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Monetary policy evolution in Ukraine: From fixed exchange rate to inflation

targeting

Before 2014

MONETARY POLICY

2014 -1H 2015

2H 2015 - nowadays

Fixed exchange rate

Unstable and unpredictable
inflation

Ad-hoc and discretionary
decision-making

Fragile communications on
monetary policy decisions

Low institutional strength
and independence of the
NBU

NBU's participation in
financing fiscal and quasi-
fiscal deficits

Eclectic monetary policy
aimed cleaning-up the
consequences of crisis

Building preconditions to
inflation targeting adoption

Flexible exchange rate

Disinflation and improving
inflation expectations

Proactive rule-based
decision-making

High transparency and
accountability of the NBU

High institutional standards
and independence of the
NBU

No fiscal dominance




Ukraine experienced several currency crises while using hard peg regime.
Economy functioned without credible nominal anchor
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ffi" Fixed exchange rate creates an illusion of stability...
AL ... Which disappears with depletion of international reserves
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International Reserves and Hryvnia Exchange Rate per USD
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Economy had been highly vulnerable to external shocks under hard peg

NATIONAL
BANK OF
UKRAINE

Inflation in 2001-2014, % yoy
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Unexpected inflationary dynamics complicates the process of making decision on savings and

investments of economic agents



Ukrainian economy in 2014-15: Plagued by the textbook “triple crisis”
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o

= Run on deposits = Severe growth recession
= Credit crunch Banking = Surging inflation
= Hiking NPLs and losses crisis = Widening budget deficit
= Capital erosion
=  Mounting bank failures

/

Balance of
payments crisis

R

= Unsustainable CA deficit = Severe confidence crisis
= Continuing capital flight = Exchange rate overshooting

The situation in Ukraine is not unique:

= Mexico (1994/95), Argentina (1994/95)

= Thailand (1997), Indonesia(1997), Malaysia (1997), Philippines (1997)
= Russia (1998); Turkey (2001); Ukraine (2009)




Transition to Inflation targeting as monetary policy framework by the NBU
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Headline Inflation,

% yoy . .
N ** announced by NBU Board in the Monetary Policy
50 Strategy for 2016-2020 (August 2015)
+** and confirmed by NBU Council in the Monetary Policy
40 Guidelines for 2017 and Medium Term (December 2016)
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Comparative analysis of preconditions for implementation of inflation
targeting
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5 years before/after

Country (inflation targeting inflation targeting

adoption date) : adoption)
Ukraine | _ _ Before After
Philippines (2002) 6,6 4.4
Israel {1997) | 11,3 4.4
Czech Republic (1998) " 8,7 4.6
Peru (2002) : 5 50 1,9
Hungary (2001) % 12,3 4.8
Korea (1998) 5 50 35
Brazil (1999) | '_L; 19,3 8,7
Chile (1999) | E | § 7,7 3,2
Thailand (2000) 5,1 1,7
Poland (1999) | | 21,3 9,1
Colombia (1999) | 20,3 8,3
South Africa (2000) | | 7.4 9,5
Mexico (2001) | : 194 4.9
1 2 30 4|

(0O — poor; 1 —ideal -for each of the four. categories of initiél conditions)

Source: World Economic Qutlook, September 2005: Chapter 4. Does Inflation Targeting Work in Emerging Markets?
NBU staff estimates
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Required preconditions for functioning of the inflation targeting regime

Price stability as the main goal of monetary policy
Crucial
atthe < Instrumental independence of the central bank
transition
stage No fiscal dominance
—
/"‘
Accountability, predictability, and transparency of policy
Comprehensive analytical support of monetary policy decisions
Required
for L. . :
successful Efficient instruments for policy implementation
functioning
Developed financial markets
Reasonably stable financial institutes

N—

c ot Almost complete / some Low readiness / long-lasting
omplete improvement is needed development is needed
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Main principles of monetary policy implementation

(according to MP Guidelines for 2017 and medium term)

Price stability
priority
reducing inflation to
single-digit and
keeping it at that
level in the medium
term

Forward-looking
decision-making
decisions are forecast-
based and aimed at
convergence of
inflation forecast with
inflation targets

