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CEE: A bumpier path forward 
Adding a variety of different 
uncertainties to the global mix… 

 As we enter 3Q, the global economy faces more uncertainty than it has for a number of quarters.
Most recent high frequency indicators have shifted downwards, though from a high level.  The 
EMU crisis has seen a further escalation as Greece continues to disappoint in terms of reform
implementation. At the time of writing discussion was underway on the potential for EMU 
member states to put considerably more funding on the table, prompting a re-consideration of 
EMU's approach to private sector 'burden sharing', with yet another EU weekend summit 
approaching. In the US policy makers have yet to reach agreement on the increase to the debt
threshold while more importantly reaching agreement on a viable set of fiscal consolidation
policies remains out of reach. From China, the world's growth engine, the housing market and
credit shows signs of slowdown, as do exports, while the PBOC continues to tighten while 
Middle East tensions rumble on.    

April/May sees a correction in global manufacturing PMIs…  …while periphery speads show no signs of easing 
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…at a time when policy 
accommodation is being 
reduced…. 

 This is all happening at a time when monetary and fiscal policy in the US and Europe is turning less 
supportive. The end of this month sees the Fed's QE2 policy come to a finish while we believe
that we would need to see a significant deterioration in activity indicators from here before the
central bank steps in with QE3. In EMU the ECB seems on course for its second rate hike in 
July while we expect a total of 50bp in rate hikes between now and year end. Simultaneously 
fiscal policy is expected to turn more contractionary both this year and next, with a variety of 
countries (China, France, India and the US) forecast to see a cumulative shift in their cyclically 
adjusted primary balance of approximately 2pp, with the UK to see a shift of over 3pp.   
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Policy rates to edge higher but remain below historical averages 

 Change in cyclically adjusted budget balances –  
from fiscal expansion to contraction 
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…means a continued but  
softer recovery for now 

 The above does not deter us from our view that the global economy will continue to post gains
each quarter over 2Q-4Q this year however. It does translate into a scenario whereby 2Q is 
softer than originally expected, with some spillover risks to 3Q. For example we have marked
down our expectations for 2Q GDP growth in the US from an annualized 2.5% to 2%. The 
risks to our EMU forecast for 2Q of 2.0% annualized are also on the downside. That said with the
data available to hand at this stage, we remain optimistic that a double dip scenario will be avoided.  

A strong 1Q, a softer but still positive 2Q/3Q 
CEE joins the global slowdown  As we enter 3Q, the most pressing issue is the ability of CEE to withstand this global 

slowdown, even if only temporary in nature. That CEE is synchronized with global
developments is not in doubt. To date the most obvious sign of a slowdown in economic
activity in the region is seen in the manufacturing PMI data. Over the three months to May, 
the manufacturing PMI indices have fallen between a cumulative 1.2 points in Poland to a
much larger 7.9 points in Turkey. There are also some signs of a dis-improvement in consumer
confidence in some of the new EU countries, as well as in Russia.  

That said, the PMI move has been sufficient to bring the PMIs back in line with their long term
averages, i.e. levels still consistent with gains in industry but more in line with long term 
averages than the more elevated growth rates that have been experienced in recent quarters. 
Current PMI readings do not imply a contraction in industrial production.   

CEE manufacturing PMIs slip back towards average  Different contributions from components of GDP 
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Domestic demand can help  
fill the gap 

 Meanwhile domestic demand has the potential to act as a form of 'automatic stabiliser' over 
the next couple of quarters in an environment where this global slowdown does not
deteriorate significantly further . To date the recovery in domestic demand has been lackluster
in many countries in the region.  Turkey is the most obvious exception, followed by Poland, 
Kazakhstan and Urkaine. As shown above latest IP readings put industrial production gains at
close to double digits on a 3m/3m SA and annualized basis for the new EU countries.
Meanwhile retail sales struggle to post any gains.  Russia is another example of a country
where gains in private consumption showed clear signs of slowdown in 4Q last year, a trend 
that continued into 1Q.   

To date it has been constrained 
by higher inflation… 

 We attribute this weak domestic demand performance to date at least in part to a combination 
of a supply-side spike in inflation combined with a weak recovery in labour markets. The 
inflation spike reflects higher global energy prices over the past year in the region, feed-
through from higher global food prices and poor harvests in a number of countries last year. 
Averaging inflation across CEE1, it stood at 5.5% in April. We estimate that 4.3pp of that
increase in inflation indices in the past 12 months is down to food and energy – these two 
components account on average for 47% of inflation baskets across the region. The 
remaining 53% of the basket added only 1.2pp. Within the EU countries in our coverage, 
inflation stood at 4.2% yoy of which 3.9pp was due to food and energy prices. These two 
components on average account for 43% of HICP baskets. The remaining 57% of inflation in 
the EU countries in our coverage added only 0.3pp to HICP in the 12 months to April. With data 
available since Jan-02, never before have the 'core' elements of the inflation basket contributed
so little to HICP gains as they have over the past 12 months.  

Food & energy price increases absorb central bank 'inflation 
allowances'  

 Inflation 12 months forward assuming unchanged food & energy 
prices in the EU countries in CEE 
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…limiting real wage growth 
 
 
 
 
 
 
 
 
 
 
 

 Such acceleration in inflation has reduced consumer purchasing power. In 1Q real wage 
growth in Romania, Hungary, Croatia, Lithuania, Slovakia and Russia was negative in yoy
terms. In Poland, Czech and Latvia real wage growth was less than 1% yoy. Kazakhstan, 
Turkey and Ukraine buck the trend, posting wage growth which is close to or in double digits.
In turn private consumption in a number of countries remains well below its pre-crisis peak. 
Drawing off available 1Q GDP data, private consumption saw its third quarterly qoq decline in 
4 quarters in Hungary and Romania and its second quarterly qoq decline in 4 quarters in 
Czech. Retail sales in volume terms in Russia over the first 4 months of the year showed
gains of 2.5%, compared with gains of 3.7% for the same period last year. 

                                                                      
1CEE includes Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovakia, Slovenia, Croatia, Kazakhstan, Russia, Serbia, Turkey 
and Ukraine.   
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Real wage growth remains negative or close to negative  
in many countries  

 In most countries unemployment is well above its pre-crisis lows  
and is declining only slowly, if at all 
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Inflation to stablize over summer 
and decline sharply from there 
 
 
 
 
 

 Looking ahead we see a decline in inflation which should help to boost real consumer
purchasing power and support domestic demand. For example should we assume that food 
and energy prices remain unchanged from here for the next 12 months, inflation will remain 
close to current levels for much of 3Q but over 4Q this year and 1Q next year will show much 
more significant declines.  On average across the region such a scenario would see inflation 
ease to below 2% by April next year. Repeating the same exercise for the countries in our 
group within the EU, inflation is projected to decline to below 1% yoy by April next year. Of 
course assuming that food and energy prices do not rise for the next 12 months may prove 
ambitious but that increases over the coming 12 months are not as large as over the previous
12 months is less ambitous in our view. That Romania does not face another 5pp hike to VAT 
this July (adding 4.4pp to CPI) or that Poland does not plan to hike VAT 1pp again next 
January also helps. In an environment whereby external demand growth moderates, rather
than contracts, lower inflation should facilitate higher real wage growth and see domestic
demand prove more supportive of economic activity going forward. Turkey represents the 
exception on this front, where inflation is on an upward rather than downward trend, though
this has the potential to play an important role in helping the CBT moderate consumption 
pressures.  With this in mind we see growth in the region broadly in line with last year at 4.2%,
though it should be more uniform across the region with each country posting positive gains
for the first year in 4.   
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Real wage growth is a key driver of private consumption gains 
(INCLUDE R2) 

 Private consumption in CEE: Any recovery remains modest  
at this stage 
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Credit in most cases remains constrained 
Banking sectors also differentiate 
the strong from the weak 

 Banking sector performance across the region also has a role to play in differentiating the
recovery in domestic demand.  We see both a structural and cyclical element to this.  As
shown below Turkey was the only country in the region to see a rebound in credit growth last 
year.  Hungary, Russia, Romania, the Baltics, Ukraine and Kazakhstan saw continued
negative real credit growth.  To the extent that credit growth tends to be cyclical in nature and
many of the economies in the region suffered a more prolonged downturn than in other EM
regions, a more gradual recovery in credit is to be expected.     

Credit growth in real terms – still to show recovery  
in most countries 

 Now and then: Change in net foreign asset position of  
banking sector  
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Reliance on new credit has eased 
in some countries 

 Indeed in the event of a more risk adverse global environment that feeds into more of a
sudden stop in capital flows and credit extension, many countries in the region should suffer
much less from a domestic credit perspective than was the case in late 2008. Below we 
include estimates for our credit impact indicator against GDP assuming zero new credit
extension between over 2Q-4Q this year (at the time of writing we has credit data available 
until end-April for most countries). Our credit impact indicator measures the amount of new 
credit extended in the current period relative to the previous period as a percent of GDP, 
rather than credit growth (the change in the stock of credit) and moves in line with changes in
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domestic demand.  In this environment Hungary looks well protected, in part because at this
stage credit continues to contract on a monthly basis in Hungary – a shift to a flat credit stock 
would represent an improvement and be supportive of domestic demand. In Russia and 
Poland, domestic demand growth would slump but remain positive, in contrast with late-08/ 
early-09. Given the pace of credit growth in Turkey over recent quarters, a sudden stop there 
would be most detrimental to economic activity, forcing a double digit contraction in domestic
demand similar to what the economy experienced in 2009.   

 

Credit impact indicator: Hungary assuming zero credit extension 
over 2Q-4Q this year 

 Credit impact indicator: Poland assuming zero credit extension  
over 2Q-4Q this year 

-10.0

-8.0

-6.0

-4.0

-2.0

0.0

2.0

4.0

2005 2006 2007 2008 2009 2010 2011
-10.0

-8.0

-6.0

-4.0

-2.0

0.0

2.0

4.0

Private cons. + GFCF (%
YoY, real)

Change in new credit
extension (pp of GDP)

 

-2.0

0.0

2.0

4.0

6.0

8.0

10.0

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
-2.5

-1.5

-0.5

0.5

1.5

Domest ic demand (real, % YoY)

Change in new credit  extension
(pp of GDP, rhs)

Credit impact indicator: Russia assuming zero credit extension  
over 2Q-4Q this year 

 Credit impact indicator: Turkey assuming zero credit extension  
over 2Q-4Q this year 
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Banking sectors play a role in 
differentiating weak from strong 

 From a broader perspective, differing degrees of reliance on external funding potentially also 
playing a role. The net foreign asset position of the banking sectors in the region varied
significantly as we entered the downturn.  For example in Czech the net foreign asset position of
the banking sector stood at a positive 9.5% of GDP at end-07 while at the other extreme Latvia 
posted a negative net foreign asset position for the banking sector of 47% of GDP. Banking 
sectors in Hungary, Lithuania, Romania, Kazakhstan and Ukraine all posted negative net foreign
asset positions which stood in double digits as a percent of GDP at end-07. In Poland and Turkey 
the net foreign asset position of banking sectors stood at less than 2% of GDP. Since the crisis 
the largest improvements have been seen in Kazakhstan and Russia, which have more back into 
positive positions. Latvia, Lithuania and Ukraine have seen a narrowing of the net foreign asset
position of their banking sectors. In contrast deterioration is largest in Turkey, Poland, Hungary, 
Serbia and Belarus.    
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CEE is no longer enjoys the protection of 'under ownership' 
More and more countries  
in the region experience  
in capital inflows  

 Up until end-2010 the recovery in capital flows to the region was unbalanced both in terms of
the make up of the inflows and their destination. For example 2010 was CEE's strongest year 
in three in terms of capital inflows. From EUR 16.6bn in total inflows in 2009, capital to the 
region last year reached EUR 72.3bn. However EUR 48.2bn of these inflows were portfolio in 
nature, with Poland accounting for EUR 20.2bn of the total inflow, Turkey EUR 12.4bn. 
Entering 2011, this capital flows picture means that with the exception of Turkey and Poland,
should the world experience a sharp pull-back in risk appetite and in turn capital outflows, the 
majority of CEE economies should be well protected.  

A shift in capital flows across the region since the start of the year means that this is no longer
the case. Hungary is the most obvious example, with inflows to the domestic fixed income 
market of EUR 3.3bn YTD, as well as large external issuance. Portfolio investment to Romania
over Jan-Feb reached EUR 0.4bn compared with EUR 1.1bn for the entirety of last year. In Serbia 
net portfolio inflows reached EUR 334.6bn over Jan-Feb, compared with EUR 27.5mn for the 
same period last year.   

Net capital inflows to CEE have recovered but are dominated by 
portfolio flows 

 Inward FDI to the region shows little signs of recovery  
except for Russia 
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FDI and bank inflows have yet  
to see a meaningful recovery 

 In contrast with the recovery in portfolio flows to the region, FDI flows lag. Having peaked at 
EUR 76.3bn in 2007, FDI flows last year reached EUR 16.5bn. Foreign bank lending to entities
in the CEE region also remains muted, though it is moving in the right direction. Just as was 
the case with portfolio flows up until early this year, there is large differentiation within the 
region in terms of foreign bank flows. Turkey began to see a recovery already in 1Q10 while 
the Baltics, even up to 4Q last year, continue to see a decline in foreign bank exposure. Data 
released YTD suggests that this trend persists. This divergence between portfolio flows and 
more medium to long term FDI and bank/non-bank borrowing is unlikely to persist indefinitely. 
Policy decisions on both the monetary and fiscal side will be important in determining in which
direction the 'convergence' occurs.   

Divergence within CIS 
Banking sector outflows  
in CIS were largest 

 Examining trends in CIS in more detail, Russia lags Kazakhstan and Ukraine in terms of a
renewal of capital inflows.  Most uniform across the region up until the end of last year was the
decline in foreign bank exposure in CIS which was much more pronounced than elsewhere in 
the region. Relative to its peak, foreign bank exposure to CIS had fallen by over 35% by the
middle of last year and now appears to have reached bottom (in line with shifts in net foreign
asset positions discussed above).   
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Reserve accumulation pre and post crisis: Russia lags,  
Kazakhstan rebounds much quicker  

 Foreign banks appear to have finally finished running  
down their exposure to CIS 
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Kazakhstan now leads Russia in 
terms of reserve accumulation 

 Since last year all three central banks have once again begun FX reserve accumulation.
However the pace of reserve accumulation is more sizeable and consistent in Kazakhstan
than it is in Russia, in contrast with pre-crisis trends. Given the degree of improvement in the 
banking sector's net foreign asset position in both countries, a continued recovery in inflows 
seems likely. Central to the full picture in Russia will be the willingness of locals to retain 
capital domestically. Meanwhile in Kazakstan the authorities remain stubborm in terms of KZT 
gains, despite renewed capital inflows and underperformance relative to RUB – it appears that 
a period of continued if not larger inflows for longer is needed before the NBK opts for a path
of gradual appreciation.  In Ukraine the authorities welcome the capital inflows in the absence
of progress with the IMF but there remains reluctance to introduce more currency flexibility, at
least for now.   

Monetary policy: An absence of urgency 
Low interest rates to be 
normalised only gradually 

 Against a backdrop of weakening external demand, a gradual recovery in domestic demand 
and favourable base effects which should lower inflation over the coming quarters, any tightening
in monetary policy from here in the region should be gradual in nature. Nominal interest rates on
average across the region remain at record lows while many countries are running negative 
real interest rates. Czech Republic is likely to stand 75p below the ECB effective early July. 
That said economic activity indicators do not pressure central banks to act rapidly. We see 
Russia, having tightened policy via reserve requirements and interest rate hikes YTD, as close 
to finished. Serbia surprised us at its last meeting by already beginning to reverse a series of 
aggressive interest rate hikes in anticipation of a decline in inflation over the coming quarters.
From a domestic demand and inflation perspective, Kazakhstan has scope to tighten 
monetary conditions but has opted instead for regulatory measures to control price pressures. 
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CEE interest rates (3m money market rates)  
remain at record lows 

 Real interest rates in most countries are negative & well below  
pre-crisis norms 
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Poland and Turkey need  
to balance inflation against 
financial stability concerns 

 In terms of monetary policy we place Poland and Turkey in a separate group to the rest of the
region due to the large amount of short term capital inflows that the two countries have 
experienced and the financial stability risks related with these inflows. In both countries there 
has been a clear shift in financing of C/A deficits since the crisis from long term to short term 
capital inflows. In Poland the government is welcoming of these inflows given the crucial role 
they play in financing the budget deficit. In part to counteract an excessively loose fiscal 
policy, in part to support PLN, in part to contain inflation, the NBP has acted aggressively YTD
as it has hiked interest rates 100bp. Concerned about what they see as 'excessive FX 
volatility', the authorities have also confirmed the sale of up to EUR 15bn in EU proceeds this 
year on market.     

In Turkey the CBT has placed more emphasis on the financial stability risks associated with 
these inflows, prompting a policy of rate cuts and reserve requirement hikes. A gradual 
decline in short term capital inflows, in part because of an end to QE2, should as we draw
closer to the end of the year gradually see the CBT revert back towards a more 'orthodox' 
monetary policy, including the initiation of a gradual rate hiking cycle. In the event of market 
stress, banking sector reliance on CBT funding gives it more control over its currency than is
the case in Poland. The recent shift from USD 50mn to USD 40mn in daily FX purchases 
suggests that the CBT sees less scope for TRY losses from here.   

Poland: Breaking foreign inflows into short v long term  Turkey: Breaking foreign inflows into short v long term 
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Fiscal performance has the potential to prove decisive  
 
 
 
 
 
In Turkey & Poland, fiscal 
consolidation should ease C/A 
pressures 
 
 
 
 
 
 
 
 
 
 
 
In Hungary & Ukraine, 
complacency is the primary risk 
 
 
 
 
 
 
 
 
 
In Romania we monitor 
privatisations, in Croatia & 
Slovenia government ability to 
tackle budget pressures 

 Fiscal policy continues to play an important role in the region with a busier election schedule
ahead:  

1. In Turkey and Poland further fiscal consolidation efforts would help narrow C/A deficits 
and reduce reliance on short term capital inflows. Fiscal performance YTD in both countries 
has shown improvement. Turkey is particularly impressive with the budget deficit YTD only
3% of what it was for the first five months of this year. The announcement of a fiscal package in 
Turkey to narrow the deficit further would have at a minimum a positive headline impact,
though it seems more likely that the government continues with a more 'covert' strategy of
outperformance relative to targets. In Poland passage of next year's budget prior to the 
summer parliament recess and October's general election would send a strong signal of
commitment to the consolidation path set down in the Convergence Programme; 

2. In Hungary and Ukraine, focus over the next couple of quarters will be on government
ability to deliver on reform agendas. The obvious risk is that easy market access fosters 
complacency.  In Ukraine, the abence of progress on pension reform and gas tariff hikes
prior to the Rada's summer recess would be a clear negative to the extent that the 
government is even less likely to push ahead post the summer period given next year's 
parliamentary elections. In Hungary the budget debate for next year scheduled for 4Q 
represents the most important measure of government commitment and will likely prove
the key domestic determinant of assets prices between now and year end.  

3. In Romania we focus on structural measures rather than deficit performance.  Progress on 
key privatizations and improved use of structural funds, as per the precautionary IMF
programme, would support government financing, the balance of payments and overall
growth prospects. In Croatia following a 4Q general election, pressure is likely to rapidly 
build on the government to tackle the budget deficit. In Slovenia we monitor the tailrisk of 
further bank recap costs for the government as it struggles to compensate for the fiscal cost 
of the failed pension reform.  Failure to progress would risk putting these countries more in 
the headlines.   

Gauging the risks from a more negative EMU periphery 
scenario 

An escalation in the periphery 
requires monitoring 

 We conclude by gauging the risks of a more negative scenario for the region, namely a further
significant deterioration within the EMU periphery. Our base case includes the assumption 
that upon concluding the current review, the IMF and EU disburse to Greece to cover bond
redemptions over the coming months, as well as put sufficient financing on the table to cover
the sovereign's needs over 2012-13 and potentially into 2014. In a more negative scenario 
whereby prolonged uncertainty on the political front in Greece and/or EMU translates into
instabilty of the deposit base in Greece and other periphery economies as well as threatening 
funding for the Greek sovereign, the risks to the banking sector in Europe and the recovery in 
economic activity would increase in a much more pronounced fashion. We identify 3 key 
channels via which this would impact CEE, namely risk appetite, banks linkages and trade 
linkages.   

1. Global risk appetite:  
Should the EMU periphery story translate into an outflow of capital from the EM universe,
we see Kazakhstan (13.3% of GDP), Croatia (9.2% of GDP), Slovenia (12.6% of GDP), 
Poland (6.6% of GDP) and Hungary (7.1% of GDP) as the most likely candidates for an 
outflow of capital, at least to the extent that as a percent of GDP these countries have seen
the largest inflows since the start of last year. In terms of absolute volumes, inflows have 
been largest in Poland, Turkey and Hungary.    
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2. Bank linkages:  
On this front it is the Balkan economies which are most at risk, with Bulgaria most 
vulnerable. Greek banks have lent over 31% of Bulgarian GDP to Bulgarian entities, as per 
BIS data. Bulgaria has seen its exposure increase by 12pp of GDP since end-08. In Serbia 
and Romania it stands at 18.5% and 13.1% of national GDP respectively. Turkey stands in 
fourth position at 4.2% of Turkish GDP. Over the last 4-5 quarters, trends in this exposure 
differ across countries. For example it has fallen from its peak in Bulgaria and Romania but
increased, at least up until 4Q last year, in Serbia and Turkey.   

3. Trade linkages:  
On this front the vast majority of countries enjoy protection. 15.1% of all CEE exports last 
year were destined for Germany – only 3.3% of all CEE exports went to the EMU periphery 
(Greece, Ireland, Portugal, Spain). At least to date, strong growth in Germany has been 
able to more than compensate for a slump in external demand from elsewhere. In terms of 
outliers, Bulgaria is the only country in our group which exports more to the periphery,
primarily Greece, than it does to Germany.   

SOME COUNTRIES MORE AT RISK DUE TO BANK EXPOSURE, OTHERS DUE TO 
ACCUMULATION OF PORTFOLIO INFLOWS 

-5

0

5

10

15

-5 5 15 25 35

Greek bank lending to CEE 
(% of 2010 GDP)

BGN
RSDRONTRY

EEK

KZT

SIT

HRK

HUF PLN

BYR
CZKUAH

LTLLVL

RUB

Aggregate portfolio inflow s since end-09 (% of GDP)

 

 Source: National central banks, BIS, UniCredit Research 

Some comfort cushions to hand  In the event of a further deterioration in the EMU periphery situation, at least parts of CEE will 
increasingly suffer. That said there are some comfort cushions to hand to soften the impact. 
Romania's precautionary IMF agreement means that its Vienna Initiative agreement remains
in place, keeping a careful watch on the activities of foreign banks. In the event of a significant 
increase in pressure in Serbia, the authorities have the option of reaching a quick agreement 
with the IMF on a precautionary agreement – as per Romania, this would facilitate the re-
instatement of its Vienna agreement. Other countries such as Turkey are currently struggling 
with excess capital inflows rather than outflows – as a result any return of funds to Greece 
could well be compensated for from elsewhere. Finally the EBRD has put in place a funding 
facility for banks within CEE that face re-capitalisation needs which cannot be met by parent 
banks. Put together this should offer the region more stability than would otherwise be the case.
More broadly it should help keep the CEE region on track for further, albeit bumpier gains in
economic activity over the remainder of 2011.   
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CEEMEA FI/FX strategy: rates should outperform FX 
Top trade ideas for 3Q11:  
 
 
 
1. Receive 2Y/10Y TRY spread  
2. Receive 2Y/10Y CZK spread 
3. Buy mid long end ROMGBs 
4. Pay 2Y RUB rates  
5. Sell 5Y Romania vs. buy 5Y 

Turkey CDS  
6. Long PLN/HUF  
7. Close short USD/KZT  
8. Stay short USD/UAH NDF  
 
 
 

 ■ As growth is slowing globally we believe the regional central banks will turn much less 
tolerant toward FX appreciation than they were in 1H and this could support some local 
currency bond markets where valuation is still attractive and macro imbalances improved. 
We recommend keeping moderately long duration in the Czech Republic, Hungary and 
Romania. In Poland we prefer to keep duration short following the May CPI surprise but look 
to move longer once the dust settles. We keep short duration in Turkey and Russia. In a similar
vein we recommend adding flattener positions in Turkey and Czech Republic via the 2Y/10Y
sectors whilst we recommend paying 2Y RUB rates following the recent increase in money 
market rates and less expensive paying position.  

■ We see limited scope for meaningful FX appreciation in Q3 but on balance still see 
risk reward supportive on short EUR/RON and short USD/UAH NDF positions. From 
a relative value perspective we see PLN outperforming HUF following the recent inflation 
divergence in the two countries. Although we believe risk reward has improved on TRY for 
the time being we remain mod U/W. We also keep RUB at U/W as private sector capital 
outflow will likely see the RUB underperforming. We recommend cutting USD/KZT short 
positions due to lack of policymaker appetite for revaluation and a less certain RUB 
outlook. We prefer to stay on the sidelines with RSD given Greek uncertainties and prior 
efforts to limit RSD gains by the central bank.  

■ In the credit space we remain O/W Hungary, Romania, Latvia, Lithuania, Russia and 
Ukraine whilst we see Turkey, Poland underperforming in 3Q. We are neutral on credit for the 
rest of the CEE countries. In terms of CDS we recommend selling 5Y Romania CDS versus 
buying 5Y Turkey CDS as we believe the credit spreads do not reflect the macro challenges 
Turkey is facing in a global environment where capital inflows might slow down.  

MARKET DRIVERS IN 2010 VS. YTD 2011  

The catch up theme dominates YTD performance in EEMEA FX     Bond flows remained strong   
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Less hawkish monetary policy should support local bonds  
 
 
LC duration recommendations  

CZK  Long  
HUF mod Long  
PLN short, look to increase  
RON Long  
TRY short  
RUB Short 

 
 
 
 

 We believe a more dovish monetary policy outlook should provide some support for 
local currency bonds in the EEMEA region and currently we recommend being long duration
in the Czech Republic, Hungary and Romania. We have scaled back our stance on the 
POLGB curve following the hawkish May CPI release and strong rally recently but we are 
looking to increase positions again once the dust settles. In Turkey and Russia 
underlying inflation pressure and relatively poor valuation prevents us from going long 
duration yet.  

#1 Poland: reduce to neutral from tactical long POLGBs duration: we recommend 
switching from longer dated POLGBs into the mid part of the curve following the May CPI 
release and the recent strong rally. Although we do not think the NBP will hike rates 
aggressively from here (as the post inflation MPC comments suggest) it is possible that the 
curve will price back some rate hike. We also do not see long end POLGB nominal yields as 
that attractive vs. the current inflation outlook.  

#2 Czech Republic: increase to long CZGBs duration: as the Czech curve is the steepest 
in the region and the economy is the most integrated into the global trade system, we believe 
CZGB can outperform in the next quarter. We also see the spread versus the Bund curve 
(particularly at the long end around 9/10y maturity) as attractive (9Y offers around 80bp pick up). 
We hence recommend long duration in CZGB. The current real yield between 10Y CZGB and 
headline inflation is also relatively attractive from an historical perspective. We like the 
04/2019 CZGB, which is relatively cheap to the curve.  

#3 Hungary: moderately long duration in HGBs: we believe HGB yields are still relatively 
high compared to the inflation outlook and compared to nominal GDP growth (see charts at 
the bottom). That said a big part of the technical positioning driven rally is probably behind us 
and the AKK is in a comfortable position when it comes to issuance. We would not go to the 
longest maturities as we see the 2014/D and 2017/B papers as relatively cheap to the curve. 

#4 Turkey: short duration in TURKGBs: although we believe we are moving closer to a turning
point in terms of Turkish monetary policy we are not there yet and longer dated TURKGBs 
could underperform in the near term. We also think that the curve should flatten as the end 
game is getting closer. We prefer to play this outlook via a 2Y/10Y TRY receiver as opposed 
to cash bonds.  

#5 Russia: long duration in OFZs vs. short on Euroclearable RUB bonds: as OFZs are 
trading at around 100bp spreads vs the Euroclearable bonds (2018) we see value in moving into 
the long end of the OFZ market. Although Russia rates are low versus the inflation outlook we 
believe the above 100bp spread should disappear on a multi-month horizon. In terms of outright 
duration exposure we see limited value in RUB bonds given strong underlying inflation pressure 
and poor valuation. We hence recommend short duration.  

#6 Romania: mid to long duration in ROMGBs: we believe following the recent drop in 
short end t/bill yields the mid to long end of the Romanian curve now offers value and we 
recommend going for these maturities for better yield pick up. Although the MinFin plans to 
extend the maturity profile of the ROMGB curve recent market action suggest that they do not 
want to push yields higher either.   
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EM LOCAL CURRENCY BOND VALUATION  

Real rates   Nominal yield vs. real GDP   
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Bond yield versus credit risk     Bond yield versus FX risks    
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Are we back to 2008? Which EEMEA country has done most 
homework since then?   

We compared fundamental 
changes between 2008 and  
2010 in EEMEA countries 
 
 
 
 
 
We found that Latvia, Romania 
and Ukraine have done most 
homework  
 
 
 
 
On the other end Turkey, Croatia 
deteriorated significantly   
 
 
 
 
 
 
 

 Comparing the current market performance versus the run up to the 2008 autumn crisis 
we can spot a number of alarmingly similar patterns: 1) recent PMI indicators are uniformly 
pointing downwards on a global scale 2) the equity market is pulling back, 3) commodities, 
particularly oil, are still at elevated levels, 4) EM assets are still under appreciation pressure and 
5) USD is depreciating despite well known EMU periphery crisis and the ever appreciating CHF. 
Meanwhile, although there are a number of differences on a global scale, we believe it is useful 
to assess which EEMEA country would come under most pressure if capital stops flowing into 
EM assets and we have a broader economic slowdown. We do this while taking into account 
that structural rebalancing is also under way between the EM and DM worlds.  

In this exercise we compare a simple relative change in the EEMEA fundamental backdrop
by using five fundamental variables for EEMEA countries2 and compare with shifts in 
market pricing. We conclude that Turkish, Czech and Bulgarian CDS is probably vulnerable to 
the upside, whilst being sellers of Romania, Ukraine and to lesser extent Hungary we still 
position for relative improvement.   
 

                                                                      
2 In this exercise we analyzed Poland, Czech Republic, Hungary, Latvia, Lithuania, Serbia, Russia, Kazakhstan, Ukraine, Romania, Croatia and Bulgaria.  
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The comparison implies bearish 
positions for Turkish credit and 
bullish positions for Latvia, 
Romania and Ukraine  
 
 
 
 
 
 
 
 
 
 
 
In FX we only feel confident with 
EUR/RON and USD/UAH shorts  
 

In the first table below we provide a relatively simple scorecard for EEMEA countries.  Firstly we 
took the relative change of five fundamental variables between 2007 and 2010. In this exercise 
we took only flow variables as we believe this would be the first market focus in case the risk 
aversion intensifies and capital flows slow down. We used the change in basic balance, fiscal 
balance, FX reserves, export growth and annual GDP growth as macro variables. In the second 
table we then ranked each variable, we attach higher ranking where improvement occurred 
versus 2007 (for GDP growth we assumed that higher GDP growth in 2010 versus 2007 means 
more overheating and hence lower ranking). We attached equal weight to all variables. Finally 
we compared the average ranking (relative fundamental improvement of each variable 
between 2010 and 2007) versus the change of 5Y CDS of the sovereign issuer in the same period
(current 5Y CDS minus end 2007 CDS) and versus the change in the REER in the same period.  

EEMEA credit: From a relative value perspective Turkey and Croatia deteriorated the most 
compared to 2007. More importantly the Turkish CDS is only trading about 50-60bp above their 
end 2007 level. This is versus a sample average 120bp jump in the 5y CDS in the same period. 
We hence believe that Turkish credit, in particular, is not cheap and does not price the 
fundamental deterioration of the country versus other countries in the region. Given the Turkish 
CDS has relatively higher beta versus risky assets we are looking to implement this trade 
against another country in the EEMEA region. In this relative ranking Latvia, Romania, Ukraine 
and Kazakhstan perform relatively well. For CDS this means Romania, as Ukraine is probably 
wide given the change in credit risk since the crisis.  

EEMEA FX: The more than 8% real depreciation of the TRY probably reflects the relative 
fundamental deterioration of the macro variables. In terms of HRK we note that the kuna has 
appreciated relatively significantly in real terms whilst the fundamental backdrop has 
deteriorated. We put this primarily down to the managed nature of this FX whilst the CDS has 
underperformed broadly in line with ranking. On the other end of the scale, we see the real 
depreciation of the RON, UAH and KZT as not properly reflecting the fundamental improvement 
but in all 3 cases the market would probably need a trigger to start pricing in more FX 
appreciation. At this stage we feel confident only with short EUR/RON and USD/UAH positions 
while we have decided to close our short USD/KZT positions.  

