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National Bank of Ukraine

The Inflation Report reflects the opinion of the National Bank of Ukraine (NBU) regarding the current and future economic
state of Ukraine with a focus on inflationary developments that form the basis for monetary policy decision-making. The NBU
publishes the Inflation Report quarterly in accordance with the forecast cycle.

The primary objective of monetary policy is to achieve and maintain price stability in the country. Price stability implies a
moderate increase in prices rather than their unchanged level. Low and stable inflation helps preserve the real value of income
and savings of Ukrainian households, and enables entrepreneurs to make long-term investments in the domestic economy,
fostering job creation. The NBU also promotes financial stability and sustainable economic growth unless it compromises the
price stability objective.

To ensure price stability, the NBU applies the inflation targeting regime. This framework has the following features:

= A publicly declared inflation target and commitment to achieve it. Monetary policy aims to bring inflation to the medium-
term inflation target of 5%. The NBU seeks to ensure that actual inflation does not deviate from this target by more than
one percentage point in either direction. The main instrument through which the NBU influences inflation is the key policy
rate.

= Reliance on the inflation forecast. In Ukraine, it takes between 9 and 18 months for a change in the NBU’s key policy rate
to have a major effect on inflation. Therefore, the NBU pursues a forward-looking policy that takes into account not so
much the current inflation rate as the most likely future inflation developments. If inflation is projected to be higher than its
target, the NBU raises the key policy rate to bring inflation down to the 5% target. And vice versa, if inflation is projected to
be below its target, the NBU cuts the key policy rate.

= Open communications with the public. The transparent and predictable monetary policy of the NBU, which is achieved
among other things by publishing this Inflation Report, enhances public confidence. Public confidence, in turn, is an
important prerequisite for the effective management of inflation expectations and ensuring price stability.

The NBU Board decides on the key policy rate eight times a year, in line with a schedule it publishes in advance. The decisions
the NBU Board makes in January, April, July, and October are based on new macroeconomic forecasts. At the remaining four
meetings (taking place in March, June, September, and December), the NBU Board makes its interest rate decisions based
on new economic developments in Ukraine and beyond that have emerged since the latest forecast.

The NBU Board announces its interest rate decision at a press briefing held on the same day at 2 p.m., after the NBU Board’s
monetary policy meeting. A week later, the NBU publishes the Inflation Report with a detailed macroeconomic analysis and
outlook underlying its interest rate decisions. The Summary of the Discussion on the Key Policy Rate at the Monetary Policy
Committee is published on the 11" day after the decision is made. In contrast to press releases on monetary policy decisions,
which reflect the consensus position of the NBU Board, the summary shows depersonalized opinions of all MPC members on
the monetary policy decision to be made and their positions. That includes not only the opinions expressed by the majority,
but also dissenting views.

The analysis in the Inflation Report is based on the macroeconomic data available at the date of its preparation. Thus, for
some indicators, the time horizon of the analysis may vary. The cut-off date for most data in this report is 19 January 2022, for
selected data — 26 January 2022.

The forecasts of inflation and other macroeconomic variables were prepared by the Monetary Policy and Economic Analysis
Department and approved by the NBU Board at its monetary policy meeting on 20 January 2022.1

Previous issues of the Inflation Report, the presentation of the Inflation Report, the forecast of the main macroeconomic
indicators, and time series and data for tables and charts in the Inflation Report are available on the NBU website at the
following link: https://bank.gov.ua/monetary/report.

1 NBU Board decision No. 25-D On Approval of the Inflation Report dated 20 January 2022.
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Summary

Having peaked in autumn 2021, inflation has been declining. However, the decline has
been slower than expected, and the underlying inflationary pressure has even
increased

Inflation declined at the end of the year thanks to the record-high harvest and a correction of
some global food prices, the strengthening of the hryvnia in the previous months, the vanished
low base effect, and monetary policy tightening. Inflation was also restrained by administrative
decisions to fix tariffs on some utility services. As a result, consumer inflation slowed from a
peak of 11% in September to 10% in December.

At the same time, a faster disinflation was prevented by a further increase in global energy
prices, which passed through to prices of goods and services, and by pressures from other
production costs, including labor costs. Robust consumer demand also continued to play a
role. In particular, this spurred core inflation further, to 7.9% as of the end of the year.

Inflation will slow in 2022 but will return to the 5% target only in 2023

The NBU has downgraded its 2022 inflation forecast, from 5% to 7.7%, considering the
materialization of a number of pro-inflationary factors.

In particular, global energy prices will remain high for longer than expected. It will put pressure
on businesses’ production costs as well as utility tariffs. Price pressures from trading partner
countries, in which inflation is only approaching its peak, will remain strong. Second-round
effects from businesses’ larger raw material expenses and labor costs will persist. An increase
in demand for Ukrainian labor force, both inside the country and abroad, and qualification
mismatches on the labor market will impact the growth in wages more than expected. With
household income rising, consumer demand will remain robust, which will also restrain
disinflation.

Moreover, a deterioration in the information environment amid geopolitical tensions that
occurred late last year affected the sentiment of various groups of economic agents, putting
a depreciation pressure on the hryvnia. Through exchange rate and expectations channels,
this will create additional pressures on prices in the coming months.

Figure 12.CPI (as of end of period, % yoy) and inflation targets
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Monetary policy tightening by the NBU, a correction of global commodity prices, and the
influence of last year’s bumper crops will foster a gradual disinflation. It will be additionally
driven by the easing of the global inflation surge and the waning effects of the pandemic,
reflected, among other things, in a larger correction of prices for raw materials, food, and
logistical services.

