previous programme which was significantly front-
loaded. Subsequently through the course of 2011, the Treasury account was 
augmented by sales from the equity portion of the Pension Reform and Debt 
Reduction Fund, managed by the AKK. Note that in April 2012 the account rose by 
HUF532bn (EUR1.8bn), which can perhaps partly be explained by the HUF289bn 
budget surplus posted in April.  
 
...boosted by transfers from the PRDR fund... 
Transfers from the Pension Reform and Debt Reduction Fund (PRDRF) - assets 
transferred to the government from the near abolition of the second pillar pension 
system in 2011 - remain a further potential source of financing for the government. 
Data posted on the AKK website shows that as of the end of February 2012, this fund 
still had HUF720.5bn in assets (EUR2.5bn). Assets in the PRDRF had peaked at 
HUF2,946bn as of May 2011. However, the debt portion, comprising Hungarian 
government bonds, which consisted of HUF1,376bn, was cancelled in June/July 2012 
through a debt reduction/cancellation exercise, which helped cap/moderate the 
sovereign's public sector debt/GDP ratio - the public sector debt/GDP ratio is thought 
to have stood at around 80% as of April 2012. The bulk of assets in the PRDRF as of 
February are reported to consist of equities/equity funds, two thirds denominated in 
HUF, and the balance in FX. Note that the AKK has been gradually selling the 
equity/equity fund portion of the PRDRF fund portfolio, a process which is expected 
to continue. It would not appear that the large increase in funds in the government's 



single treasury account reflected sales out of the PRDRF, given the relatively limited 
stock of assets remaining in the PRDRF and the difficulty for the AKK to sell this 
equity portion quickly, i.e. through March and April. 
 
...and appearing well placed to cover financing needs for 2012 
Reviewing uses of financing for the government, AKK data shows total debt 
redemptions as of the end of March 2012, for the full year in 2012 at HUF4,154bn, or 
HUF2,395bn (EUR8.2bn) excluding Treasury bills. With HUF757bn redeemed in Q1, 
and assuming a similar run rate through Q2. We estimate that total redemptions due 
for the period June to December, excluding T-bills, amount to around HUF1,629bn 
(EUR5.6bn). Note that the FX component of debt amortisations falling due comprises 
mostly debts owed to the IMF from the previous programme, which amount to just 
under EUR1bn per quarter - the government has reported the Q2 instalment to the 
IMF was in fact paid this week. 
 
Clearly, the above would suggest that the government has more than enough cash 
reserves to cover debt financing needs now to year end, and perhaps well beyond. 
The government also has to cover deficit financing needs. Herein the government 
currently plans to cap the deficit at around HUF576bn (2.5% of GDP), albeit as of the 
end of April the deficit YTD stood at HUF228bn, down close to two thirds on the year 
earlier level. Assuming that the budget deficit target for the full year is met, this 
suggests budget financing needs to year end of around HUF350bn, and hence a total 
financing need of the government of around HUF2,000bn, again excluding T-bills. Set 
against funds in the cash reserve, this does again suggest an ability by the 
government to meet its debt and deficit financing needs now to year end. 
 
Looking beyond year end, and excluding T-bills, debt amortisation flat-lines in 2013 
and 2014, at just over HUF3,100bn, and tails off to HUF1,500bn in 2015. However, 
there is a significant peak in debt amortisation in Q1 2013, standing at HUF1,325bn 
(EUR4.4bn), or around 45% of the full year total. Clearly, by this date the 
government will have had to identify new sources of financing, either a new IMF 
programme or significant access to market financing. 
 
Taking a more cautious interpretation, including T-bills falling due, for the year from 
July 1, we estimate total financing needs (deficit, T-bills, HGBs, plus external debt 
liabilities) at around HUF5,300bn. Given the Treasury's existing cash balance this 
would still imply Treasury cash coverage of around 6 months of financing needs 
(inclusive of assets in the PRDR fund), arguably in a worst case scenario, albeit the 
point is still that Hungary's financing situation is likely to come more difficult/onerous 
in Q1 2013, with the peak in debt amortisations falling due in that quarter. Net-net 
the government has some wiggle room on the financing front, to play hard ball with 
the IMF, but towards year end it needs to access new sources of financing, 
presumably either IMF financing, tapping the Eurobond market, or disposing of state 
owned assets (the government still has a minority stake in a large oil company which 
it bought last year for EUR1.8bn, which it might be able to dispose of). 
 