Floating exchange rate

* smoothing excessive
exchange rate
volatility

e gradual reducing the
NBU presence in the
exchange market

Transparency
regular detailed
explanations of the
NBU actions and
reasons behind them
for market
participants

NBU independence
cornerstone of price
stability maintenance
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Actions for reaching inflation targets
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Conducting interest rate policy,

Maintaining monetary policy appropriately tight
consistent with inflation targets e v BRI SRRt vl ]

Ve

Smoothing the excessive exchange rate

) Using FX interventions to smooth exchange rate
fluctuations

fluctuations within flexible exchange rate framework

Securing autonomy to conduct monetary policy
aimed exclusively on price stability objectives,
prevent the use of money-printing for financing fiscal
and quasi-fiscal needs
_J

~

No fiscal dominance

Yo =Y

Reasonable budget deficit.

Prudent fiscal polic . : :
pOiey Social payments increase according to the plan

N
J

Bringing administered prices to fair Elimination of quasi-fiscal imbalances.
market values Increase in administered prices according to the

K schedule

Continue cooperation with the IMF

Carry out structural reforms

11



NBU has streamlined its interest rate policy framework
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Source: Credinfo, NBU Source: NBU

= |nthe past, NBU policy rate played a virtual signaling role

= |n April 2016, the NBU strengthened the role of interest rate policy by defining key rate as the
interest rate on main NBU operations (liquidity providing or absorbing), setting a symmetric
and fixed band for standing facilities, and optimizing auxiliary tools

= Disinflation trend in 2016-2017 allowed to actively cut key policy rate, which swiftly
transmitted into market interest rates

12



NBU rate decisions were swiftly transmitting into market interest rate
developments, although retail rates respond with some delay
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UKRAINE Yields on Government Bonds by Selected Maturity*, Key Policy Rate and Retail Hryvnia Interest Rates,
% pa, as of 18.07.2017 % pa, as of 03.08.2017
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* One-year securities include bonds maturing in 11 months

Source: NBU Source: NBU

= Since late 2016 until April 2017, the NBU Board paused monetary policy easing cycle amid
increased risks to the inflation targets for 2017-2018, including due to an unanticipated
increase in minimum wage

= As aresult, market interest rate developments also flattened

= |n April and May, the NBU Board resumed the easing cycle, cutting its key policy rate by 1
p.p. and 0.5 p.p., respectively, to 12.5%. The market rates are expected to follow up

13
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Peculiarities of monetary transmission mechanism in Ukraine

Peculiarities
Long-term yield curve is not formed yet :> .
ER pass-through is strong and quick :> .
High inertia of ER expectations and :> .

administrative restrictions on FX market

Banking system under stress :> .

Adaptive expectations are considerably :> .
focused on ER

Sizable share of food products in CPI => .
basket structure

Consequences

The NBU has limited influence on long-term
interest rates

High dependence on external factors

ER response on rates movement is quite
limited

Low impact of rates on domestic demand

Anchoring role of NBU’s inflation targets is poor

Significant impact of shocks from the supply
side

Developing financial markets and promoting financial stability should improve the

functioning of monetary transmission mechanism

14



Inflation targeting = inflation forecast targeting (‘constrained discretion’)

NATIONAL

BANK OF

UKRAINE The pollcy rule:

i

= The policy rule defines the level of policy instrument at which the < &
forecast of targeted variable matches the target ’
SJ

= |nthe case of monetary policy: the target is inflation, the
instrument is interest rate, and the policy rule determines the level ) f
of interest rate at which the inflation forecast meets the inflation ¥ - - .

target

= |n practice, the policy rule is more flexible (in the form of Taylor-
type rule):

i, =ad,_, + (- )[(ri +77°) + B4, — 222 + o]

| / N\ I I

Backward-looking Neutral real Expected Deviation Output
persistence Interest rate inflation from target GAP

Inflation targeting is much more complex monetary regime compared with others
= decisions should be taken now without information about future shocks, which leads to

permanent errors




Decision-making cycle at the NBU
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2017
/ Monetary Policy
Committee
Jan '@q’h (Tue-Wed)
Macroeconomic outlook