The NBU tightening its monetary policy will also contribute to a decline in the underlying
inflationary pressure. Core inflation is expected to slow to 4% in the coming years, with the
administrative component making the largest contribution to the increase in consumer basket
prices.

At the same time, inflation will be quite volatile in 2022 due to base effects. In addition, like in
many other countries, the rise in inflation in Ukraine will last longer than previously anticipated.
Taking into account the strong pro-inflationary factors and the need to continue supporting the

2 Unless specified otherwise, a dashed line in the figures indicates the previous forecast.
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post-pandemic economic recovery, inflation is projected to return to the target range of 5%+1
pp in mid-2023, given the monetary conditions envisaged under the baseline scenario.

GDP growth will accelerate somewhat, to 3.4% in 2022. However, high energy prices
and the information environment around geopolitical tensions will restrain the
economy from recovering more rapidly

Real GDP grew by about 3% in 2021, by NBU estimates. The economic recovery was driven
by sustained consumer demand, increased investment by businesses after the crisis, a record
harvest of crops. However, the recovery came out slower than expected. This was in part due
to a spike in energy prices and shortages, the impact of weak 2020 harvests, a slower
recovery in the services sector, the limited production capacity of some manufacturing sectors,
more significant losses from the pandemic, and a faster fiscal consolidation.

The forecast of real GDP growth for 2022 has been revised to 3.4% from 3.8%. The growth
will be underpinned by consumer demand and still rather favorable terms of trade. On the
other hand, the tense geopolitical situation will remain a significant deterrent that will adversely
affect investment decisions. In addition, despite the gradual retreat of the pandemic, the
consequences of the COVID-19 crisis will remain quite significant. Relatively high energy
prices and shortages of certain raw materials, especially in the first half of the year, will also
limit growth potential.

In 2023-2024, real GDP growth will accelerate to about 4% per year. This will be driven by
the stabilization of geopolitical conditions during 2022, the fading of the fallout from COVID-
19, further growth in the global economy, and the persistence of rather benign terms of trade.

It is due to favorable terms of trade that the current account deficit in 2021 was
relatively small. However, it will continue to widen moderately as domestic demand
increases

The current account ran only a moderate deficit (1.1% of GDP) in 2021. This was made
possible by high global prices for food and metals-and-mining products, which are Ukraine’s
major exports. Yet this deficit widened rapidly in the second half of the year because of surging
energy prices, weaker external demand for metals-and-mining products, and record-high
dividend payments. As domestic demand from both consumers and investors revives, the
current account deficit will expand further to 3.3% of GDP in 2022 and to 3.3%—-3.5% of GDP
thereafter.

Further progress on cooperation with the IMF will be one of the main drivers of more
sustainable economic development

IMF financing was a significant catalyst of the Ukrainian economy in 2020—-2021. Cooperation
with the IMF stands to be at least as important in the years ahead, especially against a
deteriorating information backdrop as geopolitical tensions loom large and competition for
capital between EMs and other countries intensifies amid the tighter monetary policies
pursued by central banks around the globe.

As many of the pro-inflationary risks have materialized, tighter monetary policy is
needed in order to improve inflation expectations and ensure steady disinflation toward
the target of 5%

The NBU raised the key policy rate to 10% per annum in January. Further monetary tightening
is expected. Under the baseline scenario of the macroeconomic forecast, the monetary policy
stance will remain moderately tight over the forecast horizon. The key policy rate will be at
least at its neutral level this year and in the coming years.

In addition, to shore up the interest rate channel of monetary transmission by managing the
structural surplus of liquidity in the banking system, the NBU in February will raise by 2 pp the
required reserve ratio for current accounts denominated in hryvnias and current accounts and
term deposits in foreign currency. This will encourage banks to take longer-term deposits while
maintaining the role of required reserves in dedollarization. In March, the central bank will also
consider the issue of introducing other measures to regulate the banking system’s structural
liquidity surplus.

The NBU will continue to intervene in the FX market to smooth out excessive market
fluctuations. At the same time, the NBU decided, in the coming quarters, not to carry out
scheduled daily interventions to purchase FX on the interbank FX market to replenish the
reserves (from August 2021 these interventions amounted to USD 5 million).
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Key risks to the forecast are still posed by an escalation of the military conflict with
Russia and a longer and more pronounced global price surge than expected earlier

The stoking of tensions in the media regarding the possibility of military aggression has
decreased the value of Ukrainian assets and created depreciation pressures. Prolonged
geopolitical tensions could have a very negative impact on the expectations of households,
businesses and investors. These tensions will significantly hamper investment into the
economy, while also making it difficult to raise external financing. If geopolitical risks increase,
the NBU will stand ready to tighten its monetary policy.

The ongoing global spike in inflation due to, among other things, persistently high energy and
food prices, remains an important risk. In some countries, including Ukraine’s trading partners,
inflation is only coming close to its peak. Looking ahead, global price movements will strongly
depend on how quickly leading central banks respond to inflation challenges. Any delays will
push up external price pressures. Conversely, a rapid tightening of monetary policies by
leading central banks poses the risk of there being more substantial capital outflows from
emerging markets.

The baseline scenario of the NBU'’s forecast assumes that the impact of the pandemic on the
Ukrainian economy will continue to decrease. That said, the emergence of new coronavirus
variants, coupled with the still low vaccination rollout in Ukraine, poses the risk of additional
economic losses in 2022. New pandemic outbreaks are unlikely to hit consumer demand hard,
but will stifle business activity. This will be accompanied by rising inflationary pressures.