110. Inflation to push another Polish hike?  
bne  
May 25, 2012  
 
  With the zloty hit by the fears surrounding a potential Greek exit from the 
Eurozone, the Polish central bank could vote for another rate hike if the weakened 
currency provokes further inflation, a member of the monetary policy council said on 



May 24.  The central bank was widely criticized after announcing a surprise 25bp 
hike to 4.75% earlier this month, but Jerzy Hausner said the MPC could perform the 
trick again if an upcoming inflation projection suggests it is unlikely inflation will 
return to the central bank's 2.5% target, reports Dow Jones.  
 
"If we were to increase interest rates further, new arguments justifying such moves 
would have to appear (...) for example if the next inflation projection shows an 
extending time horizon (for CPI returning to target)," Hausner said. In its latest 
inflation projection, the central bank expected inflation to return to its 2.5% target 
sometime in mid-2013. The next projection is due in July.  
 
Minutes from the May sitting at which the NBP agreed the surprise hike released the 
same day showed some rate setters indicated that further tightening may be 
necessary to curb high expectations of future inflation.  
 
111. Latvia's annual employment growth at 2.6% in the first quarter of 
2012 
Swedbank 
May 22, 2012 
 
The unemployment rate had risen to 16.3% in the first quarter of 2012 from 15% a 
quarter ago, according to Labour force survey data by Central Statistical Bureau of 
Latvia that were adjusted according to 2011 Population census results. This increase 
is considered to be temporary. First, it is partly explained by seasonal factors (similar 
trends were observed in registered unemployment). Second, the number of persons 
participating in active labour market programs has declined from 17.1 thousand a 
quarter ago to 6.4 thousand. This explained about a half of a drop in employment. 
 
In addition, the participation rate rose from 64.7% in the fourth quarter of 2011 to 
65.1% in the first quarter this year. It is likely that previously inactive persons have 
started to search for a job (or found one), which is certainly a positive trend. For 
instance, the number of inactive persons that lost hope finding a job has continued 
to decline (7% of total number of inactive persons in the first quarter). 
 
On the positive side, the unemployment rate declined from 17.6% a year ago. 
Annual employment growth was 2.6% or 22 thousand persons, but net of active 
labour market programs employment rose by 4.6% or 38 thousand persons. This is 
then new job creation in the public and the private sector. In the first quarter of 
2012 there were 858 thousand employed. 
 
Outlook 
 
Labour market situation is expected to continue improving, although slowly. 
Companies are still cautious to employ more people and raising wages, as future 
economic developments in the euro zone remain very uncertain. Still, the 
unemployment rate most likely will start diminishing again in the second quarter of 
2012. Despite positive tendencies in the labour market, problems remain as well. 
The unemployment rate is still very high, and nearly 52% are long-term unemployed 
(more than a year). For these persons it is becoming increasingly difficult to find a 
job, since their skills and knowledge is deteriorating without practice. The 
participation rate in Latvia is significantly lower than in Estonia and Lithuania (where 
retirement age is gradually being raised, while in Latvia it is planned only starting 



from 2014). If no reforms are implemented in tax, education, regional and social 
policies, skill and regional mismatches will increase. 
 
112. Lithuanian industrial output growth accelerating  
bne  
May 21, 2012 
 
Lithuania's industrial production growth accelerated to 6.8% year on year in April, 
continuing the country's strong performance thus far in 2012, despite worries over 
slowing demand in the EU.  Data released by the Department of Statistics on May 21 
confirmed that industrial output continues to snowball this year, reports RTT, with 
the April figure following 5.9% growth in March and 3.4% in February.   Month-on-
month, industrial output advanced a seasonally adjusted 0.8% in April. In the four 
months ended April, production gained 4.6% from the corresponding period a year 
earlier.   
113. No Negative Rating Impact on OTP Mortgage Bank  
Moody's 
May 20, 2012 
 
Moody's Investors Service has today affirmed that the changes and amendments to 
the transaction documents of OTP Mortgage Bank Covered Bond Programme (the 
"Programme") in conjunction with the programme update, will not, in and of 
themselves and at this time, result in a reduction or withdrawal of the current Baa3 
ratings of the notes issued by the Issuer (the "Notes"). This opinion addresses only 
the credit risks associated with the transaction, and does not address any other type 
of risk or aspect of the proposed change that may be relevant to investors.  
 
