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National Bank of Ukraine

The Financial Stability Report (hereinafter the report) is a key publication of the National Bank of Ukraine. It aims to inform
about existingandpot ent i al risks that can undermine stability of
impact of the current crisis on banking and non-banking segments of financial sector. The report also makes recommendations
to the authorities and financial institutions on measures to mitigate risks and to enhance the resilience of the financial system
to those risks.

The report is primarily aimed at financial market participants, and all those interested in financial stability issues. Publication
of the report promotes higher transparency and certainty of macroprudential policy, helps to boost public confidence in the
policy,andt hus f aci | i t atmaagéheentofsystanic rigka n k 6

The report was approved for publication by the Financial Stability Committee of the NBU on 16 December 2020 and by the
decision of the National Bank Board of 18 December 2020 No. 747-rsh.
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Summary

The financial sector is successfully weathering through the coronavirus crisis and properly
performing its functions. Banks entered the pandemic without any noticeable imbalances, with
sufficient capital and high liquidity. The efforts taken since 2015 to clean up the banking
system and enhance its resilience have undeniably yielded positive results. For the first time
ever, Ukrainian banks did not compound economic instability during the crisis. On the
contrary, they have been duly supporting businesses to date and will contribute to future
economic recovery through lending. As the crisis struck, the majority of banks quickly moved
online. To a certain extent, the format of banking sector operations underwent a structural
shift. Despite a temporary drop in the number of open branches, accessibility of banking
services did not decline.

Since April, the NBU has deployed practically all the tools a central bank has at its disposal to
facilitate recovery fromt he cr i si s .mea3unes wekh Bsithdas to those taken by
regulators in other countries. In particular, the Ukrainian central bank deferred the
implementation of the capital conservation buffer and systemic importance buffer in order to
give banks more flexibility. Banks can thus use the capital in excess of the minimum required
level both to absorb credit losses and increase their loan portfolios. The NBU also encouraged
banks to restructure loans to borrowers facing temporary financial difficulties due to pandemic-
related constraints. At the same time, such restructurings must be viable, not covering up

borrowersé6 fundament al financi al di fficulti

years. These measures mitigated the impact of the crisis at its peak.

The economy started to grow in Q3, fueled by strong domestic demand and a favorable

environment in Ukraineod6s key export markets.

market has remained stable, with NBU reserves being large enough to ensure the central
bank can provide a timely response to potential challenges in the future. As has been the case
historically, slow progress in cooperation with international financial institutions poses a risk
to the economy and fiscal system. Without this cooperation, it will be difficult to secure
uninterrupted access to global capital markets and attract foreign direct investment. Therefore,
cooperation with international financial institutions needs to be restored in full.

The real sector is also recovering from the coronavirus crisis. Although the recovery has been
uneven across industries, the corporate sector overall has proved to be resilient. The quality

of banksd corporate portfolios did not deteri

contributed t o keo Timely westrustuiingsr and immaterial exposure to
vulnerable industries ensured smooth passage through the crisis. New lending was on hold
only briefly in Q2. Already in September, the financial system fully restored its function of
financial intermediation, with the loan portfolio increasing gradually. Corporate loans started
to grow. Lending to small businesses demonstrated the best dynamics. Low interest rates and

the corporate sectord6s moderate debt burmen

forward.

Growth in consumer lending slowed markedly as the crisis unfolded, with both demand and
supply shrinking. Past due loans in this segment grew substantially in Q2, which forced
selected banks to restructure large volumes of unsecured consumer loans. Customers did not
shift from banks to nonbank lenders during the crisis, which reflected a stable segmentation
of borrowers. Lending is on the rise, but its growth is unlikely to reach pre-crisis levels in the
near future. The NBU considers risks stemming from this segment to be high and thus
reiterates its intention to increase risk weights for such bank loans to 150% in 2021.

Mortgage lending has been growing rapidly since July, which is highly unusual for Ukraine
considering the depth of the crisis and a high degree of uncertainty. The key factor behind the
expansion in mortgages was the sharp decline in interest rates. Banks continue to maintain
conservative mortgage lending standards, primarily looking at official income of households
and requiring borrowers to make large down payments for residential property.