Other pro-inflationary risks are also important. More specifically, a marked deterioration in
terms of trade and/or a sharp decline in harvests after last year’'s bumper ones could create
additional depreciation pressures, while also putting greater pressures on prices. A revival in
labor migration, on the back of the gradually waning pandemic, could increase the mismatches
in the domestic labor market, pushing up wage costs more noticeably and translating into
rising consumer prices over time.

The speed at which administered prices change poses a separate risk. Any delays in taking
decisions regarding utility prices will accumulate quasi-fiscal imbalances and future pressures
on prices. In contrast, a quick adjustment of utility prices to cost covering levels will create
significant inflationary pressures and worsen expectations.

The NBU continues to assess the balance of risks for its baseline forecast of inflation and the
key policy rate as having shifted upward, especially in the medium term.
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Part 1. External environment

Part 1. External Environment

= Global economic growth will slow following the rapid recovery seen in 2021. Nevertheless, growth will be steady as
quarantine measures are gradually lifted, supply chain disruptions ease, and global trade picks up.

= Global commodity prices will decline due to an increase in supply amid lower uncertainty about the pandemic. However,
the overall level of prices will be higher than before the pandemic, due to the intensification of efforts to reduce emissions.

= In the majority of Ukraine’s main trading partners, inflation will remain high for longer than expected due to the substantial
increase in energy prices. Inflation will approach target levels only in 2023.

= Financial conditions will tighten due to the Fed phasing out quantitative easing (QE) and hiking its interest rates, expected
already by the end of Q1 2022, although the ECB’s policy is to remain accommodative. Competition for capital will increase
among emerging markets (EMs), which will require them to tighten further their monetary policies.

Figure 1.1. Global PMI and World Business Confidence
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The global economy will grow as supply chain
disruptions ease and global trade picks up

Source: J.P.Morgan, IHS Markit, Moody’s.

Figure 1.2. Real GDP of selected countries and weighted average
of annual GDP growth of Ukraine’s MTP countries (UAWGDP), %
yoy
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Figure 1.3. Manufacturing PMI of selected countries
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The global economy has grown more slowly in Q4 due to the
spread of new variants of the COVID-19, which negatively
affected business confidence, especially in the service
sector. On the other hand, global industrial production has
been recovering steadily, and companies expect production
to grow further in 2022. Signs of the easing of supply chain
disruptions was an important factor behind these
developments. The evidence came from the Global Supply
Chain Pressure Index (developed by the Federal Reserve
Bank of New York), as some of its components pointed to the
peak having passed. Growth in the cost of sea transportation
slowed, deliveries became faster, and backlogs of work
declined. As supply increased, countries continued to lift
trade restrictions related to the pandemic.

However, pressures from supply-chain disruptions in 2021
remained high, and delays in the supply of some components
and raw materials caused the growth in inventories of these
items to reach a 24-year high. As a result, growth in the global
merchandise trade decelerated in Q4. The volume of global
merchandise trade is expected to rise by 4.7% in 2022
(following a 10.8% acceleration in 2021), approaching its pre-
pandemic long-term level.

The recovery remained uneven across the advanced
economies and EMs due to differences in vaccination rates
and the scale of fiscal and monetary stimuli.

The economy of the United States continues to recover
steadily: slower growth in new orders in the industrial sector
is offset by record-high orders in the service sector (despite
the spread of the Omicron variant), and cost-push inflation
has decelerated thanks to some moderation of supply chain
pressures. However, consumer inflation remains high. The
Fed estimates that the country’s economy has approached
maximum employment, with growth in household income
being driven by both higher wages and social benefits
provided by the government. Real GDP is expected to grow
in 2022 in the United States thanks to supply restrictions
being eliminated in the majority of sectors. On the other hand,
demand pressures will ease as the effects of the
expansionary fiscal policy conducted during the pandemic
vanish. Against a backdrop of monetary policy tightening, this
will lead to a significant slowdown in real GDP growth in
2023-2024. However, real GDP will be considerably above
its potential level across the entire forecast horizon.
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Figure 1.4. ETS carbon emissions prices (euros/MT) and
Netherlands TTF natural gas prices (USD/kcm)
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Figure 1.5. Gross final energy consumption
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In the euro area, economic growth slowed in Q4, mainly due
to weaker business activity in the service sector caused by
the worsening of the pandemic. In contrast, industrial output
continued to grow. The euro area’s economy is expected to
recover further, underpinned by still loose fiscal and monetary
policies amid high domestic demand, which will be supported
by an improvement in labor market conditions. It is projected
to exceed pre-pandemic levels already in Q1 2022.

High raw material prices, robust demand from advanced
economies, and relatively low global interest rates supported
growth in EM economies, despite new waves of infection.
Economic activity in EMs that are Ukraine’s main trading
partners is expected to accelerate as the epidemic situation
stabilizes. China’s economy will grow at a steady pace,
despite the slowdown seen at the end of 2021 due to a
downturn in the real estate sector and strict quarantine
measures. The steady growth will be bolstered by cuts in
taxes and duties for businesses, targeted state support for the
service sector, and monetary policy easing. The countries of
Central and Eastern Europe (CEE) will recover on the back
of an improvement in global trade, and the strengthening of
the labor market amid looser quarantine restrictions.