114. Orban on the warpath again as Hungary's date with IMF approaches  
bne  
May 25, 2012 
 
  Somewhat predictably, on May 25 Hungarian Prime Minister Viktor Orban came out 
to take a swipe at the EU on the supposed threshold of talks with the IMF and 
Brussels, demanding that an "unfair" threat to postpone EU cohesion funds be 
dropped. He added a few choice words warning against closer union in the European 
bloc just for good measure.   As relations between Brussels and Budapest 
deteriorated in the first quarter over constitutional amendments and the country's 
rough treatment of foreign banks and other investors, the European Commission 
threatened to hold back close to €500m in development funding unless Hungary 
implemented budget measures to reign in its deficit to under the Maastricht Treaty 
limit of 3% - for the first time since it joined the EU in 2004.  Budapest's response 
remains almost entirely on the revenue side, and in May it rolled out a series new 
taxes on the same sectors it had hit before - the banks and telecoms primarily - 
much to the chagrin of investors once more. Meanwhile, with the approval of new 
legislation on the central bank due to go through parliament on June 4, Hungary 
should - theoretically at least - be due to finally open talks on a bailout.  Except 
many are highly skeptical that Orban and his government actually want a deal, given 
the tight conditions it would place on economic policy. The PM's penchant for raising 
the hostile rhetoric just as he is set to meet the folks he's meant to be asking to bail 
Hungary out is looking a little more than a coincidence now.   On May 25, he told 
public radio MR1-Kossuth: "The least that we deserve is equitable treatment and that 
the earlier unfair decision, which was about suspending funds due to Hungary, that 



this decision is scrapped, that this is annulled," reports Reuters. The government 
says its new taxes will keep its shortfall comfortably within the EU's limits both this 
year and next, and EU finance ministers will revisit their decision on the suspension 
of the funds on June 22.  
Orban also used the subject of Hungary's financial transaction tax as a launch pad to 
express his opposition to the EU's proposed revenue raising schemes, which would 
include a similar tax - albeit on more complex investment banking operations rather 
than the simple trasnfer and bill-paying activities his levy will target.   "Hungary is 
against the EU having common revenues," Orban said. "The EU is an alliance of 
nations, therefore, a strong Europe can be borne only out of strong nations. Brussels 
should not start levying taxes of its own because that would result in such a 
bureaucratic Europe, we would drift into a United States of Europe, which voters 
could not decide about and I am not sure this is the path they want to follow." 
 
115. Orco bond restructuring on track, uncertainty about GSG admitted..  
KB 
May 25, 2012 
 
The results: Orco's results lagged behind our expectations( at the operating level but 
beat our net profit estimate thanks to strong non-cash FX gains of EUR 12m (up 
from EUR 7m a year earlier).  
 
Debt restructuring: Orco issued audited 2011 statements( today after the BoD 
concluded that the progress of bond liability restructuring is strong enough to claim 
the going concern basis. Orco reached a joint agreement on bond equitisation with 
Orco Germany (OG) bondholders as well as with OPG bondholders, who subsequently 
approved the conditions on their respective general meetings. Also, Orco succeeded 
in having the safeguard procedure modified by the Paris court. The company should 
thus be able to significantly reduce its nominal bond liability from more than EUR 
600m to EUR 75m at a price of inflating the number of shares from 17m to 108m 
(18m new shares were issued 14 May). The process needs to be finalised by two 
more or less formal steps (CSSF approval and shareholders' general meeting 
approval). Post-restructuring, the company's NAVPS should reach EUR 5.8, and its 
loan-to-value ratio is estimated at 56%.  
 
GSG uncertainty: The main going concern risk is the GSG( loan refinancing, where 
Orco admitted "material uncertainties". The company negotiated a standstill period 
until 15 June (the loan was due mid-April) to conclude bond restructuring and 
expects to get a senior loan of EUR 230-260m (reiterated from the previous range of 
EUR 225-250m), while the remainder should be covered by proceeds from the Sky 
Office disposal or a mezzanine. Should the company fail in this process, it risks losing 
the title to GSG, which is one of the most profitable parts of the group and accounted 
for almost a third of 2011 consolidated revenue and 87% of operating profit.  
 