 

WHO DID THE HOMEWORK? FUNDAMENTAL IMPROVEMENT VERSUS 2007  

 Changes between 2007 and 2010  
 Change in 

basic balance 
(%/GDP) 

Change in 
fiscal balance 

(%/GDP) 

Change in 
FX reserves (%)

Change in  
export (%)  

Change in 
annual GDP growth 

(%point) 
Poland -2.15 -6.00 58.57 15.60 -3.00
Hungary 7.33 1.33 37.27 3.56 0.40
Czech Rep. -3.06 -4.00 19.58 6.74 -3.80
Lithuania 15.13 -5.50 6.22 13.80 -7.60
Latvia 23.36 -11.40 19.52 9.33 -10.52
Romania 5.72 -4.20 23.69 26.07 -7.50
Bulgaria -0.45 -7.42 2.07 15.36 -6.30
Croatia -0.78 -2.79 16.87 -1.01 -6.25
Serbia 7.07 -2.69 22.57 15.98 -3.60
Turkey -3.12 -1.97 6.10 6.88 3.53
Ukraine -0.15 -4.77 29.77 15.03 -3.36
Russia -2.78 -12.57 18.41 16.01 -4.50
Kazakhstan 6.87 -2.12 40.63 27.33 -1.90
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RELATIVE FUNDAMENTAL IMPROVEMENT VS. CHANGE IN 5Y CDS AND REER  
(LOWER AVERAGE RANKING MEANS MORE IMPROVEMENT IN THE FUNDAMENTAL BACKDROP) 

 Change  
in basic 
balance  

Change in 
fiscal 

balance 

Change 
in FX 

reserves

Change 
in 

export 

Change 
in annual 

GDP growth 

 
Average 
ranking 

Change in 
5Y CDS

Change in 
REER 

Latvia 1 1 8 9 1 4 68 3.75
Romania 6 10 5 2 3 5.2 153 -1.44
Ukraine 7 2 4 7 9 5.8 226 -13.97
Kazakhstan 5 11 2 1 11 6 -50 -4.08
Lithuania 2 8 11 8 2 6.2 65 7
Serbia 4 13 6 4 8 7 170 3.36
Russia 11 6 9 3 6 7 61 5.97
Poland 10 10 1 5 10 7.2 124.8 -5.52
Hungary 3 7 3 12 12 7.4 221.5 2.78
Czech Rep. 12 4 7 11 7 8.2 60.3 6.86
Bulgaria 8 12 13 6 4 8.6 131 7.4
Croatia 9 9 10 13 5 9.2 187 -1.0
Turkey 13 5 12 10 13 10.6 52 -8.97

*In this table we have ranked the above fundamental variables and then took the average of the ranking. We assumed improvement in basic balance, fiscal balance, 
export and change in FX reserves is positive for credit. For REER we assumed depreciation is positive for credit whilst for growth we assumed that slower growth is 
positive for credit as those countries are showing less signs of overheating.   

Source: National central banks & statistics offices, UniCredit Research 

DEJA VUE? WHAT IS NEXT IF IT IS MORE THAN A MID-CYCLE SLOWDOWN?  

SPX in 2011 vs. 2008  DXY in 2011 vs. 2008  
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    Source: Bloomberg, UniCredit Research 
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Top trades for 3Q11  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  

 The main idea behind our trade recommendations for this quarter was to design them
so that on balance they work under both a more pronounced growth slowdown 
scenario and under a scenario where the Q2 slowdown is nothing more than a short 
lived soft patch.  Although inflation pressure is easing in EEMEA we think several curves will
flatten as regional CenBanks will refrain from cutting rates whilst the long ends of the curves
could front run the slowdown, as in the past.  

#1 Receive 2Y/10Y TRY cross currency swap rates: we enter this trade at 75bp and target a 
move to a negative 100bp. The cost of carry is a negative 8bp per month. We believe the 
curve should flatten under both the positive and negative outcomes of the Turkish policy 
experiment. Namely, if the policy does not work and TRY comes under pressure (potentially
also due to a slowdown in portfolio inflows) with spiking inflation the CBT will have to limit
banking sector liquidity (currently more than 4%/GDP) and hike policy rates pushing short end 
rates higher. Given the success of the local policy mix a tighter fiscal policy is also required. 
This should be supportive for longer dated yields given less bond supply. However, if further
quantitative easing occurs in the major economies we believe that could compromise the
current policy even more and we envisage a scenario where the very short end of the curve 
gets steeper. Overall we do not think that the recent TRY curve steepening will sustain during the 
whole third quarter and add a flattener position (receive 2Y/10Y TRY cross currency swaps) at
current levels.  

#2 Receive 2y/10y CZK IRS spread: Following the Czech CPI upside surprise but still weak 
domestic numbers we continue to view the CZK curve as too steep and also see value in 
outright CZGB exposure in the mid to long end of the curve (the CZK has been the best
performing currency QTD). In the IRS space we recommend a 2Y/10Y flattener position at 
around 100bp with a target of 60bp. Although the CZK might be too strong at current levels 
we do not think that rate hikes will completely move off the agenda hence we believe the long
end has the ability to front run the short end and the curve to flatten from the current levels.
We note that in the past the curve has tended to flatten in line with a slowdown in industrial growth. 

POSITION FOR FLATTER CURVES IN TURKEY AND THE CZECH REPUBLIC  

Turkish yield curve looks too steep   Slower growth tends to lead to flatter CZK curve  
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  #3 We use the current weakness to re-enter the Romanian local currency bond market. 
Romania is among the countries which did most of the progress in terms of correcting its 
macro imbalances (see table above) and we prefer remaining currency unhedged long this 
local currency market. Following the recent drop in short end yields we prefer mid to long end 
maturity for better risk premium: We see EUR/RON testing the 4.10 levels soon on the back 
of potential heavy FDI inflow (government expects around EUR 600mn from the Petrom 
privatization in the coming months) whilst the MinFin just completed EUR 1.5bn Eurobond 
issuance which in the worst case scenario can also be used to support the currency. We also 
do not see the RON as too overvalued vs. several regional peers (using REER range, see chart), 
although it is clearly less undervalued than 12M ago. For pure FX investors we recommend 
selling EUR/RON at current levels with a target at 4.00. The key risk to this trade seems to be 
further escalation of the Greek banking sector crisis and potential outflows from the banking sector.

ROMANIAN LOCAL CURRENCY BOND MARKET OFFERS VALUE  

ROMGB cash curve has steepened recently    RON does not look overvalued but less undervalued than 12M ago  
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   Source: Bloomberg, BIS, UniCredit Research 

  #4 We do not think receiving Russian rates or bearish FX is a good slowdown trade. 
Moreover, we think RUB rates are still too low versus the inflation outlook whilst if capital 
outflow intensifies we can imagine a similar spike in rates as in 2008. Russia also performs 
poorly on our fundamental FX scorecard mostly on the back of a significant deterioration of 
the fiscal balance and significant REER appreciation observed in the last 2 years. We also 
think that even if the global slowdown story does not materialize RUB rates should go higher 
due to deep negative real interest rates. Paying RUB rates has been an expensive exercise 
during 2010 but following the recent increase in 3M Mosprime rates (+50bp since mid April) 
we think the cost has declined significantly. At the moment the cost of carry and roll down has 
cheapened the most on the short end of the curve and we recommend paying 2Y RUB CCS rates
at current levels of 4.96%. We set a target of 6.50% and stop loss at 4.40% (all time low).  
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PAYING RUB RATES HAS CHEAPENED AND REAL RATES MOVED FURTHER DOWN  

Paying RUB rates is now relatively cheap vs. 3m and 6m ago    RUB rates are low vs. inflation    
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   Source: Bloomberg, UniCredit Research 

  #5 Buy 5Y Turkey CDS versus sell 5Y Romania. This is a trade which expresses the 
relative fundamental changes, which we outlined above since the outbreak of the crisis. 
Whilst Turkish fundamentals have deteriorated significantly (current account deficit in double 
digit in %/GDP which is almost entirely financed by portfolio inflows, several parts of the 
economy is showing clear signs of overheating) Romania has improved significantly in terms 
of external balance, fiscal balances and in terms of underlying inflation pressure. Moreover 
Romania continues to cooperate with the IMF without any significant market pressure whilst 
Turkey chose to move on the unorthodox monetary policy experience. Separately both 
counties are rated below investment grade but following the recent comments from rating 
agencies we would expect slightly more chance for Romania moving back to investment 
grade. Similar to our long Romania local currency trade we think the key risk is further escalation
of the periphery crises. On the other hand in this relative value trade we think Turkish credit 
could come under pressure too from the high reliance on portfolio inflows. Moreover although 
Greek banks have relatively high exposure in Romania, Turkey has relatively high exposure 
via the risk appetite channel and high beta. We add this trade at the current plus 70bp and 
target a move to around minus 100bp. We would set the stop loss to around 170bp. The wide 
stop loss and take profit reflects the strategic nature of this trade which we intend to hold for 
potentially 3/6months. In terms of directionality the trade is bullish on risk appetite based on 
the last 3Y historical performance but it has seriously lagged the SPX (for instance based on 
the pure visual chart the SPX could fall back to 1200 level which would be consistent with a 
flat CDS spread.  
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SELL 5Y ROMANIA VS. BUY 5Y TURKEY CDS  

Romania minus Turkey 5y CDS   A tale of two economies  
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  #6 For FX we believe the most obvious directional bullish trade is short EUR/RON. 
Particularly following the recent spike which was driven by a number of factors in our view, 
such as speculation that the Petrom privatization will be delayed (expected inflow from that 
deal is around EUR 600mn which is 50% of the Jan-Apr C/A deficit). Moreover Romania has 
some proximity to Greece given those banks have relatively high market share in the 
Romanian banking sector. We believe the government and the NBR has the necessary 
firepower to stop the depreciation in case the currency comes under too much pressure 
(government just completed an EUR1.5bn Eurobond issuance.  

#7 Inflation divergence means we go long PLN/HUF at current levels (67.50) for a potential
gain of 4.0%. We set target at 70.0 and stop loss at 66.00. Following the May inflation releases
we note that inflation divergence between Poland and Hungary has moved to unprecedented 
levels (see chart). Although one off elements such as food prices and potential method change
played their role as well, we think the consumer is on a different path in both countries. Apart 
from the inflation difference we believe this trade should also work under a scenario if market 
starts focusing on banking sector stability (given high level of FX loans in Hungary).  

HUNGARIAN AND POLISH CPI DIVERGENCE SHOULD PUSH PLN/HUF HIGHER  

Hungary/Poland inflation diverge significantly…   …which should push PLN/HUF higher  
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  #8 In the CIS FX space we decided to close our short USD/KZT position leaving us with 
only a short USD/UAH NDF in this region. The NDF market still prices in too much 
devaluation and we continue to favor being short USD/UAH through longer dated NDF's. NBU 
FX reserves are at a comfortable level (USD 38bn in May), and could carry on growing should 
the IMF tranches come through in the coming months exerting additional pressure on the 
UAH (should no money come through, we would expect the UAH to remain stable, although 
traditional pressures on the UAH could materialize in September – a result of "harvest money" 
being converted into FX).  

LONGER DATED UAH NDF OFFERS VALUE  

NBU continues to exert control over FX market  Ukraine NDF curve has steepened recently  
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CEEMEA FI AND FX RECOMMENDATION OVERVIEW  

 
Country  

 
Key macro themes 

Local currency bond 
recommendation 

 
FX recommendation  

Hard currency bond 
recommendation 

Leveraged 
recommendation  

Poland – Fiscal challenges 
coupled with relatively 
wide C/A deficit (after 
net errors and omission 
revision) means the 
economy will likely 
slow down  

– The 100bp rate hike 
already implemented 
by the NBP might also 
be a drag on growth   

– Neutral duration  
– We see 10/2019 and 

04/2016 POLGB 
relatively cheap  
versus the curve  

 

– Moderately O/W as the 
authorities would like to 
drive PLN stronger with 
around EUR13/15bn 
EU inflows  

–  Potential C/A balance 
revision represents the 
most obvious risk  

– U/W Eurobonds given 
tight spreads and 
ongoing fiscal 
challenges  

– We see the EUR 
01/20/2025 Poland  
and EUR 03/23/2021 
bonds as relatively 
cheap to the curve  

– Long PLN/HUF as 
widening inflation 
dynamic shows very 
different domestic 
demand trends.   

Hungary – Still weak domestic 
demand and heavy 
reliance on export with 
recent CHF/HUF fixing 
only providing 
temporary solution for 
the consumer  

– Pension fund 
nationalization means 
govt not under 
pressure to issue 
paper 

– Mod long duration on 
the HGB curve  

– Due to relative 
cheapness of the 
wings we would 
consider constructing 
moderately long duration 
via the 2014/D and 
2017/B papers  

– Moderately U/W as we 
do not see further value 
in the HUF following the 
recent outperformance 
and less supportive non-
resident positioning  

– Moderately O/W 
Rephuns due to still 
relatively wide spread  

– We see the  
EUR 07/04/2017  
and EUR 01/11/2019 
relatively cheap to the 
curve. We also like the 
Magyar  05/31/2016 with 
100bp spread pick up   

– Long PLN/HUF as 
widening inflation 
dynamic shows very 
different domestic 
demand trends.   

Czech Rep. – Moderate underlying 
inflation pressure vs. 
heavy export 
dependence  

– CNB is not in a rush to 
hike rates  

 

– Long duration CZGB 
as we think this market 
could outperform in the 
current risk off mode 
whilst growth is slowing 
and the CZK curve is 
steep  

– We see the 04/2019 
CZGB cheap to the 
curve 

– Moderately U/W as the 
CZK is probably too 
strong versus the 
deteriorating growth 
outlook  

– U/W Czech R. 
Eurobonds due to tight 
valuation and limited 
rating upgrade potential  

 

– Receive 2Y/10Y  
CZK IRS  

– We expect the curve  
to flatten as growth is 
slowing and curve is 
still very steep. Most  
of the performance 
should come from the 
long end whilst the short 
end payer is rather a 
hedge against re-
accelerating growth  

Lithuania – The economy is in the expansion mode, with quite 
healthy and sustainable structure of GDP growth 

– Exports remain the main driver of the growth, but 
the internal consumption starts catching up - 

 – mod O/W due to 
improved fundamental 
backdrop  

–  

 

Latvia – To date the recovery is reliant on external demand; 
we expect domestic demand to play more of a role 
from here. 

– The C/A surplus has peaked and over the coming 
quarters is likely to edge back into negative territory 

 – mod O/W due to 
improved fundamental 
backdrop  

 

Romania – Economy significantly 
lagged the region due 
to fiscal tightening and 
VAT hike in 2010  

– As VAT hike falls the 
base CPI should drop 
significantly  

– Precautionary credit 
line with the IMF  

– Mod long duration 
ROMGB. Following the 
recent drop in short 
end t-bill yields we 
think the mid to long 
end curve offers value  

– Given limited secondary 
market activity we 
recommend participating 
at the auctions  

– We use the recent 
weakness to re-enter 
the RON market as we 
think the currency is 
not overvalued and the 
economy has gone 
through a significant 
rebalancing  

– We recommend O/W 
allocation  

– O/W Romani 
Eurobonds  

– We think spreads are still 
attractive vs. Hungarian 
cash bonds  

– We see the new 
Romania 2016 
relatively cheap  
to the curve  

– Sell 5y Romania CDS 
versus buy 5Y Turkey 
CDS  

– We think the current 
spread does not reflect 
the fundamental 
difference between the 
two economies and the 
risks Turkey is facing in 
case capital inflows stop  

Bulgaria – Domestic recovery is still facing headwinds while 
external conditions are likely to take a turn for the 
worse. This combination suggests that economic growth 
will lose some steam throughout the rest of 2011. 

 – With Bulgarian 5Y 
CDS about 30bp tight 
to Romania we do not 
see particular value  
in Bulgarian credit  

 

Croatia – The imminent completion of EU accession talks will 
be supportive for sentiment as the latest data point to 
the beginnings of a recovery in GDP growth following a 
weak 1Q.  

– Government spending has been lowered in 1Q, but 
the adverse impact on revenues from the recession 
underline the need to continue working on lowering 
the budget deficit and implementing structural reforms 
to boost sustainable economic growth rates. 

– We believe HRK is too 
strong compared to the 
challenges the country 
is facing  

– Due to the managed 
nature of FX we stay 
on the sidelines for now 

– We believe the credit 
spread is already 
pricing the macro 
challenges and hence 
we recommend M/W 
allocation  

– The new Croatia 2021 
is relatively cheap  

 

Source: UniCredit Research  
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CEEMEA FI AND FX RECOMMENDATION OVERVIEW (CONTINUED)  

 
Country  

 
Key macro themes 

Local currency bond 
recommendation 

 
FX recommendation  

Hard currency bond 
recommendation 

Leveraged 
recommendation  

Serbia – Failed telecom 
privatization means 
reliance on portfolio 
flows will increase  

– As CPI is topping out 
the NBS started cutting 
rates swiftly  

– We have been bullish 
Serbian T-bills since the 
beginning of the year 
but following the recent 
MinFin intervention and 
NBS rate cut we prefer 
to wait on the sidelines 
for now  

– As authorities step up 
efforts to draw a line 
under EUR/RSD we 
believe the time of one 
way RSD appreciation 
is now behind us  

- - 

Turkey – Economy is showing 
signs of overheating 
with C/A balance in 
double digit with heavy 
reliance on portfolio 
inflows  

– CBT started an 
unorthodox monetary 
policy last November  

– At the moment we would 
position only through  
t-bills (short duration) 
but once we see more 
decisive monetary action 
we would look to 
increase duration  
to longer  

– We think risk reward is 
better on TRY but prefer 
to wait for a decisive 
monetary policy action 
before we move to O/W  

– For the time being 
remain mod U/W  

– We think spreads are 
too tight versus the 
macro challenges and 
recommend being U/W 
Turkish external credit  

– Receive 2Y/10Y TRY 
cross currency swap 
rates  

– We think the end  
game for the Turkish 
monetary policy 
experience will be  
a flatter curve under 
both scenarios  

Ukraine – Robust real wage growth 
is supporting the recovery 
in consumption while 
the renewed drive for 
borrowing by corporates 
and preparation for 
EURO 2012 provides 
impetus for a recovery 
in investment.  

– The government needs 
to be careful about 
avoiding fiscal slippage 
as it has been slow  
to implement pension 
reform and tariff hikes. 

– We favor short dated 
T-Bills to make use of 
the the high yield and 
stability in the UAH. 
Longer dated instruments 
+3M pose more risk 
given the uncertain 
fiscal situation. 

– We continue to favor 
being short USD/UAH 
through longer dated 
NDF's. 

–  NBU FX reserves are 
at a comfortable level 
(USD 38bn in May),  
and BoP is in positive 
territory. Watch out for 
traditional pressures on 
the UAH in September 
– a result of "harvest 
money" being converted 
into FX. 

– We switch from short-
end bonds to more 
longer term maturities 
(5-10Y) as these now 
offer more yield pick-
up, besides there could 
be more volatility on the 
short-end in reaction to 
any negative news on 
further IMF cooperation 

– We see the Ukraine 2021 
paper outperforming in 
this environment  

– Short USD/UAH 9M 
NDF for higher carry 
and relative stability of 
the spot rate  

Russia – Capital flows remain 
lackluster, with reserve 
accumulation lagging 
other countries in the 
region. From here higher 
money market rates 
should discourage 
domestic capital outflows 
and help balance a 
deterioration in the 
trade balance.    

– We think rates are too 
low versus the inflation 
outlook and recommend 
short duration  

– We think the FX could 
loose some of its 
fundamental support 
and hence recommend 
mod U/W position  

– Although spreads are 
tight we believe Russian 
credit can outperform 
regional peers  

– Pay 2Y RUB CCS.  
– We think RUB rates 

are too low vs. inflation 
whilst cost of paying 
declined recently  

Kazakhstan – While high income 
growth has fuelled 
consumption and thus 
GDP growth, investment 
has remained fairly 
weak in early 2011. 
We see inflation only 
somewhat above the 
central bank’s 6%-8% 
implicit target corridor. 

– We still see the gap 
between onshore and 
offshore rates as 
attractive for participants 
who have access to 
the local market  

– We recommend cutting 
KZT long positions  
as the authorities  
will continue to resist 
appreciation pressure 
in the near term  

 – As the resistance against 
KZT appreciation is 
stronger than previously 
expected whilst the 
weaker growth outlook 
may weigh on the RUB 
we recommend closing 
short USD/KZT positions 
at current levels. 

 Source: UniCredit Research 

  Gyula Toth, Head of EEMEA FI/FX Strategy (UniCredit Bank Vienna)  
+43 5 05 05 82362 
gyula.toth@unicreditgroup.eu 
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CEEMEA corporates: Sentiment vs. fundamentals 
  Emerging European corporate credits showed a volatile 2Q11 performance. Nonetheless,

on total return basis, having generated 2.5% in 2Q, they outperformed LatAm (2.1%)
and Asian (1.4%) credits but underperformed MEA (4.4%) corporate credits. Moreover,
they slightly underperformed regional sovereign credits (3.2% in 2Q). Spread-wise, 
regional corporate risk premia rose to the 330+bp area for the first time since March.
As was the case at the time, the recent spread surge is also due to rising fears of a 
Greek debt restructuring. To some extent, however, the negative impact of the latter
has been alleviated by solid 1Q earnings results and a still firmish tone in commodity 
prices. Although the current correlation between Emerging European corporate credit
spreads and eurozone periphery sovereign risk premia remains low, as depicted in our
chart, it started to pick up recently, paving the way to potentially further weakness in 
Emerging European credits in the weeks ahead. However, taking into account the solid 
fundamentals, we would use any further weakness to scale up positioning.  

1Q earnings season shows on 
balance solid credit results 

 From a (credit) fundamental point of view, the recent earnings season revealed on balance
strong results, characterized by robust profitability and deleveraging. In the steel sector
in particular, where credit metrics were most affected during the Great Recession, leverage 
declined to fairly sustainable levels, leading to a re-rating of the sector. Overall, the 1Q earnings 
results provide further evidence of a change in corporate policies, characterized by a shift 
from leveraged expansion before the crisis towards consolidation, profitability and deleveraging. As 
our chart shows, among the top regional issuers, leverage ratios declined on balance yoy.
Among financials, with a few exceptions, most banks revealed a stabilization or reduction of 
NPL ratios and asset growth. Going forward, however, strong profitability coupled with 
deleveraging, increases the risk of shareholder-friendly corporate actions, notably an increase 
in dividend payouts, as has been visible since the beginning of the year. The risk of other 
shareholder-friendly actions, such as share buybacks and leveraged M&A activities, remains 
rather low, with the latter limited to sporadic cases (e.g. MTS or Agrokor). On the flipside, IPO
activity – notably in Russia – is lagging behind expectations. The positive fundamentals, in 
combination with low corporate actions, are reflected in a positive rating momentum –
particularly in the Russian steel sector – with overall upgrades outpacing downgrades. The 
rating momentum remains supported by a solid economic growth outlook, suggesting that 
regional default rates should remain at historically low levels.  

EMERGING EUROPEAN CORPORATE CREDITS FEEL JITTERS FROM EUROZONE PERIPHERY DESPITE SOLID FUNDAMENTALS 

Correl. between eurozone periphery and EEMEA credit risk premia   Net debt/EBITDA of major Emerging European issuers yoy 
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Technical factors still  
remain supportive 

 Issuance by Emerging European corporates reached USD 23.3bn YTD, which compares to 
USD 17.3bn in the same period of the prior year. LatAm corporates placed USD 47.1bn, 
MEA USD 15.8bn, and Asian corporates USD 42.0bn YTD. This is slightly higher than 
issuance by regional sovereigns, which placed USD 19.1bn in the same period. Positive, with 
the exception of a few names, is that all new issues are trading above the issue price, 
reflecting solid appetite for new issues. Newcomers to the Eurobond market were absent in 2Q, 
except for Polish BOS Bank.  

Relative value  In terms of relative valuation, Emerging European corporate credits look fairly valued 
vs. HY USD credits. The ratio between the two markets is close to its 12M average, and 
taking into account our HY strategist's view of an overall sideways move of HY spreads 
during the summer months, we do not expect any particular change in valuation. However, 
Russian corporates underperformed the sovereign during the last few weeks, which creates
some relative value opportunities between the two asset classes when compared to the
overall EEMEA corporates-to-sovereigns ratio (see left chart below).  

Strategy: stay OW on Oil&Gas   In terms of positioning, we stick to our rather cautious allocation, focusing on high-grade 
names in the Oil&Gas sector, which should benefit from upside risk in oil prices on the
back of the potential prolongation of loose monetary policies by major central banks.
GAZPRU still looks appealing, not only from a fundamental point of view but also on a relative 
value basis as it offers the highest risk premia vs. the sovereign compared to its quasi-
sovereign peers in LatAm (Pemex and Petrobraz). Elsewhere in the Russian Oil&Gas sector, 
we also see value in TMENRU, which offers a premium vs. Lukoil after the shareholder 
conflict has eased somewhat. With a potential buyout of a stake from BP by Rosneft, the
company would move closer to the Russian government – which would be credit positive. On 
the euro-denominated credit curves in the sector, we like the long-dated GAZPRU and 
MOLHB issues; however, although the latter moved closer to the government given the
Hungarian government's acquisition of a 21% stake from Surgutneftegaz, it still needs to be 
seen what kind of policy attitude (notably towards dividends) the government as a new
shareholder will adopt. We also see value in long-dated VIP paper vs. MTS (M&A risk), and in 
long-dated CEZ bonds, which look cheap vs. (Western) European peers and should benefit
from the German government's energy policy shift. 

RUSSIAN CORPORATES CHEAPENED VS. THE SOVEREIGN 

Russian and Emerging European corporate vs. sovereign spreads  Gazprom/Russian sovereign 5Y CDS risk vs. LatAm peers 
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Corporate credit recommendations 
 
Country 

Rating, (Moody's/  
S&P/Fitch) 

 
Recommendation 

Recommended 
paper 

ASW 
(bp) 

 
Comment 

AGROK 

B2p/Bs/-- Hold EUR 12/16 577 

Agrokor's 1Q11 results indicated that market conditions continue to improve. Given our expectation that Agrokor will be able to further improve operating efficiency, 
we anticipate a solid operating performance going forward. Main driver of the company's credit profile continue to be its relatively aggressive acquisition ambitions 
however. Although its bid to acquire a 23% stake in Slovenian food retailer Mercator has failed, we expect acquisition activities to continue. Following the expired bid 
for Mercator, S&P removed Agrokor's rating from CreditWatch negative and affirmed it at B with a stable outlook. The affirmation also expressed the agency's view 
that the company is unlikely to make a new bid in the nearest future, which might only be true for 2011. We keep our hold recommendation on the name. 

GAZPRU 
Baa1s/BBBs/BBBs Overweight 

USD 4/19 
USD 8/37 
EUR 2/18 

260 
277 
200 

Our overweight recommendation is based on the expected favorable development of the domestic price regime, the company's monopoly position 
in gas exports, the strong state support, as well as the massive asset base with large reserves. Furthermore, according to Gazprom, European gas 
prices may further rise in 2011 (currently: USD 328 per mcm; FY10: USD 302 per mcm). Results for FY10 were slightly below market consensus 
estimates, but we stick to our overweight recommendation for the name. 

LUKOIL 
Baa2s/BBB-s/BBB-s Hold USD 11/14 185 

Our hold recommendation is based on the company's strong market position in Russia (No. 2) and its high degree of integration. Furthermore, the 
profile benefits from management's good relationship with the Russian government. In the first quarter of 2011, the strong oil prices were the key 
driver behind the strong reported financial figures and improvement in credit metrics. 

MOLHB 
--/BB+s/BBB-s Hold EUR 4/17 310 

MOL's credit ratios of have improved in 1Q11 and the company benefits from high oil prices and improved downstream margins. The deleveraging trend 
was further supported by a weaker USD vs. HUF. In May, the Hungarian government announced the acquisition of a 21.2% stake in MOL from Surgutneftegas, 
having become MOL's biggest shareholder in A-shares. We assume that current bond prices discount for all uncertainty, and keep our hold recommendation. 

TNEFT 
Baa1s/BBBs/-- Marketweight USD 3/14 190 

We have a marketweight recommendation for the name, although its credit metrics might deteriorate in the future due to an ambitious capex 
program. However, we assume that this is offset by Transneft's monopoly position in crude oil transportation in Russia and the supportive regulatory 
framework, allowing for very stable cash flows. In FY10, the company benefited from higher tariffs and released sound financial results. 
Furthermore, Transneft's strategic importance for the Russian economy provides it with strong state support. 

TMENRU 

Baa2s/BBB-s/BBB-s Buy USD 3/18 274 

We stick with our buy recommendation on TNK-BP, as the company emerged in a stronger position from the conflict between its shareholders BP 
and Alfa Group (Russian oligarchs) regarding the collapsed alliance between BP and Rosneft. TNK-BP finally enforced its exclusive subsidiary role 
for BP in Russia and will more likely than not be involved in future joint ventures of BP in Russia. The group has a sound market position as one of 
the largest vertically integrated oil producers in Russia, a solid reserves and production base, and a high degree of operational and cost efficiency. 
In 1Q11, TNK-BP reported strong financial results due to higher oil prices and a new record in daily production. 

VIP 
Ba3s/BBn/-- Hold USD 2/21 374 

We keep our hold recommendation for VIP bonds. Although the company released weaker-than-expected 1Q11 results, we expect annual 
deleveraging potential of USD 1.0-1.5bn, which should mitigate the growth ambitions of the company and should help keep the fully adjusted net 
debt to EBITDA ratio below 3.0x (S&P rating threshold). 

MOBTEL 
Ba2wn/BBn/BB+p Sell USD 6/20 357 

We keep our sell recommendation on the MOBTEL bonds as we see better value and lower event risk in VIP bonds. S&P recently affirmed its BB rating for MTS, 
but revised the outlook to negative, reflecting the view that MTS has aggressive corporate governance and that there are uncertainties related to further legal 
developments related to non-payment by MTS Finance of the arbitral award. Any negative developments that the rating agency believes would put in question the 
legal ability of MTS to make payments on its bonds, or demonstrates aggressive corporate governance, could lead to a lower rating, according to S&P. 

TPSA 
A3s/BBB+s/BBB+s Marketweight EUR 5/14 77 

We keep our marketweight recommendation for TPSA bonds. We continue to view the bonds as a means to improve the carry of a combined 
FT/TPSA investment. We expect the company's operating business will further stabilize in 2011 with a revenue decline of 2%-4.5%, but with a 
relatively stable EBITDA margin of 36%-37%. 

CEZCO 
A2s/A-s/A-s Overweight EUR 4/25 130 

We continue to favor CEZ due to its strong market position and low-cost generation portfolio, and think that considerable upside will result from the changing energy 
landscape in Germany post-2011. Furthermore, we note the commitment of the Czech Republic (A1s/Ap/A+p) to nuclear energy, leaving CEZ in a much more 
comfortable position than its German peers. In particular, we see value in the longer maturities, and keep our overweight recommendation on the name. 

ESTONE A3s/BBB+s/-- Hold EUR 11/20 156 We assign a hold recommendation to the name, based on strong support from the Estonian government and its dominant position in the Estonian 
energy market. In addition, the company's business profile also benefits from own oil shale mining operations, reducing fuel price risk. 

RSHB, BKMOSC, VTB, SBERRU, 
MDMBK No recommendation   Coverage in transition. 

Source: UniCredit Research
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Emerging Europe Equity Outlook 
  We maintain our expectation of end-loaded emerging market equity returns in 2011, with our base

case envisaging full year USD returns of 16% for MSCI Emerging Markets (index target 1336)
and 20% for MSCI Emerging Europe (index target 635). 

EMERGING EUROPE – INDEX PERFORMANCE 

MSCI Emerging Markets and Emerging Europe (USD, rebased)  MSCI Emerging European country indices (USD, rebased) 

20

30

40

50

60

70

80

90

100

110

Ja
n-

08

Ap
r-

08

Ju
l-0

8

O
ct

-0
8

Ja
n-

09

Ap
r-

09

Ju
l-0

9

O
ct

-0
9

Ja
n-

10

Ap
r-

10

Ju
l-1

0

O
ct

-1
0

Ja
n-

11

Ap
r-

11

EM Em Europe  

20

30

40
50

60

70

80

90
100

110

120

Ja
n-

08

Ap
r-

08

Ju
l-0

8

O
ct

-0
8

Ja
n-

09

Ap
r-

09

Ju
l-0

9

O
ct

-0
9

Ja
n-

10

Ap
r-

10

Ju
l-1

0

O
ct

-1
0

Ja
n-

11

Ap
r-

11

Russia Poland Czech Hungary Turkey

   Source: UniCredit Research 

  Investors have spent much of the first half of 2011 transitioning through an assault course of market
challenges, digesting the impact of (i) MENA revolutions, (ii) Japan’s earthquake, (iii) rising 
Chinese (and EM) inflation and the risk of policy over-tightening, (iv) rising commodity prices, 
particularly US gasoline, (v) European periphery stresses, (vi) A soft spot in US industrial 
survey and employment data and (vii) the end of the Fed’s current round of quantitative 
easing (‘QE2’) at the end of June (with the Fed expected to be reluctant to embark on an 
additional round). As a result, emerging market equities are flat year to date in USD, despite 
consensus earnings forecasts continuing to hold up well. Emerging Europe has performed
better, with the region up 9% year to date, with the CE3 and Russia perceived as at lower risk
of overheating within a GEMs context. 