Global inflation will slow due to an increase in supply,
but price levels will be higher than before the pandemic,
as more efforts are made to fight emissions

Source: World bioenergy association.

Figure 1.6*. World crude oil prices (USD/bbl) and Netherlands TTF
natural gas prices (USD/kcm)
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Source: Refinitiv Datastream, NBU staff estimates.

* Dotted line in charts refers to the previous forecast unless otherwise
stated.
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In post-crisis periods, the world often faces increased
demand and high energy prices. The year 2021 was no
exception. However, it was marked by an energy crisis, with
one of the reasons being that green policies were actively
promoted amid the limited supply of more environmentally-
safe sources of energy. According to the UN, global
emissions have to decline by 7.6% annually in order to fight
climate change, whereas they decreased by only 5.8% even
in the crisis year of 2020. Currently, the most effective
mechanism is carbon pricing using different methods
(through taxes or emissions trading). Experts estimate the
carbon price must rise and remain above USD 75 in order to
attain the targets for reducing emissions.

In the EU’s Emissions Trading System, prices quickly
approached this level in late 2021, as demand for coal and
crude oil increased on the back of limited supplies of natural
gas. However, coal and oil account for more than a half of
global carbon emissions. Coking coal, which is mainly used
in steel production, alone causes 8% of global emissions.
This is prompting producers to use more environmentally safe
types of energy, natural gas in particular, and is spurring
demand for bioethanol.

International organizations forecast a steady upward trend in
carbon prices. This will incentivize enterprises to change their
technological processes in order to minimize emissions. The
implementation of these plans will be accompanied by large
expenses on investment, which will partially pass through to
prices of final products. As a result, in the long run global
prices for the majority of goods will exceed pre-pandemic
levels, despite the increase in supply.

Europe saw a sharp rise in global prices for crude oil and
natural gas in Q4 2021. Despite an increase in production by
OPEC+ members, oil prices went up due to high demand.
Only a partial release of strategic reserves by the United
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Figure 1.7. External Commodity Price Index (ECPI), Dec 2004 = 1
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** The ECPI is calculated using a basket of 14 world price indicators,
weighted by the share of corresponding Ukrainian exports in total exports
of Ukraine. The total weight of these goods in Ukrainian exports is over
70%.

Source: World Bank, NBU staff estimates.

Figure 1.8. World price of ferrous metals and iron ore*, USD/MT,
quarterly average
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Figure 1.9. UAWCPI and consumer inflation of selected Ukraine’s
MTP countries (eop), % yoy
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States, China, Japan, and South Korea and the spread of the
Omicron variant of the coronavirus restrained price growth at
the end of the year. Oil prices are expected to hover around
USD 75-85 per barrel over the forecast horizon. The market
will be relatively balanced as the growth in demand for oil
slows due to environmental requirements and supply
continues to increase.

In Europe, natural gas prices reached an all-time high due to
high demand and limited supply. The lack of supply was
driven by low inventories, Russia’s refusal to exceed
contractual supply volumes, and strong competition from
Asia. Only a sharp rise in LNG imports, especially from the
United States, caused some price correction at the end of the
year. Natural gas prices are expected to remain flat in
Q1 2022. Going forward, gas prices will decline gradually as
the market reaches equilibrium. However, prices will remain
high in 2022 and exceed pre-pandemic levels in the following
years, as natural gas will be in demand as a more
environmentally safe type of fuel and as its inventories need
to be replenished.

As expected, global prices for Ukraine’s main export goods
(expressed as the External Commodity Price Index, ECPI)
mainly declined, despite being high. In 2022—-2024, they are
projected to decrease as supply increases.

Steel prices went down in Q4 2021 due to weak demand from
China and the wait-and-see approach taken by other buyers,
in particular by countries in the Middle East. Further on,
demand for steel will stabilize as Chinese metal production
recovers after restrictive measures are lifted and demand
rises in India and Indonesia. However, the accelerated
recovery in global supply will make prices decline further. A
decrease in iron ore prices driven by production growth amid
large inventories will be another factor.

Prices for wheat and corn grew in late 2021, propped up by
strong demand, downgraded yield estimates in various
countries, and increased production costs amid higher
natural gas prices. These factors also led to higher level of
prices over the forecast horizon. At the same time, grain
prices will decline gradually thanks to a gradual decrease in
natural gas prices and, as a result, in the prices of fertilizers,
and growth in global production.

Inflation will slow down, but will remain above its target
levels in 2022. Financial conditions will become less
favorable for EMs, prompting their central banks to
continue monetary policy tightening

* Change in the quarterly average compared to the same quarter one year
ago.
Source: national statistical agencies, NBU staff estimates.
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At the end of 2021, price pressures in advanced economies
were the highest for several decades. This was mainly driven
by high energy prices, increased prices of raw materials and
inputs amid strong demand and supply shortages, and
greater transportation expenses (in particular, due to a
shortage of shipping containers). This encouraged leading
central banks to reconsider the nature of the high inflation and
start monetary policy normalization earlier. The Fed started
to taper its QE in November, while in December the Bank of
England was the first among leading central banks to raise its
key rate.