Feb -,ﬁ % and forecast, financial

markets, financial stability,

Mar 1 proposals regarding key rate
Gy L Ve

Apr4 \
May {oe B s ™
Press release

_ Staff proposals N Press briefi

J ress briefing
un %’E formulation / (Thu, 14:00)
1l - ﬂh staff meetings e

e - 03.08 \ )
=4
Sep - {——3 MPC meetings

Oct _%E m Board meetings on monetary policy issues:

New macroeconomic forecast + Inflation report (Quarterly)

Mov - .
Board meetings on monetar
() 3 X — g Y

policy issues

~

Dec -
16



Forecasting process
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* Main meetings (4 times per year) * Intermediate meetings (4-5 times per year)

e full macroeconomic forecast e New data vs forecast

based on the core model
e Short-term forecast update (simple models)

* Balance of risks

Jan, 26 '
\ GDP
Full-fledged ' N
\
Forecast update based on new forecast N
information and risk assessment _Forecast update based on new '
information and risk assessment \
4 Event 3
Y Event 1
Oct, 26 e a r Apr, 13 > CPI
Full-fledged Full-fledged
forecast forecast I i 2

2017

Jul, 6

Full-fledged
forecast

Forecast update based on new
information and risk assessment

Forecast update based on new

information and risk assessment

17



Modeling toolkit: General overview
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Modeling toolkit
No&iamstéggeiggt?:ort— Core semi-structural Additional
& macroeconomic model (QPM) models

models

e fiscal stance

* CPl nowcasting del
moae

* webscraping
* SSSU weekly

e an extended version of canonical
New-Keynesian medium-term

forecasting model of a monetary * REER equilibrium

’ ggr'n':y:]g‘r’]ﬁ‘)*m (OLS by policy transmission mechanism models
«  CPI food forecast (ECM by e nominal rigidities in the short- * money growth
Compone”ts)_ term and monetary neutrality in model
0 (e “‘F’A"“\’/c:;t'"g — the long-term <« + Global
* OLSbasedon *  “gap” model i,llr::ﬁtlon
ana‘?cgthly sectoral » askeleton for forecasting process
. OLS based on (combining empirical data, expert © ete
surveys results judgments and short-term
e GDP NTF system (OLS by forecasts into middle-term
components, FAVAR) forecast)

Reporting system (historical analysis, forecasts comparison)
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Research Priorities of the NBU in 2017-2019 and selected ongoing project

monetary policy area

Macroeconomic Modeling and

Monetary Policy: Transition to Financial Stability: Micro- and Forecasting: Development of
an Inflation Targeting Macro-Prudential Policy Structural and Econometrics
Models
* Issues in practical * The influence of NBU * DSGE model for Ukraine
implementation of inflation Regulatory Policy on the * Forecasting macroeconomic
targeting framework sustainability of banking indicators using econometric
* Long-term trends, sector modeling
equilibrium levels and e Using macroprudential
monetary policy tools for financial stability

* Monetary transmission
mechanism

The evaluation of the equilibrium interest rate for
Ukraine

Using FX interventions: Assessing the impact on ER
Evaluation of Core Inflation Indicators
CPI Nowcasting Using Web Scraping Tools

Estimating Exchange Rate Pass-Through Using Micro
Price Data

Short-term Forecasting of Economic Activity in
Ukraine Using Business Survey Data

Forecasting Economic Activity with Dynamic Factor
Models

Assessing Financial Conditions
Fiscal Impulse Estimation
Nonlinear Estimation of Fiscal Multiplier in Ukraine

Forecasting with DSGE 19
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Outline of Research activities at the NBU

Research Unit is founded in 2015

Reformatting the “Visnyk of the NBU” according to the requirements of international
citation databases

Launched the Working Paper Series of the NBU
15 open research seminars (including 7 seminarsin 2017)
Annual Research Conference:

= “Transformation of Central Banking” organized in cooperation
with Narodowy Bank Polski (19-20 May 2016)

= “The Role of the Central Bank in Economic Development” organized in cooperation
with Narodowy Bank Polski (18-19 May 2017)

The conference for students and young researchers «Banking sector and monetary
policy: the prospects for development» (21 April 2017)

Launched Internship Program at the Research Unit

Enhanced international cooperation with Riksbank, BOFIT, NBP and foreign academics
= Visiting Scholar Program (2 participants in 2017)
= Secondment from Swedish Riksbank (1 participant in 2017)
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Transparency and accountability are crucial issues under IT:
“Doing What You Say and Saying What you Do”

Main Communication Channels:

7

\.