EMERGING EUROPE – VALUATION 

12M fwd PER and 10 yr average  Relative 12M fwd PER and 10 yr average premium (discount) 
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  Emerging markets’ lackluster performance comes against a backdrop of still strong underlying
earnings generation – consensus expectations for EM earnings growth in 2011 is 17%, which is 
actually slightly higher than the beginning-of-year 16%, seemingly defying fears that 
inflationary pressures could lead to margins being squeezed.  

Given that equities have been lagging the recovery in earnings, we have seen a de-rating of 
the emerging asset class. Entering the year, EM equities were trading on 11.5x 12M fwd PER, 
and have since de-rated to 10.5x. This de-rating takes the asset class to well below the ten 
year average 12M fwd PER of 11.5x. Indeed, EM trailing EPS is already 8% above its August 2008 
pre-crisis peak, yet emerging market equities are some 15% below peak levels. 

Our economics team sees recent US economic data as disappointing however. However, 
they believe that several factors have depressed growth, including interruption of the global
supply chains in the aftermath of the Japanese earthquake, rapidly rising energy prices (loss
of purchasing power), as well as floods and tornados. With Japanese industrial production
bouncing back, the rise in energy prices having come to a halt, as well as moderately rising
employment, higher wages and even longer monetary policy support from the Fed, our 
economics team expects the US recovery to continue, albeit sluggishly.  They expect the Fed 
to wait a very long time before raising rates for the first time, which should help the EUR to
push the USD even lower, which ought to be a reasonable environment for so-called risk 
trades, including emerging markets. 

So, with EM equities trading below ten year average multiples and with the accommodative
policy of the Fed expected to continue for several quarters to come, we expect emerging
market equities to perform reasonably well later in the year if – as we see in our base case –
the current soft spot in global activity data turns out to be temporary and if emerging market
inflationary pressure starts to ease as we go in to the summer harvest season (see EMEA Equity
Strategy: There’s a bright golden haze on the meadow, 13 May 2011 more details here). 

YOY COMMODITY PRICE INFLATION COULD DECLINE RAPIDLY IF COMMODITIES STABILISE 
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  A simple simulation shows that, if commodity prices can stay flat at today’s level, the base
effect means that the year on year rise in a simple basket of oil, metals and grain should start
declining from 54% at the beginning of July, to 26% by mid-September, to below 10% by year 
end (see EMEA Equity Strategy, Commodity Price: What if?, 18 May 2011 more details here). 
This should ease inflationary pressures in emerging markets, easing fears of the need for
significant emergency rate hikes from emerging market central banks. If this is the case, we
believe equity markets should respond positively. 

https://www.research.unicreditgroup.eu/DocsKey/equityeemea_docs_2011_116835.ashx?EXT=pdf&KEY=q8Cya4j3OPUleAjew-7qJyhkiTljqKrcDIGH4ma2jK9C7wqovq6CLw==�
https://www.research.unicreditgroup.eu/DocsKey/equityeemea_docs_2011_116987.ashx?EXT=pdf&KEY=q8Cya4j3OPUleAjew-7qJyhkiTljqKrcf2a3czXZCZ_NV678CLrb9Q==�
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EMERGING EUROPE – 12M FWD PER 
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   Source: UniCredit Research 

  However, we still have to pass through the summer period, which we expect to be volatile.
Indeed, taking a look at emerging market returns, we see that five out of the last seven years 
saw a spring-summer correction of 10% or more. The average correction was 18%, and lasted
just over five weeks, taking markets to 5% YTD negative territory. May 2011’s correction from
peak to trough was only 7.7%, less than the ‘typical’ correction – we would be buyers either at 
lower levels, or on the back of improving global macro/ EM inflationary data. 

CORRECTION SEASON – MSCI EMERGING MARKETS REBASED (USD) 
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12M FWD PER AND TEN YEAR AVERAGE – MUCH OF EMERGING EUROPE HAS DE-RATED 
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LOAN GROWTH STILL TOO STRONG IN TURKEY – CURRENT ACCOUNT UNDER PRESSURE 

Year on year loan growth (%)  Current account deficits1 
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1 In Poland the NBP is scheduled to release a re-statement of BoP data at the end of June to accurately distribute the negative errors and omissions terms to  
the most appropriate areas within the BoP. We expect this amount to be allocated only partially to the C/A balance and as such the above chart including E&O 
represents a worst case scenario for the C/A balance.”  
 Source: Haver analytics, UniCredit Research 

EARNINGS FORECASTS IMPROVING FOR RUSSIA – UNDER PRESSURE IN TURKEY 

Russia - Consensus EPS  Turkey - Consensus EPS 
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   Source: Thomson Datastream, I/B/E/S, MSCI Barra, UniCredit Research 
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  In Emerging Europe, our preference over the coming months is for Russia (Overweight). We 
see the announcement of the Presidential candidate for March’s presidential elections as 
allowing the market to focus more on the reform agenda, which is now being outlined by both
Medvedev and Putin (see EMEA Equity Strategy: Politics and the upcoming election cycle in
Emerging Europe – lower risk, but not no risk, 10 June 2011 more details here); we also see 
the dynamics of the Russian economy as improving over 2H11, with GDP growth picking up 
(a combination of base effects and government spending) and inflation declining (2011’s
harvest looks a lot better). We like domestic exposure, including financials, telecoms and
media. In oil and gas, we prefer more upstream focused companies, given upcoming potential 
changes to the tax code (see EMEA Equity Strategy: Russia – a change of drivers, 25 April 2011
more details here).  

Dynamics in Russia are in contrast to those of Turkey (neutral) where we see growth slowing 
and inflation picking up over the remainder of the year. There is a fairly urgent need for the 
authorities to restrain bank lending and prevent further expansion of the current account
deficit. Now that the AKP has won the national election with a solid majority (but not a super-
majority), our question is, will the AKP seek to implement constitutional reforms, which  means 
cooperating with the opposition and/or a referendum in 2012. Second, will there be the fiscal
tightening expected by the market in terms of controlling the current account deficit, which is a
clear concern for the rating agencies?. As part of the remedy, we see rate hikes later in 3Q-4Q.
That said, the market is not expensive, and a slowdown in bank lending and/or improvement
in the current account would make us more enthusiastic. 

Central Europe has performed strongly year-to-date but we see returns moderating over the 
remainder of the year. In Poland (Underweight) we see strong earnings growth, but we are 
concerned about significant stock overhang in 2H, as well as a need for the government to
tighten fiscal policy, which could include bank taxes. October elections could provide some
risk in terms of a reshuffling of the coalition-mix. However, we see the bulk of monetary 
tightening as behind us. In Hungary (Underweight) we see much of the good news as behind 
us, and less of a positive mid-term growth story than in other markets – there is still a 
temptation for the government to continue to use the corporate sector as a source of funding.
In the Czech Republic (overweight), growth is more balanced, we like selected defensive
exposure in the banking sector, where there is little pressure for rate hikes. 

ELECTIONS ON THE CALENDAR ACROSS THE REGION 

 2011 2012 
Czech Republic  Senate October  
Hungary - - 
Kazakhstan Presidential April Parliamentary August 
Poland Parliamentary October  
Romania  Parliamentary November 
Russia Parliamentary December Presidential March 
Turkey Parliamentary June Constitutional Referendum Presidential election 2012/14* 
Ukraine  Parliamentary October 

*to be clarified by the Supreme Election Board  Source: UniCredit Research, National Sources 

https://www.research.unicreditgroup.eu/DocsKey/equityeemea_docs_2011_117447.ashx?EXT=pdf&KEY=q8Cya4j3OPUleAjew-7qJyhkiTljqKrc3z3NDPIl9YuvcAzsHp8D0w==�
https://www.research.unicreditgroup.eu/DocsKey/equityeemea_docs_2011_116153.ashx?EXT=pdf&KEY=q8Cya4j3OPUleAjew-7qJyhkiTljqKrcFKpLGt6EJx1gl8yWqdT-ng==�
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EPS GROWTH VERSUS VALUATION 

EPS growth / PER scatter graph EM countries  EPS growth / PER scatter graph largest Em Europe country sectors 

EM

TR

TH
TW

ZA

RU

PL PH

PE

MA

MX

MY
KR ID

IN
HU

EG

CZ

CO
CH

CL
BR

-5

0

5

10

15

20

25

30

35

5 10 15 20 25
12MT PER (x)

12
M

F 
E

P
S

 G
ro

w
th

 (%
)

 

PLFN

PLMT

PLUT

RUCS

RUEN

RUFN

RUMT

RUTC

RUUT

TRFN
-10

0

10

20

30

40

50

60

70

0 5 10 15 20 25 30 35 40
Trailing PER (x)

20
11

 E
P

S
 G

ro
w

th
 (%

)

Source: Thomson Datastream, I/B/E/S, MSCI Barra, UniCredit Research 

EMERGING EUROPE – SECTORALISED 12M FWD PER 

0

5

10

15

20

25

30

Energy Materials Industrials Cons. Disc. Cons. Stap. Health
Care

Financials IT Telecoms Utilities INDEX

Czech Hungary Poland Russia Turkey EME EM

 Source: Thomson Datastream, I/B/E/S, MSCI Barra, UniCredit Research 



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 36 See last pages for disclaimer.

EM VALUATION TABLE (CONSENSUS) 

 PER (x) EPS growth (%) PBV (x) RoE (%) MSCI Wgt
 2010 2011 2012 12M fwd 2010 2011 2012 12M fwd 12M fwd 12M fwd (%)
1Brazil 10.6 9.7 8.9 9.3 28.1 9.4 9.1 9.2 1.4 15.1 15.4
Chile 18.4 17.3 15.0 16.3 26.3 6.5 15.0 10.1 2.1 13.1 1.6
Colombia 23.4 18.8 16.2 17.6 42.7 24.3 16.2 20.5 1.9 10.8 0.8
Mexico 20.6 13.9 12.1 13.1 -10.5 47.8 15.1 31.0 2.3 17.7 4.3
Peru 14.2 9.9 8.9 9.5 27.6 43.4 11.8 27.4 2.8 30.1 0.6
Em Latin America 12.8 11.1 10.1 10.7 22.0 14.8 10.6 13.1 1.6 15.3 22.8
China 13.1 11.3 9.8 10.6 34.1 15.7 15.6 15.7 1.8 16.9 17.7
India 17.3 14.9 12.7 14.5 23.6 16.1 18.0 16.5 2.4 16.6 7.0
Indonesia 17.6 14.8 12.7 13.8 15.8 19.1 16.7 18.0 3.4 24.3 2.5
Korea 12.6 10.3 9.1 9.8 40.1 22.6 12.5 18.2 1.4 14.3 14.8
Malaysia (Em) 17.3 15.4 13.6 14.4 31.5 13.8 12.9 13.2 2.1 14.7 2.9
Philippines 16.1 15.0 13.4 14.3 43.3 7.3 11.9 9.3 2.4 16.8 0.6
Taiwan 15.8 14.5 12.0 13.3 87.9 8.3 19.6 13.0 2.0 14.7 11.6
Thailand 13.4 11.5 10.0 10.8 31.6 16.9 14.6 15.9 1.9 17.6 1.7
Em Asia 14.3 12.2 10.6 11.5 40.8 16.4 15.4 16.0 1.8 15.7 58.7
Czech Republic 10.6 11.7 11.0 11.4 -1.3 -9.0 6.1 -3.1 1.9 17.0 0.4
Hungary 11.6 10.0 8.5 9.3 7.4 16.1 17.7 16.8 1.2 12.6 0.4
Poland 13.7 11.4 10.7 11.1 33.2 20.3 6.7 13.8 1.5 13.6 1.7
Russia 7.5 6.4 6.0 6.2 43.0 18.5 6.3 12.9 0.9 14.6 6.7
Turkey 10.3 10.4 9.3 9.9 17.3 -1.1 11.7 4.2 1.6 16.2 1.3
Em Europe 8.9 7.7 7.2 7.5 35.2 15.5 7.2 11.7 1.1 14.7 10.6
Egypt 12.9 10.5 8.7 9.6 -0.8 26.4 20.6 23.7 1.3 13.4 0.4
Morocco 16.1 14.9 13.7 14.4 6.7 8.1 8.8 8.4 4.5 31.6 0.2
South Africa 16.6 12.4 10.3 11.0 16.6 32.6 20.5 27.3 2.0 18.5 7.4
Em Emea  11.3 9.5 8.5 8.9 28.7 19.6 11.1 16.0 1.4 15.8 18.5
Em 13.2 11.3 10.0 10.7 33.1 16.8 13.3 15.3 1.7 15.7 100.0
World 14.7 12.6 11.0 11.9 38.4 16.3 14.3 15.0 1.6 13.7

 Source: Thomson Datastream, I/B/E/S, MSCI Barra, UniCredit Research 

Daniel Salter (UniCredit Securities) 
Head of EMEA Equity Strategy 
+7 495 777-8836 
daniel.salter@unicreditsec.ru 



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 37 See last pages for disclaimer.

Countries



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 38 See last pages for disclaimer.

Bulgaria (Baa3 positive / BBB stable / BBB- positive)* 

 Outlook – Domestic recovery is still facing headwinds while external conditions are likely to 
take a turn for the worse. This combination suggests that economic growth will lose some 
steam throughout the rest of 2011. Next year though, we expect real GDP growth to 
accelerate to 3.3% yoy, from 2.8% in 2011. Falling inflation and a gradually improving labor 
market should ensure that household recovery faces fewer obstacles, while investment is 
likely to draw support from improving EU funds absorption and a more permanent resolution 
of the Greek sovereign debt crisis, which arguably weighs on foreign capital inflow channeled 
toward the entire Balkans region at the moment.  

Strategy – We do not think that Bulgarian credit spreads can tighten from the current levels as it is 
already inside Romania whilst the economy is still facing challenges.  
Author: Kristofor Pavlov, Chief Economist for Bulgaria (UniCredit Bulbank) 
+359 2 9269 390, kristofor.pavlov@unicreditgroup.bg 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ July – New contract with Russia’s Atomstroyexport re.  
construction of a second nuclear power plant in Belene   

■ July – Final vote in Parliament on indexation of minimum 
pension 

■ 12 Aug  – Flash estimate of 2Q11 swda GDP numbers 

GDP GROWTH AND CONTRIBUTION TO GROWTH  

Contribution to real GDP growth, %
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Source: UniCredit Research, National Statistical Institute 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011E 2012F

GDP (EUR bn) 35.4 34.9 36.0 38.9 41.1

Population (mn) 7.6 7.6 7.5 7.4 7.4

GDP per capita (EUR) 4,658 4,618 4,801 5,226 5,575

Real economy yoy (%)   

GDP 6.2 -5.5 0.2 2.8 3.3

Private Consumption 3.0 -7.6 -0.6 0.2 2.1

Fixed Investment 21.9 -17.6 -16.5 4.0 7.2

Public Consumption -1.5 -4.9 -5.0 -2.6 -1.1

Exports 3.0 -11.2 16.2 7.5 5.0

Imports 4.2 -21.0 4.5 4.5 4.5

Monthly wage, nominal (EUR) 279 311 331 357 380

Unemployment rate (%) 5.3 8.6 10.1 10.1 9.7

Fiscal accounts (% of GDP)   

Budget balance  3.0 -0.8 -3.9 -2.8 -2.6

Primary balance 3.7 0.0 -3.3 -2.0 -1.7

Public debt 15.5 15.5 16.7 17.6 18.8

External accounts   

Current account balance (EUR bn) -8.2 -3.5 -0.4 -0.2 -1.1

Current account balance/GDP (%) -23.1 -10.0 -1.0 -0.5 -2.7

Basic balance/GDP (%) -5.6 -0.3 3.1 3.7 2.3

Net FDI (EUR bn) 6.2 3.4 1.5 1.6 2.1

Net FDI (% of GDP) 17.5 9.7 4.1 4.2 5.0

Gross foreign debt (EUR bn) 37.2 37.7 36.7 36.3 37.2

Gross foreign debt (% of GDP) 104.9 108.0 101.8 93.3 90.6

FX reserves (EUR bn) 12.7 12.9 13.0 13.2 14.3

Inflation/Monetary/FX   

CPI (pavg) 12.4 2.8 2.4 5.0 2.4

CPI (eop) 7.8 0.6 4.5 4.0 2.7

Central bank reference rate (eop) 4.1 0.2 0.2 0.3 1.0

BGN/USD (eop) 1.40 1.36 1.46 1.26 1.36

BGN/EUR (eop) 1.96 1.96 1.96 1.96 1.96

BGN/USD (pavg) 1.33 1.40 1.47 1.33 1.32

BGN/EUR (pavg) 1.96 1.96 1.96 1.96 1.96
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Bulgaria: Recovery to be tested in 2H 2011  
Export and industry remain  
in the forefront of Bulgarian 
recovery… 
 
 
 
 
 
 
…with domestic demand 
recovery lagging behind 
 
 
 
 
Decelerating industrial output 
represents the strongest sign s 
o far that the Bulgarian 
economic recovery is about to 
lose some steam in the coming 
months     
 
 
 
 
 
Inflation is expected to take  
a backseat soon  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Fiscal metrics have continued 
to improve, after decision to 
frontload fiscal consolidation in 
order to address rising fears 
about Greek debt restructuring 
and its reverberation over the 
Balkan region 
 
 
 
 
 
 
No major shift in BOP trends so 
far this year. 
 
 
 
 
Foreign funding needs of the 
non-bank private corporations 
remain high, with total foreign 
liabilities maturing over the next 
12M (excl intercompany loans) 
at 17% of GDP in March 2011 

 In 1Q11, Bulgaria’s GDP edged up a notch qoq to 0.6%, from 0.5% in 4Q10. The
recovery remains over-reliant on exports, while breakdown data suggest that there are only
tentative signs of stabilization in domestic demand components. Individual consumption was
down 0.1% qoq in 1Q11, after adding a meager 0.3% in 4Q10, but is still 8.5% lower relative
to its pre-crisis level. Moderation in the speed of household consumption recovery arguably
reflects higher inflation and a weak labor market, which has made households more cautious
about their spending decisions. After a 7.9% qoq surge in 4Q10, GFCF was up just 0.9% in 1Q11,
bringing its volume 42% below where it was when the crisis began. Various factors were at
play, but weak foreign capital inflow seems to be the key, as deepening Greek economic
troubles cast a shadow over the flow of capital channeled toward the entire Balkans region.
On the positive side, export posted a solid 4.6% qoq gain (18.8% higher than its pre-crisis
level), while import was down 1% (7.9% below its pre-crisis benchmark). Looking ahead, we
see qoq growth dynamic losing some steam this year as the boost from export and upturn in
inventories is set to fade. At the same time, policy makers have only limited room for
maneuver. Credit conditions remain tight due to the pro-cyclical nature of the currency board
arrangement; while front loaded fiscal consolidation looks the right policy response to the
Greek sovereign debt crisis. Next year we expect moderate acceleration of GDP growth to
3.3% yoy.  

Annual average CPI increased to 3.7% in April, from 2.4% in December 2010. At the same
time, the significant gap between PPI and CPI suggests that there must be some pass
through effect in the months to come. After peaking in February and March, inflation
expectations have also declined recently. Recent developments have reinforced our view
that, although headline inflation will continue to rise in the coming months, and is expected to peak
at 6.2% yoy in June, it is likely to recede thereafter to 4.0% yoy and 5.0% avg in December 2011.
Later on, inflation is likely to depend more on domestic market developments and particularly
on the pace of labor market recovery. We expect the combination of sluggish domestic
demand recovery and high unemployment to keep inflationary pressures subdued during the
whole of 2012 (eop 2.7% and avg 2.4%). 

The budget is running a deficit equivalent to 0.7% of GDP for the first 4M of the current
year compared with more than twice that shortfall one year ago (1.8% of GDP). This reflects
a blend of a solid 11% yoy increase in tax revenues and 3.5% fall in fiscal spending. Some of
the cost reductions seen so far this year look temporary though, as capital spending and
subsidies are likely to rise in the run-up to the municipal and presidential elections scheduled
for October. We continue to see fiscal policy in Bulgaria as too tight for this stage of the cycle.
There is some room for policy easing, in our view, provided that a permanent resolution to the
Greek debt crisis is found and Bulgarian authorities are able to convince the market that such
a move would not place the sustainability of public finances at risk.  

There are no indications for recovery in the portfolio and FDI flows to Bulgaria so far in 2011,
in contrast with the rest of the CEE region. We see some scope for recovery later this year though,
similar to the dynamics seen in 2009 and 2010, while also noting that FDI and portfolio
investment data are usually subject to potentially large scale upward revisions. Stabilization
of capital flows will also draw support from privatization efforts this year, which should
culminate in the sale of a major tobacco processing company in September, and floating one-
third of the shares of electricity generation utilities on the local stock market. Instead, there is
some positive momentum in the C/A dynamics so far in 2011. C/A turned positive for the first
3M of the current year for the first time since the start of the transition (EUR 253mn or 0.6%
of GDP), mostly thanks to a constantly improving trade balance. It should be noted though
that export also drew support from some temporary factors, such as the re-export of cars and
other consumer durables which due to weak household sector recovery were difficult to sell
on the local market. Looking ahead to the rest of the year we expect some deterioration (to
0.5% of GDP deficit), as higher energy and food costs should put some negative pressure on
the foreign trade balance.  
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Czech Republic (A1 stable / A positive / A+ positive)* 

 Outlook – Although the recent high frequency indicators confirm a material slowdown, they 
remain far from recessionary territory. On the back of the higher GDP forecast for the key
trading partner Germany we have revised up slightly our 2011 GDP forecast to 2.3% yoy but
due to the lack of meaningful demand pressure we see inflation remaining close to the 2% yoy
target. Against this backdrop, we expect the CNB to hike rates just 50bp by year end.  

Strategy outlook – As the CZGB curve remains relatively steep whilst the CNB will likely push
forward some rate hikes we see the curve flattening and CZGBs potentially outperforming, we 
hence increase our duration recommendation to long. We are neutral on CZK.  

Authors:  
Pavel Sobisek, Chief Economist +420 955 960 716, pavel.sobisek@unicreditgroup.cz 

Patrik Rozumbersky, Economist (UniCredit Bank), +420 955 960 718, patrik.rozumbersky@unicreditgroup.cz 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ 23 June, 4 August – CNB Board meetings   

■ June/July – Vote on key reform laws in Parliament  

■ Early July – Government to hold confidence vote   
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MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 147.9 137.2 145.0 154.1 163.6
Population (mn) 10,430 10,491 10,517 10,550 10,579
GDP per capita (EUR) 14,181 13,081 13,789 14,603 15,462
Real economy yoy (%)   
GDP 2.5 -4.1 2.3 2.3 2.8
Private Consumption 3.6 -0.2 0.1 0.3 2.0
Fixed Investment -1.5 -7.9 -3.1 2.5 4.5
Public Consumption 1.1 2.6 -0.1 -0.5 0.0
Exports 6.0 -10.8 18.0 12.5 9.0
Imports 4.7 -10.6 18.0 10.2 9.0
Monthly wage, nominal (EUR) 906 888 941 1,002 1,055
Unemployment rate (%) 5.5 8.1 9.0 8.5 7.5
Fiscal accounts (% of GDP)   
Budget balance  -2.1 -5.8 -4.7 -4.2 -3.5
Primary balance -1.6 -4.5 -3.3 -2.8 -2.1
Public debt 30.0 35.3 38.5 41.8 43.2
External accounts   
Current account balance (EUR bn) -0.9 -4.3 -5.5 -4.8 -6.0
Current account balance/GDP (%) -0.6 -3.2 -3.8 -3.1 -3.6
Basic balance/GDP (%) 0.4 -2.1 -1.2 -0.7 -1.1
Net FDI (EUR bn) 4.4 2.1 5.1 4.7 5.6
Net FDI (% of GDP) 3.0 1.5 3.5 3.1 3.4
Gross foreign debt (EUR bn) 59.7 61.9 71.4 75.7 80.8
Gross foreign debt (% of GDP) 43.6 45.2 48.8 48.9 49.0
Inflation/Monetary/FX   
CPI (pavg) 6.3 1.0 1.5 2.0 2.9
CPI (eop) 3.6 1.0 2.3 2.1 2.6
Central bank target 3.0 3.0 2.0 2.0 2.0

Central bank reference rate (eop) 2.3 1.0 0.75 1.25 2.25
3M money market rate 3.8 1.9 1.1 1.1 1.9
CZK/USD (eop) 19.21 18.39 18.74 15.68 16.67
CZK/EUR (eop) 26.80 26.35 25.05 24.30 24.00
CZK/USD (pavg) 16.97 18.96 19.06 16.60 16.35
CZK/EUR (pavg) 24.96 26.43 25.28 24.40 24.20
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External demand to continue driving growth 
GDP maintains its previous  
yoy dynamic in 1Q, pulled  
by external demand 
 
 
 
 
 
 
 
 
Economic activity loses 
momentum at the start  
of 2Q 
 
 
 
 
 
With austerity to bite on the 
domestic demand side, 2011 
GDP growth will continue to  
be led by foreign demand 
 
 
 
 
 
 
 
 
 
 
 
 
Inflation is set to stay  
slightly above 2% in 2011,  
but no demand pressures  
on the horizon 
 
 
 
 
 
 
We expect the first interest rate 
hike late 3Q, a bit earlier than 
the CNB forecasts 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The first package of 
government reform bills 
approved in the first reading 
 
 
 
 

 1Q real and seasonally adjusted GDP added 0.9% qoq, putting the yoy expansion at 2.8%, 
a notch above the 4Q’s reading. The main driving force of yoy growth on the demand side
was net exports with a contribution of 2.5pp. Private and government consumption shrank
0.5% yoy and 1.3% yoy respectively, combined subtracting 0.5pp from GDP growth. Fixed
capital formation advanced 3.8% yoy, while the inventory change was flat with respect to GDP
growth. Manufacturing was again the major growth pillar on the supply side.  

Recent indicators – industrial output, manufacturing PMI, foreign trade – have surprised on 
the downside, raising speculation that the assumed slowdown in economic activity could even
surpass expectations. Nonetheless, the underlying trends allow us to remain optimistic. 
Export sales and new manufacturing orders continued to rise at a solid pace in April. May’s
manufacturing PMI, despite dropping sharply on the previous month, was far from contraction 
territory and even above its long-term average.   

Our assumption that the economic slowdown will be moderate rather than sharp from 2Q,
coupled with solid 1Q growth and UniCredit’s higher call for Germany’s 2011 GDP expansion 
allowed us to upgrade our 2011 Czech GDP forecast to 2.3% from 2.0%. We left the proportion
between the contribution of domestic and foreign demand to this year’s growth almost
unchanged from three months ago, with the latter contributing the overwhelming part of the 
increment. On the domestic demand side, we see potential for slightly faster growth of fixed
capital formation and a smaller drop in government spending, while household consumption is 
set to post a milder rise given its contraction in 1Q. Household spending will not gain
momentum nor domestic demand take over the role of the main growth driver until 2012, in
our view. We have revised down our 2012 GDP growth forecast slightly to 2.8% from 3.0%, 
due to a higher base formed by the 2011 upgrade.  

After remaining below the CNB’s 2% inflation target in the first four months of the year,
CPI hit the target in May, after a surprisingly strong boost from surging food prices.
Importantly, however, the absence of demand-driven pressures has persisted. Going forward, 
we expect food price rises to continue for several months which, together with the secondary 
impacts of the recent oil price spike, will keep inflation above but not far from 2% until year-
end. At the beginning of 2012, CPI is set jump above 3% but mainly due to the VAT rate hike
as the assumed recovery of domestic demand will not be evident until later. 

Compared to the CNB’s prediction, we expect stronger GDP growth as well as weaker CZK,
with the latter resulting in part from the CNB’s inaction as regards interest rates. With the ECB
committing itself to a further rate hike in July, the negative interest rate spread of CZK vs.
EUR is set to widen to as much as 75bp. We, therefore, see the risk of a CZK drop rather
than the imminent inflation threat as a reason for the CNB to begin tightening sooner rather 
than later. On the other hand, we are aware of the fact that one of the CNB’s arguments 
against the early start of a tightening cycle has been the Eurozone’s debt crisis, an issue 
which is unlikely to disappear any time soon. On balance, we believe that the first 25bp hike
will be in September, roughly one-and-a-half months earlier than the CNB itself has forecast. 
Against our previous view, we have reduced the total number of CNB’s quarter-point steps 
this year from three to two.  

The lower house of parliament has given a preliminary approval to the first package of
government reform bills (a rise in the lower VAT rate; elimination of a cap on the retirement 
age and an increase of the differential between high and low pensions; a reduction of state
subsidies of private savings in building societies; amendment on public procurement).
Whether the reform legislation will win the lower house’s support in the following two readings 
is uncertain, as the junior coalition partner threatens to leave the cabinet unless its demands
for changes in ministerial posts are met. We believe in our baseline scenario that the government
will maintain its three-party format and thus manage to push through its reform package. 
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Estonia (A stable / A stable / not rated)* 

 Outlook – We continue to maintain an positive view on the country as the pace of economic
recovery outperforms its peers. Combined with prudent fiscal policy and ongoing commitment 
to pursue a nearly-balanced budget, we see scope for positive economic development driven 
by growing exports, FDIs and recovering domestic demand. 

Author: Dmitry Veselov, Ph.D., Economist (UniCredit Bank London) 
+44-20-7826-1808, dmitry.veselov@unicredit.eu 

                                                                      
* Long-term foreign currency credit rating provided by S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ August-September 2011: Presidential elections 

■ 7 July, 4 August, 8 September: ECB Governing Council meeting 

FIXED INVESTMENT BEGINS TO MAKE MORE OF A 
CONTRIBUTION TO ECONOMIC ACTIVITY 

Contribution to real GDP growth, %
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…IN LINE WITH GROWING FDI 
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Source: Bloomberg, Statistics Estonia, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 16.1 13.9 14.5 15.7 16.9
Population (mn) 1.3 1.3 1.3 1.3 1.3
GDP per capita (EUR) 11,993 10,344 10,878 11,825 12,698
Real economy yoy (%)   
GDP -5.1 -13.9 3.0 4.5 4.3
Private Consumption -5.6 -18.8 -2.1 4.2 5.9
Fixed Investment -15.0 -32.9 -9.6 16.5 14.1
Public Consumption 3.8 0 -2.0 1.7 1.7
Exports 0.4 -18.7 21.2 23.9 18.7
Imports -7.0 -32.6 21.6 25.3 19.3
Monthly wage, nominal (EUR) 820 782 788 820 845
Unemployment rate (%) 5.5 13.8 16.8 11.0 7.5
Fiscal accounts (% of GDP)   
Budget balance  -2.8 -1.7 -0.8 -1.7 -2.3
Primary balance -2.6 -1.4 -0.4 -1.3 -1.9
Public debt 4.6 7.2 7.7 8.8 10.5
External accounts   
Current account balance (EUR bn) -1.6 0.6 0.5 -0.2 -0.4
Current account balance/GDP (%) -9.7 4.5 3.6 -1.3 -2.2
Basic balance/GDP (%) -7.1 5.2 11.1 3.1 0.5
Net FDI (EUR bn) 0.4 0.1 0.9 0.5 0.5
Net FDI (% of GDP) 2.6 0.7 6.2 4.4 2.7
Gross foreign debt (EUR bn) 19.0 17.4 16.6 17.3 18.0
Gross foreign debt (% of GDP) 118.2 125.5 114.2 109.9 106.9
FX reserves (EUR bn) 2.6 2.6 2.1 2.3 2.5
Inflation/Monetary/FX   
CPI (pavg) 10.4 -0.1 3.0 3.9 2.8
CPI (eop) 4.3 -0.8 3.9 2.7 2.8
Euribor 3M (since 2010) 5.7 4.9 0.8 2.10 3.05
USD/EEK (eop) 11.21 10.92 10.94 0.64 0.69
EUR/EEK (eop) 15.65 15.65 15.65 1.00 1.00
USD/EEK (pavg) 10.64 11.22 11.66 0.68 0.67
EUR/EEK (pavg) 15.65 15.65 15.65 1.00 1.00
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Surprising on the upside 
GDP growth is impressing 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Investment and personal 
consumption should support 
economic activity from here.   
 
 
 
 
 
 
 
 
 
 
 
 
 
Inflation is bottoming down 
 
 
 
 
 
 
 
 
Public finances are prudent  
as always 
 
 
 
 
 
 
 
 
 
 
 
C/A is moving into negative 
territory as domestic demands 
is recovering 
 
 

 GDP in 1Q11 grew by 8.5% yoy in real terms – once again the fastest pace of all three 
Baltic States. In absolute terms we can see the pace of recovery pushing GDP up to the
level of end-2008 but remaining approximately 10.5% under the record-high 1Q in 2007.
1Q11 on the production side was attributable mostly, as in previous quarters, to manufacturing and 
construction, the former highlighting the strong connection with the Nordic economies and
production of hi-tech equipment. On the expenditure side, the positive news is due to fixed
capital formation and personal consumption, each adding around 3% to GDP growth, followed
by inventories accumulation, which contributed a notch under 2.5% to GDP. Exports, which 
grew 39% yoy in real terms, did not add much to the GDP, as this surge was offset by the
equivalent rise in imports. 