Presently, the Fed’s more aggressive policy has the strongest
influence on the financial markets. The Fed is expected to
complete its QE tapering by the end of Q1 2022 and is likely


https://www.federalreserve.gov/newsevents/testimony/powell20211130a.htm
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Figure 1.10. Nonresident net portfolio flows to EM, USD bn
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Figure 1.11. Key policy rates in selected EM countries, %
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Figure 1.12. Balance of CBs' sentiment according to press releases
on monetary policy decisions*, % of CBs
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to hike interest rates as early as March. Amid slower growth
in consumer spending, projected by the Fed, such a policy
will bring inflation down considerably. Easing of supply chain
disruptions and lower energy prices will reinforce this
tendency. Short after starting to raise the rates, the Fed is
expected to begin trimming its balance sheet, which will lead
to an increase in long-term yields and may prevent the yield
curve from flattening or inverting (unlike in the previous hiking
cycle).

On the other hand, the ECB’s policy will remain
accommodative owing to weaker economic growth. Despite
the Pandemic Emergency Purchase Programme (PEPP)
ending at the end of March 2022, volumes of asset purchases
under the regular Asset Purchase Programme (APP) have
increased. The interest rate is not expected to change in the
coming years. Inflation will remain high in the short run, but
will soften in 2022 owing to lower energy prices and easing of
supply chain disruptions.

A faster monetary policy normalization by the Fed has pushed
up short-term interest rates and supported the U.S. dollar
against other leading currencies. However, long-term rates
on advanced economies’ sovereign bonds remained
relatively unchanged due to high demand for safe assets in
view of persisting risks to growth induced by the spread of the
Omicron variant of the coronavirus. The latter factor could for
some time keep potential GDP growth in the United States at
below current expectations, thus leading to a lower long-term
neutral level of federal funds rates.

Inflation in EMs grew mainly due to the higher share of food
and energy, as well as less anchored inflation expectations.
In some countries, the political choice of stimulating the
economy by using monetary instruments played an important
role.

Investor sentiment toward EM assets was dampened by
rising global inflation, the accelerated tightening of the Fed’s
monetary policy, and the slow recovery of EM economies. As
aresult, EMs’ national currencies weakened against the U.S.
dollar. Amid high inflation and stronger competition on global
financial markets, EM central banks continued to actively
raise their key interest rates. Going forward, their monetary
policies are expected to tighten further. Exceptions are China
(due to the need to stimulate the economy amid relatively low
inflationary pressures) and Turkey (due to a political pressure
on the central bank to lower interest rates).
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2.1. Inflationary Developments

= As expected, inflation peaked in the fall and returned to trending downward. However, it declined more slowly than forecast
due to the materialization of a number of pro-inflationary risks, in particular higher energy and food prices, and a weakening

of the hryvnia at the end of the year.

= Achieving the inflation target in 2022 will be impeded by the pass-through of second-round effects from high global prices
for energy and food to the prices of many goods and services, businesses’ higher labor costs, and a correction of

administered prices.

= Inflation will reach the target range of 5% * 1 pp in mid-2023 and meet its target at the end of that year, thanks to lower
global inflation and the effect of the NBU’s monetary policy tightening.

Figure 2.1.1. Underlying inflation trends*, % yoy
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Consumer inflation declined as expected at the end of
2021, but remained higher than forecast, while the
underlying inflationary pressure even increased

* Read more in the January 2017 Inflation Report (pages 20-21).
Source: NBU staff estimates.

Figure 2.1.2. CPI, %
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Figure 2.1.3. Factors that have the highest impact on business
production prices, %
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Having peaked in September 2021 (11% yoy), consumer
inflation as expected declined, reaching 10% yoy in
December.

This was driven by the following:

- weaker external pressures on prices of some food products
(in particular sunflower oil) coupled with Ukraine’s record
harvests

- pass-through effects from the hryvnia strengthening
throughout most of the year

- administrative decisions to implement annual fixed-price
contracts for households, keeping other utility rates
unchanged during the heating season, and regulation of the
maximum trade markup on petrol

- waning low base effects on prices of some goods and
services

- monetary policy tightening.

At the same time, inflation declined more slowly than
envisaged in the previous forecast (October 2021 Inflation
Report). The deviation is explained mainly by stronger pro-
inflationary pressures from second-round effects of higher
costs. In the Business Outlook Survey for Q4 2021, 68.5% of
respondent companies reported that energy costs were
impacting selling prices, which was 10 pp higher than in Q3.
A sizable increase was seen in the proportion of companies
that considered the costs for raw materials and labor as the
most important price drivers in H2 2022. Robust consumer
demand also continued to play a role.

The majority of respondents had worse inflation expectations
for the next 12 months. This was caused by high actual
inflation and likely by the unfavorable information
environment due to extremely high natural gas prices. An
improvement seen in households’ expectations at the end of
2021 could be a reaction to decreases in the prices of some
goods that are viewed as nominal anchors by respondents
(some food products and fuel) compared to previous months,
and unchanged utility rates.® The brighter expectations of
financial analysts at the start of 2022 could be attributed to
statistical effects.* The NBU’s monetary policy tightening

3 According to the study (D’Acunto et al. 2019, 2021), households’ expectations depend mostly on changes in prices of staple goods.
4 For example, the non-response bias. This especially concerns small samples, when the lack of a number of responses can have a significant influence

on the maximum and average values of indicators.
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Figure 2.1.4. 12-month-ahead inflation expectations*, %
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restrained a further deterioration of inflation expectations and
curbed inflationary pressures.

Inflation will slow in 2022 but will return to the 5% target
only in 2023

* The dotted line indicates switching to the survey method of telephone
interviews due to quarantine restrictions.
Source: NBU, GfK Ukraine, Info Sapiens.