Potential impact on forecasts: The Q112 FX gains will most( likely be partially 
reversed in Q212. The recent sale of the Radio Free Europe building should have no 
impact on profit as the transaction price matched the latest valuation of the project. 
The company expects 2012 revenue of EUR 160-180m excluding the sale of the Sky 
Office project, which should be concluded in the coming months.  
 
Potential impact on recommendation: Although we consider( the announcements 
positive for the company, we keep our recommendation under review as the GSG 
risk may have a significant impact on valuation.  



 
Next events: The standstill agreement on GSG loan expires( 15 June. The 
announcement of Q212 results is scheduled for 30 August.  
 
116. Poland's sticky inflation to provoke another hike? 
bne 
May 23, 2012 
 
Poland's core inflation accelerated to the highest level in four months in April, with 
consumer price growth, excluding food and energy, reaching 2.7%, the National 
Bank of Poland reported on May 22. The continued price pressure, on top of the 
weakness of the zloty, has many assuming the central bank is set for another rate 
hike. 
 
The inflation figure exceeded expectations, and was the strongest year on year price 
increase since December 2011, when core inflation came in at 3.1%, reports RTT. 
Poland's sticky inflation is one of the main elements in the central bank's recent 
refusal to lower rates despite calls from some quarters for economic stimulus. On 
May 9, the NBP provoked widespread criticism from both the markets and the 
government when it raised its key rate 25bp to 4.75%.  
 
However, with Eurozone risk prompting intervention from the finance ministry to 
support a slumping currency and inflation remaining high, talk will now inevitably 
turn to the possibility of further rate hikes from the hawkish MPC.  
 
"Investors expected last month's net inflation to stand at 2.3% in annual terms," 
analysts at Equilor note. "We wouldn't be surprised if sounds amplified before the 
next [MPC] meeting for another interest rate increase. Some members of the MPC 
were worried of high inflation despite signs of an economic slowdown." 
 
117. Polish finance ministry intervention totaled €11bn in 2011  
bne  
May 22, 2012 
 
As it turns its hand to intervention once more, the Polish finance ministry reports 
that it conducted €11bn worth of transactions on the markets in 2011 in a bid to 
support the zloty, compared with just €1.25bn the previous year.   
With the central bank holding fire thus far - and expected to do so whilst the zloty 
remains above the level of 4.50/euro at which it intervened last year - the finance 
ministry began "regularly" converting EU funds directly on the market from the end 
of April, and also sold currencies from its sale of foreign debt, it said in a statement 
on its website on May 21 reports Bloomberg.  
 
With the Polish currency losing 11% against the euro through 2011, the government 
last year approved the sale of up to €14bn in EU fund inflows on the market, instead 
of carrying out the transactions with the central bank, to curb the weakness of the 
zloty. The currency is 3.1% higher currently, but like all of "periphery" Europe, has 
been hit hard by the fears over a Greek exit from the Eurozone.  
 
118. Polish finance ministry makes another verbal intervention 
bne 
May 24, 2012 



 
The Polish finance ministry made another verbal intervention on May 23, as an 
official announced plans to sell €11bn of foreign currencies on the market this year. 
The claim came as fears over Greece hit European currencies hard ahead of the EU 
summit later the same day. 
 
The current weakening in the zloty is a by-product of the decline of the euro, Deputy 
Finance Minister Dominik Radziwill told reporters on the sidelines of the European 
Financial Congress in Sopot. On the back of that, the official said that the 
government is ready to trade around the same volume of currency as it did in 2011 
to support the zloty, reports Bloomberg. 
 
Radziwill made a similar move on May 14, announcing that the ministry was ready to 
sell EU funds on the local market as Greek fears sent the zloty sliding. The following 
day, traders reported increased activity at BGK Bank, which the ministry uses to sell 
such funds. 
 
"Basically the minister is reminding the market that the MOF will be there in the 
background, so don't sell PLN too aggressively," suggests Tim Ash of RBS. That 
move is "important for the MOF still, given the constitutional limits on public sector 
debt," he notes.  
 