Looking forward, we expect growth from re-stocking to show signs of exhaustion. As in other 
Baltic States we should see an increase in fixed investment which is already evident in the 
last GDP reading, though we are wary that capacity utilization remains well below the historical
maximum. We see some potential for gross fixed capital formation growth on the back of
investements undertaken by some enterprises in the transport and infrastructure sector, as well
as the revitalization of small business. Household consumption is showing signs of rebound, a
trend which impressive given the extent to which inflation has recently limited gains in real
purchasing power.  Nominal wages grew 4.5% in 1Q, not even covering inflation which came in
at 5.2% yoy for the same period.  Helping to neutralise this, unemployment has declined
sharply to 14.1% from 19.8% in 1Q10.   

Inflation remains high but should ease from here. HICP rose 5.4% yoy over the 12 months 
to April. Food and energy accounted for 4.3pp of this increase, with the remainder of the
basket (57%) adding only 1.1pp. Over the summer months inflation is likely to remain elevated but 
towards end-3Q and into 4Q should being to ease, at least in part due to favourable base 
effects. Given continued expected declines in unemployment and stable if not increasingly
nominal wage growth, we should see further gains in consumption ahead.   

Public finances as always remain very prudent – and the good news here is the absence 
of major news. At the end of April the Government approved the State Budget Strategy for the
next four years, which effectively follows up on the previously successful course of limited
spending and hard tax policy which has brought Estonia EMU accession. The Ministry
expects the budget to run with a small deficit until 2012 inclusive – and in line with the 
extremely conservative policies it would only then signal for the reduction of the tax burden –
a sustainable policy which has proved effective so far – as witnessed by the high GDP growth 
figures and sustainable budget. We forecast this year's budget deficit within 2% of GDP, with 
public debt to remain below 10% of GDP.   

As a sign of continuing recovery in domestic demand, the C/A slipped slightly into
deficit – the first negative 1Q number since 1Q09, driven by higher imports. In 1Q11 
exports of goods and services rose 41.5% yoy, while imports rose by almost 44%. For the full 
year period we expect the C/A to register its first deficit in three years but this should be fully
compensated for by FDI. Meanwhile the banking sector continues to capital outflows.     
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Hungary (Baa3 negative / BBB - negative / BBB - stable)* 

 Outlook – Ongoing tensions in bank lending means only easing inflation pressure can support 
the domestic consumption. As net exports are now providing more than 50% of GDP growth we 
see some downside risk to headline GDP growth in the second half of the year. The favorable 
base effect in food and energy prices and basically non-existent underlying inflation pressure 
means further FX appreciation could translate into rate cuts despite higher EUR rates.  
Strategy outlook – We do not see much value in the HUF at current levels as likely appreciation
pressure could translate into a more dovish NBH. We recommend U/W HUF and long 
PLN/HUF positions. For HGBs we stay mod long due to cheap valuation on a global level.
We stay overweight external bond market on completed YTD funding plan and also as credit 
lagged the rally in LC bonds.  
Authors: Gyula Toth, Head of EEMEA FI/FX Strategy (UniCredit Bank) +435050582362,  
Istvan Horvath, (UniCredit Bank Hungary), +36 1 428 8543,  

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ 22 June – Inflation report 2011/II; 

■ 1 July – Report on Széll Kálmán – plan progress; 

■ 15 July – NBH quarterly report; 

■ July 2011 – 1H central budget deficit development 

NET EXPORT THE MAIN GROWTH DRIVER 
CONSUMPTION DRAG EASES  
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CPI WILL START TO SLOW MEANINGFULLY IN 4Q 
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Source: UniCredit Research, CSO, NBH 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 106.5 92.9 98.5 105.8 112.3
Population (mn) 10,050.0 10,040.0 10,020.0 10,010.0 10,002.0
GDP per capita (EUR) 10,600.4 9,249.2 9,830.5 10,573.6 11,227.8
Real economy yoy (%)   
GDP 0.8 -6.7 1.2 2.8 3.5
Private Consumption 0.6 -6.8 -2.2 0.0 1.8
Fixed Investment 2.9 -8.0 -5.6 3.4 5.2
Public Consumption 0.2 2.2 -0.6 2.0 -1.6
Exports 5.7 -9.6 14.1 11.4 15.0
Imports 5.8 -14.6 12.0 11.2 14.3
Monthly wage, nominal (EUR) 791.7 712.2 736.0 769.2 811.7
Unemployment rate (%) 7.8 9.8 11.1 10.8 9.0
Fiscal accounts (% of GDP)   
Budget balance  -3.4 -3.9 -4.2 0.6 -1.0
Primary balance -1.6 -4.5 -3.3 -2.8 -2.1
Public debt 72.3 78.4 81.0 75.5 67.0
External accounts   
Current account balance (EUR bn) -7.7 0.3 1.8 4.3 0.3
Current account balance/GDP (%) -7.3 0.3 2.1 4.0 0.8
Basic balance/GDP (%) -4.4 -0.2 2.7 5.2 3.1
Net FDI (EUR bn) 5.1 1.5 1.2 2.1 4.4
Net FDI (% of GDP) 4.8 1.6 1.2 2.0 3.9
Gross foreign debt (EUR bn) 123.5 136.1 136.9 133.6 128.1
Gross foreign debt (% of GDP) 122.3 141.5 140.7 124.8 113.5
FX reserves (EUR bn) 24.0 30.7 33.0 28.0 24.0
Inflation/Monetary/FX   
CPI (pavg) 6.1 4.2 4.9 3.9 2.6
CPI (eop) 3.5 5.6 4.7 3.2 2.9
Central bank target 3.0 3.0 3.0 3.0 3.0

Central bank reference rate (eop) 10.0 6.25 5.75 6.0 6.0
3M money market rate 10.6 6.4 5.6 6.1 5.5
HUF/USD (eop) 190.27 188.26 208.00 174.19 187.50
HUF/EUR (eop) 265.49 269.80 278.01 270.00 270.00
HUF/USD (pavg) 171.09 201.00 207.55 184.05 182.43
HUF/EUR (pavg) 251.66 280.28 275.33 270.55 270.00
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Weak domestic demand coupled with easing CPI pressure  
Successful long-term 
placement on the capital 
markets for Hungary 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
No major surprises in the 
convergence program. 
 
 
 
 
A public debt ceiling 
introduced. This year’s deficit 
target already reached, but Y/E 
target shall be met. 
 
 
 
 
 
 
 
 
The package for FX-loan takers 
is likely to have contained 
effect on the budget.  
 
 
 
 
 
 
 

 In spite of increased tensions in the Eurozone and around the world, Hungarian assets 
performed well and closed a relatively solid quarter. Following the announcement of the fiscal 
reform program (Kalman Szell plan) the risk premium of the country fell sharply (5Y CDS tightening 
below the 250bp level). Investors rushed to cut underweighted positions of Hungarian assets, HGB
foreign holdings increased to just HUF 33bn off the all time high of HUF 3,499bn. This quarter the
country successfully tapped the Eurobond market, selling USD 4.25bn Eurobond in two tranches, 
completing the longest ever debt issue in CEE (USD 1.25bn of 30 year bonds). Soon afterwards,
the remaining eurobond issuance for 2011 was completed, providing comfortable cover for the
2011 foreign debt reimbursements. Furthermore, the Hungarian Development Bank managed its 
EUR 500mn bond sale at reasonable pricing in May. 

The stream of domestic newsflow again centered around fiscal issues, as Hungary 
submitted its new convergence program to the EU. The program sets ambitious goals for the
government to ensure sustainable public finances. Besides the concrete measures announced (e.g. 
almost 30% cut in drug subsidies) a public debt ratio ceiling has been introduced in the new 
constitution. Due to the one-off nature of several revenue items (bank tax, pension assets) in 
this year’s budget, the monthly deficit figures have already exceeded the full year target in
March. Considering the back-loaded revenues from the pension reform and the permanent
HUF 250 expenditure cut, we believe the 2011 deficit target will be met with significant swings 
in the monthly balances. Increasing tensions show that discussions may last longer than 
planned with the different unions putting pressure on the government to meet the pre-set 
deadlines in the fiscal plan. 

Apart from the potential delays during the negotiations certain goals have been met, 
such as the agreement with the banks on easing conditions for FX-loan takers. Although the 
agreement between the banks and government about fixing the CHF/HUF rate at the 180 level 
might ease the burden on households in the near term we believe the net impact on GDP
growth will be relatively small whilst we put the total maximum cost of the scheme at around
HUF30/50bn per annum. We believe high NPL and ongoing uncertainty about of the future of 
the bank tax will continue to constrain bank lending which is also evidenced in renewed foreign
outflow from the banking sector. In Jan/April external banking sector liabilities declined by
EUR 1.2bn after a EUR 5.1bn outflow in 2010. In our view the lack of meaningful lending will 
continue to constrain domestic demand whilst the recent export and industrial production data
are already showing signs of a slowdown in line with the global trends.  

DOMESTIC DEMAND IS STILL CONSTRAINED BY LACK OF LENDING  

Retail sales remained poor in 1Q while IndOut started to slow   As banking sector continues losing external funding 
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The engine of growth remained 
unchanged: net export 
 
 
 
 
Domestic demand is showing 
some signs of improvement 
despite lack of lending  
 
 
 
 
 
 
 
The trade surplus is offsetting 
outflows from the banking 
sector… 
 
 
 
…whilst the portfolio flows we 
have seen in 1H will likely stay  
 
 
 
 
 
Potential appreciation pressure 
on the HUF coupled with easing 
inflation pressure could lead to 
rate cuts in 2H despite higher 
EUR rates  
 

 The real economy bucked the adverse conditions and posted the fastest growth in yoy
terms since 4Q06 at 2.5% yoy. The seasonally adjusted qoq growth accelerated to 0.7% 
from 0.5% whilst the drag from domestic demand also eased somewhat (private consumption 
down 0.3% qoq after negative 1.1% and gross fixed capital formation down only 0.1% qoq 
after a drop of 1.8% qoq). With private consumption we believe the PIT cut also played a one 
off role. Looking ahead we believe easing inflation pressure (on the back of a favorable base 
effect from food and energy prices) should support further improvement in household demand 
despite still poor lending dynamics and the high savings rate. As net export contributed more 
than 50% of 1Q GDP growth (1.3pp in 1Q) we see some downside risk from this side on 
slowing global growth evidenced in the recent PMI indicators both in Hungary and in the key 
export partner Germany.  

Although external banking sector liabilities have started to decline (EUR 1.2bn outflow 
in Jan/Apr) again, we believe the higher than expected trade surplus (Jan/Apr showed 
EUR 2.5bn surplus, 2.5%/GDP) is offsetting this by a wide margin. Looking ahead we 
believe somewhat slower export growth coupled with slowly improving domestic demand will 
likely see the trade surplus gradually narrowing in 2H but we do not believe it will return to 
deficit any time soon. Although the LC bond market has seen EUR 3.7bn inflow YTD we 
believe this was only enough to put allocations back to around market weight in non resident 
portfolios. Accordingly, unless we see a significant deterioration of risk appetite this portfolio 
inflow will likely stay in the market. This backdrop coupled with around EUR 2.0bn per annum 
EU inflows will provide further support for the HUF over the coming months, in our view. 

The appreciation pressure on the currency coupled with easing inflation pressure might push 
the NBH toward an easing bias despite the forthcoming hike by the ECB. In terms of inflation 
outlook, we expect the headline inflation to ease from the current levels of 3.9% yoy to 
around 3.5% yoy by the end of the year whilst the 3% target could be met around early 2012. 
We note that our ex-food, ex-energy measure is currently running at just 0.6%yoy, which is 
the lowest since early 2006 whilst the food and energy component is at 4.0%yoy which in 
itself is 100bp above the NBH mid-term target. Our baseline scenario assumes unchanged 
rates until the end of the year but if the favorable base effect on food and energy prices is met 
by a sudden appreciation of the currency we do not rule out some rate cuts in 4Q11. The new 
MPC has so far maintained the neutral bias despite earlier fears that the pro government
majority might push through instant rate cuts but we think in the above scenario the rate cuts 
could easily win the necessary majority.  

INFLATION SHOULD START SUPPORTING THE CONSUMER  

Headline CPI should improve from here on base effects…  …which should ease some pressure on the consumer  
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Strategy: mod O/W credit, mod long duration in HGBs and 
long PLN/HUF  

 
We do not see much value in 
HUF from the current levels  
 
 
 
 
 
 
We are neutral on HGB 
duration  
 
 
 
 
 
 
 
Credit should tighten from here 

 FX: We believe further appreciation pressure on the HUF is unlikely to be welcomed by the 
NBH given 1) increasing signs of global slowdown and 2) the recent bank government 
agreement ensures that CHF/HUF upside pressure will not put a burden on household 
disposable income in the near term. 3) recent CPI data surprised on the downside. 
Accordingly we see the HUF underperforming and stay U/W. For leveraged investors we 
recommend long PLN/HUF at current levels (target 70.0, stop: 66.00)  

Rates: we recommend moderately long duration in HGBs: HGB yields are still relatively high 
compared to the inflation outlook and compared to nominal GDP growth. Although big part of 
the technical positioning driven rally is probably behind us and the AKK is in a comfortable 
position when it comes to issuance. We would not go to the longest maturities as we see the 
2014/D and 2017/B papers as relatively cheap to the curve.  

Credit: we believe external credit markets still offer value on directional basis as they lagged 
the bond market rally (see chart) whilst Hungary is the only country in the region which has 
fully completed its external borrowing needs for this year. We also see room for further rating 
improvements after the recent move by Fitch.  

 

Credit market relatively cheap vs. local currency bonds   Flows turned more HUF supportive recently  
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GOVERNMENT GROSS FINANCING REQUIREMENTS 

EUR bn 2010 2011F 2012F
Gross financing requirement 25.2 24.5 25.6
Budget deficit 2.8 3.2 3.0
Amortisation of public debt 22.4 21.4 22.6
  Domestic  21.0 17.0 16.1
    Bonds 5.0 3.6 3.1
    Bills 16.0 13.3 13.0
  External 1.3 4.4 6.5
IMF/EU 0.0 2.0 3.7
Financing 25.2 24.5 25.6
Domestic borrowing 22.5 19.1 19.0
  Bonds 7.3 5.1 5.1
  Bills 15.2 14.0 13.9
External borrowing 3.0 5.0 6.5
  Bonds 1.5 4.1 6.5
  IMF/EU 0.0 0.0 0.0
  Other 1.5 0.8 0.0

GROSS EXTERNAL FINANCING REQUIREMENTS 

EUR bn 2010 2011F 2012F
Gross financing requirement 18.7 22.3 27.9
C/A deficit -2.1 -4 -0.8
Amortisation of medium to long term debt 16 20.2 22.1
  Government/central bank 5.4 7.8 8.4
  Banks 8.1 8.7 9.6
  Corporates 2.5 3.7 4.1
Short term debt amortisation 4.8 6.1 6.6
Financing 15.9 23.6 28.5
FDI 0.6 1.3 2.6
Portfolio flows 0.2 0.1 0.3
Borrowing 0.9 6.4 9.2
  Government/central bank 1.1 -3.3 -1.1
  Banks -0.7 6.9 7.2
  Corporates 0.5 2.8 3.1
Short term 4.9 6.3 6.8
EU transfers 1.8 2 2.1
Other 7.5 7.5 7.5
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Latvia (Baa3 stable / BB+ positive/BBB - positive)* 

 Outlook – GDP is on an upward path, having finally bottomed out, though the recovery lags 
other Baltic states. To date the upturn is reliant on external demand but we expect domestic 
demand to play more of a role in future. The C/A surplus has peaked and over the coming 
quarters is likely to edge back into negative territory. Fiscal consolidation remains the primary 
challenge for the domestic authorities.   

Strategy outlook – We believe Latvian credit can maintain the bullish momentum as the 
economy is through the major rebalancing. Although issuance just started we believe the 
relative size is relatively small for the USD market. We nevertheless see Lithuania credit 
outperforming Latvia due to less supply. We are mod O/W Latvia.   

Author: Dmitry Veselov, Ph.D., Economist (UniCredit Bank London) 
+44-20-7826-1808, dmitry.veselov@unicredit.eu 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ September – General elections   

■ November – Final IMF review under the Stand-By Arrangement 

TAX REVENUES ARE RECOVERING  
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INDUSTRY AND RETAIL INDICATORS ARE 
RECOVERING, BUT UNEVENLY 

YoY, %
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Source: Bloomberg, Central Statistical Bureau of Latvia, 
UniCredit Research, IMF, European Commission 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 22.9 18.5 18.0 19.4 20.7
Population (mn) 2.3 2.3 2.3 2.2 2.2
GDP per capita (EUR) 10,082 8,184 7,996 8,631 9,248
Real economy yoy (%)   
GDP -4.1 -17.8 -0.5 3.8 3.5
Private Consumption -5.6 -23.7 -0.2 3.0 2.1
Fixed Investment -13.7 -36.1 -21.7 6.7 8.9
Public Consumption 1.8 -8.9 -11.1 -0.4 1.5
Exports 0.9 -13.3 10.5 11.1 8.7
Imports -11.1 -32.9 7.1 12.0 9.9
Monthly wage, nominal (EUR) 678 651 629 656 680
Unemployment rate (%) 7.1 16.1 14.3 12.5 11.0
Fiscal accounts (% of GDP)   
Budget balance (incl. bank costs) -7.5 -7.7 -11.7 -6.8 -2.3
Primary balance -6.9 -6.2 -9.9 -4.7 0.0
Public debt 17.1 32.9 41.6 45.4 44.8
External accounts   
Current account balance (EUR bn) -3.0 1.6 0.6 -0.3 -0.5
Current account balance/GDP (%) -13.1 8.6 4.9 -1.4 -2.2
Basic balance/GDP (%) -10.0 9.2 6.3 2.2 1.7
Net FDI (EUR bn) 0.7 0.1 0.2 0.7 0.8
Net FDI (% of GDP) 3.0 0.6 1.4 3.6 3.9
Gross foreign debt (EUR bn) 29.6 28.9 29.8 30.9 32.0
Gross foreign debt (% of GDP) 129.2 156.3 165.2 159.3 154.4
FX reserves (EUR bn) 5.8 5.2 6.9 7.4 7.9
Inflation/Monetary/FX   
CPI (pavg) 15.4 3.5 -1.1 3.7 3.2
CPI (eop) 13.6 -1.3 2.5 2.8 3.0
RIGIBOR 3M 6.00 4.00 3.50 2.30 3.20
USD/LVL (eop) 0.51 0.49 0.53 0.47 0.48
EUR/LVL (eop) 0.71 0.71 0.71 0.71 0.71
USD/LVL (pavg) 0.48 0.51 0.53 0.48 0.47
EUR/LVL (pavg) 0.71 0.71 0.71 0.71 0.71
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Economic recovery but turbulent politics  
Though lagging its Baltic 
peers, GDP is showing  
firm gains 
 
 
 
 
 
 
 
 
 
 
 
 
 
Inflation remains high but we 
expect it to moderate in the 
mid-term 
 
 
 
 
 
 
 
 
 
C/A: From large surplus to 
small deficit 
 
 
 
 
 
 
 
 
 
Focus remains on the budget 
 
 
 
 
 
 
 
 
 
 
 
 
 
Returning to external markets 
 
 
 
 
 
 
 
 
 
 
 
 
A general election  
in September is a  
focus point 
 
 
 
 

 The Latvian economy has seen 5 consecutive quarters of positive qoq growth, but GDP still
remains 22.5pp below its peak.  At the trough, GDP was 25.5pp below its high. 1Q GDP came 
in at 3.4% yoy (0.7% qoq). Over much of 2010 the recovery was heavily reliant on external 
demand and industry. In 1Q export growth remained strong, with goods and services exports in 
nominal terms showing gains of 30% yoy. However, imports have begun to accelerate rapidly, in 
part due to higher commodity prices, rising 31.7% yoy in 1Q. We saw a large surge in gross fixed 
capital formation. On a yoy basis investment grew 28.4% yoy, contributing nearly 4pp to GDP 
growth in 1Q11. Household consumption grew 3.6% yoy, despite negative real wage growth as 
declining unemployment acted as a support.  At 16.6% in 1Q, uemployment is down almost 4pp 
from 1Q10 but still significantly above the 6% level of 2008. 

Inflation at 5.0% yoy in May should be close to a peak. Not surprisingly, the biggest 
upward pressure in 1Q11 came from food and housing, electricity and fuel. According to our 
estimates, food and energy account for in excess of 80% of the increase in CPI over the past 
12 months. It appears that global food prices have at least reached a temporary peak while
world oil prices have corrected 10% since April. We forecast a decline in inflation to below
3.0% by year-end. Such a decline in inflation combined with continued employment gains and
a further recovery in investment should see domestic demand remain an important driver of
economic activity from here.   

In line with signs of a recovery in domestic demand, the C/A surplus is beginning to 
edge lower. From a peak of 10.6% of GDP over the 4 quarters to 1Q10, the C/A surplus for 
the 4 quarters to 1Q11 stood at 2.0% of GDP. In nominal terms the C/A surplus in 1Q was 
only 21% of the surplus posted in 1Q10. From here we expect the C/A to slip back into 
modest deficit. Examining capital flows to Latvia, we are seeing a strong recovery in FDI but
outflows of portfolio capital. Foreign banks also continue to run down their exposure,
representing a persistent outflow of capital.   

Narrowing the budget deficit remains the biggest challenge for the country. The efforts 
of the government to tighten fiscal policy are starting to show in the numbers, though this is 
not visible at first sight. The baseline deficit in four months of 2011 increased by 14% but this 
is due to a delay in the drawdown of EU structural funds until the latter half of the year.
Excluding this impact, government revenue rose by 8% yoy in January-April of 2011. 
Government expenditure is down 5.5% in nominal terms over the first 4 months of the year.
For the full year we anticipate budget deficit of 6.8% of GDP, though we monitor for risks of 
pre-election spending. The IMF targets the general budget to be at 6.4% of GDP in 2011. 

In the beginning of June the government returned to the Eurobond market for the first time 
since March 2008 with a USD 500mn issue. The most recent IMF program documents put
external borrowing needs for the government this year at in excess of EUR 350mn, though 
this assumes that Latvia continues to draw off IMF funds while the government has said that it 
will not draw further funds from the IMF and EU. The IMF and EU announced an EUR 7.5bn
bail-out loan for Latvia in Dec-08, with the program scheduled to roll off 4Q this year and
repayments to begin next year – EUR 325mn in 2012 and EUR 475mn in 2013 to IMF. 
Repayments to the EU are scheduled to begin in 2014.   

The political environment has taken a turn for the worst though it is encouraging that S&P's 
commented that the dissolution of Parliament would have no effect on Latvia’s rating provided 
the new Government sticks to the fiscal commitments. S&P currently rates Latvia BB+ with a
positive outlook. A general election is scheduled for September. Assuming the current
government is re-elected Latvia should remain on track for an upgrade in 4Q. Thereafter 
focus will shift to whether or not the government re-engages with the IMF.   
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Lithuania (Baa1 stable/ BBB stable/BBB positive)* 

 Outlook – The economy continues to recover. Exports remain the main driver of the growth, 
but internal consumption is starting to catch up. We expect the FDI inflow to push up the fixed
capital formation in the country. Ratings momentum remains positive  

Strategy outlook – We believe the positive ratings momentum to support further credit 
spread tightening whilst the lack of new Eurobond issuance should see Lithuania outperforming
Latvia. We are O/W in cash credit. We also see some logic in selling Lithuania CDS versus
Latvia CDS at flat spreads.  

Author: Dmitry Veselov, Ph.D., Economist (UniCredit Bank London) 
+44-20-7826-1808, dmitry.veselov@unicredit.eu 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

KEY DATES/EVENTS 

■ Autumn, 2011 – Paliiament decides on nuclear power-plant 
construction in Lithuania 

■ 2012 – Parliament elections 

 

GDP STRUCTURE IS DEVLOPING TOWARDS 
SUSTAINABLE GROWTH 

YoY, %
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SLOWDOWN IN INTERNATIOAL TRADE TO BE 
EXPECTED 

Nominal value and 4Q MA, LTLbn
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Source: Statistics Lithuania, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 32.3 26.5 27.4 29.2 30.7
Population (mn) 3.4 3.3 3.3 3.3 3.3
GDP per capita (EUR) 9,615 7,939 8,257 8,837 9,360
Real economy yoy (%)   
GDP 2.8 -14.7 1.3 5.1 3.2
Private Consumption 3.8 -17.7 -4.1 3.8 3.5
Fixed Investment -6.9 -39.2 -0.3 5.5 5.3
Public Consumption 7.3 -1.9 -3.0 0.9 1.0
Exports 11.6 -12.7 16.3 20.3 9.7
Imports 10.3 -28.4 17.6 21.0 10.1
Monthly wage, nominal (EUR) 654 625 600 615 635
Unemployment rate (%) 4.8 9.5 14.5 9.5 7.3
Fiscal accounts (% of GDP)   
Budget balance  -2.6 -7.9 -7.5 -4.8 -3.7
Primary balance -1.9 -6.7 -4.6 -2.6 -1.1
Public debt 15.6 29.5 35.0 37.7 40.0
External accounts   
Current account balance (EUR bn) -4.2 1.1 0.3 -0.6 -0.9
Current account balance/GDP (%) -13.1 4.3 1.6 -2.1 -3.0
Basic balance/GDP (%) -9.5 4.1 4.3 0.5 0.6
Net FDI (EUR bn) 1.2 0.0 0.7 0.8 1.1
Net FDI (% of GDP) 3.6 -0.1 2.6 2.6 3.6
Gross foreign debt (EUR bn) 23.0 23.1 22.9 23.7 24.5
Gross foreign debt (% of GDP) 71.3 87.2 83.5 81.4 79.6
FX reserves (EUR bn) 4.6 4.5 4.9 5.2 5.5
Inflation/Monetary/FX   
CPI (pavg) 11.0 4.5 1.1 2.6 2.2
CPI (eop) 8.5 1.3 3.6 2.4 2.4
VILIBOR 3M 9.20 4.54 1.56 1.90 2.75
USD/LTL (eop) 2.55 2.37 2.61 2.30 2.33
EUR/LTL (eop) 3.45 3.45 3.45 3.45 3.45
USD/LTL (pavg) 2.35 2.48 2.60 2.34 2.30
EUR/LTL (pavg) 3.45 3.45 3.45 3.45 3.45
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More evidence of strong recovery 
Economy grows at an 
impressive speed 
 
 
 
 
 
 
 
 
 
 
A strong 2011 for GDP 
 
 
 
 
 
 
 
 
 
 
 
C/A account is approaching 
break even on recovering 
imports… 
 
 
 
 
 
 
 
 
 
 
 
Fiscals start to improve – the 
structure of income looks 
healthy as tax revenues 
increase 
 
 
 
 
 
 
 
 
 
 
We expect rating upgrades  
to follow shortly 

 The Lithuanian economy demonstrated an impressive pace of recovery in 1Q11 with 
GDP expanding 6.9% yoy. This is the fifth successive positive quarter of yoy GDP figures. 
The most recent data shows a shift from a reliance on net exports to a more broad based 
recovery incorporating domestic demand. Household consumption contributed over 3.5pp to 
the yoy GDP increase. while fixed investment posted gains of 38.3% yoy more than 
compensating for a slowdown in the inventory cycle. The recovery in fixed investment is in 
line with strong gains in FDI.   

Full year GDP this year has the potential to post gains in excess of 5%. A strong finish to 
last year translates into a positive carryover of 1.8pp while 1Q posted a robust 3.5% qoq. The 
main exporters, faced by capacity utilization constraints, will aim to expand their production 
capacity. The formal capacity utilization indicator is rapidly recovering and nearing its
historical peak. Household consumption should also play a role, aided by easing inflation and 
in turn improved real wage growth. Inflation stood at 5.0% yoy in May due to rising energy and 
food prices. We expect both to peak over the summer and inflation to decline from there. At 
12.5% in April the unemployment rate is down 2.6pp over the past year.  .  

The C/A balance surplus in 2010 narrowed to 1.4% of GDP, decreasing by two-thirds 
compared to 2009 and is likely to post a modest full year deficit this year. This trend is in 
line with the recovery in domestic demand that is underway. Indeed over the first 4 months of
this year the C/A slipped into deficit. FDI is showing recovery however and show compensate 
for this. Foreign banks continues to run down their exposure but at a slow pace than 
previously. In line with this trend, credit growth appears close to bottoming out. High levels of
external indebtedness remain a concern, though less so than elsewhere in the Baltics. Gross 
external debt finished last year in excess of 80% of GDP but should be on a downward 
trajectory from here.  

Efforts to consolidate the budget deficit are bringing results in Lithuania. Tax revenues 
grew in 1Q11 approximately 17% from 1Q10, which coupled with the reduction of expenditure, 
reduced the baseline deficit by over 19%. However, there's still more room for improvement –
significant amount of reforms need to be carried out in the fiscal area to hit the Government 
goal of 3% budget deficit by 2013. This year the government targets a deficit of 5.3% of GDP 
compared with 7.5% of GDP last year. We expect public debt to rise to 47.7% by the end of 
this year. Fiscal efforts will not only be important in terms of stabilizing public debt but will also 
help to avoid a crowding out of the private sector as it recovers and increasingly attempts to 
acces foreign capital from here.   

Fitch has upgraded its outlook for Lithuania to positive. In the press release Fitch refers 
to "strengthening public finances, strong economic recovery and increasing stabilization in the
financial sector."  We expect a rating upgrade to follow in the next quarter.  

  



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 52 See last pages for disclaimer.

Poland (A2 stable / A- stable / A- stable)* 

 Outlook – We remain positive on the outlook for GDP growth this year.  CPI inflation is set to
peak in 2Q, easing later during the year. The MPC has already delivered 100bp of rate hikes. 
Our baseline scenario would assume either no further hikes, or one more hike. Markets and 
rating agencies look for further public finance consolidation steps after the October elections. 

Strategy outlook – We see EUR/PLN in a relatively tight range (3.85/4.00) during 3Q with
limited appreciation bias. As the NBP finished the tightening cycle for now we expect short
ends to pull in somewhat but we only play it tactically. Wide ASW at the mid to long end part
of the POLGB curve still offers some tactical value in our view. We remain U/W on credit.   

Author: Marcin Mrowiec, Chief Economist (Bank Pekao) 
+48 22 656 0678, marcin.mrowiec@pekao.com.pl 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ NBP rate decisions: 6th July, 7th September 

■ October: General election 

■ Inflation report: July, November 

HOUSEHOLD DEMAND AND INVESTMENTS ARE 
STILL THE MAIN DRIVER OF GROWTH  

Contributions to GDP growth
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CPI SHOULD EASE FROM THE CURRENT LEVELS 
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 Source: GUS, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 361.9 310.4 354.3 381.5 417.0
Population (mn) 38.1 38.2 38.1 38.1 38.1
GDP per capita (EUR) 9,490.8 8,132.4 9,301.8 10,023.2 10,958.1
Real economy yoy (%)   
GDP 5.1 1.7 3.8 4.4 3.5
Private Consumption 5.7 2.1 3.2 4.0 3.7
Fixed Investment 9.6 -1.1 -1.2 8.8 4.5
Public Consumption 7.4 2.0 4.0 1.9 2.0
Exports 7.1 -6.8 11.5 8.8 9.6
Imports 8.0 -12.4 4.3 10.9 9.1
Monthly wage, nominal (EUR) 905.1 766.5 859.9 911.3 986.9
Unemployment rate (%) 10.0 11.0 12.1 11.8 10.8
Fiscal accounts (% of GDP)   
Budget balance  -3.7 -7.3 -7.9 -5.8 -3.7
Primary balance -1.5 -4.6 -5.0 -2.6 -1.4
Public debt 47.1 50.9 53.6 54.1 54.0
External accounts   
Current account balance (EUR bn) -17.4 -6.7 -12.0 -15.6 -17.4
Current account balance/GDP (%) -4.8 -2.1 -3.4 -4.1 -4.3
Basic balance/GDP (%) -2.0 1.0 -1.3 -1.5 -1.5
Net FDI (EUR bn) 10.1 9.9 7.3 10.0 11.0
Net FDI (% of GDP) 2.8 3.2 2.1 2.6 2.7
Gross foreign debt (EUR bn) 174.3 195.0 233.7 240.0 250.0
Gross foreign debt (% of GDP) 57.1 59.6 65.4 62.9 60.0
FX reserves (EUR bn) 44.1 55.2 70.0 81.0 91.0
Inflation/Monetary/FX   
CPI (pavg) 4.2 3.5 2.6 4.4 3.1
CPI (eop) 3.3 3.5 3.1 4.4 3.3
Central bank target 2.5 2.5 2.5 2.5 2.5

Central bank reference rate (eop) 5.0 3.5 3.5 4.75 4.25
3M money market rate 5.6 4.3 3.9 4.6 4.6
USD/PLN(eop) 2.97 2.86 2.96 2.52 2.64
EUR/PLN (eop) 4.15 4.10 3.96 3.90 3.80
USD/PLN (pavg) 2.39 3.10 3.01 2.72 2.64
EUR/PLN (pavg) 3.52 4.33 3.99 4.00 3.90
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Solid growth, stable monetary & improving fiscal policy  
GDP to grow above 4% this 
year, with domestic demand 
getting stronger 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
EU funds will be an  
important boost to economic 
growth, especially in 2011,  
less so in 2012 
 
 
 
 
 
 
 
 
CPI is bound to top out in Q2, 
and ease towards 4.0% in  
end-2011  
 

 We remain positive on the outlook for GDP growth this year, with domestic demand
playing a more important role in 2H. The recently released data for 1Q11 confirmed strong 
private consumption (3.9% yoy is a notch weaker than in the previous quarter but households 
had to digest a 1pp VAT hike as well as real wage growth which stood at only 0.3% yoy).
Investments accelerated to 6% yoy. The labor market should continue to perform strongly: the
number of employed in the corporate sector continues to grow at circa 4% yoy and we expect 
this pace of growth to be maintained this year. In the last quarterly we expressed an expectation
that wages should accelerate from 2Q onwards – and this is starting to materialize, with an 
April reading of 5.9% yoy. We expect further acceleration in the coming months, and that 
(combined with inflation easing) will mean a higher real wage bill, and hence stronger private
consumption (we revised our private consumption forecast to 4.0% from 3.6% previously, 
which offsets investments’ downward revision to 8.8% yoy). Therefore, GDP growth is bound
to be more driven by domestic consumption, rather than net exports or inventory rebuilding. 
The labor market is set to be supported by strong pressure on wages in the state-owned 
enterprises (which are likely to be at least partially satisfied prior to general elections in
October), reduced labor supply.  