Figure 2.1.5. Contributions to annual CPI growth by main
components, pp
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Figure 2.1.6. Administered price inflation, %
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In 2022, inflation is expected to slow to 7.7%, and its
dynamics will be rather volatile, taking into account base
effects. High energy prices will be the main obstacle to
meeting the target. This will put pressure on production costs
but will also require a gradual correction of utility tariffs. Food
price inflation will remain high for longer, especially for
energy-consuming products (sunflower oil, sugar, bread, and
greenhouse vegetables). The service sector will also pass
higher energy costs onto prices. Second-round effects from
businesses’ higher raw material expenses and labor costs will
persist. Price pressures from Ukraine’s MTPs, where inflation
rates are only approaching their peaks, will remain strong. In
addition, robust domestic consumer demand will restrain
disinflation.

A deterioration in the information environment amid
geopolitical tensions of late 2021—early 2022 is an important
factor that prevents inflation from declining more rapidly. This
impacted the sentiment of various groups of economic agents
and put depreciation pressure on the hryvnia, thus causing
additional price pressures to build up in the following months
via the exchange rate channel and the expectations channel.

Monetary policy tightening by the NBU, a correction of global
commodity prices, and the influence of last year’s bumper
crops will foster gradual disinflation. It will be additionally
driven by the easing of the global inflation surge and the
waning effects of the pandemic, reflected, among other
things, in a larger correction of prices for raw materials, food,
and logistical services. Taking into account strong pro-
inflationary factors and the need to continue supporting the
post-pandemic economic recovery, inflation is projected to
return to the target range of 5% + 1 pp in mid-2023, provided
that monetary conditions are in line with the baseline
scenario.

Administered inflation has been growing more slowly
than forecast, but it will make the largest contribution to
CPI growth further on. In the meantime, fuel prices will
have a disinflationary effect

Source: SSSU, NBU staff estimates.

Despite the increase in prices of alcoholic drinks, landline
phone rates, and commissions for railway tickets,
administered inflation decreased in Q4, from 17.1% yoy in
September to 13.6% yoy in December. This was driven
mainly by annual natural gas contracts with a fixed price for
households, which were introduced in May.5. Moreover,
heating and hot water tariffs were frozen in the fall, and
electricity tariffs were even reduced for some consumers.® As
a result, the rapid growth in natural gas prices on European
markets had little direct effect on consumer inflation in
Ukraine. On the other hand, the growth rates of utility tariffs
decreased sharply due to the waning of the low base effect.

5 Many other countries also took similar measures in order to protect household consumers. In particular, in the EU, France locked in natural gas prices
for 2022, and the Spanish government allocated EUR 2.6 billion for supporting gas consumers.

6 Effective 1 October 2021, the price of electricity for households consuming less than 250 kwh per month (around 80% of households according to
the Ministry of Energy) decreased from UAH 1.68 per kWh to UAH 1.44 kWh. At the same time, the price remained unchanged for other consumers at

UAH 1.68 per kWh.
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Figure 2.1.10. Core CPI components at the end of period, % yoy
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Figure 2.1.11. Core inflation, %
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Source: SSSU, NBU staff estimates.

Figure 2.1.12. Food prices for consumers, in food industry and
agricultural production, % yoy
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In particular, the growth in gas prices slowed from
175.3% yoy in June to 15.5% yoy in December. The prices of
tobacco products also grew more slowly, likely a result of
either an increase in illegal market trading or growth in the
market of electronic cigarettes.

Frozen utility tariffs amid a surge in global natural gas prices
created a large gap between prices for households and
businesses. This may lead to a correction of household tariffs
to market levels in the future. At the same time, considering
the expected downward correction of European gas prices in
2022 and the social significance of utility services, the
majority of tariffs will most likely move toward import parity
gradually, over a period of several years.

Further rises in tobacco product prices due to the scheduled
annual excise tax increase will primarily determine the rapid
growth in the administrative component. Overall, the
administrative component of inflation will remain the largest
among CPI components over the entire forecast horizon.

Fuel prices rose throughout most of 2021, driven by higher
global crude oil prices. However, their growth was restrained
by some factors, namely a maximum trade markup having
been set for some types of fuel from May, a correction of
global prices at the end of the year, and the hryvnia
strengthening throughout most of the year.

Going forward, fuel prices will rise much more slowly thanks
to a stabilization of global crude oil prices and lower volatility
of the hryvnia exchange rate. In turn, this will dampen growth
in the cost of other consumer inflation components, in
particular transportation services.

Underlying inflationary pressures have increased.
Curbing global inflation and the NBU’s tight monetary
policy will help reduce them over the forecast horizon

Source: SSSU, NBU staff estimates.

Inflation Report | January 2022

Core inflation accelerated in 2021 (to 7.9% yoy in December),
driven by rapid growth in the prices of processed foods
(13.0% yoy in December) and services (10.4% yoy). In
particular, global prices of food products, especially sunflower
oil, made a significant impact. A record harvest of sunflower
seeds in Ukraine and a stabilization in global prices slowed
the growth in the prices of sunflower oil and oil-containing
products for Ukrainian consumers at the end of the year.

The growth inraw food prices decelerated late last year.
Good harvests of apples, potatoes, and sugar beet slowed
the rise in prices for vegetables, fruits, and sugar. Prices of
cucumbers and tomatoes also decreased on the back of
larger imports from Turkey. This supported slower growth in
prices for processed foods. In particular, the prices of
confectionery and canned food declined more slowly.