119. Polish industrial output beats expectations  
bne  
May 22, 2012 
 
  Confounding reports of a significant slowdown in the economy, Poland beat 
expectations when reporting industrial production growth of 2.9% year on year on 
May 21. Like its peers in CEE, the country appears to be benefiting from demand out 
of the Eurozone that is more robust than anticipated.  Although consensus was close 
at 2.8% growth, any outperformance is welcome currently, with many noting that 
Poland has been showing signs of slowing in recent weeks. Manufacturing in 
particular propped the numbers up, suggesting strong demand from the German 
engine that drives the region. Whilst Poland may not be as exposed to that demand 
as its CEE peers, it still sends a lot of goods to the southwest.  At the same time, the 
producer price index increased 4.3% year-on-year in April, in line with economists' 
expectations. The rate of growth was slower than the March rate of 4.4%. Prices in 
manufacturing industry (4.2% up) and energy (7.2%) provided the most 
momentum.  "We see this improvement from March (0.7%) as temporary," write 
Erste analysts. "In the following months, we expect weaker industrial performance as 
the continuing debt crisis will weigh on external demand. Subsiding construction 
activity linked to the EURO 2012 Championship will also play its role … Yields on 10y 
POLGBs are around 5.43% at the moment. We see them rangebound for the rest of 
the year between 5.40% & 5.50%." 
120. Polish wages and employment growth weaker than expected  
Equilor 
May 22, 2012 
 
Private sector wages and employment grew by less than expected in April, pointing 
to softening economic activity in Poland. Average employment in the private sector 
rose 0.3% YoY. Analysts polled by Reuters had forecast annualized growth of 0.5%. 
Average wages in the private sector meanwhile also disappointed the market, 
slowing to 3.4%. The market had expected annualized growth of 3.9%.  



 
These figures confirm the deterioration of domestic labor market conditions, probably 
reflecting stalling economic activity in the private sector. Data confirm that any 
further tightening of monetary policy is unjustified.  
 
121. Real estate drives an April spike in Estonian lending  
Bank of Estonia 
May 25, 2012 
 
In April, corporate lending activity was the highest of the past three years. New 
corporate loans and leasing amounted to 663 million euros, which is about 40% 
more than in April 2011. The high growth in loan turnover was the result of a larger 
increase in long-term loans. More than a third of long-term loans was issued to the 
real estate sector. Though some single large-scale loan projects made up a big part 
of April transactions, credit growth has become more broad-based compared to 
earlier.  
 
Housing loans increased 17%, year-on-year, in April. Households' borrowing capacity 
has improved due to increased income and low interest rates. However, they tend to 
remain relatively cautious in taking on larger financial commitments, so credit 
growth has remained moderate, considering the low base level.  
 
The loan and leasing portfolio of banks increased by 8 million euros in April, 
amounting to 14.4 billion euros by the end of the month. The loan and leasing 
volume was 2.4% smaller than in April 2011. If the trend of somewhat more active 
borrowing continues, the loan portfolio shrinkage, which has lasted for more than 
three years, may be expected to end this year.  
 
The interest rate on housing loans declined to 3.1% due to a fall in EURIBOR. The 
small increase in margins in Estonia was the result of reviving tensions in the 
external environment at the end of 2011. Nevertheless, the average interest rate on 
housing loans decreased by 40 basis points during the first four months of this year. 
Six-month EURIBOR, at the same time, declined by more than 60 basis points. The 
average interest rate on long-term corporate credit was 3.8% in April.  
 
The share of loans overdue by more than 60 days in the loan portfolio declined in 
April after a three-month standstill, reaching 4.6%. The loan quality has improved 
owing to the relatively favourable external environment, but writing off uncollectible 
loans has also played a role here.  
 
Annual deposit growth accelerated to 9%. The total volume of corporate and 
household deposits in Estonia soared by 296 million euros in April. The majority of 
the increase was caused by corporate deposit growth. By end-April, deposit volume 
was 8.3 billion euros.  
 
122. Real net wage still negative in1Q 2012, but expected to enter positive 
territory this year 
Swedbank 
May 25, 2012 
 
In the first quarter of 2012 the average gross monthly earnings in the whole 
economy (except for individual enterprises) accounted LTL 2138 (EUR 619) and were 
3.2% higher than in the same quarter last year. During this period average gross 



earnings in the public sector rose more than in the private sector, by 4.1% and 2.9% 
respectively. 
 