¥

Regular press-conferences
and press-releases

N\

7

L

r"f

s

Meetings with experts,
round tables

Meetings with market
participants and business
representatives

Lectures in Universities,
~ Seminars for Lectures

Inflation Report,
Macroeconomic and
Monetary Review
(monthly), Comments on
Inflation, etc.

J

- Web site (chapter

b «Monetary Policy»)

—

Research Journal “NBU
it.| Visnyk”, NBU Working
| Papers Series, other

research publications

21
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IT implementation facilitates lowering and anchoring inflation expectations

Norway: inflation and expectations*
6.0 = Economists in academia
55 ——Economists in financial industry Inflation expectations for the next 12 months
50 ——Employers' organizations : Krai 0
! — Employee organizations (average in U raine, /0)
4> CPI 30
4,0 — [nflation target
3,5
3,0 75
2,5
2,0
1,5 20
1,0
0,5
0,0 15
0,5 *Expected inflation five years ahead
-1,0 12,0
02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17  1g
9,1
Czech Republic: inflation and expectations Banks 33
8 1 Corporates ;
7 t °
. N, Inflation expectations Households
Inflation ! 4 N
6 1 i ) 3-yearsahead Financial analysts
[}
5 i 'I I| U [ T T
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The monetary policy is not be aimed at achieving the certain
level or interval of exchange rate

NATIONAL

BANK OF Hryvnia REER and NEER Indices (based on
UKRAINE Hryvnia Exchange Rate, as of 07.08.2017 .
4 g ! interbank exchange rate, 12.2014=1)
35 0,7 1,15
1,05
30 0,6
——REER NEER
0,95
25.84
25 0,5
0,85
0.43 /\/\
20 0,4 0,75
J! 0,65
15 0,3
h 0,55
10 T T T T T 0,2 0’45
01.15 07.15 01.16 07.16 01.17 07.17 01.14 05.14 09.14 01.15 05.15 09.15 01.16 06.16 10.16 02.17 06.17
= UJAH per USD UAH per EUR = UJAH per RUB (RHS) Source: IFS, staff estimates

= The NBU is committed to flexible exchange rate policy, keeping exchange rate broadly in line with
the fundamentals

= Meanwhile, it continues to play active role at FX market but interventions are performed for clear
and specific tasks (e.g., smoothing ST exchange rate volatility and replenishing its international
reserves)

= Moderate exchange rate fluctuations over last 2 years contributed to macroeconomic and
financial stability

2




FX Intervention is an additional monetary instrument to perform clear and
specific tasks
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** accumulation of international
reserves

** smoothing out the functioning of
the FX market

% supporting the transmission of

the key policy rate as the main
monetary policy instrument

Forms

* FX auctions
* single-rate interventions
* request for quotations
* targeted interventions
FX
Interventions
Strategy

Principles

= FX Strategy is consistent with
Inflation targeting and floating ER

= NBU insists in minimizing the role of

FX intervention as policy tool Communications

= NBU does not counteract the NBU maintains a reasonable level
fundamental trends, only smooths of transparency while disclosing
their effects information about its intentions to

= Criteria of banks’ participation are conduct FX interventions and their
open and transparent outcomes

24



The National Bank of Ukraine continued relaxing administrative restrictions
introduced in 2014-2015 to calm FX market
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Evolution of FX market regulations

UAH/USD exchange rate

Surrender requirements,%
Settlement deadlines for

export-import, days 90 120 180
Advance FX payments
for imports, T+days
Cash FX purchase* ‘15 3 6 12 150
Withdrawals from accounts in hr?yvnia* 150 300 5500 Elimit is céancelled . :