This year’s GDP growth is also set to be supported by EU investments. The government 
plans that the sum total of EU funds and domestic contribution that will be spent in 2011 will 
exceed PLN 70bn (vs PLN 42bn in the previous year and circa PLN 20bn two years ago).
This is an additional source of financing for GDP this year, on top of internal resources of the
economy. The recent report from NIK (Supreme Audit Office) noted numerous delays in
EURO-2012 related investments (which may partially explain the slight disappointment in 1Q
investment data), and catching up for the lost time will be one of the aims of the government,
accelerating public, infrastructure investment wherever possible in the remainder of the year. 

CPI inflation is set to see its top in 2Q, easing later during the year. From 3.1% in 
December, CPI inflation rose to 5.0% in May. However, we do stick to our baseline scenario 
that from the top in 2Q it should ease, towards 4.4% at year-end. This scenario assumes 
stabilization of food and energy prices in the second half of the year. However, declines in
PMI inflation expectations, PPI already topping out in March make this scenario realistic. One 
should also keep in mind that surprisingly high inflation was impacted by implementation by
the domestic statistical office of the EC regulation concerning the treatment of seasonal
products in consumer price indices.  

STRONGER GROWTH, STRONGER LABOUR MARKETS, HIGHER INFLATION 

LaboUr market is recovering   As inflation is still at elevated levels  
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After hiking rates by 100bp this 
year, the NBP signaled entering 
wait-and-see mode 

 

 

 

 

 

The deficit should narrow, 
though more fiscal 
consolidation is expected  
post-elections  

 

 

 

 

 

 

October general elections are 
the key focal point for future 
economic policy 

 

 

 

 

 

A bumpy ride for PLN – watch 
end-June C/A revisions 

 

 The MPC has already delivered 100bp of rate hikes this year, bringing the reference rate 
to 4.5%, and the NBP Governor has now signaled entering “wait and see” mode. He did not 
rule out further tightening, “should the outlook for inflation coming back to MPC target
deteriorate”, but it is clear that the bulk of tightening is already over. The risk factors for the
second half of the year include global food and energy prices. However, given the CPI at 
twice the MPC target in May (and high probability of CPI staying in 4.5-4.9% range in 3Q, 
we’d look for one more hike this year, with risk scenario for two more hikes in case second-
round effects are visible in 2H11 

Markets and rating agencies look for further public finance consolidation steps after 
the October elections.  As Poland’s public finance deficit increased significantly in recent 
years (reaching almost 8% in 2010), and debt/GDP started approaching 55% (which is very
important from the point of view of the domestic Public Finance Act, triggering painful
adjustment if broken), the government introduced steps aimed at curbing deficits. These
included increases of VAT (by 1pp from Jan’11), a freeze of PIT rates, lower spending on
activation of the unemployed, changes in the pension systems and other steps, which,
according to government calculations, are to reduce the deficit by almost 2.5% GDP in 2011
and by 2.15% in 2012.  

Opinion polls suggest that the ruling Civic Platform (PO) will win the upcoming general
elections but it will have to form a coalition.  PO leaders suggest that the most welcome 
option would be re-creation of the current setup, with the PSL as junior coalition partners.
Another likely combination would be PO in coalition with the left-wing SLD. The key economic 
challenge will be continuation of the fiscal consolidation path while simultaneously absorbing 
EU funds. Rating agencies emphasize the need to adhere to deficit reduction.  

Despite of the announced exchange of EUR 13-14bn of EU funds this year (and another 
EUR 17-18bn next year) in the FX market, the exchange rate hardly changed.  In the near 
term focus will centre on the end-June revision of foreign trade data, aimed at reducing the 
scale of errors and omissions (currently at almost 4% of GDP). The key question is how much
will be added to the C/A deficit. The NBP suggested the 12M cumulative C/A gap will be 
increased by circa 1pp, towards 5% GDP. However, we maintain our end-2011 forecast of 
3.90 for EUR/PLN, as economic data is to remain supportive, and the government is likely to 
exchange most of the funds close to year-end to push the zloty stronger to ensure no breach 
of the 55% debt/GDP threshold. 

USE OF EU FUNDS HELPS GROWTH BUT ALSO CONTRIBUTES TO WEAKER FISCAL PERFORMANCE 

The structure of project financing in 2007-2013   Foreigners increased their holdings of domestic bonds significantly  
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Strategy: long PLN/HUF, neutral duration in POLGB, U/W credit    
   FX – The near term outlook will be determined by the 1) end June current account revision 

and 2) privatization flows. Although the MinFin/NBP indicated that they are converting
EUR13/15bn on the market it had only limited impact on the PLN so far potentially because of
lack of actual transactions which should intensify toward the end of the year. Following the 
diverging CPI trends between Poland and Hungary we see value in going long PLN/HUF
(target 70.0 and stop loss at 66.00). On the same vein we would remain mod O/W in PLN.  

Rates – we recommend switching from longer dated POLGBs into the mid part of the curve 
following the May CPI release and likely new hawkish turn from the NBP. Although we do not
think the NBP will hike rates aggressively it is possible that the curve will price back some rate
hike. We also do not see long end POLGB nominal yields as that attractive vs. the current
inflation outlook. 

Credit – We do not see much value at current 150/160bp spreads given still heavy issuance
pipeline (we estimate another USD2/3bn till year end) and still wide budget deficit. We stay U/W. .  

PLN FORWARD ALREADY PULLED IN WHILST NON-RESIDENT POSTIONING REMAINS HIGH  

PLN forward is still a bit above where the last tightening cycle ended  Non-resident positioning is still high in POLGB market   
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GOVERNMENT GROSS FINANCING REQUIREMENTS 

EUR bn 2010 2011F 2012F
Gross financing requirement 57.3 50.9 52.5
Budget deficit 28.0 22.7 16.2
Amortisation of public debt 29.3 28.2 36.3
  Domestic  27.1 26.7 32.8
    Bonds 15.2 20.3 28.9
    Bills 11.9 6.3 3.8
  External 2.2 1.5 3.6
IMF/EU 0 0 0
Financing 57.3 50.9 52.5
Domestic borrowing 44.9 38.5 40.7
  Bonds 39.1 32.1 34.1
  Bills 5.9 6.4 6.6
External borrowing 12.4 12.4 11.8
  Bonds 6.8 7.1 6.3
  IMF/EU 0 0 0
  Other 5.6 5.3 5.5

GROSS EXTERNAL FINANCING REQUIREMENTS 

EUR bn 2010 2011F 2012F
Gross financing requirement 86.8 86.4 85.4
C/A deficit 12.0 15.6 17.4
Amortisation of medium to long term debt 23.3 17.3 14.4
  Government/central bank 8.2 5.7 7.1
  Banks 5.2 5.1 1.7
  Corporates 9.9 6.4 5.6
Short term debt amortisation 51.5 53.5 53.6
Financing 94.2 92.1 89.9
FDI 7.4 10.0 11.0
Equity 4.8 4.5 4.7
Borrowing 88.4 83.4 80.9
  Government/central bank 19.4 14.7 16.2
  Banks 30.2 32.3 29.3
  Corporates 38.7 36.3 35.4
EU transfers 6.9 7.4 6.5
Other  -13.2 -13.2 -13.2
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Romania (Baa3 stable / BB+ stable / BB+ stable)* 

 Outlook – The economy is likely to show positive GDP growth of around 1.8%yoy this year mostly 
on the back of good export performance. Meanwhile domestic demand remains relatively 
weak which in turn is improving the C/A deficit further to around 3.3%/GDP. FDI coverage 
remains relatively high at around 75% with several privatization projects playing a major role. 
Strategy – We remain positive on all Romanian asset classes (FX, rates and credit) due to 
significant improvement in the fundamental backdrop particularly in relative terms vs. other 
CEE countries. We recommend selling EUR/RON at current levels, buying mid to long term 
ROMGBs and keeping Romanian Eurobonds O/W. We also recommend selling 5y Romania 
CDS vs. buying 5y Turkey CDS. The key risk is potential spillover from Greece.  

Author: Dan Bucsa, Chief Economist (UniCredit Tiriac Bank)   
+40 21 203 2376, dan.bucsa@unicredit.ro 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ 29 June – NBR rate decision  

■ 3 Aug – NBR rate decision  

■ June/July Petrom privatization  

GDP GROWTH TO REMAIN POSITIVE IN 2011 

YoY, %
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CPI TO REMAIN ABOVE NBR TARGET  

 

Source NBR, CSO, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 136.9 115.9 122.0 130.7 142.4
Population (mn) 21.5 21.5 21.4 21.3 21.2
GDP per capita (EUR) 6,359.5 5,392.9 5,692.2 6,120.3 6,703.8
Real economy yoy (%)   
GDP 7.1 -7.1 -1.3 1.8 3.3
Private Consumption 8.4 -9.2 -2.0 0.5 2.9
Fixed Investment 19.3 -25.3 -13.1 0.5 4.5
Public Consumption 3.7 1.2 -3.2 -3.9 4.0
Exports 19.4 -5.5 13.1 17.3 13.5
Imports 17.5 -20.6 11.6 13.6 11.0
Monthly wage, nominal (EUR) 347.2 326.0 334.1 347.4 377.8
Unemployment rate (%) 4.0 6.3 7.6 5.0 4.5
Fiscal accounts (% of GDP)   
Budget balance  -4.9 -7.4 -6.5 -4.4 -4.5
Primary balance -4.2 -6.2 -5.1 -4.1 -4.0
Public debt 20.0 27.8 35.5 40.6 43.0
External accounts   
Current account balance (EUR bn) -16.2 -4.9 -5.2 -4.3 -4.4
Current account balance/GDP (%) -11.8 -4.2 -4.2 -3.3 -3.1
Basic balance/GDP (%) -5.0 -1.2 -2.1 -1.8 -1.1
Net FDI (EUR bn) 9.3 3.6 2.6 3.2 4.4
Net FDI (% of GDP) 6.8 3.1 2.1 2.4 3.1
Gross foreign debt (EUR bn) 72.4 81.2 93.4 100.9 106.1
Gross foreign debt (% of GDP) 52.8 70.0 76.6 77.2 74.5
FX reserves (EUR bn) 26.2 28.3 32.4 32.5 31.0
Inflation/Monetary/FX   
CPI (pavg) 7.9 5.6 6.1 7.1 4.6
CPI (eop) 6.3 4.7 8.0 5.9 4.0
Central bank target 3.8 3.5 3.5 3.0 3.0
Central bank reference rate (eop) 10.3 8.0 6.3 6.3 5.5
3M money market rate 13.0 11.7 5.9 4.6 4.4
RON/USD (eop) 2.89 2.95 3.20 2.68 2.85
RON/EUR (eop) 4.03 4.23 4.28 4.15 4.10
RON/USD (pavg) 2.50 3.04 3.17 2.84 2.78
RON/EUR (pavg) 3.68 4.24 4.21 4.17 4.11
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Higher-than-expected growth over-reliant on foreign demand 
  GDP grew 0.7% qoq in 1Q11, after barely rising in 4Q10 (+0.1% qoq on seasonally-adjusted 

data). A breakdown of growth shows industry (+3.0% qoq) and exports (+10.6% qoq) as the
main drivers, backed by strong foreign demand. At the same time, services (0.0% qoq) and
construction (-0.2% qoq) – on the supply side – and consumption (-0.8% qoq) and investment 
(-2.0% qoq) – on the demand side – are still shrinking, signaling weak domestic demand. We 
expect a moderation of foreign demand coupled with a gradual recovery of services and
domestic demand, boosted by corporate lending and increased public spending in view of the
election year 2012. At the same time, real revenue growth is unlikely to turn positive before 4Q11
and consumer lending could decline further, curbing consumption (+0.5% yoy in 2011) and
retail sales. Our central forecast for 2011 is 1.8% growth (close to the previous forecast of 1.7%),
while the forecast range is -0.4% to 2.8% yoy. The GDP growth rate expected for 2012 has 
been cut to 3.3% from 3.6% previously. 

Disappointing FDI to  
be supplemented by 
privatizations 
 

 Foreign direct investment could amount to just EUR 3.2bn in 2011 and EUR 4.4bn in 2012, 
including EUR 0.6bn and EUR 0.8bn respectively from privatization proceedings. Other investment
flows shrunk 61% yoy in 1Q11 to EUR 1.44bn (excluding IMF money, inflows net of FDI fell
57.1% yoy to EUR 0.54bn). The biggest inflows came from foreign companies granting long-
term loans to local subsidiaries (EUR 0.78bn in 1Q11). Despite improved investor sentiment
(as reflected by falling CDS spreads and investment inflows in CEE), portfolio investment inflows in 
Romania have been tepid at best (EUR 0.45bn in 1Q11, 65.9% less than in 1Q10), curtailed 
by the local capital market being illiquid and underdeveloped in terms of size and products.  

C/A adjustment to lose speed  
if stronger RON persists 
 

 The current account deficit could fall in 2011 from 2010 (EUR 4.3bn or 3.3% of GDP vs. 
EUR 5.2bn or 4.2% of GDP). The growth rate of exports could moderate to 17.3% yoy in 2011
from 39.4% yoy in 1Q11 on softer economic growth in the EU during 2H11. Imports are
primarily driven by exports (with a high content of imported goods) and fuel consumption, the
forecast growth rate being 13.6% yoy in 2011. Growth rates for exports and imports could
moderate to 13.5% yoy and 11% yoy respectively in 2012, taking the current account deficit to
EUR 4.4bn or 3.1% of GDP.  

The budget deficit target for 
2011 is attainable, less so the 
one for 2012  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The inflation target for 2011  
will be missed 
 
 

 The budget deficit target of 4.4% of GDP looks attainable in 2011. The 5-month deficit was 
1.2% of GDP, but public expenditure rises seasonally towards year-end. Romania concluded 
a second, precautionary agreement with the IMF in March 2011 and will probably fulfill all its
provisions in 2011. The Government’s main propositions aimed at slashing public waste
regard: private management for big state companies, privatizing loss-making companies such 
as CFR Marfa, reducing administration by consolidating the existing 42 counties into 8 regions. 
The Government plans to sell stakes in public companies (oil, electricity, natural gas) in order
to finance its investment projects. We expect the 2012 deficit target of 3% of GDP to be
missed because of populist spending before elections (our deficit forecast is 4.5% of GDP),
despite IMF monitoring. If the budget deficit falls towards the Maastricht threshold, Romania’s
sovereign ratings could go up a notch to investment grade in 2H12. We attach a probability
below 50% to the event. 

Romania’s inflation rate remains the highest in the EU, reaching 8.4% yoy at the end of 
May 2011. Headline inflation is expected to climb to 8.6% yoy in June before falling close to 
6.2% yoy at the end of July, when the effect of the VAT hike in July 2010 is eliminated. We
expect CPI inflation to end 2011 at 5.9% yoy (forecast interval 4.6%-6.9%), missing the year-
end target of 3% (+/- 1pp). The main explanations for the high inflation rate are: 1) high past 
inflation (48.3% annual average between 1991 and 2000), 2) big weight of food in the 
consumer basket (37.45%), 3) fast-rising food prices, 4) gradual liberalization of administered 
prices (scraping heating subventions could add 0.5-0.6 pp to inflation in 2011, according to 
the IMF mission in Romania), 5) high inflation expectations (the highest since May 2001 in the
European Commission survey), feeding into downward price rigidity and offsetting downward 
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pressures from shrinking demand (-11.2% yoy in 2009 and -4% yoy in 2010). Our end-2012 
central inflation forecast of 4% could be threatened by disappointing crops worldwide in 2011, 
a new spike in oil prices and generous public spending during election year 2012. 

NBR to focus on alternative 
instruments 
 

 Faced with high inflation and slow economic recovery, the National Bank of Romania is
likely to leave the monetary policy rate unchanged at least until 1Q12, favoring money market 
liquidity and RON nominal appreciation as policy instruments. The money market remains
shallow, liquid maturities running up to 3 months. Structural excess liquidity has driven short
term deposit rates close to the deposit facility without managing to lengthen maturities. The 
FX swaps market is more liquid, with maturities extending towards one year. We expect
ROBOR 3M to dip towards 5% by year-end on excess liquidity characteristic of all pre-
electoral periods in Romania. Subsequent decreases in 2012 could be limited by inflation and 
by cautious monetary policy moves.  

Treasury yields helped  
by MM liquidity 
 

 MM liquidity weighs onto treasury yields, regardless of maturity. The MinFin has favored 
RON T-notes maturing in 6 months or one year in order to keep yields below 7%. The result is 
an average maturity of around 8 months for Romania’s public debt, the shortest in the EU.
The yield curve is flat, 3-5Y yields being capped at 7.4%. The MinFin has restarted its multi-year 
EMTN program by issuing 5Y eurobonds worth EUR 1.5bn at 5.3%, 29bp over mid swaps and 
5Y CDS. 5Y CDS spreads have fallen towards 230bp in May 2011 on better investor
assessments, but tighter liquidity conditions in the Eurozone have offset lower risk. We still
expect the bulk of treasuries to be issued locally. Rollovers and interest payments amount to 
EUR 10.7bn in 2011 and EUR 13.3bn in 2012 (as of 14 June 2011). Deficit financing and IMF
repayments (the Government’s share) will amount to EUR 6bn in 2011 and EUR 8.2bn in 2012.  

Alongside Bulgaria, Romania is the EU country with one of the largest presence of
Greek banks (approx. 15% of bank assets). Greek subsidiaries had an aggregate solvency
ratio of 15.7% at the end of March 2011, above the banking system’s average of 14.75%
(according to NBR Deputy Governor Georgescu) and the NBR has repeatedly stressed the
soundness of all Romanian banks with Greek shareholders. Local subsidiaries of Greek
banks accounted for 25% of their groups’ profits in 2010. Any contagion risks are likely to
affect the whole Romanian banking sector, since the public doesn’t differentiate among
ownership and the bank crisis at the end of the ‘90s is still vividly remembered. 

 

Impressive budget performance YTD   Inflation is mostly driven by food and energy  
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Strategy: stay structurally bullish in all asset classes   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 FX: The recent spike in EUR/RON was driven by a number of factors including speculation
that the Petrom privatization will be delayed (expected inflow from that deal is around EUR 600mn
which is 50% of the Jan-Apr C/A deficit). Moreover Romania has some proximity to Greece
given those banks relatively high share of the Romanian banking sector. We believe the 
government and the NBR has the necessary firepower to stop the depreciation in case the currency 
comes under too much pressure (government just completed an EUR 1.5bn Eurobond issuance). 
Accordingly we are using the current weakness to add to the positions.  
Rates: We use the current weakness to re-enter the Romanian local currency bond market. 
Romania is among the countries which did most of the progress in terms of correcting its 
macro imbalances and we prefer remaining currency unhedged long this local currency
market. Following the recent drop in short end yields we prefer mid to long end maturity for 
better risk premium: We hence recommend long duration in ROMGB market.  
Credit: Romanian credit spreads still do not price the fundamental improvement since the 2008
crisis properly and we believe they can outperform regional peers. We also recommend sell 
5Y Romania CDS versus buying 5Y Turkey CDS.  
Author: Gyula Toth, gyula.toth@unicreditgroup.eu 

 

Romania minus Turkey 5y CDS   A tale of two economies  
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GOVERNMENT GROSS FINANCING REQUIREMENTS 

EUR bn 2010E 2011F 2012F
Gross financing requirement 15.2 16.7 17.9
Budget deficit 7.9 5.7 6.4
Amortization of public debt 7.3 11.0 11.5
  Domestic  7.2 10.7 10.6
    Bonds 2.0 2.7 4.4
    Bills 5.2 8.0 6.2
  External 0.1 0.2 0.9
IMF/EU 0.1 0.1 0.9
Financing 15.2 17.5 18.7
Domestic borrowing 10.9 14.5 16.2
  Bonds 2.6 6.8 7.4
  Bills 8.3 7.7 8.8
External borrowing 4.3 3.0 2.5
  Bonds 1.0 1.5 2.5
  IMF/EU 3.3 1.5 0
  Other 0 0 0

GROSS EXTERNAL FINANCING REQUIREMENTS 

EUR bn 2010E 2011F 2012F
Gross financing requirement 17.6 17.1 20.2
C/A deficit 5.2 4.3 4.4
Amortization of medium to long term debt 12.4 12.8 15.8
Government/central bank 2.4 3.0 5.3
Banks 0.4 2.8 0.7
Corporates 9.6 7.0 9.8
Financing 18.0 17.3 20.6
FDI 2.6 3.2 4.4
Equity- 1.1 1.7 2.1
Borrowing 14.3 12.4 14.1
Government/central bank 8.2 3.9 2.5
Banks 1.6 3.3 3.8
Corporates 4.5 5.2 7.8
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Slovakia (A1 stable/ A+ stable / A+ stable)* 

 

 Outlook – The economy grew 3.5% yoy in 1Q11 but the sole growth driver was external demand. 
Additional risks to domestic and foreign demand for 2011 have been identified suggesting that
risks to growth this year are increasingly shifting to the downside. The government prepared 
several reforms, which should bolster the economy’s competitiveness and spur the much 
needed FDI inflow. The growth model from the past decade was based on strong FDI inflow –
lackluster recent new FDI raises concerns about the medium-term growth trend. 

Strategy – We will keep a close eye on the developments around pension fund investment 
regulations, which if changed could see a potential significant demand (EUR 4bn in pension
assets) toward longer dated assets.   

Author: Vladimír Zlacký, Chief Economist (UniCredit Bank) 
+421 2 4950 2267, vladimir.zlacky@unicreditgroup.sk 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ 8 July, 9 August and 8 September – Industrial production 

■ 12 July, 12 August and 12 September – CPI 

■ 16 August – flash GDP 

■ 6 September – GDP structure 

INFLATION STARTING TO ACCELERATE, DRIVEN 
BY FOOD AND OIL PRICES 

YoY, %
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CONTRIBUTIONS TO GDP GROWTH 
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MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 64.6 63.1 65.9 69.6 73.9
Population (mn) 5.4 5.4 5.4 5.4 5.4
GDP per capita (EUR) 11,939.3 11,636.5 12,135.0 12,820.8 13,607.9
Real economy yoy (%)      
GDP 5.8 -4.8 4.0 3.1 3.9
Private Consumption 6.1 0.2 -0.3 -0.3 1.0
Fixed Investment 4.7 -31.0 12.9 6.0 5.7
Public Consumption 6.1 5.6 0.1 -5.0 -0.5
Exports 3.1 -15.9 16.4 9.0 8.1
Imports 3.1 -18.6 14.9 6.7 7.1
Monthly wage, nominal (EUR) 723.0 744.5 769.0 792.1 830.8
Unemployment rate (%) 9.6 12.1 14.4 13.5 12.6
Fiscal accounts (% of GDP)      
Budget balance  -2.1 -8.0 -7.9 -4.8 -3.5
Primary balance -0.8 -6.5 -6.6 -2.8 -1.4
Public debt 27.8 35.4 41.0 44.4 44.7
External accounts      
Current account balance/GDP (%) -6.6 -3.6 -3.5 -3.5 -3.5
Basic balance/GDP (%) -1.7 -3.6 -2.9 -2.1 -1.6
Net FDI (% of GDP) 5.0 -0.1 0.6 1.3 2.0
Gross foreign debt (EUR bn) 37.7 45.3 49.7 52.4 54.0
Gross foreign debt (% of GDP) 58.5 71.9 75.3 75.3 73.0
Inflation/Monetary/FX      
CPI (pavg) 4.6 1.6 1.0 3.8 3.5
CPI (eop) 4.4 0.5 1.3 4.0 3.3
Central bank target 2.0 - - - -
Central bank reference rate (eop) 2.5 EUR EUR EUR EUR
3M money market rate 3.9 EUR EUR EUR EUR
FX/USD (eop) 21.59 21.02 22.54 19.44 20.92
FX/EUR (eop) 30.13 30.13 30.13 30.13 30.13
FX/USD (pavg) 21.27 21.60 22.71 20.49 20.36
FX/EUR (pavg) 31.29 30.13 30.13 30.13 30.13

 



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 61 See last pages for disclaimer.

Risks to growth shift to the downside 
Several reforms prepared 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Weak domestic  
demand in 1Q11 
 
 
 
 
 
 
 
 
Industry the main driver  
of 1Q11 GDP growth  
 
 
 
 
 
 
 
 
 
 
 
 
 
Risks to the growth shifting to 
the downside 
 
 
 
 
 
 
 
 
 
Weak FDI inflow erodes the 
growth outlook 
 
 
 
 
 
 
Further upside risks to the 
inflation identified 
 
 
 
 
 
 
Sovereign rating outlook 

 The Government has drafted several reform packages, which have yet to be approved by 
Parliament. Probably the most contentious is the payroll tax reform that seeks to simplify the
system and gradually decrease the payroll burden on employees. However, the reform gets 
rid of several special treatments for the self-employed entrepreneurs effectively increasing the 
tax burden on a substantial share of them. Changes in the labor code have been prepared by 
the Social Affairs Ministry, but they are unlikely to mean revolutionary improvements on the 
labor market. Finally, the Economy Ministry has prepared a Project Singapore for
implementation – a complex program with many practical measures which should lead to the 
improvement of the business environment over the next 2-3 years. 

Slovakia’s 1Q11 GDP came in at 3.5% yoy and 1.0% qoq sa. External demand was the key
growth driver contributing with a full 3.5pp to growth whilst the domestic demand’s
contribution was zero (it declined 0.2% yoy). Export growth (15.8% yoy) significantly outpaced 
import growth (11.3% yoy). The only component of domestic demand that showed some
growth was gross capital formation – but it has been rather disappointing (up 2.2% yoy) to 
date. As we forecast, real wages declined 0.4% yoy in 1Q11 thus hurting the consumer who is
clearly not showing signs of recovery (add high unemployment, 13.9% in 1Q11, to the
unpleasant real wage development).  

Industry continued to be the driving force behind the economic growth in the first quarter. 
Value-added in industry in 1Q11 grew 21.7% yoy mostly fuelled by external demand.
Germany as the main trading partner of Slovakia is generating a strong demand for Slovakia’s 
exports – during the first two months Slovakia’s exports to Germany increased by almost 40%. 
However, with expected growth slowdown in Germany we foresee that the demand for Slovakia’s
exports will lose some momentum in the coming quarters. Given that growth in Slovakia currently
depends on external demand this poses a risk for the growth outlook for the rest of the year.  

Going forward, we conjecture that there are further risks to domestic demand this year. 
First, inflation is likely to continue rising in the course of the year (substantial hikes in 
household gas prices and railway fares have been pre-announced) reducing real household 
income. Second, two major rating agencies expressed concerns about the government’s
ability to meet the 2011 fiscal targets increasing the likelihood of additional fiscal measures by 
the government with negative impact on domestic demand. For the moment, we stick to our
end-year forecast of 3.1% yoy growth in 2011 but note that the risks to the forecast are
increasingly shifting to the downside. 

We have revised our growth outlook for 2012 and lowered the expected growth rate to 
3.9% (down from 4.5%) mainly because we have revised downward household consumption
growth. More fundamentally, the Slovak economy was able to generate near-miracle growth 
rates in the past decade due to the incoming FDI. Since the crisis, the inflow of new direct
investment has dried up - after registering a decline in 2009 (-0.1% GDP) only meager growth
in 2010 (0.6%GDP) was reported while the average during the high-growth period of 2000-2008 
was 6.4% GDP.  

As for the inflation outlook for the year, we noted considerable upside risks as substantial 
gas price hikes for households and railway fare increases have been indicated. This could
negate any possible positive base effect of food price developments in the second half of the
year.  

Two major rating agencies – Fitch and Moody’s – confirmed Slovakia’s rating at A+.
However, they have expressed concerns about the government’s ability to meet 2011 fiscal
targets and indicated that the rating could come under pressure should there be a slippage on 
the fiscal consolidation effort.   
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Slovenia (Aa2 stable/ AA negative / AA stable)* 

 

 Outlook – Industrial production and merchandise export growth remain solid, but net exports 
look set to be a drag on growth this year while gross fixed capital expenditure in particular will 
remain weak reflecting high corporate indebtedness. After the defeat of pension reform at a 
referendum in early June, the government is seeking to cut spending by EUR455mn (1.2% of GDP) 
this year to meet 2013 budget targets. 

Strategy– Although the failed referendum might pose some upside risks to the fiscal outlook
we believe the relatively low level of public sector debt (45%) and well known nature of government
guarantees toward the banking sector (13%) should limit the recent underperformance of 
Slovenian bonds.  

Author: Goran Šaravanja, Chief Economist (Zagrebačka banka)  
+ 385 1 6006 678, goran.saravanja@unicreditgroup.zaba.hr 

                                                                      
* Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ 7 July, 4 August, 8 September: ECB Governing Council 
meeting 

■ July: expected tabling of EUR455mn spending cuts to 
parliament 

CONTRITUBTION TO GDP GROWTH  

Contribution to real GDP growth, %
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BANKING SECTOR RELIANCE ON ECB EASES 
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 Source: Statistic Office, BoS, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 37.3 35.3 36.0 37.5 39.5
Population (mn) 2.0 2.0 2.0 2.1 2.1
GDP per capita (EUR) 18,455.4 17,302.5 17,565.4 18,240.8 19,161.0
Real economy yoy (%)   
GDP 3.7 -8.1 1.2 1.9 2.4
Private Consumption 3.5 -1.9 0.5 1.8 2.5
Fixed Investment 8.5 -21.6 -6.7 -2.5 3.5
Public Consumption 6.2 3.0 0.8 0.8 0.5
Exports 3.3 -17.7 7.8 8.7 5.5
Imports 3.8 -19.7 6.6 9.5 6.0
Monthly wage, nominal (EUR) 1391 1439 1495 1535 1592
Unemployment rate (%) 4.5 5.9 7.3 7.8 7.0
Fiscal accounts (% of GDP)   
Budget balance  -1.8 -6.0 -5.6 -5.4 -4.0
Primary balance 0.5 -4.7 -4.0 -3.3 -2.3
Public debt 22.6 35.9 40.0 43.8 45.6
External accounts   
Current account balance (EUR bn) -2.5 -0.5 -0.4 -0.8 -1.4
Current account balance/GDP (%) -6.7 -1.5 -1.2 -2.2 -3.6
Basic balance/GDP (%) -5.7 -3.0 0.2 -0.9 -1.1
Net FDI (EUR bn) 0.4 -0.5 0.5 0.5 1.0
Net FDI (% of GDP) 1.0 -1.5 1.4 1.3 2.5
Gross foreign debt (EUR bn) 39.2 40.3 40.9 44.0 47.0
Gross foreign debt (% of GDP) 105.2 114.1 113.7 117.4 119.1
FX reserves (EUR bn) 0.7 0.7 0.8 0.8 0.7
Inflation/Monetary/FX   
CPI (pavg) 5.7 0.9 1.8 2.3 2.9
CPI (eop) 2.1 1.8 1.9 3.3 2.7
Central bank target about 2% about 2% about 2% about 2% about 2%

Central bank reference rate (eop) 2.5 1.0 1.0 1.75 2.75
3M money market rate 4.6 1.2 0.8 1.5 2.6
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Risks coming into focus as pension reform is defeated 
Industrial production data  
a plus while unemployment  
and investment data point  
the other way 
 
 
 
 
 
 
 
GDP forecast lowered from 
2.6% to 1.9% 
 
 
 
Inflation remains low in early 
2011 given food and oil price 
dynamics 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Government’s plans to rein in 
budget deficit after referendum 
rebuke 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Referendum defeat weakens 
government 
 
 

 Manufacturing sector performing well. In 1Q11 GDP grew 2.0% yoy reflecting relatively 
strong household consumption and inventory building. Net exports were a drag on growth for
the second consecutive quarter while gross fixed capital formation remained in deep
recession (contracting 6.1% yoy) reflecting the indebted nature of Slovenian corporates.
Industrial production continued to perform well expanding 8% yoy in 1Q11 with seasonally 
adjusted mom data point to further expansion. Unemployment data for 1Q11 revealed an 
increase to 8.5% from 7.8% in the previous quarter while gross wages rose 3.1% yoy overall
in 1Q and 7.5% yoy in the manufacturing sector pointing to another year of positive real wage 
growth. For the year as a whole we have lowered our GDP forecast for the year to 1.9% yoy
reflecting continued weakness in gross fixed capital formation, public spending cuts and our
expectation that net exports will act as a drag on growth this year. 