Loan interest rate reduction will contribute to further development of lending. Deposit interest
rates in the banking system fell to the single digits in 2020. Inflation remained low throughout
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the year, while monetary policy was accommodative. Current interest rates on loans and
deposits ar e t he |l owest in t he Ukr ai ni
macroeconomic stability lasts, loan rates will keep declining. At the same time, room for cutting
deposit rates is very limited.

The Ukrainian banking sector remains highly profitable thanks to stable operating income and
no significant credit losses. Net fee and commission income fell only briefly at the peak of the
crisis before recovering rapidly in the following months. Net interest income was fueled by the
still high interest rate spread, as rates on assets and liabilities dropped in tandem throughout
the year. At the same time, the spread will inevitably narrow in the medium term, which poses
the key risk to banking profitability in the coming years. The narrowing opportunities for
investing foreign currency funds pose another challenge for banks. Demand for foreign
currency loans fell considerably in the past years, and interest rates on government securities
denominated in foreign currency have been declining. This encourages banks to de-dollarize
their balance sheets more actively.

an

The sectords capital adequacy is well above
thecrisison banks6 capitalization proved milder

express stress test. The resilience of the loan portfolio and weaker actual economic shock
than the stress test assumed underpinned this outcome. Banks were mostly conservative in
their capital planning this year. The majority of financial institutions among those regularly
paying dividends deferred distributions to their shareholders until the fall months. By acting
s0, banks aimed to ensure that profit distributions will not hamper their ability to withstand the
crisis.

In the next two years, the NBU will introduce a number of innovations related to capital
requirements for banks. All these innovations will target eliminating loopholes in the regulatory
framework and harmonizing Ukrainian rules with recommendations of the Basel Committee.
The Net Stable Funding Ratio (NSFR) will start to apply in April, which will encourage banks
to decrease the maturity mismatch. In 2021, banks need to prepare for the introduction of
capital requirements to cover operational and market risk. This will complete the
implementation of Pillar 1 of the Basel recommendations into the Ukrainian regulatory
framework.

In addition, next year the NBU will start to gradually increase risk weights for foreign currency-
denominated securities issued by the Ukrainian government. This will eliminate the

di sproportion between banksd® capitalization

balance sheets. In January, banks will start to adjust their core capital for the value of noncore
assets. This requirement will encourage them to dispose of noncore assets in a timely manner,
as holding such assets seriously affects the financial resilience of financial institutions and
often distorts their financial indicators.

In December, the NBU updated its Macroprudential Policy Strategy. This document lays the
groundwork for macroprudential regulation of the financial sector, intended to prevent the
buildup of systemic risk. The Strategy was amended in view of the additional powers vested
in the NBU: in July, it became the regulator of insurance companies, credit unions, and

banki

t he
t han

mi crofinance credit instituti o-banksedmantdariesnoNBUG®G s

systemic risks due to its relatively small size,]| ow i nterconnectedness

pl ayers and banks, and the specifics of market

NBU will follow further developments, standing ready to apply macroprudential instruments if
needed.
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Financial Stress Index

In H2 2020, the Financial Stress Index (FSI) showed no volatility and was low. Almost all indicators returned to where they
were before the pandemic, while some fell to all-time lows. In particular, interest rates on deposits dropped to the lowest level
inthedomestic banking sectords history, while retail depoc
in the banking sector. The corporate securities subindex is the only indicator trending higher, which is due primarily to the price
volatility of shares of Ukrainian companies?.

Effective December 2020, the FSl is calculated using a new methodology?. Compared to the previous approach, the updated
index takes into account the effect of changes in the correlation between subindices over time. This allows for taking into
account the strengthening of links between economic sectors amid unfavorable conditions, which in turn has the potential to
deepen the crisis. At the same time, the correlation effect is currently negative, thus reducing the impact of individual subindices
on the overall level of stress. The FSI only reflects current conditions in the financial sector. It does not indicate any future
risks in either the short or long run.