However, higher production costs, driven by the increase in
energy prices among other things, and persisting stagnation
in animal farming spurred price growth for flour products
(bread, pasta, cookies, cakes), milk, dairy products, meat,
and meat products. As a result, although food inflation
passed its peak in September (13.6% yoy), its decline was
slow (12.7% yoy in December).

Despite the record harvest of 2021, food price inflation will

13



National Bank of Ukraine

Part 2. Economy of Ukraine

Figure 2.1.7. Natural gas prices, 04.2019 = 100
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Figure 2.1.8. Fuel Price Inflation, %
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Figure 2.1.9. Raw food inflation, %
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remain high in the next few quarters due to pressure from
energy prices. At the same time, a correction of global prices
for food and energy and stronger harvests of fruits and berries
will make food price inflation decelerate gradually in 2022.
Given there are no significant supply shocks, food price
inflation (for both raw and processed foods) will then stabilize
within the range of 3%-4% per year, supported primarily by
higher household incomes.

Services prices grew throughout the year, driven by both
robust consumer demand and higher costs. The latter factor
started to dominate in Q4. Consequently, the growth in
services prices was uneven: prices for some services rose
slowly (services of health insurers and resort hotels),
whereas growth in other services prices accelerated sharply
from the middle of the year (home repairs and maintenance
services, services of movie theaters, gyms, hair and beauty
salons, and diagnostic centers).

Growth in prices of nonfood goods accelerated in December,
to 0.5% yoy, up from 0.2% yoy in September. On the one
hand, the prices of home appliances, personal care products,
home goods, and household supplies went up, which can be
explained by sustained demand, higher production costs, and
global supply chain disruptions. On the other hand, the
strengthening of the hryvnia throughout most of the year”
restrained price growth for nonfood products. In particular,
the prices of clothing and footwear continued to decline.

The underlying inflationary pressure will be high in the short
run — core inflation will remain at around 8% because of
second-round effects of the pass-through from production
costs. Further on, the pressure will ease, impacted by tighter
monetary policy and lower global inflation. This will primarily
influence prices of goods and services that have a substantial
import content. As a result, core inflation will decline to 6% in
2022 and to around 4% in the next two years.

The GDP deflator remained high, which reflected
persisting overall inflationary pressures in the economy

Source: SSSU, NBU staff estimates.

Producer price inflation rose in 2021, reaching 62.2% yoy in
December. Such dynamics were driven by a significant
increase in global prices for Ukraine’s main exports (metals,
fertilizers, iron ore, and vegetable oil) and higher energy
prices. The latter factor became the main one in Q4. Natural
gas prices for industrial producers grew rapidly on the back
of record-high prices in Europe. This pushed up producers’
costs in the sectors in which production heavily depends on
gas consumption (the chemicals industry and the production
of rubber and plastic). Higher energy prices coupled with coal
shortages and the transition from a commodity to a financial
model of special obligations toward households® led to an
increase in the price of electricity, which affected all sectors.
Labor costs also put pressure on prices. Moreover, prices of
construction materials also grew, and transportation prices
went up on the back of higher fuel prices. High global prices

7 The average hryvnia exchange rate against the U.S. dollar was almost 6% stronger in Q4 2021 compared to 2020.

8 From October 2021, Energoatom NNEGC and Ukrhidroenergo PrJSC were allowed to sell all generated electricity at market prices, including to
providers of the universal service of electricity supply for households. Previously, these companies had been selling electricity at a fixed reduced price.
The difference between the reduced price and the cost of electricity was covered by income from Energoatom NNEGC and Ukrhidroenergo PrJSC.
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Figure 2.1.13. Contributions to the annual change in PPI, pp.
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Figure 2.1.14. Other inflation measures, quarterly averages, % yoy
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of grains and oilseeds and larger transportation costs spurred
price growth in agriculture.

The NBU estimates the GDP deflator reached 24.5% yoy in
Q4. Going forward, the deflator will decline thanks to
downward trends in global prices for commodities and
energy. This will push producer price inflation down, while
also dampening consumer inflation through second-round
effects. Monetary policy tightening by the leading central
banks will have an additional impact, easing pressures from
the import component.
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Box 1. Assessment of Inflation Target Achievement

In 2021, consumer inflation was 10.0%. The target of 5% + 1 pp was exceeded by significantly more than expected a year
ago. The inflation trends observed in Ukraine were largely a reflection of global processes. Consumer inflation rose across the
globe, while in advanced economies it was the highest in several decades. This was a result of demand recovering rapidly on
the back of large-scale fiscal and monetary stimuli and a reorientation toward some groups of goods. On the other hand,
growth in supply failed to keep up with demand due to disruption to production and supply chains. This caused a sharp increase
in the prices of energy, commodities, and some production components. These factors were exacerbated by growing labor
market mismatches caused by the pandemic. This was reflected in workers’ reluctance to rejoin the active labor force, and —
in some countries — in high rates of voluntary resignations due to changes in the life priorities of workers. At the same time,
demand for some specialists grew considerably, for example for IT and healthcare specialists. Manual labor workers were
also in demand. Consequently, foreign demand spurred labor migration and pushed labor costs to increase further. On the
one hand, these processes translated into significant import of inflation. On the other, they helped strengthen the hryvnia
thanks to there being large amount of exported commodities and remittances from labor migrants, which restrained price
growth. Internal pro-inflationary factors also played a role: in contrast to previous crises, consumer demand recovered rapidly.