Inflation remains low, external imbalances: In May consumer prices rose 2.2% yoy and  by 
year-end we see inflation above 3% yoy, but the average rate should remain below 2.5% yoy,
noting core inflation remains low. Examining the banking sector and external accounts,
banking sector reliance on ECB funds has contracted sharply since May 2010 when banks 
accessed almost EUR 2.2bn – at the end of March the banking sector had accessed EUR 365mn
in central bank funds. The current account deficit in 1Q11 rose 55% yoy to EUR 166mn as the 
goods and services balance deteriorated reflecting stronger import growth. That said Slovenia 
has undergone a sharp C/A adjustment (from a deficit of 6.7% of GDP in 2008 to 1.2% of GDP 
last year. This year's widening deficit, on the back of a wider trade balance, should prove 
manageable. With gross external debt at 113.7% of GDP at the end of last year, the economy 
remains heavily indebted from an external perspective like many of its peers.   

Government plans spending cuts. In response to a resounding referendum defeat for 
pension reform which sought to increase the retirement age to 65, alter the pension indexation
formula amongst other things and generate recurrent savings of EUR 300mn per annum, the 
government is seeking to implement a series of savings measures to shave EUR455mn 
(1.2% of GDP) off public spending this year. The aim is to bring the fiscal deficit down in line 
with the Excessive Deficit Procedure and below 3% of GDP in 2013. Factoring into account 
the planned reduction in government spending this year we forecast a consolidated
government budget deficit of 5.4% of GDP for this year. The main risk to fiscal settings are 
banking sector exposures (over EUR2bn in banking sector loans guaranteed by the
government mature in 2012 and the potential need for further recapitalizations which we estimate
may amount to a further 0.7pp of GDP). The cost to budget of these recapitalizations
however, will be lower if the main banks fund part of the capital increases through assets
sales. How Slovenia’s main bank fare at this year’s European stress tests will provide
guidance on potential exposures.  

Referendum defeat weakens government. In addition to pension reform, two more legislative
initiatives were defeated at a referendum in early June further limiting the government’s room 
to maneuver. A new pension reform proposal cannot be tabled until 12 months has passed 
from the referendum, meaning that genuine longer term reform initiatives are unlikely to be
enacted until after general elections due in 2H12.  

Sovereign rating. We do not expect a downgrade in the next 12M. The rejection of pension 
reform at referendum was not a surprise, although it does point to difficulties in getting
reforms in place and reduces the scope to boost m-t growth potential much above current 
growth rates. The biggest plus for Slovenia is that public debt is low – the government is 
aiming to limit public debt to 45% of GDP and government guarantees to a further 13% of 
GDP in the m-t and that most of the contingent liabilities related to the banking sector are
known. The reduced reliance of the banking sector on ECB liquidity is another plus in terms of 
the sovereign rating. 
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Belarus (B2 negative / B negative / not rated)* 

 

 Outlook – Belarus is likely to see a few turbulent quarters, as growth contracts and inflation 
accelerates. The flipside of this ought to be a correction of the C/A which will narrow the financing 
gap. Following the 70% devaluation seen in May the USDBYR is now trading at 5000 but even at 
these rates the market is not clearing, implying that a further correction might be needed. 
CenBank FX reserves have now stabilized at USD3.6bn, and we expect to see some increases in 
the months ahead as funds from EurAsEc come through and big ticket privatization deals are 
finalized. We also see increasing potential for an IMF program being put in place, following the 
request by the government, although risks are to the downside. 

Author: Dmitry Gourov, Economist/Strategist (UniCredit Bank Vienna) 
+43 50505 82364, dmitry.gourov@unicreditgroup.eu 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ Potential for an IMF agreement in late summer/early autumn 

■ Big ticket privatization deals in 2H2011 

■ Further liberalization on the FX market 

NET EXPORTS WILL SUPPORT ACTIVITY IN 2011 
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UNSUSTAINABLE BOP WILL CORRECT IN 2011 
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Source: UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010E 2011F 2012F
GDP (EUR bn) 41.3 35.1 41.2 25.1 26.1
Population (mn) 9.7 9.6 9.6 9.6 9.5
GDP per capita (EUR) 4,266 3,645 4,298 2,629 2,747
Real economy yoy (%)   
GDP 10.3 0.2 7.6 -12.6 2.6
Private Consumption 16.6 0.1 10.3 -15.9 0.7
Fixed Investment 23.6 5.0 15.1 -15.1 -4.7
Public Consumption 0.3 -0.1 0.9 -15.1 -10.2
Exports 5.9 -13.1 15.9 -5.2 7.3
Imports 19.1 -13.2 18.8 -23.3 4.6
Monthly wage, nominal (EUR) 282 256 313 202 220
Unemployment rate (%) 1.0 0.9 0.8 1.6 1.1
Fiscal accounts (% of GDP)   
Budget balance  0.7 0.4 -2.4 -1.0 -1.0
Public debt 6.1 16.1 17.7 35.7 40.6
External accounts   
Current account balance (EUR bn) -3.7 -4.5 -6.4 -2.2 -1.4
Current account balance/GDP (%) -9.1 -12.7 -15.4 -8.6 -5.3
Basic balance/GDP (%) -5.3 -9.2 -13.0 1.7 5.3
Net FDI (EUR bn) 1.5 1.2 1.0 2.6 2.8
Net FDI (% of GDP) 3.7 3.5 2.4 10.3 10.6
Gross foreign debt (EUR bn) 15.2 22.1 28.5 31.3 31.3
Gross foreign debt (% of GDP) 26.3 43.8 51.7 80.3 83.1
FX reserves (EUR bn) 2.2 3.9 3.8 6.4 8.6
Inflation/Monetary/FX   
CPI (pavg) 14.8 12.9 7.7 30.5 21.9
CPI (eop) 13.4 9.9 10.0 39.8 10.8
Central bank reference rate (eop) 12.0 13.50 10.50 40.00 12.00
FX/USD (eop) 2,136 2,793 2,979 4,808 5,000
FX/EUR (eop) 2,200 2,863 3,000 5,500 5,200
FX/USD (pavg) 3,143 3,895 3,951 7,068 7,400
FX/EUR (pavg) 3,070 4,103 4,010 8,525 7,488
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Economics: Waiting for the liberalization drive 
Following a decade of robust 
growth Belarus growth model 
is in trouble 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Accelerating inflation a result 
of the 70% devaluation in 
USDBYR 
 
 
 
 
 
Fiscal performance solid YTD 
but risks are present around 
further moves 
 
 
 
 
 
 
 
C/A deficit only to correct by 
50% given that share of 
intermediate goods is high 
 
 
 
 
 
 
 
 
 
 
 
 
 
NBRB FX reserves have 
stabilised and ought to  
start rising on FX receipts,  
but FX market still has 
difficulties clearing 
 
 
 
 
 
 
 
 
 
 

 In the past decade Belarus has posted robust real rates of growth, with GDP increasing on 
average by 7% over 1998-2010. However, following May's 70% devaluation the situation is 
less sanguine, and we are expecting to see a significant correction in 2011, with our estimates 
suggesting a 12% yoy contraction in real GDP. Domestic demand is to bear the brunt of this
with consumption and investment estimated to fall by 16% yoy and 15% yoy. Beyond the 
immediate concerns, it remains to be seen what measures the authorities put into place in the 
coming months – so far we have seen a stop-and-go reaction which has hindered the 
restoration of trust amongst the population. Our preferred scenario would be one where an 
IMF program is agreed over the summer months (the IMF has mulled a 3Y program, with our
estimates suggesting that a 600%-800% of the country's quota could be assigned, implying a 
USD 3.8-5.0bn program). An IMF program would also go a long way to build investor
sentiment and support the BoP adjustment, as well as give the CenBank ammunition to
support FX. The risks of no program are significant, something that is underlined by the tight
start of June IMF statement. 

Inflation came in at 32.7% yoy in May, and a further rise is  anticipated when BYR devaluation 
is fully priced in.  Our estimates suggest that inflation will be at least 40% yoy at year end. In
the meantime the biggest risk, in our view, is related to any potential loosening of fiscal policy 
– authorities are mulling increasing pensions and wages of state-employees to compensate 
for the recent price increases. This in our view would only add fuel to the fire, and bring the
country into a cycle of rising inflation and potentially numerous multi-step devaluations. This, 
however, is set against robust fiscal performance with the YTD budget surplus running at 
BYR1bn in 4M11 vs. a BYR1.3bn deficit seen in the same period last year. The government 
has a good track of being able to maintain a surplus when necessary – a budget surplus was 
sustained both in 2008/2009 as part of the previous IMF stand-by agreement. Current plans 
suggest that the government will be running a 1.5% of GDP deficit in 2011, although the IMF 
has recommended running a balanced budget. 

The flipside of the ongoing correction in growth and FX ought to be a correction on the C/A,
which stood at an unsustainable 16% of GDP at the end of 2010, and continued to rise in the
first three months of the year. However, following the FX shortage that materialized on the 
local market in March, we are already seeing a moderation in import growth with April
numbers slowing to 50% yoy from 73% yoy growth in March. By the same token the BYR
devaluation has supported exports, which jumped 80% yoy both both in March and April. For
the full year we expect to see the C/A deficit narrowing by some 50%, which would bring it
down to USD3.4bn in nominal terms from USD8.5bn at the end of 2010 (this would still
amount to 8.6% of GDP deficit). A greater improvement, in our view, is constrained by the 
structure of the trade balance, where 74% of imports are intermediate goods. 

Following a large contraction at the start of the year NBRB FX reserves have stabilized at
USD 3.6bn in June covering close to 1 M of imports. We anticipate some improvement in 2H11 as 
the first USD800mn tranche from the EurAsEc fund comes through in June. Belarus has also
signed an agreement with China for a USD1bn loan for industrial and infrastructure projects. 
And there have been reports that USD1bn will come from UralKali as a 6M prepayment for
BelarusKali products in the coming weeks. Moreover, we see potential for an IMF program to 
be signed over the summer, and the country receiving a total of USD 1.5bn in 2011 (without a
program the pace of privatization will need to be quicker). A combination of these funds
together with a potential USD 4bn from privatizations ought to help cover the USD 4.5bn 
financing gap. We expect to see some big ticket privatization deals in 2H11 (there is market 
speculation that a 50% stake in Beltranzgas will be sold to Gazprom for USD 2.5bn and 50% 
of BelarusKali could be sold for USD 15bn). In terms of FX, following the 70% devaluation the 
market is not fully clearing at USDBYR5000, implying that further weakening of the BYR could 
be needed should no FX come to the market. 
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Bosnia Herzegovina (B2 negative/ B+ stable / not rated)* 
 Outlook – The economy continues to recover with industrial production expanding and 

inflationary pressures rising. Despite solid export growth the current account deficit will widen
significantly this year as a result of imports of oil, intermediate goods and energy. The political
impasse which has characterized the country since last October’s elections should soon be 
resolved boosting confidence and allowing the implementation of the IMF program and the EU
accession process to resume. 

Author: Goran Šaravanja, Chief Economist (Zagrebačka banka)  
+ 385 1 6006 678, goran.saravanja@unicreditgroup.zaba.hr 

 

                                                                      
* Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ Late July: preliminary 2010 GDP estimate 

■ 25 August: CPI release for July 

DIVERGING WAGE TRENDS IN THE ENTITIES 
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MERCHANDISE EXPORT GROWTH STILL STRONG 
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 Source: Statistic Office, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 12.6 12.3 12.6 13.3 14.1
Population (mn) 3.9 3.8 3.8 3.8 3.8
GDP per capita (EUR) 3,282.6 3,194.4 3,279.8 3,473.3 3,667.8
Real economy yoy (%)   
GDP 5.4 -2.9 0.5 1.8 2.5
Private Consumption   
Fixed Investment   
Public Consumption   
Exports   
Imports   
Monthly wage, nominal (EUR) 568 616 622 650 675
Unemployment rate (%) 40.3 41.5 42.9 43.3 42.8
Fiscal accounts (% of GDP)   
Budget balance  -4.0 -5.7 -4.5 -4.2 -3.7
Primary balance -3.1 -5.1 -3.7 -2.8 -1.0
Public debt 30.8 35.4 39.0 41.0 42.5
External accounts   
Current account balance (EUR bn) -1.8 -0.8 -0.7 -1.2 -1.4
Current account balance/GDP (%) -14.2 -6.2 -5.5 -8.7 -9.6
Basic balance/GDP (%) -9.3 -4.7 -5.4 -6.8 -6.0
Net FDI (EUR bn) 0.6 0.2 0.0 0.3 0.5
Net FDI (% of GDP) 5.0 1.5 0.1 1.9 3.6
Gross foreign debt (EUR bn) 0.0 0.0 0.0 0.0 0.0
Gross foreign debt (% of GDP) 0.0 0.0 0.0 0.0 0.0
FX reserves (EUR bn) 3.2 3.2 3.3 3.2 3.3
Inflation/Monetary/FX   
CPI (pavg) 7.4 -0.4 2.2 4.1 3.1
CPI (eop) 3.2 0.0 3.1 4.2 3.0
Central bank target n.a. n.a. n.a. n.a. n.a.

Central bank reference rate (eop)   
3M money market rate 4.3 0.9 0.6 1.3 2.4
USD/BAM (eop) 1.40 1.36 1.46 1.26 1.36
EUR/BAM (eop) 1.96 1.96 1.96 1.96 1.96
USD/BAM (pavg) 1.33 1.40 1.47 1.33 1.32
EUR/BAM (pavg) 1.96 1.96 1.96 1.96 1.96
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Political deadlock nearing resolution 
 
Economic recovery driven by 
solid industrial production 
growth as divergent wage 
growth dynamics between 
Republika Srpska and the 
Federation begin to emerge 
 
 
 
 
 
 
 
 
 
 
 
 
 
Current account deficit widens 
as production related imports 
surge 
 
 
 
 
 
 
 
 
 
 
Inflation and current account 
deficit forecasts increased 
 
 
 
 
 
 
 
 
 
Inaugural t-bill auction held in 
Republika Srpska in May 
 
 
 
 
 
 
 
 
Post election negotiations have 
progressed in recent months 
 

 Industrial production is growing but at a slower pace. During the first four months of 2011 
industrial production continued to improve solidly rising 8.5% yoy, with manufacturing activity
recording growth of 10.6% yoy over this period. In contrast, insufficient expansion of new
production export capacity and base effects were reflected in the slowing of industrial output in 
April, which recorded growth of only 3.2% yoy. An interesting development in Bosnia
Herzegovina is the divergence of gross wage dynamics with data from Republika Srpska for 
Jan-April revealing nominal wage growth of 9.4% yoy over this period (approximately 5.5% yoy in 
real terms) while in the Federation during 1Q real gross wages fell approximately 1% yoy. The 
smallest increases in wages in Republika Srpska were in the public sector (4.4%-6.9% yoy) 
with the construction, mining and transport sectors all recording double digit nominal gross 
wage growth in the first 4 months of the year. This implies stronger imports as well as the
potential for wage growth dynamics, if sustained, to outpace productivity gains, adversely 
impacting the competitiveness of enterprises in Republika Srpska.  

External imbalances widening. Merchandise exports and imports both continued to expand 
in 1Q11 rising 24.5% yoy and 23.0% yoy respectively largely reflecting the pick up in industrial 
activity and higher energy and intermediate goods’ prices. While we expect both growth rates 
to moderate in the remainder of the year partly because of base effects and partly because of a 
softer international environment heading into summer, these dynamics clearly point to a widening 
of the current account deficit in 2011. At the same time, FX reserves have fallen by EUR
170mn in April compares to end 2010, but once a national level government is formed and the
IMF resumes tranche disbursement FX reserves should recover. 

Inflation forecast revised up. We have again revised up our year-end inflation forecast to 
exceed 4% yoy to reflect the impact of higher oil, energy and food prices. In addition to strong
growth in food and transport prices of 6.4% yoy and 7.2% yoy respectively in the first four
months of this year, wage dynamics in Republika Srpska (accounting for approximately one 
thirds of Bosnia’s GDP) are also a factor which might require closer monitoring from an 
inflation perspective. As a result of the trends in merchandise exports and imports, we 
forecast a widening of the current account deficit to 8.7% of GDP from 5.5% last year. 

Inaugural t-bill auction held. May 11 saw Bosnia Herzegovina’s first ever t-bill auction with 
the Ministry of Finance in Republika Srpska issuing BAM 36mn in 6M paper at a yield of 2.5% 
on a solid bid cover ratio of 2.8. One further issue is planned this year to bring issuance up to
BAM 65mn for the year. Whether the Federation follows suit remains to be seen. Nonetheless, 
it is encouraging to see the beginnings of a domestic short-term government debt market
forming. 

Post election negotiations nearing an end. Since our last update the parliaments in the 
Federation and at national level have been constituted and currently negotiations are under
way on the formation of an executive government at national level. We are increasingly
confident a national level government could be in place prior to the summer vacations. This
would unblock the country’s long-term EU accession path and enable the active completion of 
the current stand-by agreement with the IMF.  

No change in sovereign rating expected. In mid-May Moody’s revised its outlook for Bosnia 
Herzegovina to negative from stable citing an inability of the various political forces to form a
national government. With the formation of a national level government now more likely
immediate concerns about political stability in the country should dissipate. 



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 68 See last pages for disclaimer.

Croatia (Baa3 stable/ BBB- negative / BBB - negative)* 

 Outlook – The imminent completion of EU accession talks will be supportive for sentiment as
the latest data point to the beginnings of a recovery in GDP growth following a weak 1Q.
Government spending has been lowered in 1Q, but the adverse impact on revenues from the
recession underline the need to continue working on lowering the budget deficit and 
implementing structural reforms to boost sustainable economic growth rates. 

Strategy outlook – Although Croatia's imbalances are well known we believe the positive
sentiment surrounding the EU election will protect the credit from significantly widening from 
here. We nevertheless see better value in Romanian and to lesser extent Hungarian credit
than in case of Croatia.  

Author: Goran Šaravanja, Chief Economist (Zagrebačka banka)  
+ 385 1 6006 678, goran.saravanja@unicreditgroup.zaba.hr 

                                                                      
* Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ Late June/early July: formal completion of EU accession talks 

■  31 August: 2Q 11 Flash GDP estimate 

■ 30 September: 2Q balance of payments data 

SHIFT IN GDP GROWTH CONTRIBUTIONS… 
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…REFLECTED IN CURRENT ACCOUNT TRENDS 
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Source: IMF, National ministry of finance, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010E 2011F 2012F
GDP (EUR bn) 47.8 45.7 45.9 47.0 49.8
Population (mn) 4.4 4.4 4.4 4.4 4.4
GDP per capita (EUR) 10,771.1 10,310.5 10,390.4 10,645.4 11,275.2
Real economy yoy (%)   
GDP 2.2 -6.0 -1.2 1.2 2.5
Private Consumption 0.8 -8.5 -0.9 1.1 2.5
Fixed Investment 8.2 -11.8 -11.3 3.5 6.5
Public Consumption 1.9 0.2 -0.8 0.0 0.0
Exports 2.2 -17.3 6.0 5.1 6.0
Imports 3.3 -20.4 -1.3 4.8 6.5
Monthly wage, nominal (EUR) 1,044 1,051 1,053 1,054 1,095
Unemployment rate (%) 8.4 9.1 11.8 11.5 10.9
Fiscal accounts (% of GDP)   
Budget balance  -1.4 -3.9 -4.8 -5.7 -4.7
Primary balance 0.4 -2.4 -2.9 -2.7 -2.2
Public debt 29.0 35.2 41.2 48.6 50.9
External accounts   
Current account balance (EUR bn) -4.2 -2.4 -0.6 -1.1 -1.4
Current account balance/GDP (%) -8.8 -5.3 -1.3 -2.3 -2.9
Basic balance/GDP (%) -2.0 -2.6 0.0 -0.2 1.1
Net FDI (EUR bn) 3.2 1.2 0.6 1.0 2.0
Net FDI (% of GDP) 6.8 2.6 1.3 2.1 4.0
Gross foreign debt (EUR bn) 40.7 45.2 46.4 48.5 51.0
Gross foreign debt (% of GDP) 85.2 99.0 101.2 103.1 102.4
FX reserves (EUR bn) 9.1 10.4 10.7 11.0 11.5
Inflation/Monetary/FX   
CPI (pavg) 6.1 2.4 1.1 2.8 2.7
CPI (eop) 2.9 1.9 1.8 3.5 2.3
Central bank target n.a. n.a. n.a. n.a. n.a.

Central bank reference rate (eop) 6.0 6.0 6.0 6.0 6.0
3M money market rate 6.8 8.6 1.2 0.8 2.0
USD/HRK (eop) 5.29 5.09 5.52 4.81 5.13
EUR/HRK (eop) 7.37 7.30 7.38 7.45 7.38
USD/HRK (pavg) 4.91 5.26 5.49 5.03 4.97
EUR/HRK (pavg) 7.22 7.34 7.29 7.40 7.35
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Spring ushers in better data as July 2013 EU entry date set 
High frequency data from early 
2Q paint more positive picture 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Growth and current account 
forecasts lowered 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Government cuts spending but 
revenue weakness underlines 
impact of recession on fiscal 
position 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
EU accession talks to close in 
late June/early July 
 
 
 
 
 
 
 
 
 
 
No change to credit rating,  
for now 

 Better data in 2Q11. The flash estimate for 1Q11 GDP growth revealed a contraction of 0.9% yoy 
and on a seasonally adjusted qoq basis GDP growth was -0.8%. High frequency data in 2Q11
point to an improvement with industrial production in April finally recording growth (0.2% yoy) 
and retail sales up 3.7% yoy. Although the manufacturing sector is down 1.7% yoy in Jan-
April, sub-sectors such as machinery and equipment are up 46.5% yoy and basic metals
2.2% yoy over this period with the upshot of higher employment in these and similar sub-
sectors. While we expect industrial production to remain flat this year, clearly there are
sectors which have recovered and are growing. This is also being reflected in merchandise
export growth which rose 7.3% yoy in Jan-April, even as the softer international environment 
is impacting adversely on growth rates.  

Forecasts point to a weak recovery. Following a weak 1Q 11 GDP print we have revised 
our full year growth forecast to 1.2% yoy from 1.6% yoy. Croatia’s economy is adjusting to a 
new, lower equilibrium with household sector deleveraging set to continue. Unemployment 
remains high and by March 2011 real gross wages had fallen 5% compared to their
December 2008 peak. We also see this as the beginning of a necessary adjustment process 
which will have to be sustained to boost overall competitiveness. We expect investment 
activity to pick up after the completion of EU accession talks and once general elections, 
expected at the end of the year, are out of the way but the recovery in private consumption 
will be more modest. Continued low import growth should see the current account widen to
only 2.3% of GDP. Meanwhile minimal scope to boost public spending and a stable currency 
should see inflation average 2.8% despite higher food and energy prices. 

Fiscal policy: recession takes it toll on revenues. Last year’s consolidated general 
government deficit came in at a less than expected 4.8% of GDP, and even including the
motorways authority and the repayment of pensioner debt amounted to 5.3% of GDP by our
estimates. In 1Q11 the government has managed to cut spending by 3.7% yoy with subsidies 
down 18% yoy and other assistance (railways and motorways authorities) down almost 15% yoy. 
Nonetheless, revenue growth is down over 4% yoy in 1Q11. Compared to 1Q08, when the
abolished solidarity tax on wages (abolished in late 2010) was also not in force, revenues are 
down 12% reflecting the impact of the recession on revenues. During 2Q 11 the government 
assumed HRK 11.3bn in guarantees provided in the past to shipyards into public debt paving
the way for their privatization thus removing a major source of subsidy spending in the future.
We see the fiscal deficit at 5.7% of GDP this year (with a 0.5pp contribution from the 
motorways authority and the repayment of pensioner debt – the main difference between our 
forecast and the government’s view) while public debt will rise to 48.6% of GDP (over 60%
including government guarantees). 

EU accession talks expected to be completed imminently. The European Commission on
10 June recommended member states conclude EU accession talks with Croatia and set a
target date of 1 July 2013 for the country’s accession. This will open up many more sectors of
the economy to competition and provide competitive enterprises improved access to the 
single market. These dynamic effects on growth in the medium term will be positive as will
access to a potential 3%-4% of GDP per annum in structural funds. Lastly, the credibility of 
macroeconomic policy will also benefit from the greater focus the EU is now placing on
monitoring fiscal policy as it responds to its own eurozone crisis. 

Sovereign credit rating outlook. We expect no change to current rating before the elections 
and the formation of a new government. While EU accession is priced into the rating, the risk 
in terms of sovereign ratings remains fiscal policy and the slow growth environment. The key
will be for the new government to present a credible plan to lower the fiscal deficit over the life 
of the next parliament and embark on a braver structural reform agenda. 
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Kazakhstan (Baa2 stable / BBB stable / BBB- positive)* 

 

 Outlook – While high income growth has fuelled consumption and thus GDP growth,
investment has remained fairly weak in early 2011. This contrasts with the government’s large
development programs and we assume stronger readings later this year. However, until this
materializes and given some signs of economic slowing globally and in Kazakhstan, we
slightly reduce our real GDP forecast for 2011 to 6.5% from 6.8%. We see inflation only
somewhat above the central bank’s 6%-8% implicit target corridor.  

Strategy outlook – As the resistance against KZT appreciation is stronger than previously
expected, we recommend closing short USD/KZT positions at current levels.  

Author: Hans Holzhacker, Chief Economist +7 727 244 14 63, hans.holzhacker@atfbank.kz 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ 3Q11 – Resumption of NBRKs intervention against the KZT  

■ 3-4Q11 – Measures by the authorities to ease banks’ poor 
asset quality problem  

■ 4Q11 – Ownership changes in the large oil consortia, 
“Peoples IPO”  

INVESTMENTS ARE BELOW THEIR 2009 LEVELS 
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RETAIL SALES IMPROVING  
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Source: UniCredit Research, CSO, NBK  

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 89.8 77.3 109.9 125.4 141.2
Population (mn) 15.7 16.2 16.0 16.2 16.3
GDP per capita (EUR) 5,728.7 4,771.8 6,856.3 7,750.5 8,650
Real economy yoy (%)   
GDP 3.3 1.2 7.0 6.5 5.9
Private Consumption 3.8 -2.8 10.9 6.6 6.2
Fixed Investment 1.7 1.9 3.8 7.1 8.1
Public Consumption 5.5 1.1 2.7 4.3 5.8
Exports 0.8 -6.2 1.9 10.4 7.0
Imports -11.5 -15.9 0.9 15.9 13.2
Monthly wage, nominal (EUR) 343.1 329.0 397.4 420.2 477.6
Unemployment rate (%) 6.6 6.6 5.8 5.4 5.3
Fiscal accounts (% of GDP)   
Budget balance  1.2 -4.3 3.1 3.5 3.0
Primary balance 1.6 -3.9 3.5 4.6 4.2
Public debt 8.8 13.9 15.0 17.8 20.3
External accounts   
Current account balance (EUR bn) 4.7 -2.4 3.3 6.0 1.8
Current account balance/GDP (%) 5.3 -3.2 3.0 4.8 1.3
Basic balance/GDP (%) 16.3 8.5 9.7 10.5 6.3
Net FDI (EUR bn) 9.9 9.0 7.4 7.2 7.1
Net FDI (% of GDP) 11.0 11.7 6.7 5.7 5.0
Gross foreign debt (EUR bn) 79.9 75.5 87.7 88.3 92.5
Gross foreign debt (% of GDP) 88.9 97.7 79.7 70.4 65.5
FX reserves (EUR bn) 14.8 15.9 20.8 24.8 27.2
Inflation/Monetary/FX   
CPI (pavg) 17.2 7.3 7.1 8.8 6.8
CPI (eop) 9.5 6.2 7.8 8.5 7.1
Central bank target 7.0 7.0 7.0 7.0 7.0

Central bank reference rate (eop) 10.5 7.0 7.0 8.0 7.5
3M money market rate 8.9 9.6 2.0 2.2 6.2
USD/KZT (eop) 120.88 148.36 147.37 143.00 135.80
EUR/KZT (eop) 168.66 212.61 196.97 221.65 195.55
USD/KZT (pavg) 120.32 147.5 147.35 145.2 140.9
EUR/KZT (pavg) 176.98 205.89 195.49 213.6 210.8
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Solid growth, but investment lags 
 
We continue to see solid 
growth in Kazakhstan with 
some signs of slowing  
 
 
 
 
 
 
 
 
 
Growth predominantly 
consumption driven 
 
 
 
 
 
 
 
 
 
 
 
Investment in manufacturing 
up strongly, while investment 
in the oil-gas sector was weak 
in early 2011 
 
 
 
 
 
We expect inflation to only   
slightly overshoot the central 
bank’s implicit 6%-8% target 
 
 
Credit growth has remained 
sluggish, some increase in 
manufacturing and 
transportation 
 
 
 
 
 
KZT appreciation pressures 
persist as the C/A balance is in 
surplus 
 
 
 
 
 
 
 
We reduce our 2011 forecasts 
for real GDP growth from 6.8% 
to 6.5%, for December inflation 
from 9.8% to 8.5% and revise 
our fx-rate prognosis from 140 
to the USD eop 2011 to 143 
 

 Industrial output up 5.8% yoy in Jan-May. Mining increased 4.0% yoy (with oil production 
up 2.4% yoy), manufacturing 8.7%. This is somewhat less than the 10.0% in 2010; seasonal 
adjustment also indicates some slowing. 1Q11 real GDP growth accelerated to 6.6% yoy 
(1.6% qoqsa) from 5.9% yoy (+1.5% qoqsa) in 4Q10, but predominantly thanks to trade and 
telecoms, which grew more than 14% yoy, reflecting higher consumption. Manufacturing 
continued its recovery (+8% yoy) while financial intermediation contracted by 1.9%. Value 
added in mining and construction grew below average in real terms, 5.0% yoy and 3.1% yoy 
respectively.  

Post-crisis growth has been less export-led in real terms than we previously assumed
and a lot more consumption driven, FY2010 GDP by use figures now available suggest.
Exports of goods and services were only 1.9% higher in real terms in 2010 than in 2009 and 
tons of oil exported increased only 0.3% yoy (to 67.5mn), though oil exports rose 41% in USD
terms. Private consumption by contrast grew by an impressive 10.9% yoy. Gross fixed capital
formation increased 3.8%. Early 2011 data point to continued strong consumption growth:
Constant price retail sales were up 11.7% yoy in Jan-May thanks to decent income growth 
made possible by large terms of trade gains. Nominal wages were 16.2% higher than the year
before in Jan-April, real wages 7.2% yoy.  

Investment in fixed assets, which we see as a main driver of growth over the coming years,
not least thanks to the government’s large industrialization and infrastructure plans, has been
disappointing so far. After +12.6% yoy in Jan-Feb due to a low base, investment outlays fell 
0.8% yoy in real terms in March-April 2011. Investment in manufacturing was up 25.7% yoy in 
January-April, but investment in the industry as a whole grew only 0.8%, indicating weak
investment in the oil-gas sector.  

Inflation stood at 8.3% yoy in May, down from 8.4% yoy in April as food price inflation 
eased. The money base grew 13.0% YTD to April vs 8.2% a year earlier as bank reserves
held with the central bank continued to increase. M3 growth slowed nevertheless to 5.5% 
from 7.0%. Sluggish credit growth still adversely affects the money multiplier, leading the 
authorities to attribute monetary policy little weight for fighting inflation. Only some sectors
such as manufacturing and transportation have begun to borrow a bit more decisively. Bank 
loans increased 1.2% mom in April, 2.3% yoy. Corporate loans were up 3.3%, retail loans
down 0.2% yoy. Fighting inflation thus relies on non-monetary measures such as subsidized 
food and fuels. Fiscal policy has remained prudent as consolidated budget tax revenues 
increased 45.9% yoy in Jan-Apr and the surplus amounted to about 10% of GDP. 