The inflation adjusted wages after taxes remain negative (0.6% lower than a year 
ago) for the thirteenth consecutive quarter. At the same time the real growth of 
labour productivity per person employed remain positive (2%) increasing the 
competitiveness of local producers in the global market. 
 
In quarterly comparison the average gross monthly earnings shrank by 1.7%: by 
2.5% in the public sector and by 1% in the private sector. The decline was 
influenced by seasonal factors: a decrease in irregular bonuses, premiums and one-
off monetary allowances as well as by a decrease in the volume of works (in 
agricultural, construction and other enterprises). Outlook 
 
The three year long internal devaluation is likely to be over this year, and we 
forecast 4.3% increase in nominal wages on average this year, considerably faster 
than last year's 2.7% rate. Since nominal salaries' growth will outpace inflation later 
this year and the next, real net wage growth will be positive for the first time since 
2008 and will increase by 1.4% and 2.0% on average this year and the next, 
respectively. Competitiveness will not be lost, as labour productivity during the same 
period is expected to increase by 1.2% and 2.5%. 
 
Generally, the growth of wages will vary in different sectors and will depend on 
mismatch in skill demand/supply. Salaries are likely to increase faster for high skilled 
employees which are in short supply, while they will stagnate for unskilled 
employees. Most companies will remain cautious due to the developments in euro 
area and the possible impact on local market. Meanwhile employees' negotiation 
power is still low in respond to high unemployment. 
 
123. Slovakia to avoid recession in 2012  
KB 
May 24, 2012 
 
Even though the eurozone should come back into a recession this year, Slovakia 
should avoid this scenario. The economy in Q112 surprised with a strong growth of 
3.1% yoy again. The structure will be published in June; however, net exports should 
remain the main driver of the economy. Slovakia benefits especially from solid 
foreign demand from Germany and Asian markets. Domestic demand could be a 
positive surprise.  
 
Overall, a key factor will be development abroad. Of particular importance will be 
how the main trading partners (Germany and the Czech Republic) fare. An economic 
slowdown is expected in the next few quarters. Overall, we expect Slovak GDP to 
increase 1.9% this year, decelerating from 3.4% in 2011.  
 
The external balance has improved over the past several years, especially due to the 
trade balance. The current account posted a surplus of 0.1% of GDP last year, for 
the first time since 1995. In 2012, there may be a further enhancement, and the 
current account should end in a surplus of 0.6% of GDP as a result of a continuing 
improvement in the trade balance. Further deterioration in the income balance is 
probable. The biggest FDI inflow is already behind us.  
 



The increase in consumer inflation was based on supply-side factors, while demand-
pulled factors were missing. Consumer prices were affected by higher energy prices, 
food prices and taxes. For this year, we forecast average inflation of 3.2%. The rate 
should move slightly above the ECB's inflation target by the end of 2012. Overall, we 
do not consider inflation a serious problem for the Slovak economy.  
 
One of the priorities of the new leftist government is to continue fiscal consolidation. 
The Finance Minister said the needed consolidation of EUR 1.5bn in 2013 would be 
realised largely through tax hikes. The share of tax hiking and spending cuts will be 
2:1. Tax hikes will concentrate on the wealthiest part of the population and on firms 
generating the highest profits. The government is also considering new taxes on 
financial transactions, dividends and new car registrations.  
 
The new government approved a policy statement aiming for a deficit of 2.9% in 
2013. We believe this plan is too ambitious and expect a smaller budget deficit 
reduction in the next few years. A deficit below 3% of GDP in 2013 is not achievable, 
in our opinion. We project the deficit will dip below the Maastricht criterion in 2014 
only. Total public debt is expected to grow to 49% of GDP in 2013.  
 
The Slovak banking sector proved resilient to the adverse macroeconomic 
environment thanks to the current high capital adequacy ratio and banks' ability to 
generate profits. The stable banking sector was also one of factors cited by Fitch 
Ratings which has affirmed Slovakia's long-term foreign and local currency rating at 
"A+" with stable outlook.  
 
Risks are mainly related to developments abroad and a new government. A more 
severe decline will have a much more dramatic impact on the Slovak economy. 
Moreover, there are signs of an economic slowdown in Germany, and a recession in 
the Czech Republic would also have negative implications (two main trading 
partners).  
 