15 20 50 100 250
Pension tax for buying
FX cash, % 0.5 2 ‘cancelled :
The prohibition of dividend repatriation abroad partially %tOtaI ‘allowed-for 2014-15 11 2014'16;
Limit on net FX purchases by banks, % of regulatory capital ‘0.1 0.5 1.0

01.14 04.214 07.14 10.14 01.15 04.15 07.15 10.15 01.16 04.16 07.16 10.16 01.17 04.17 07.17
* measured in thousand UAH equivalent

0 Cancellation of ID request for FX transactions (up to 150 000 UAH)

9 Lift of select restrictions on: () repatriation of funds invested in Ukraine and (ii) transfers abroad by individuals related to non-commercial
operations. (iii) Increase of annual limit for investing abroad from USD 0.6 to 2.0 bn

© Launching E-licenses for FX transfers abroad by individuals

25
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LIFTING TEMPORARY BEPS principles
ADMINISTRATIVE

RESTRICTIONS implementation

STAGE 0: CURRENT .
4 International tax
ACCOUNT AND FDI information exchange

system implementation

STAGE1L: PORTFOLIO
! INVESTMENTS AND CREDIT
: OFERATIONS OF CORPORATES

[ STAGE2: FINANCIAL
OPERATIONS OF
INDIVIDUALS

I
1
i
&

TARGET

Stimulation of economic
growth and productivity FX market

and financial system
development to support

economic growth ;Ap/:ggrr]crr%i'filgiir?g Free capital
resident’s movement
investments

for assets diversification

= Transition to the next stage of currency liberalization can be done in case of implementation
of OECD recommendations to BEPS resistance and unified standard of automatic exchange of
financial information

26
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NBU policy actions to revamp the banking system and transforming the
central bank

Revamping the banking system

= Ensuring adequate capitalization of the banking system
= conducting asset quality reviews and stress-testing for small banks
= sticking to the recapitalization schedule
= Restoring bank lending activities
= ensuring implementation of effective mechanism for creditor’s rights protection
= capacity building for effective resolution of NPLs
= Solving the related party lending problem
= |mplementing new Basel-consistent capital and liquidity regulations
= Strengthening banking supervision
= implementation of risk-based supervision approach consistent with SREP (supervisory
review and evaluation process)
= improving early warning system
= developing and implementing macroprudential supervision tools

Priorities in other sectors

= Promoting cashless payments (“Cashless economy” project)
= Enhancing financial awareness of the population

= The continuation of NBU internal transformation, implementing project management
approach, Open data project, etc.
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Main directions of further actions in monetary policy area

Institutional capacity

Monetary policy
decision-making process

Monetary instruments
and financial market
development

Communications and
transparency

Expected outcome

. Effective coordination between authorities
:,‘ influencing effectiveness of the inflation
/ targeting regime

Strengthening the analytic support of decision-
/ making and research activity

% Deepening the monetary transmission
7 mechanism and improving the financial market
/ q o

/ functioning

%, Improving public’s awareness and understanding
/" of the NBU’s monetary policy

28
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Moderately optimistic view for the future

Inflation Key rate

5% 6-7%

The NBU'’s efforts in 2017-2019 will be aimed at:

» Achieving the declared inflation targets (2017 — 8% +/- 2 p. p.,
2018 — 6% +/- 2 p. p., 2019 and further —5% +/-1 p. p.)

» Easing monetary policy as inflation risks mitigate

» Promoting financial stability and supporting economic growth
(to the extent that does not interfere ensuring price stability)

» Relaxing FX restrictions

> International reserves accumulation

29



Key messages to retain
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= The NBU has moved to Inflation targeting which is considered as a collection of

modern central banking practices for achieving price stability

= Monetary policy is about making decisions on interest rate (and other instruments)

in order to bring inflation forecast to target level

Changes the way monetary policy is done

* Floating ER - 7
* Interest rate is a main monetary policy tool f ;-' * :
* Prominent role of forecasts and risk analysis 5T, o N

* Focus on transparency and accountability
= The priority of long-term results on short-term success

= Monetary decisions focused on achieving inflation targets and their
communication to public are the self-generating instruments for anchoring

inflation expectations

= NBU’s first experience was successful so far, but a lot of technical and policy work

is ahead...