Figure FSI1. Financial Stress Index
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Source: NBU.

Figure FSI2. Financial Stress Index Decomposition

1.0

0.8

0.6

0.4

0.2

0.0

-0.2
04.08 02.09 12.09 1010 08.11 06.12 04.13 0214 1214 1015 08.16 06.17 04.18 0219 1219 10.20
B Banking sub-index Household behaviour sub-index B Government debt sub-index

m Corporate sub-index m Foreign currency market sub-index W Correlation effect*

* Correlation effect is net effect of the time-varying correlation (excluding the average correlation for the entire observation period).
Source: NBU.

1 Stock price dynamics based on Warsaw Stock Exchange index.
2 Filatov, V. (2020). A new financial stress index for Ukraine (No. 15-2020). Economics Section, The Graduate Institute of International Studies.
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Part 1. External Conditions and Risks

Part 1. External Conditions and Risks

1.1. External Developments

The economies of Ukr ai neods

trading

partners and gl o-f%irdHI1.

However, the risk that the second wave of the pandemic will cause a new downturn is high. Commodity prices are rising to
pre-crisis levels. The governments and central banks of many countries as well as international financial institutions (IFIs)
continue to stimulate the recovery with fiscal and monetary tools. Geopolitical and geoeconomic risks have eased following
the US elections and development of COVID-19 vaccines; that also promoted economic recovery. Interest towards emerging
market (EM) assets varies by region. The prospects for the Russian aggression to be restrained by the international community

improved thanks to the anticipated US stance.

Figure1.1.1.GDP of Ukraineés main trad
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* Central and Eastern Europe.
Source: IMF, World Economic Outlook, October 2020.

Figure 1.1.2. Trends of OECD composite leading indicators (CLI) for
Ukrained6s mapartnerst r adi ng
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Figure 1.1.3. Global trade and industrial production*
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* Volume of global trade; seasonally adjusted. ** Eastern Europe.
Source: Centraal Planbureau (CPB), the Netherlands.
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The global economy and trade have started to recover,
but risks are high

The coronavirus crisis inflicted economic losses on all of
Ukr ai neods tradi ng -yearhagise the
economies of most of these countries are expected to
contract and growth in China is projected to slow sharply. This
year 6 s e c on o mdsdeepbrothamduning the cisis
of 2008i 2009 but still not as severe as was expected back in
the spring (the IMF upgraded its global economic growth
forecast for 2020 by 0.8 pp, to -4.4%).

The global economy has been recovering in H2 2020, and
growth will continue next year according to the baseline
forecast. The development of coronavirus vaccines has
inspired hope, supporting upward market dynamics.
However, new pandemic outbreaks in spite of vaccine
development, large-scale quarantine measures, the buildup
of public debt, and premature wrapping up of economic
stimulus may considerably worsen the outlook for economic
recovery.

Global trade volumes have been on the rise since July but
are still 3%i 4% below pre-pandemic levels (as of August,
according to Centraal Planbureau estimates). World
industrial production has been recovering since May.
Immediate threats posed to the global financial sector by the
coronavirus crisis have turned out to be limited, which was
due, among other things, to previously taken prudential
measures that ensured sufficient capital and liquidity buffers
at banks. H o wlean eportfoliosb aren likelyd to
deteriorate, and public debt is likely to grow in the future. The
services sector has been hit hardest by the coronavirus crisis,
whereas industrial production was relatively resilient. Small
enterprises are also more vulnerable to the fallout from the
crisis. The travel and transportation sectors will continue
shrinking, and new technologies will develop rapidly,
especially that of remote access. According to the World
Bank, as a result of the crisis, remittances from labor migrants
to middle- and low-income countries will drop by 7% in 2020
and 7.5% in 2021.

Geopolitical risks and international uncertainty have
subsided

The completion of the US presidential elections and
development of the COVID-19 vaccines were the main
factors that brought some certainty. At the same time, there
is still little clarity about a number of issues including Brexit,
future US relations with China and Iran, French-Turkish

































































































