124. Slovakia to issue new debt to fund ESM contributions  
bne  
May 21, 2012 
 
  Slovakia will use current funds to pay the first installment of around €650m to the 
European Stability Mechanism (ESM), but will then need to raise new debt to find the 
rest, reports Sita.  The Slovak state will be due to pay the first €131.8m tranche of 
five within 15 days of the date when the agreement to set it up takes effect. It will 
pay two installments in 2012, and a further three in 2013 and 2014, reads a clause 
on impacts to the draft bill on the ESM. Overall, Bratislava will contribute €659.2m to 
the rescue fund, whilst it will be on call for a further €5bn in extra funds, as needed. 
  The Finance Ministry has already submitted a draft bill regulating Slovakia's position 
within the new rescue mechanism for review by various ministries, the newswire 
wrote.  
125. Taking profit on Polish Spread Widening 
SEB 
May 22, 2012 
 
We close and take profit on our position on a widening of Polish government bond 
ASW spreads. We entered the trade on April 5 at 52 bps ASW spread level which we 
then saw as too narrow. Behind our view was the historical covariation of the spread 
with the currency, suggesting that the spread was unusually tight considering the 



then relatively weaker zloty. We are closing it today with at 13bps profit at 65 bps 
ASW spread. Our take profit target of 72 bps was not reached during last week's 
sell-off. However, given the current momentum in the markets we don't see a good 
potential to reach the take profit level in the near term.  
 
 

SE CREDIT 
126. Global uncertainties resulted in foreign capital outflows from bond 
market in Turkey 
BGC Partners 
May 25, 2012 
 
1- EQUITY: In May 11-18, foreigners were net buyers of only US$9 mn. M-t-d total 
foreign sell-off reached US$96 mn. In April foreigners were net sellers of US$186 mn 
against net sellers of US$27 mn in March. Since the beginning of the year foreigners 
were net BUYERS worth of US$654 mn in the equity market. 
 
2- BONDS: The CBT data showed that foreign investors were net sellers of a US$915 
mn in that week. M-t-d total foreign bond purchases were US$1,876 mn. Since the 
beginning of the year foreign investors were net BUYERS of US$2,584 mn in the 
bond market. In order to see the reasons behind sizeable foreign purchases please 
see our report “Low trading volume & inverted yield curve: What do they hint?”, May 
23, 2012. 
 
3- FX MARKET: TL depreciated by another 1.4% in that week against the equally 
weighted exchange basket. We still think that cross-currency deals, options, 
structured products and custody definition problems complicate to form a 
relationship between the foreign flows & currency. Meanwhile, while since the 
beginning of the year we observe that locals bought FX by around US$8.0 bn. 
 
4- FX RESERVES: CBT’s gross FX reserves declined from US$81.2 bn to US$80.0 bn 
(excluding gold worth of US$12.8 bn) as of May 18. 
 
TO SUM: On a 52-week rolling basis, net foreign inflows in the equity market 
declined further from +US$8 mn to -US$83 mn one week ago (its peak was +US$4.6 
bn (Dec-10) in the last four years), while 52-week rolling net foreign inflows in the 
bond market decreased to US$6.43 bn from US$7.28 bn (peak was US$18.5 bn in 
end-April 2011). 
 
127. Turkey's capacity utilization and real sector confidence down  
Erste 
May 25, 2012 
 
The gradual slowdown in the economic activity seems to prevail according to May 
capacity utilization and real sector confidence. Capacity utilization in May stood at 
74.7%, down from 75.2% while seasonally adjusted capacity utilization was also 
down to 74.4% from 75.5%. On a sectoral basis, intermediate and investment 
goods‘ capacity utilization stayed lower than last year while in consumer goods (both 
durable and non-durable) it was higher than last year. This suggests a lower 
investment activity going forward. 
 



Meanwhile, real sector confidence at 113.8 was lower than that of last year's 117.2 
while seasonally adjusted real sector confidence also confirmed the decline by 
coming down to 107.8 in May from 109.7 in April, posting a monthly decrease of 
1.7%. The highest decline in sub-items was the total amount of orders which posted 
10.3% decrease over previous month in seasonally adjusted terms. It was followed 
by current amount of orders and general business situation which declined by 3.6% 
and 3.2% respectively. Volume of exports and production volume for next 3 months 
which were almost flat compared to last month suggest that the deterioration in 
foreign demand has started to be felt in real sector as well. 
 
 