The C/A surplus widened to USD 4.8bn in 1Q11 from USD 2.8bn in 1Q10. Exports grew 
35.9% yoy to USD 18.5bn. Imports totaled USD 7.4bn vs USD 5.6bn a year earlier. Though 
obviously not a lot invested in production assets, net inward FDI held up well at USD 3.2bn.
While Oil Fund foreign assets rose by USD 2bn to USD 38.1bn in May, net international 
reserves of the central bank fell for the first time in six months and decreased by USD 969mn 
to USD 35.5bn, in part nominally because of a weaker EUR (we estimate about one-third of 
reserves are in EUR) in part because of debt repayments and one-off BoP outflows. We 
expect renewed reserve increases later this year as the central bank resumes intervening
against the KZT (it purchased about USD 6.6bn in Jan-April) on a much smaller scale though 
with principal debt repayments due amounting to a significant USD 5.7bn in 2H11.  

Because of signs of slowing output growth both globally and in Kazakhstan, sluggish
investment YTD, and persistently high NPL ratios that limit bank lending in particular to
individuals and SMEs we slightly reduce our real GDP forecast from 6.8% in 2011 to 6.5%.
December 2011 inflation we see at 8.5% now thanks to more contained food price increases
vs 9.8% previously. Resistance against KZT appreciation is stronger than we assumed. We 
therefore revise our USD/KZT forecast from 140 to the USD eop 2011 to 143. 
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Russia (Baa1stable/BBB stable/BBB positive)* 

 

 Outlook – Russia has lagged its peers in terms of a recovery in economic activity but stronger
domestic demand and favourable base effects from agriculture over H2-11 should help partially 
close the gap from here, though we continue to see the CBT's inflation target as out of reach. 
Capital flows remain lackluster, with reserve accumulation lagging other countries in the region.
From here higher money market rates should discourage domestic capital outflows and help
balance a deterioration in the trade balance.    
Strategy outlook – We believe the cleanest trade is to position for higher local rates and we
recommend paying 2y RUB ccs rates for a potential 150bp move north. In similar vein we move
our RUB allocation to mod U/W. In credit we believe it could outperform regional peer and keep
mod O/W  
Author: Gillian Edgeworth, Chief EEMEA Economist (UniCredit Bank London) + +44 207 826 1772,  
gillian.edgeworth@unicreditgroup.eu 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

KEY DATES/EVENTS 

■ 5th-8th of each month – Monthly CPI 

■ 18th-22th of each month – Monthly indicators 

■ 18-23-Aug- 2Q 2011 GDP 

■ Last Fri of each month - CBR rate decision 

■ Every Wed - weekly OFZ auction (3-7Y and 10Y), avg 
RUB40bn offered 

DOMESTIC DEMAND SHOULD OVERTAKE 
EXPORTS AS KEY GROWTH DRIVER 

Real YoY, %
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INFLATION IS LIKELY TO REMAIN ABOVE 
OFFICIAL TARGETS  
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Source: Federal Statistical Service, CBR, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 1,132.2 871.1 1,102.3 1,305.9 1,389.9

Population (mn) 141.6 141.3 141.0 140.4 140.1

GDP per capita (EUR) 7,995.8 6,164.7 7,817.5 9,299.1 9,922.7

Real economy yoy (%)   

GDP 5.2 -7.8 4.0 4.5 3.9

Private Consumption 10.6 -4.8 2.7 4.8 5.5

Fixed Investment 9.9 -16.2 6.0 7.5 7.0

Public Consumption 3.4 -0.5 0.7 -2.8 0.5

Exports 0.6 -4.7 11.1 2.2 2.5

Imports 14.8 -30.4 25.4 7.6 5.9

Monthly wage, nominal (EUR) 471.0 422.0 518.3 558.6 621.5

Unemployment rate (%) 6.3 8.3 7.5 7.0 6.5

Fiscal accounts (% of GDP)   

Budget balance  4.9 -12.4 -6.6 -2.1 -4.3

Primary balance 5.5 -11.6 -6.8 -2.4 -4.0

Public debt 5.5 7.8 8.3 8.4 9.9

External accounts   

Current account balance (EUR bn) 77.7 35.7 55.9 92.0 40.8

Current account balance/GDP (%) 6.9 4.1 5.1 7.0 2.9

Basic balance/GDP (%) 11.0 6.8 7.0 8.3 4.5

Net FDI (EUR bn) 51.0 26.3 24.8 20.2 24.8

Net FDI (% of GDP) 4.5 3.0 2.2 1.5 1.8

Gross foreign debt (EUR bn) 340.8 329.8 356.3 296.4 326.0

Gross foreign debt (% of GDP) 35.6 34.7 34.3 22.5 23.7

FX reserves (EUR bn) 302.9 307.3 358.7 398.7 423.7

Inflation/Monetary/FX   

CPI (pavg) 14.1 11.7 6.9 9.0 7.1

CPI (eop) 13.3 8.8 8.8 7.8 6.9

Central bank target 0.0 0.0 8.5 7.0 6.0

Central bank reference rate (eop) 13.0 8.75 7.75 8.25 8.25

3M money market rate 9.8 13.8 4.4 5.0 5.9

USD/RUB (eop) 30.53 30.04 30.54 27.66 28.38

EUR/RUB (eop) 42.59 43.04 40.81 42.87 40.87

USD/RUB (pavg) 24.78 31.65 30.35 27.98 27.40

EUR/RUB (pavg) 36.46 44.13 40.27 41.13 40.55

 

  



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 73 See last pages for disclaimer.

Economics: A laggard, for how long? 
  We cut our inflation forecast from 8.4% yoy to 7.8% yoy in 2011 eop, taking into account weaker

than expected inflationary trends of 2Q11. It marks strong disinflation in 3Q11, which we
expect to be supported by the arrival of arrival of new crop from July-August on top of a very 
strong high base effect, which alone will take off about 1-1.5pp off the current 9.7% yoy
headline rate. However, even apart from that core inflationary pressures are likely to start
easing from Summer onwards as well, and we can claim that this is a result of an effective
shift to inflation targeting by the Central Bank.  

Nevertheless, the 7.8% yoy forecast is still above the government 7.5% yoy target for the year
let alone quite optimistic CBR forecast of 7%, which the CBR officials kept reiterating in 2Q11.
Moreover, such seasonal disinflationary impact of a new crop could be a least partly offset by 
the reintroduced import duties of key food items (removed last year specifically to contain
inflation) and removal of grain export ban from July. Both of these factors directly endanger
CBR inflation targets for the year and are likely to extend monetary policy tightening cycle by
another 25bps hike in June or July, even despite apparent signs of a disinflation.  

In fact, there is another food-related risk to this inflation outlook arising from the E.Coli 
outbreak in Europe, which already has triggered introduction of complete ban on vegetable
imports from Europe. This is already mentioned as among important inflationary risks by CBR
officials, but we expect that such a ban is likely to be temporary in nature, which should limit 
its adverse impact.  

Largely as a result of such consistent anti-inflationary policy by the CBR and the government, 
domestic money market is likely to remain pressured by the lack of fresh liquidity inflows from
the budget or from the Central Bank interventions. With lack of any major remaining excesses
of liquidity the short term money market rates are likely to finally diverge from the floor set by
the CBR depo rates (3.5% presently) and start to move closer to the ceiling set by CBR repo 
rates (5.5% presently). As a result, the tightening moves are likely to be increasingly more
concentrated on liquidity provisioning rates, rather than depo rates as before.  

GDP RECOVERY REMAINS LACKLUSTRE 

 
GDP gains lag peers 

 Higher inflation dents consumer purchasing power and an already 
lacklustre recovery in private consumption 
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   Source: CBR, Federal Statistical Service, UniCredit Research 



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 74 See last pages for disclaimer.

 

 

 Rising money market rates should start to build a case for an easing and potentially reversing 
capital outflow from Russia, which should give considerable support to the RUB in 2H11. The
unit is likely to start to pressure from the erosion of fundamental support in the form of
shrinking trade surplus. Thus, the stabilization of oil prices in 2Q11 on top of the likely 
continued, albeit slowed, expansion of imports should bring trade surplus down sharply from
its multi-year peaks in March-April, triggering sharp qoq contraction of current account surplus
in 2H11. This is expected to push the RUB down to our RUB34.5/basket forecast for 2011 eop, 
which we keep unchanged.  

The broader economy is likely to start recovering from the adverse impact of social security
tax hike starting from 2011. Given the nature of the tax, most of it is paid in the first few 
months of the year and the tax payout starts to fall with each subsequent month. In 2011,
such adverse effect was the strongest in 1Q11 due to some 9pp tax hike, which seemed to
have diverted corporate resources away from productive activity and triggered sharp 
deceleration of real wage and particularly the investment demand. As the adverse impact of
taxation should start to fade, domestic demand is also likely to resume robust expansion in 3Q11 
onwards, pushing the economy up robust 4.5% in 2011.  

Record high annual oil prices give a strong boost to budget revenues pressuring federal
budget deficit down to just above 1% of GDP or close to RUB600bn, most of which will arise
in the last few months of the year. We think that the deficit of such limited size is feasible to 
finance on domestic market, with no major pressures on liquidity conditions. Thus, we note
that FinMin presently continues to have substantial leverage against pricing pressure on its
OFZ placements in the form of persistent substantial resources in the Reserve fund. This, we 
think, is likely to prevent any major increase of the longer end of RUB curve.  

AN ABSENCE OF CAPITAL: LOCALS TAKE FUNDS OFFSHORE WHILE THE BANKING SYSTEM REPAYS FOREIGN DEBT 

Banking sector has shifted from foreign debtor to foreign creditor  The capital flows picture remains lackluster  
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   Source: CBR, Federal Statistical Service, UniCredit Research 



 <date> 

 

June 2011 Economics & FI/FX Research

CEE Quarterly

UniCredit Research page 75 See last pages for disclaimer.

Strategy: position for higher rates and less stellar  
RUB performance   

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 FX: We believe as the RUB is loosing some fundamental support (via shrinking trade surplus
and ongoing private sector capital outflows) it will unlikely to repeat the stellar performance we
have seen in H1. We hence move our RUB allocation to mod U/W.   
Rates: we think RUB rates are still too low versus the inflation outlook whilst if capital outflow
intensifies we can imagine a similar spike in rates as in 2008. Russia also performs poorly on
our fundamental FX scorecard mostly on the back of a significant deterioration of the fiscal balance
and significant REER appreciation observed in the last 2 years. We also think that even if the
global slowdown story does not materialize RUB rates should go higher due to deep negative
real interest rates. Paying RUB rates has been an expensive exercise during 2010 but
following the recent increase in 3M Mosprime rates (+50bp since mid April) we think the cost
has declined significantly. At the moment the cost of carry and roll down has cheapened the
most on the short end of the curve and we recommend paying 2y RUB CCS rates at current 
levels of 4.96%. We set a target of 6.50% and stop loss at 4.40% (all time low). 
Credit: We do not see particular value in outright Russian credit exposure but we think it could 
outperform several regional peers (most importantly Turkey). We hence would remain mod O/W.  

 

Paying RUB rates is now relatively cheap vs. 3m and 6m ago    RUB rates are low vs. inflation    
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   Source: Bloomberg,  UniCredit Research 

 

GOVERNMENT GROSS FINANCING REQUIREMENTS 

EUR bn 2010E 2011F 2012F
Gross financing requirement 80.9 37.0 70.6

Budget deficit 72.3 27.1 59.2

Amortisation of public debt 8.6 9.9 11.4

  Domestic  8.6 9.9 11.4

    Bonds 8.6 9.9 11.4

    Bills 0 0 0

  External 0 0 0

IMF/EU 0 0 0

Financing 25.4 36.7 56.8

Domestic borrowing 21.2 34.6 50.0

  Bonds 21.2 34.6 50.0

  Bills 0 0 0

External borrowing 4.1 2.1 6.8

  Bonds 4.1 2.1 6.8

  IMF/EU 0 0 0

  Other 0 0 0

GROSS EXTERNAL FINANCING REQUIREMENTS 

EUR bn 2010E 2011F 2012F
Gross financing requirement 22.5 -31.5 -10.6

C/A deficit -55.9 -92.0 -40.8

Amortisation of medium to long term debt 78.4 60.5 30.2

  Government/central bank 2.1 3 1.9

  Banks 24.2 21.8 5.4

  Corporates 52.1 35.7 22.9

Financing 73.9 57.3 48.8

FDI 24.8 20.2 24.8

Equity 0 0 0

Borrowing 68.3 67.1 44

  Government/central bank 4 2.1 3

  Banks 23 25 11

  Corporates 41.3 40 30

Other  -19.2 -30 -20
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Serbia (not rated / BB- stable / BB- stable)* 

 

 Outlook – We maintain our growth forecast of 2.7% but up our inflation and current account 
deficit forecasts. Despite the beginnings of a loosening monetary policy cycle in June, we expect 
EUR/RSD near current levels at year-end as t-bill yields continue to attract inflows. We also see 
EU candidate country status for Serbia as far likelier following the arrest of Ratko Mladić.  

Strategy – We believe the strong investor optimism regarding the local currency t-bill market 
will ease somewhat as the NBS is trying to draw a line under the EUR/RSD. Proximity 
regarding the Greek debt crisis is also factor to consider. We would stay on the sidelines at the 
moment with the t/bills till we have more clarity in terms of what the NBS would like to achieve.  

Author: Goran Šaravanja, Chief Economist (Zagrebačka banka)  
+ 385 1 6006 678, goran.saravanja@unicreditgroup.zaba.hr 

                                                                      
* Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ 7 July: NBS Meeting 

■ 11 August: NBS Meeting  

■ 8 September: NBS Meeting  

NBS COMMENCES EASING CYCLE… 
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…AS STRONG INTERNATIONAL DEMAND SEES  
T-BILL YIELDS FALL 
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Source: NBS, UniCredit Research 

MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 32.7 28.9 28.6 33.5 37.3
Population (mn) 7.4 7.3 7.3 7.3 7.2
GDP per capita (EUR) 4,443.5 3,942.7 3,917.1 4,607.4 5,150.4
Real economy yoy (%)   
GDP 3.8 -3.5 1.8 2.7 3.5
Private Consumption 0.0 0.0 0.0 0.0 0.0
Fixed Investment 0.0 0.0 0.0 0.0 0.0
Public Consumption 0.0 0.0 0.0 0.0 0.0
Exports 0.0 0.0 0.0 0.0 0.0
Imports 0.0 0.0 0.0 0.0 0.0
Monthly wage, nominal (EUR) 560.5 470.0 462.0 525.7 574.3
Unemployment rate (%) 13.7 16.1 20.0 19.5 18.8
Fiscal accounts (% of GDP)   
Budget balance  -2.6 -4.5 -4.7 -4.5 -3.9
Primary balance -2.0 -3.6 -3.5 -3.0 -2.4
Public debt 26.9 34.1 42.6 40.9 40.8
External accounts   
Current account balance (EUR bn) -7.1 -2.1 -2.1 -2.8 -2.9
Current account balance/GDP (%) -21.6 -7.2 -7.3 -8.3 -7.8
Basic balance/GDP (%) -16.0 -2.5 -4.3 -2.3 -2.4
Net FDI (EUR bn) 1.8 1.4 0.9 2.0 2.0
Net FDI (% of GDP) 5.6 4.8 3.0 6.0 5.4
Gross foreign debt (EUR bn) 21.8 22.8 23.8 26.0 29.0
Gross foreign debt (% of GDP) 66.7 78.9 83.3 77.7 77.8
FX reserves (EUR bn) 8.2 10.6 10.0 10.5 11.0
Inflation/Monetary/FX   
CPI (pavg) 11.7 8.4 6.3 12.5 7.9
CPI (eop) 8.6 6.6 10.5 10.6 7.8
Central bank target 10% 8% 6% 4.5% 4.0%

Central bank reference rate (eop) 17.8 9.5 11.5 9.5 8.5
3M money market rate 15.5 14.5 10.0 11.3 10.0
USD/RSD (eop) 64.34 67.11 79.40 64.52 71.53
EUR/RSD (eop) 89.78 96.17 106.12 100.00 103.00
USD/RSD (pavg) 55.40 67.45 77.73 68.71 68.58
EUR/RSD (pavg) 81.49 94.05 103.12 101.00 101.50
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Mladic arrest boosts EU accession hopes 
Industrial production growth 
shows signs of slowing, but 
export growth remains strong 
 
 
 
 
 
 
 
 
 
 
Inflation has peaked for this 
year. High carry on Serbian  
t-bills likely to underpin 
EUR/RSD this year, although 
investor sentiment does bear 
watching 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
New IMF program an important 
factor for sentiment in the 
absence of large privatization 
inflows 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Transfer of main Hague 
Tribunal fugitive has greatly 
increased chances of attaining 
EU candidate country status 
this year 
 
 
Government aiming for EU 
candidate country status by the 
end of 2011 
 

 Manufacturing sector performing well. The flash estimate for 1Q11 GDP growth was 3.0% yoy.
Industrial production has increased 4.5% yoy in Jan-April, however, in line with a softer 
international environment in 2Q11 mom seasonally adjusted figures since March point to a
slow down. Merchandise exports, meanwhile, continue to expand strongly, rising 30.9% yoy in
Jan-April but with imports up 21.1% yoy the merchandise trade deficit is widening. The upshot 
is that intermediate goods, energy and capital goods imports make up over 2/3 of total
imports. This, however, does imply that the current account deficit will deepen this year to
8.3% of GDP from 7.3% of GDP last year. 

Monetary policy – easing cycle begins. At its June meeting the central bank lowered policy 
rates 50bps to 12.00%, with governor Šoškić signaling a few days later the commencement of
an easing cycle given expected favorable food price movements, more stable inflation 
expectations and the passing of the peak in headline CPI (May CPI was 13.4% yoy compared
to 14.7% yoy in April). Nonetheless, we have increased our end of year inflation forecast to
10.6% yoy as a result of significant increases in inflation so far this year. We now look for a 
further 250bps in rate cuts this year to 9.50% at year-end. More difficult to judge is the 
EUR/RSD. The central bank however purchased EUR 40mn over 20 days from 19 May as 
part of its policy of smoothing excessive RSD gains as the EUR/RSD reached 97, but the 
governor’s dovish rate comments and, more importantly, the decision by the Treasury to stop
issuing FX-linked t-bills saw the EUR/RSD rise to 100 in mid-June. While we note that lower
yields on t-bills implied from expected rates cuts at the margin should reduce portfolio inflows.
Nonetheless, those portfolio inflows should largely sustain given the associated high carry,
limiting potential depreciation pressures. We therefore forecast EUR/RSD near current levels 
at year-end. The main source of risk for the EUR/RSD is Serbia’s high external debt financing
requirements especially if the brakes come off fiscal policy settings as elections approach.  

Fiscal policy – IMF deal will add credibility. Higher inflation has boosted fiscal revenues 
during 1Q and the government has used this windfall to finance higher salaries and pensions
(to a formula agreed with the IMF, rather than approving much higher union demands) and by
boosting subsidies and support programs. Nonetheless, with no new IMF program in place 
until after the summer and tax revenue growth slowing, the risk is increasing that the 4.1% of
GDP deficit target will be breached. With the flagship privatization of Telekom Srbija having
failed the government is also increasing public debt issuance and plans to issue a Eurobond
between September and November. Solid nominal GDP growth and a strengthening RSD will 
mean public debt as a percentage of GDP should rise only moderately this year, but with
2007-09 GDP growth rates revised down to the effort of reducing 2009 nominal GDP by EUR 1bn
and with the final revision likely to be greater, maintaining public debt below 45% of GDP as
required by law may prove a challenge in the m-t. Most importantly, the authorities are 
working on a new deal with the IMF which envisages an 18-month USD 1bn Stand-by 
agreement being put in place, probably from September onwards. This will be a key plank for
maintaining investor confidence in Serbia’s macroeconomic policies.  

Path to EU candidate country status opened. The arrest and transfer of Ratko Mladic, the 
wartime Bosnian Serb general, at the end of May to The Hague Tribunal has opened the way
for the Serbia to achieve its goal of EU candidate country status by the end of the year. This 
would also be a boost for the government approaching a general election in 2Q12. 

Sovereign rating. Given general elections are less than 12 months away and expectations
Serbia will achieve EU candidate country status towards the end of 2011 are essentially 
priced in, we would not expect further movements in the sovereign rating for now. 
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Turkey (Ba2 positive / BB positive / BB+ positive)* 

 

 Outlook – As Turkey continues to post strong gains in economic activity, the CBT has shifted 
policy to address its concerns about the C/A deficit and rapid credit growth. Via hikes to 
reserve requirements, the CBT hopes to contain the amount and price of new credit extended 
while rate cuts should deter s-t inflows. Aggressive rate hikes over the next 1-2 quarters 
seem unlikely, though we expect some move by year end.  

Strategy – We believe the balance of risk around TRY is becoming more symmetrical and we 
increase our TRY allocation to mod U/W from U/W. In local rates the curve should flatten both
under the positive and negative scenario and we receive 2y/10y TRY spread at current levels
targeting a 180bp move south. We stay U/W Turkish external credit and recommend buying
5Y Turkey CDS vs. 5y Romania CDS.  

Author: Guldem Atabay, Economist (UniCredit Menkul Değerler A.Ş.) 

                                                                      
*Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ June 23 – CBT rate decision  

■ July 21 – CBT rate decision  

■ Aug 23 – CBT rate decision  

CONSUMPTION AND INVESTMENT DRIVEN GROWTH 
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HEADLINE CPI IS ABOVE THE TARGET, CORE NOT 
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MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 505.1 444.1 552.6 532.1 551.6
Population (mn) 71.5 72.6 72.9 74.7 75.8
GDP per capita (EUR) 7,062.0 6,120.0 7,580.8 7,124.5 7,280.1
Real economy yoy (%)   
GDP 0.7 -4.7 8.9 5.8 4.1
Private Consumption 0.5 -2.2 5.9 5.0 3.3
Fixed Investment -8.2 -19.1 29.9 17.0 6.9
Public Consumption 1.7 7.8 2.0 6.9 2.5
Exports 2.7 -5.3 3.4 10.3 10.0
Imports -4.2 -14.3 20.7 17.3 9.0
Monthly wage, nominal (EUR) 734.4 634.1 295.0 275.2 282.5
Unemployment rate (%) 11.0 14.0 11.9 10.5 10.5
Fiscal accounts (% of GDP)   
Budget balance  -1.8 -5.5 -3.6 -2.2 -1.5
Primary balance 3.5 0.1 0.9 0.4 1.1
Public debt 40.7 47.1 41.6 39.8 39.0
External accounts   
Current account balance (EUR bn) -28.2 -10.0 -36.5 -47.5 -44.9
Current account balance/GDP (%) -5.6 -2.3 -6.6 -8.9 -8.1
Basic balance/GDP (%) -3.2 -1.3 -5.5 -6.5 -6.5
Net FDI (EUR bn) 12.3 4.1 6.0 6.4 6.9
Net FDI (% of GDP) 2.4 0.9 1.1 1.2 1.2
Gross foreign debt (EUR bn) 188.6 192.9 219.3 223.6 237.2
Gross foreign debt (% of GDP) 37.8 43.6 40.0 38.5 39.0
FX reserves (EUR bn) 50.2 49.3 53.3 54.6 52.7
Inflation/Monetary/FX   
CPI (pavg) 10.5 6.3 8.6 6.2 7.8
CPI (eop) 10.1 6.5 6.4 8.1 7.3
Central bank target 4.0 7.5 6.5 5.5 5.0
Central bank reference rate (eop) 15.0 6.5 6.5 7.75 7.75
3M money market rate 17.3 9.7 7.3 7.4 8.2
USD/TRY (eop) 1.54 1.49 1.54 1.66 1.70
EUR/TRY (eop) 2.15 2.14 2.06 2.57 2.45
USD/TRY (pavg) 1.30 1.55 1.51 1.60 1.68
EUR/TRY (pavg) 1.91 2.16 2.00 2.35 2.48
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CAD and inflation to get worse before they get better 
The general election is over but 
politics remains high on the 
agenga, maintaining a risk that 
the government does not take 
the necessary fiscal measures 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Inflation is set to be volatile but 
in general on the increase from 
here 
 

 The AKP’s landslide victory that gave its leader Erdogan a third consecutive term in
office with a clear majority of 49.9% is seen as an indicator of continuing stability in
Turkey. This is especially true as the lower than expected number of seats could force the
AKP to seek the support of the now stronger opposition pro-Kurdish BDP and center-left CHP 
parties in its push for a new Constitution. The AKP's third term will not be easy. It will be 
important to reach a balanced, civilized discourse with other political parties to address the
key issues domestically and abroad. The economy needs measures to address the rising
CAD problem while the AKP's "zero-problem" foreign policy is being challenged by regional
uprisings, especially in neighboring Syria, the AKP's strong ally. Meanwhile markets await the
announcement of fiscal measures to the CBT combat Turkey's ever widening C/A deficit. With
a new Constitution and a solution to the Kurdish question on the table, there is a clear risk 
that the political agenda is likely to dominate over economic requirements. With a possible
referendum on the constitution in 2012; local elections and perhaps a presidential election in
2014 with Erdogan as the contender, a meaningful restraint on public spending might not be
feasible for the government.    

While in many economies the spike in energy and food prices combined with a poor 
harvest hurts the inflation rate, Turkey’s experience has been the opposite until very 
recently. Thanks to the base year effect created by last year’s administrative price increases 
and fluctuations in food prices, from 6.4% at year end 2010 CPI dived to historic lows of 4.0%
by the end of 1Q11. However, while other countries are just entering a phase of slowing 
inflation, Turkey has seen its inflation rate jump to 7.2% in May. The favorable base year 
effect is fully phased out as of 2Q11 and the jump in inflation has roots in the rise in the goods 
sector prices due cost-push pressures. The services sector prices mostly remain tame for the 
time being allowing some more months for the CBT before resorting to more orthodox
monetary policy applications. Nevertheless versus its 5.5% official CPI target in 2Q11 the 
bank has shifted its end of year estimate to 6.9% from 5.9% set in 1Q11. In 3Q11, Turkey’s 
CPI inflation will be highly volatile and range bound (6.3% to 7.3%), while heading to 8.1% by 11YE. 
Thus, as the CBT is likely to refrain from changing the policy rate during 3Q11, it is very likely 
for the bank to work in harmony with the BRSA in imposing further unorthodox monetary policy 
measures to deal with the still booming loan growth in the Turkish banking sector.  

CBT WANTS TO AVOID ABRUPT ADJUSTMENT IN EXTERNAL ACCOUNTS BY TACKLING THE ISSUE NOW RATHER THAN LATER 

C/A deficit moves to record level at rapid pace…  …financed by large amounts of short term capital inflows 
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Since introduction of  
their unorthodox monetary 
policy, a series of external 
developments have moved 
against the CBT 

 

 

 

 

 

 

 

 

 

 

 

 

 

Further tightening ahead, 
though initially via reserve 
requirements rather than the 
policy rate 

 Following 9.0% in 2010, domestic demand is to yield a further 8%-9% GDP growth in 1Q11.
Again in contrast to many of its peers, Turkey is seeing relatively weak external demand while
private sector consumption and investments are driving growth. We forecast GDP growth at 
5.8% this year.  Perhaps motivated by the election countdown the government no doubt is 
adding a significant amount of fiscal stimulus to the economy – 1.6pp of GDP this year 
following 1.9% last year. Thus, combined with the CBT’s tighter monetary policy stance via
unorthodox tools, the months following the mid-June election become critical. The market is
looking for a tighter fiscal policy: either through some selective tax hikes and/or spending
reductions in areas that stimulate demand. But, there is a heavy election calendar in the 
pipeline for the next few years. Thus, as political competition hots-up, the AKP government is 
unlikely to deliver the necessary withdrawal of fiscal stimulus, which we estimate at 2%-3% of 
GDP. Windfall gains from the tax amnesty is likely to help in terms of enabling a strong
recovery in budget deficit but does not represent the needed tightening of the fiscal stance or
a meaningful scaling back of expenditure. Turkey’s main macro challenge is the rapidly rising 
CAD to GDP ratio, which we estimate will reach circa 9.0% by end 2011. While the price of oil 
is playing a large part in the huge imbalance, it is domestic demand that sustains the CAD.  

This structural fragility and the global backdrop has left Turkey dependent on short-
term capital flows and portfolio flows while the share of FDI in funding the CAD will be 
below 20% this year.  Given the strength of growth and a healthy financial sector Turkey
managed to attract a good portion of capital flows; especially with the real sector rollover ratio
once again extending beyond 100% and the attractiveness’ of the Turkish banks enabling 
them to borrow easily from abroad.  As for the portfolio flows, these were robust in most of 1H11 but 
more recently they have started to dry up on fears of a rising CAD. We believe investors
would welcome any additional measures from the CBT and especially from the government
through a tighter fiscal policy in terms of taming domestic demand. Since last November, the 
CBT has been trying to push away speculative flows and attract long-term flows. However, 
given the current economic fragility regarding the level of the CAD, avoiding hard landing
scenarios would necessitate both CBT and government action of a more tangible and direct 
coordinated tightening. The BRSA is likely to step in summer months and join the CBT in
trying to cool down domestic demand through imposing loan/value ratio increases for the
housing loans, limiting credit card installment payments and perhaps escalating premiums on
deposit insurances. We still plug in a mild 50bps rate hike in 4Q11, if not in late 3Q11. In the 
meantime, realization of a QE3, would be the worst case scenario for Turkey perhaps
triggering further rate cuts and carrying the CAD to GDP ratio swiftly to double-digits.       

CREDIT GRWOTH REMAINS ELEVATED WHILE NON-RESIDENT INFLOWS INTO BOND MARKET SUSTAINS  

Non-resident bond holdings still up YTD  (USDbn)  Credit growth remains elevated at this stage 
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Strategy: flatter curve, stabilizing TRY and U/W credit  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 FX: We think the CBT has the necessary toolkit to arrest any abrupt TRY weakness from the current levels.
Specifically the CBT now provides more than TRY 50bn (4%/GDP) in repo funding to the banking sector
whilst it still purchases USD 40mn per day in FX auctions. Following the recent inflation release and 
comments from the Governor we are not too far from the comfort zone in TRY vs. the basket (around 1.95)
in our view. We do not think that the CBT would want to drive back the lira to Nov 2010 levels but do think
that the risk reward is now more balanced on TRY longs against an environment where the bearish TRY
view is a consensus. Accordingly, we are moving our TRY allocation to moderately U/W from full U/W.  
Rates: In local rates we recommend receiving 2Y/10Y TRY ccs spread at 80bp and target a move to 
around negative 100bp, as we believe the curve should flatten under both the positive and negative
outcomes of the Turkish policy experiment. Namely, if the policy does not work and TRY comes under 
pressure with spiking inflation, the CBT will have to limit liquidity and hike policy rates pushing short end
rates higher. As the policy mix requires a tighter fiscal policy to be successful this should be supportive for 
longer dated yields on the back of less supply. We hence do not think that the recent TRY curve 
steepening will sustain during 3Q and add a flattener position (receive 2Y/10Y TRY cross currency swaps). 
Credit: We believe the Turkish credit market does not price the challenges properly and we
recommend U/W in cash. In CDS we recommend buying 5Y Turkey versus selling 5y Romania.    

 

The Turkish banking sector is more dependent on liquidity   TRY curve looks too steep  

-60.00

-40.00

-20.00

0.00

20.00

40.00

60.00

80.00

100.00

Ja
n-

00

Ja
n-

01

Ja
n-

02

Ja
n-

03

Ja
n-

04

Ja
n-

05

Ja
n-

06

Ja
n-

07

Ja
n-

08

Ja
n-

09

Ja
n-

10

Ja
n-

11

CBT Open Market Operations(TRYbn)
NBP Debt Securities Issued (PLNbn)

providing liquidity

 

-7.0

-6.0

-5.0

-4.0

-3.0

-2.0

-1.0

0.0

1.0

2.0

3.0

M
ay

-0
5

S
ep

-0
5

Ja
n-

06

M
ay

-0
6

S
ep

-0
6

Ja
n-

07

M
ay

-0
7

S
ep

-0
7

Ja
n-

08

M
ay

-0
8

S
ep

-0
8

Ja
n-

09

M
ay

-0
9

S
ep

-0
9

Ja
n-

10

M
ay

-1
0

S
ep

-1
0

Ja
n-

11

M
ay

-1
1

1.00

1.20

1.40

1.60

1.80

2.00

2.20

TRY 2y/10y spred 

TRY vs. 50/50 EUR/USD basket (RHS,
reversed)

Source: CBT, UniCredit Research

 

GOVERNMENT GROSS FINANCING REQUIREMENTS 

EUR bn 2010E 2011F 2012F
Gross financing requirement 234.4 175.1 181.0

Budget deficit 39.6 25.0 20.0

Amortization of public debt 194.8 150.1 161.0

  Domestic  178.1 135.0 145.0

    Bonds 154.9 120.2 129.1

    Bills 23.2 14.9 16.0

  External 16.7 15.1 16.0

Financing 234.4 175.5 181.0

Non-market sources 38.5 35.0 38.0

Domestic borrowing 181.0 128.0 129.0

  Bonds 160.0 117.8 114.8

  Bills 21.0 10.2 14.2

External borrowing 14.9 12.5 14.0

  Bonds 9.8 7.5 8.0

  IMF/EU 0.0 0.0 0.0

  Other 5.1 5.0 6.0

GROSS EXTERNAL FINANCING REQUIREMENTS 

EUR bn 2010E 2011F 2012F
Gross financing requirement 86.9 117.1 115.6

C/A deficit 48.4 69.4 67.2

Amortisation of medium to long term debt 45.7 46.7 46.4

  Government/central bank 7.9 7.7 7.4

  Banks 6.7 9.0 9.0

  Corporates 31.0 30.0 30.0

Errors and omissions 5.6 8.0 7.0

Financing 88.5 117.8 114.9

FDI 7.3 10.0 10.0

Equity 19.6 33.1 30.5

Borrowing 37.6 49.7 49.4

  Government/central bank 6.2 7.7 7.4

  Banks 7.2 9.0 9.0

  Corporates 24.2 33.0 33.0

Other (incl. reserve accumulation) 24.0 25.0 25.0
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Ukraine (B2 stable / B+ stable / B stable)* 

 Outlook – Robust real wage growth is supporting the recovery in consumption, while the
renewed drive for borrowing by corporates and preparation for EURO 2012 provides impetus 
for a recovery in investment. We see domestic led factors playing a more important role in the
structure of growth in the coming quarters. The government needs to be careful about
avoiding fiscal slippage, as it has been slow to implement pension reform and tariff hikes. 

Strategy outlook – We continue to favor the UAH, on the back of robust levels of FX
reserves and favorable developments on the BoP. On the Eurobond side we switch our focus
to medium-to-long end bonds on better yield pick-up. Potential for volatility on the short-end of 
the curve given the risks around further IMF reform is another factor for the switch. 

Author: Dmitry Gourov, Economist/Strategist (UniCredit Bank Vienna) 
+43 50505 82364, dmitry.gourov@unicreditgroup.eu 

                                                                      
* Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively 

 

KEY DATES/EVENTS 

■ Aug-Sept 2011 – Potential next IMF disbursement  

■ June 2012 – UEFA EURO 2012 football cup  

■ October 2012 –  Parliamentary elections 

WITNESSING DOMESTIC DEMAND-LED GROWTH  
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Source: Ukraine State Committee Statistics, UniCredit Research  

NOT ONLY FOOD RISING IN PRICE 
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MACROECONOMIC DATA AND FORECASTS 

 2008 2009 2010 2011F 2012F
GDP (EUR bn) 123.4 81.3 103.8 113.7 142.7
Population (mn) 46.2 46.0 45.8 45.5 45.3
GDP per capita (EUR) 2,671 1,768 2,267 2,497 3,152
Real economy yoy (%)   
GDP 2.1 -15.1 4.2 4.7 5.0
Private Consumption 11.6 -14.2 4.5 5.2 5.0
Fixed Investment 4.2 -46.2 8.5 15.0 17.0
Public Consumption -0.4 -8.8 1.5 0.7 0.9
Exports 6.7 -25.6 10.0 10.0 11.0
Imports 17.5 -38.6 13.0 13.7 14.2
Monthly wage, nominal (EUR) 235 170 213 228 284
Unemployment rate (%) 6.4 9.0 8.4 7.5 6.9
Fiscal accounts (% of GDP)   
Budget balance  -1.3 -11.3 -6.2 -3.5 -2.5
Primary balance -2.6 -5.1 -3.7 -2.0 -1.0
Public debt 13.7 35.0 42.2 42.0 36.7
External accounts   
Current account balance (EUR bn) -9.4 -1.2 -1.9 -3.2 -4.5
Current account balance/GDP (%) -7.6 -1.5 -1.8 -2.8 -3.2
Basic balance/GDP (%) -1.7 2.5 2.5 2.0 1.7
Net FDI (EUR bn) 7.3 3.2 4.5 5.5 6.9
Net FDI (% of GDP) 5.9 4.0 4.3 4.9 4.9
Gross foreign debt (EUR bn) 75.1 72.6 87.8 87.2 105.1
Gross foreign debt (% of GDP) 60.8 89.3 84.6 76.6 73.6
FX reserves (EUR bn) 19.9 18.5 25.9 29.7 36.0
Inflation/Monetary/FX   
CPI (pavg) 25.2 16.0 9.4 10.2 9.6
CPI (eop) 22.3 12.3 9.1 10.5 9.0
Central bank target tentative target of 5% by 2014 

Central bank reference rate (eop) 12.00 10.25 7.75 8.00 8.00
3M money market rate 14.8 18.0 7.2 5.8 5.5
UAH/USD (eop) 7.81 8.01 7.97 7.75 7.40
UAH/EUR (eop) 10.90 11.48 10.66 12.01 10.66
UAH/USD (pavg) 5.24 8.06 7.95 7.89 7.58
UAH/EUR (pavg) 7.70 11.24 10.55 11.61 11.33
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Economics: Complacency is the concern 
Domestic demand playing a 
more important role in growth 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Corporates tap lending,  
as households continue  
to deleverage 
 
 
 
 
 
 
 
 
 
 
 
Investment growth  
to remain robust on  
EURO2012 preparations 

 GDP growth accelerated 2.9% qoq in 1Q11 vs. the 1% qoq growth seen in 4Q10, bringing 
headline growth to 5.2% yoy. We expect domestic demand to start playing a more important 
role in the structure of growth both in 2011 and 2012. High frequency data show real wage
performance staying consistently above 10% yoy since May 2010. We ascribe the steady
increase to the post crisis recovery but also to some reduction of the grey sector of the 
economy. The rise in incomes is also reflected in the robust growth rates seen in the retail
sector, with turnover up 34% yoy in April 2011 and 26% yoy in 1Q11. Other indicators also
suggest that Ukrainians are more willing to spend. For example sales of new cars rose 45% yoy
in May, with consumers opting to upgrade (Russian VAZ-Lada lost its four decade long
dominant position to Hyundai). For now we expect further household spending, but should
tariffs for utilities be hiked in 2H11 there could be some headwind to the robust activity. 

Household lending is improving only gradually, from -13.1% yoy in December to +8.2% yoy
in April. Total lending has seen more robust rates of recovery, at 8% yoy in April vs. 1.3% yoy
seen in December. For now we are seeing most of the demand coming through from the
corporate lending segment, up by 15.6% yoy in April, which bodes well for future growth in
investment. Bank funding is not a problem, as we continue to see sustained and significant 
growth in deposits – so should there be demand for loans, banks could easily satisfy them.
Re-accelerating bank lending has also been one of the stated priorities of the NBU. The
finalization of the banking sector reorganization ought to facilitate this, as well as the fact that 
NPLs have now peaked and are expected to start declining in 2H11.  

We expect to see further robust growth in investment (at 12% yoy in 2H10). Base effects 
have continued to support performance in 1H11 and momentum has been building.
Construction is seeing a recovery, on the back of EURO2012 preparations, with the volume of
fulfilled building works up by 55% yoy in April after 37% yoy in 1Q (NBU's economic activity 
index also shows that construction was up by 6.8% YTD in 1Q11 after a 48.2% fall in 2009 
and 5.4% fall in 2010, suggesting that the sector is coming out of the doldrums of the previous
years). In terms of industrial production, April saw a softer patch of data coming in at 4.9% yoy
(which still remains highly correlated to steel production, which has seen growth moderate). 
The softer data on this front reflects potential headwinds from softer global growth in the
coming months. This in our view ought to be offset by higher growth in Germany (since our
last publication the forecast has been increased by 1% for 2011 and 0.3% for 2012 to 3.5% yoy
and 2.0% yoy respectively). On the back of that we maintain our growth outlook of 4.7% yoy
for 2011 and 5% for 2012. 

Wage recovery bodes well for domestic demand  BoP back to surplus, but commodity influence large 
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Budget performance OK,  
but more needs to be done  
to achieve eop target 

 

 

 

 

 

 

IMF stipulated reforms have  
the potential to be implemented 
before we enter the Oct-2012 
parliamentary election cycle 

 

 

 

 

 

C/A deficit growing but offset 
by FDI and other capital inflows 

 

 

 

 

 

 

NBU has sufficient FX reserves, 
and is looking more closely at 
the inflation prints 

 In nominal terms, budget performance in 4M2011 is in line with that seen in 4M2010, 
posting a deficit of UAH2.5bn (which is a mere 5% of the expected UAH46bn deficit for 2011).
Traditionally spending accelerates in 2H implying plenty of room for deterioration, but one supportive
factor is the better revenue performance related to the new tax code. However, when one 
looks at the 12M rolling average, the improvement has been slow with the deficit oscillating 
around 5% of GDP. On a more positive note we continue to witness an improvement in the 
government’s cash levels at the Treasury and NBU accounts, especially when compared to 
the 2010 lows. Key to future budget performance in our view is the government's willingness 
to hike tariffs and implement pension reform. Without some degree of reform fiscal slippage is
very real, and would make the 3.5%/GDP deficit target difficult to attain. 

We expect to have clarity on IMF stipulated reforms before Rada goes into summer 
recess in mid-July. We place a 60% probability on the government coming to an agreement 
with the IMF and receiving the next disbursement in August. The latter would necessitate the 
passing of the pension reform, as well as some move on the issue of raising gas prices for the
population. Should no reforms be passed this summer the chance of the IMF program being 
off-track for the rest of 2011 increases, given that MPs would already start thinking about the
October 2012 parliamentary elections after coming back in September (especially so, given
that the Party of the Regions popularity has been on the decline). 

We continue to witness favorable developments on the BoP (a surplus of USD 2.1bn in 
4M11 vs. USD 0.6bn in 4M2010). That, coupled with access to external markets compensates 
for lack of IMF funds. Ukrainian corporates have tapped the Eurobond market worth USD 3bn 
YTD vs. USD 2.5bn in 2010, while the sovereign has also issued USD 2.75bn worth of bonds 
YTD, with the June 06/2016 issue seeing good international demand. On the other hand, the
C/A deficit is growing, up to USD 1.6bn in 4M2011, with higher gas prices remaining a drag 
on the economy, although by the same token these are to a large degree offset by a pick-up 
in metals and agricultural exports.  

Should no disbursements come through from the IMF in 2011, our calculations show that 
NBU FX reserves would remain at levels seen at the start of the year (USD 35bn). That would
imply some USD 3bn decrease from current levels, given the need towards continuous
intervention on behalf of the NBU to keep the UAH stable. Given these risks we believe that
the NBU will continue its current policy of keeping the UAH stable for now. Comments from 
Governor Arbuzov suggest that more FX flexibility is only likely once the forwards and futures
contracts markets are operating. A stronger UAH would fit into the more hawkish statements 
from the NBU on inflation, which came in at 11% yoy in May – a result of a less benign base 
effect and some reacceleration of food price pressures.  

Govt deficit improving slowly, more is neede to achieve eop target  Government cash levels back to pre-crisis levels, and rising 
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Strategy: go long, but differentiate 
NDF market continues to price 
in depreciation 
 
 
Forward UAH rates, bid 

Current 7.99 
1M  8.02 
3M 8.09 
6M 8.25 
9M 8.39 
12M 8.55 
18M 8.80 
2Y 9.11  

 The NDF market still prices in too much devaluation and we continue to favor being short
USD/UAH through longer dated NDF's. NBU FX reserves are at a comfortable level (USD 38bn
in May), and could carry on growing should the IMF tranches come through in the coming 
months exerting additional pressure on the UAH (should no money come through, we would
expect the UAH to remain stable, although traditional pressures on the UAH could materialize 
in September – a result of "harvest money" being converted into FX). In terms of credit, we 
have continued to see further steeping of the credit curve, which has been chiefly a result of
tightening on the short end (we expect further contraction). Progress on the 5Y CDS segment
is, in our view, dependent on progress with the IMF. However, the steepening on the curve 
is now much more reactive to commodity price rises (which was not the case in 2008), 
implying that further normalization will also be related to commodity price movements. In 
terms of Eurobonds, we switch from short-end bonds to more longer term maturities (5-10Y)
as these now offer more yield pick-up, besides there could be more volatility on the short-end 
in reaction to any negative news on further IMF cooperation.  

NBU continues to exert control over FX market  CDS spread has become more reactive to commodity prices 
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GOVERNMENT GROSS FINANCING REQUIREMENTS 

EUR bn 2010 2011F 2012F
Gross financing requirement 11.1 8.1 6.3
Budget deficit 6.2 3.7 3.5
Amortization of public debt 4.9 4.3 2.8
  Domestic  2.4 2.3 2.2
  External 2.5 2.0 0.6
Financing 11.1 8.1 6.3
Domestic borrowing 5.1 5.7 4.5
External borrowing 5.9 2.4 1.9
  Bonds 2.8 1.8 1.0
  IFI 1.7 0.6 0.8
  Other (VTB loan) 1.5 0 0

GROSS EXTERNAL FINANCING REQUIREMENTS 

EUR bn 2010 2011F 2012F
Gross financing requirement 29.7 25.2 27.1
C/A deficit 1.9 3.2 4.5
Government/central bank 2.5 2.0 0.6
Amortization of medium to long term debt 11.5 8.4 9.6
  Banks 4.3 3.2 3.7
  Corporates 7.1 5.2 5.9
Short term debt amortization 8.8 7.4 8.0
Financing 33.2 28.7 29.5
FDI 4.3 5.5 6.9
Portfolio flows 3.7 2.6 3.5
Borrowing 17.2 14.1 12.4
  Government/central bank 2.8 1.8 1.0
  IMF 2.6 3.9 1.6
  Banks 2.9 2.3 2.8
- Corporates 8.9 6.1 6.9
Short-term  7.7 5.3 5.9
Other  0.3 1.2 0.8
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This document is intended solely for professional clients as defined in Art. 3 39b of the Trading in Financial Instruments Act of 29 July 2005.The publisher and distributor of the 
recommendation certifies that it has acted with due care and diligence in preparing the recommendation, however, assumes no liability for its completeness and accuracy. 
Notice to Russian investors 
As far as we are aware, not all of the financial instruments referred to in this analysis have been registered under the federal law of the Russian Federation "On the Securities 
Market" dated 22 April 1996, as amended (the "Law"), and are not being offered, sold, delivered or advertised in the Russian Federation. This analysis is intended for qualified 
investors, as defined by the Law, and shall not be distributed or disseminated to a general public and to any person, who is not a qualified investor.  
Notice to Turkish investors 
Investment information, comments and recommendations stated herein are not within the scope of investment advisory activities. Investment advisory services are provided in 
accordance with a contract of engagement on investment advisory services concluded with brokerage houses, portfolio management companies, non-deposit banks and the 
clients. Comments and recommendations stated herein rely on the individual opinions of the ones providing these comments and recommendations. These opinions may not suit 
your financial status, risk and return preferences. For this reason, to make an investment decision by relying solely on the information stated here may not result in consequences 
that meet your expectations. 
Notice to UK investors 
This communication is directed only at clients of UniCredit Bank AG, UniCredit Bank AG London Branch, UniCredit Bank AG Vienna Branch, UniCredit Bank AG Milan Branch, 
UniCredit Securities, UniCredit Menkul Değerler A.Ş., UniCredit Bulbank, Zagrebačka banka, UniCredit Bank, Bank Pekao, Yapi Kredi, UniCredit Tiriac Bank, ATFBank in the 
Czech Republic who (i) have professional experience in matters relating to investments or (ii) are persons falling within Article 49(2)(a) to (d) (“high net worth companies, 
unincorporated associations, etc.”) of the United Kingdom Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 or (iii) to whom it may otherwise lawfully be 
communicated (all such persons together being referred to as “relevant persons”). This communication must not be acted on or relied on by persons who are not relevant 
persons. Any investment or investment activity to which this communication relates is available only to relevant persons and will be engaged in only with relevant persons. 
Notice to U.S. investors 
This report is being furnished to U.S. recipients in reliance on Rule 15a-6 ("Rule 15a-6") under the U.S. Securities Exchange Act of 1934, as amended. Each U.S. recipient of this 
report represents and agrees, by virtue of its acceptance thereof, that it is such a "major U.S. institutional investor" (as such term is defined in Rule 15a-6) and that it understands 
the risks involved in executing transactions in such securities. Any U.S. recipient of this report that wishes to discuss or receive additional information regarding any security or 
issuer mentioned herein, or engage in any transaction to purchase or sell or solicit or offer the purchase or sale of such securities, should contact a registered representative of 
UniCredit Capital Markets, LLC (“UCI Capital Markets”). 
Any transaction by U.S. persons (other than a registered U.S. broker-dealer or bank acting in a broker-dealer capacity) must be effected with or through UCI Capital Markets. 
The securities referred to in this report may not be registered under the U.S. Securities Act of 1933, as amended, and the issuer of such securities may not be subject to U.S. 
reporting and/or other requirements. Available information regarding the issuers of such securities may be limited, and such issuers may not be subject to the same auditing and 
reporting standards as U.S. issuers. 
The information contained in this report is intended solely for certain "major U.S. institutional investors" and may not be used or relied upon by any other person for any purpose. 
Such information is provided for informational purposes only and does not constitute a solicitation to buy or an offer to sell any securities under the Securities Act of 1933, as 
amended, or under any other U.S. federal or state securities laws, rules or regulations. The investment opportunities discussed in this report may be unsuitable for certain 
investors depending on their specific investment objectives, risk tolerance and financial position. In jurisdictions where UCI Capital Markets is not registered or licensed to trade in 
securities, commodities or other financial products, transactions may be executed only in accordance with applicable law and legislation, which may vary from jurisdiction to 
jurisdiction and which may require that a transaction be made in accordance with applicable exemptions from registration or licensing requirements. 
The information in this publication is based on carefully selected sources believed to be reliable, but UCI Capital Markets does not make any representation with respect to its 
completeness or accuracy. All opinions expressed herein reflect the author’s judgment at the original time of publication, without regard to the date on which you may receive 
such information, and are subject to change without notice. 
UCI Capital Markets may have issued other reports that are inconsistent with, and reach different conclusions from, the information presented in this report. These publications 
reflect the different assumptions, views and analytical methods of the analysts who prepared them. Past performance should not be taken as an indication or guarantee of future 
performance, and no representation or warranty, express or implied, is provided in relation to future performance.  
UCI Capital Markets and any company affiliated with it may, with respect to any securities discussed herein: (a) take a long or short position and buy or sell such securities; (b) 
act as investment and/or commercial bankers for issuers of such securities; (c) act as market makers for such securities; (d) serve on the board of any issuer of such securities; 
and (e) act as paid consultant or advisor to any issuer. 
The information contained herein may include forward-looking statements within the meaning of U.S. federal securities laws that are subject to risks and uncertainties. Factors 
that could cause a company’s actual results and financial condition to differ from expectations include, without limitation: political uncertainty, changes in general economic 
conditions that adversely affect the level of demand for the company’s products or services, changes in foreign exchange markets, changes in international and domestic 
financial markets and in the competitive environment, and other factors relating to the foregoing. All forward-looking statements contained in this report are qualified in their 
entirety by this cautionary statement 
This document may not be distributed in Canada or Australia. 
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Banking network 

UniCredit Group CEE banking network – Headquarters 

Azerbaijan 
Yapi Kredi Azerbaijan 
Yasamal District, Cafar Cabbarlı Str., 32/12,  
AZ 1065, Baku / Azerbaijan  
Phone +99 412 497 77 95  
Fax +99 412 497 0276  
E-mail: yapikredi@yapikredi.com.az 

The Baltics 
UniCredit Bank Estonia Branch 
Liivalaia Street 13/15, 
EST-10118 Tallinn 
Phone: +372 66 88 300 
www.unicreditbank.ee 

UniCredit Bank Lithuania Branch 
Vilniaus Gatve 35/3, 
LT-01119 Vilnius 
Phone: +370 5 2745 300 
www.unicreditbank.lt 

UniCredit Bank (Latvia) 
Elizabetes Iela 63, 
LV-1050 Riga 
Phone: +371 708 5500 
www.unicreditbank.lv 

Bosnia and Herzegovina 
UniCredit Bank 
Kardinala Stepinca b.b., 
BH-88000 Mostar 
Phone: +387 36 312112 
E-mail: info@unicreditgroup.ba 
www.unicreditbank.ba 

UniCredit Bank Banja Luka 
Marije Bursac 7, 
BH-78000 Banja Luka 
Phone: +387 51 243 295 
E-mail: info-bl@unicreditgroup.ba  
www.unicreditbank-bl.ba 

Bulgaria 
UniCredit Bulbank 
Sveta Nedelya Sq. 7, 
BG-1000 Sofia 
Phone: +359 2 923 2111 
www.unicreditbulbank.bg 

Croatia 
Zagrebačka banka 
Paromlinska 2, 
HR-10000 Zagreb 
Phone: +385 1 6305 250 
www.zaba.hr 

 

Czech Republic 
UniCredit Bank 
Na Príkope 858/20 
CZ-11121 Prague 
Phone: +420 221 112 111 
E-mail: info@unicreditgroup.cz 
www.unicreditbank.cz  

Hungary 
UniCredit Bank 
Szabadság place 5-6, 
H-1054 Budapest, 
Phone: +36 1 301 12 71 
E-mail: info@unicreditbank.hu 
www.unicreditbank.hu 

Kazakhstan 
ATFBank 
100, Furmanov Str. 
KZ-050000 Almaty 
Phone: +7 (727) 2 583 111 
E-mail: info@atfbank.kz 
www.atfbank.kz 

Kyrgyzstan 
ATFBank Kyrgyzstan 
493, Zhibek Zholu Ave. 
KG-720070 Bishkek 
Phone: +7 312 67 00 47 
E-mail: bank@atfbank.kg 
www.atfbank.kg 

Macedonia 
Bank Austria Representative Office 
Dimitrie Cupovski 4-2/6, 
MK-1000 Skopje 
Phone: +389 23 215 130 
E-mail: office@ba-ca.com.mk 

Montenegro 
Bank Austria Representative Office 
Hercegovacka 13, 
ME-81000 Podgorica 
Phone: +382 81 66 7740 
E-mail: ba-ca@cg.yu 

Poland 
Bank Pekao 
ul. Grzybowska 53/57, 
PL-00-950 Warsaw 
Phone: +48 42 6838 232 
www.pekao.com.pl 

 

Romania 
UniCredit Tiriac Bank 
Ghetarilor Street 23-25, 
RO-014106 Bucharest 1, 
Phone: +40 21 200 2000 
E-Mail: office@unicredittiriac.ro 
www.unicredit-tiriac.ro 

Russia 
UniCredit Bank 
Prechistenskaya emb. 9, 
RF-19034 Moscow 
Phone: +7 495 258 7200 
www.unicreditbank.ru 

Serbia 
UniCredit Bank 
Rajiceva 27-29, 
RS-11000 Belgrade 
Phone: +381 11 3204 500 
E-mail: office@unicreditgroup.rs 
www.unicreditbank.rs 

Slovakia 
UniCredit Bank 
Sǎncova 1/A, 
SK-813 33 Bratislava 
Phone: +42 1 44 547 6870 
www.unicreditbank.sk 

Slovenia 
UniCredit Bank 
Šmartinska cesta 140, 
SI-1000 Ljubljana 
Phone: +386 1 5876 600 
E-mail: info@unicreditbank.si 
www.unicreditbank.si 

Turkey 
Yapi Kredi 
Yapi Kredi Plaza D Blok, Levent, 
TR-34330 Istanbul 
Phone: +90 212 339 70 00 
www.yapikredi.com.tr 

Ukraine 
UniCredit Bank 
14, D. Galitsky St., 
UA-43016 Lutsk 
Phone: +380 332 776210 
www.unicredit.com.ua 

Ukrsotsbank 
29 Kovpak Street, 
UA-03150 Kiev 
Phone: +380 44 230 3203 
E-mail: info@ukrsotsbank.com 
www.usb.com.ua 

 

mailto:yapikredi@yapikredi.com.az�
http://www.unicreditbulbank.bg/�
http://www.zaba.hr/�
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UniCredit Group CEE banking network – Corporate customers 

Austrian contact 
Bank Austria  
Sonja Holland 
Phone: +43 50505 56344 

Alexandra Kaufmann 
Phone: +43 50505 51054 

E-mail: business_development@unicreditgroup.at 

German contact 
UniCredit Bank AG 

Ulrich Burghardt 
Phone: +49 89 378 27472 
E-mail: ulrich.burghardt@unicreditgroup.de  
 

(Azerbaijan, Czech Republic, Slovakia,  
Slovenia, Turkey) 

Monika Jurowicz-König 
Phone: +49 89 378 25647 
E-mail: monika.jurowiczkoenig@unicreditgroup.de  
 

(Austria, Poland) 

Sebastian Modlmayr 
Phone: +49 89 378 28546 
E-mail: sebastian.modlmayr@unicreditgroup.de 
 

(Estonia, Kazakhstan, Kyrgyzstan,  
Latvia, Lithuania, Russian Federation,  
Ukraine, Hungary) 

Steffen Reiser 
Phone: +49 89 378 25639 
E-mail: steffen.reiser@unicreditgroup.de  
 

(Bulgaria, Romania) 

Peter Ulbrich 
Phone: +49 89 378 25282 
E-mail: peter.ulbrich@unicreditgroup.de  
 

(Bosnia and Herzegovina, Croatia, Serbia) 

Italian contact 
UniCredit Corporate Banking 
Patrizia Conte 
Phone: +39 042 654 001 
E-mail: cib@unicredit.eu 
 

International contact  
Azerbaijan 
Yusuf Sevinc 
Phone: +994 12 497 7095 
E-mail: yusuf.sevinc@yapikredi.com.az 

Bosnia and Herzegovina 
UniCredit Bank 
Ilvana Dugalija 
Phone: +387 33 562 755 
E-mail: ilvana.dugalija@unicreditgroup.ba 

UniCredit Bank Banja Luka 
Aleksandar Surlan 
Phone: +387 51 243 293 
E-mail: aleksandar.surlan@unicreditgroup.ba 

Bulgaria 
Vanya Buchova 
Phone: +359 2 923 2933 
E-mail: vanya.buchova@unicreditgroup.bg 

Croatia 
Zoran Ferber 
Phone: +385 1 6305 437 
E-mail: zoran.ferber@unicreditgroup.zaba.hr 

Czech Republic 
Miroslav Hrabal 
Phone: +420 2 2121 6271 
E-mail: miroslav.hrabal@unicreditgroup.cz 

Estonia 
Kaarel Ots 
Phone: +372 66 88 358 
E-mail: kaarel.ots@unicreditgroup.ee  

Hungary 
Paolo Garlanda 
Phone: +36 1 301 1207 
E-mail: paolo.garlanda@unicreditgroup.hu 

Kazakhstan 
Indira Askarova 
Tatyana Kazaeva  
Phone: +7 727 258 3000 2648 
E-mail: t.kazaeva@atfbank.kz 

Latvia 
Inga Cernova 
Phone: +371 67085 569 
E-mail: inga.cernova@unicreditgroup.lv 

Lithuania 
Joana Kucinskaite 
Phone: +370 5 2745 353 
E-mail: joana.kucinskaite@unicreditgroup.lt 

Macedonia  
Milan Djordjevic 
Phone: +389 23 215 130 
E-mail: milan.djordjevic@unicreditbank.rs 

Montenegro 
Milan Djordjevic 
Phone: +382 81 667 740 
E-mail: milan.djordjevic@unicreditbank.rs 

Poland 
Robert Randak 
Phone: +48 22 524 6201 
E-mail: robert.randak@pekao.com.pl 

Romania 
Christine Tomasin 
Phone: +40 21 200 1768 
E-mail: christine.tomasin@unicredit.ro 

Russia 
Inna Maryasina 
Phone: +7 495 554 5352 
E-mail: inna.maryasina@unicreditgroup.ru 

Serbia 
Ana Rakic 
Phone: +381 11 3204 531 
E-mail: ana.rakic@unicreditbank.rs 

Slovakia 
Katarina Hajnikova 
Phone: +421 2 4950 4004 
E-mail: katarina.hajnikova@unicreditgroup.sk 

Slovenia 
Branka Cic 
Phone: +386 1 5876 512 
E-mail: branka.cic@unicreditgroup.si 

Turkey 
Florian Mahiny  
Phone: +90 212 339 7119  
E-mail: florian.mahiny@yapikredi.com.tr 

Ukraine 
Nicola Longo-Dente 
Phone: +38 044 5290583 
E-mail: nicola.longodente@ukrsotsbank.com 

 

mailto:aleksandar.surlan@unicreditgroup.ba�
mailto:robert.randak@pekao.com.pl�
mailto:florian.mahiny@yapikredi.com.tr�
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UniCredit Research* 

Thorsten Weinelt, CFA 
Global Head of Research & Chief Strategist  
+49 89 378-15110 
thorsten.weinelt@unicreditgroup.de 

 

Dr. Ingo Heimig 
Head of Research Operations  
+49 89 378-13952 
ingo.heimig@unicreditgroup.de 

Economics & FI/FX Research  

Economics & Commodity Research 
European Economics 
Marco Valli, Chief Eurozone Economist 
+39 02 8862-8688 
marco.valli@unicredit.eu 

Andreas Rees, Chief German Economist 
+49 89 378-12576 
andreas.rees@unicreditgroup.de 

Stefan Bruckbauer, Chief Austrian Economist 
+43 50505 41951 
stefan.bruckbauer@unicreditgroup.at 

Tullia Bucco  
+39 02 8862-2079 
tullia.bucco@unicredit.eu 

Chiara Corsa 
+39 02 8862-2209 
chiara.corsa@unicredit.eu 

Dr. Loredana Federico  
+39 02 8862-3180 
loredana.federico@unicredit.eu 

Mauro Giorgio Marrano  
+39 02 8862-8222 
mauro.giorgiomarrano@unicredit.eu 

Alexander Koch, CFA 
+49 89 378-13013 
alexander.koch1@unicreditgroup.de 

Chiara Silvestre 
chiara.silvestre@unicredit.eu 

US Economics 
Dr. Harm Bandholz, CFA, Chief US Economist 
+1 212 672 5957 
harm.bandholz@unicredit.eu 

Commodity Research 
Jochen Hitzfeld 
+49 89 378-18709 
jochen.hitzfeld@unicreditgroup.de 

Nikolaus Keis 
+49 89 378-12560 
nikolaus.keis@unicreditgroup.de 

EEMEA Economics & FI/FX Strategy 
Gillian Edgeworth, Chief EEMEA Economist 
+44 0207 826 1772, gillian.edgeworth@unicredit.eu  

Gyula Toth, Head of EEMEA FI/FX Strategy 
+43 50505 823-62, gyula.toth@unicreditgroup.at 

Güldem Atabay, Economist, Turkey 
+90 212 385 9551, guldem.atabay@unicreditgroup.com.tr 
Dmitry Gourov, Economist, EEMEA 
+43 50505 823-64, dmitry.gourov@unicreditgroup.at 

Hans Holzhacker, Chief Economist, Kazakhstan 
+7 727 244-1463, h.holzhacker@atfbank.kz 

Marcin Mrowiec, Chief Economist, Poland 
+48 22 656-0678, marcin.mrowiec@pekao.com.pl 

Rozália Pál, Ph.D., Chief Economist, Romania 
+40 21 203-2376, rozalia.pal@unicredit.ro 

Kristofor Pavlov, Chief Economist, Bulgaria 
+359 2 9269-390, kristofor.pavlov@unicreditgroup.bg 

Goran Šaravanja, Chief Economist, Croatia 
+385 1 6006-678, goran.saravanja@unicreditgroup.zaba.hr 

Pavel Sobisek, Chief Economist, Czech Republic 
+420 2 211-12504, pavel.sobisek@unicreditgroup.cz  

Dmitry Veselov, Ph.D., Economist, EEMEA 
+44 207 826 1808, dmitry.veselov@unicredit.eu 

Vladimír Zlacký, Chief Economist, Slovakia  
+421 2 4950-2267, vladimir.zlacky@unicreditgroup.sk 

Global FI/FX Strategy 
Michael Rottmann, Head 
+49 89 378-15121, michael.rottmann1@unicreditgroup.de 

Dr. Luca Cazzulani, Deputy Head, FI Strategy 
+39 02 8862-0640, luca.cazzulani@unicredit.eu 

Chiara Cremonesi, FI Strategy 
+44 20 7826-1771, chiara.cremonesi@unicredit.eu 

Elia Lattuga, FI Strategy 
+39 02 8862-2027, elia.lattuga@unicredit.eu 

Armin Mekelburg, FX Strategy 
+49 89 378-14307, armin.mekelburg@unicreditgroup.de 

Roberto Mialich, FX Strategy 
+39 02 8862-0658, roberto.mialich@unicredit.eu 

Kornelius Purps, FI Strategy 
+49 89 378-12753, kornelius.purps@unicreditgroup.de 

Herbert Stocker, Technical Analysis 
+49 89 378-14305, herbert.stocker@unicreditgroup.de 
  

  

Publication Address  

UniCredit Research 
Corporate & Investment Banking 
UniCredit Bank AG 
Arabellastrasse 12  
D-81925 Munich 
Tel. +49 89 378-18927 
Fax +49 89 378-18352 

Bloomberg 
UCGR 
 
Internet 
www.research.unicreditgroup.eu 
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