The NBU accelerated its monetary policy tightening in response to the materialization of a number of pro-inflationary risks and
the transformation of transitory drivers of inflation (both domestic and global inflation) into more persistent and systemic factors.
In particular, the central bank raised the key policy rate considerably at the start of Q2 2021 and phased out monetary stimuli
introduced in 2020 in response to the pandemic. The NBU will continue to tighten its monetary policy in 2022. However, taking
into account the magnitude of pro-inflationary factors and the lagged effect of the transmission mechanism, inflation will return
to the target later, in H2 2023.

According to the macroeconomic forecast the NBU made in
January 2021, inflation was to have been outside the target
range for the entire year. In particular, inflation was expected
to accelerate considerably in H1, including due to a number
of transitory factors such as the impact of weaker harvests of
2020 in Ukraine and globally and the low base of the
pandemic year. Inflation should have started to decline from
Q3 due to the waning of these effects and thanks to the
monetary policy tightening.

Figure 1. Inflation trajectory according to the NBU's January 2021
forecast and actual dynamics of consumer inflation, % yoy
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Source: SSSU, NBU staff estimates.

The majority of inflation factors turned out to be stronger than
expected. The rapid recovery of economic activity across the
globe was accompanied by disruptions to production and
supply chains, and an abrupt shift of demand toward some
groups of goods (e.g., natural gas as more environmentally-
friendly fuel compared to oil) led to shortages on some
markets. The correction of global food prices due to the arrival
of new harvests was weaker than expected because of
smaller harvests in some countries, increased demand,
including from animal farming and biofuel producers, and
higher natural gas prices.

Inflation Report | January 2022

The impact of some internal factors was also stronger.
Wages grew more rapidly in Ukraine, fueling consumer
demand and increasing production costs. Decisions on
administered prices had a mixed impact. On the one hand,
excise taxes and some utility tariffs increased at the start of
the year. On the other, a number of administrative decisions
restrained inflation in H2.

Therefore, the following factors determined price dynamics in

Ukraine:

= A sharp rise in energy prices driven by the rapid
recovery of the global economy and the worldwide
tightening of environmental requirements. The price of
Brent crude oil almost doubled, and European prices for
natural gas increased more than six-fold, reaching an all-
time high. This also affected domestic prices. Electricity
tariffs rose at the start of the year, and natural gas prices
increased in May. Further growth in tariffs was curbed by
administrative decisions, but a sharp increase in energy
prices directly impacted the cost of goods and services.
Inflation continued to deviate from the target due to
second-round effects.

= Food supply factors. The FAO Food Price Index
reached a 10-year high in 2021. This was mainly
attributed to poor harvests of agricultural crops in the
previous year and high global demand for food products.
First of all, sunflower oil prices grew sharply, which was
reflected in domestic prices and the prices of oil-
containing products.
A rise in global grain and oilseed prices pushed up prices
of animal feed. Coupled with long-lasting problems in
domestic animal farming, this led to an increase in the
prices of dairy and meat products. Moreover, in 2021,
harvests of vegetables and potatoes turned out to be
smaller than the NBU had expected. In some countries,
harvests of grains and oilseeds were also weaker than
expected in 2021. Together with higher natural gas prices
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(which influence the production costs of corn and oil) and
strong demand, including from biofuel producers, this
restrained the correction of global prices.

Table 1. Deviations from selected assumptions made in the NBU
forecast (January 2021)

. Forecast Actual
el (Estimation)
Brent oil price, USD/bbl. 51.4 70.5
Price of imported natural gas, USD/kcm 193 447
(annual average)

CPl in the euro area, % yoy 0.6 4.8

Grain harvest, million tonnes 72 84.6*
Sunflower oil export prices, USD/t 756 1,265
Weighted average grain export prices, USD/t 183 249

Weighted average metal export prices, USD/t 441 643

Real wages, % yoy 8.3 9.8

Hryvnia NEER,% yoy ("+" strengthening,"-" -7.6 -1.9

devaluation)

Changes in natural gas tariffs for 2 154

households,% yoy

Source: NBU staff estimates (* Real-time data from the Ministry of
Agriculture).

Figure 2. Decomposition of inflation deviations from the target in
December 2021, pp

-10 -5 0 5 10 15
m High prices of export commaodities
m\Wages and consumer demand
B Administrative decisions
Imported inflation
H Food supply
Energy

Source: SSSU, NBU staff estimates.

= Higher global consumer inflation. A rapid recovery in
demand on the back of large-scale stimuli implemented
by leading countries’ central banks and governments,
higher energy prices, and disruptions of supply chains
caused an increase in global inflation. In particular,
inflation in the United States in December 2021 reached
a 40-year high, while inflation in the euro area was the
highest since the introduction of the common currency.
High consumer inflation in Ukraine’s main trading partners
also impacted prices of consumer goods in Ukraine, in
particular due to a rise in prices of imported goods,
especially nonfood goods.

= Rapid growth in wages and consumer demand.
Wages grew more rapidly in 2021, reflecting not only the

decision to raise the minimum wage and revise the wage
scale in the public sector, but also the pressure from
foreign demand for labor and labor market mismatches in
the private sector (read more in the section “Labor Market
and Household Income”). First, this increased the cost of
goods and services due to higher labor costs. Second,
this boosted consumer demand, which was also
supported by the NBU’'s monetary stimuli, which were
implemented in 2020 to help the economy emerge from
the crisis. Both wages and consumer demand grew faster
than expected.

= |n contrast, administrative decisions mainly curbed
inflation. The introduction of annual natural gas contracts
with a fixed price for households, locked-in heating tariffs,
the slower pace of bringing electricity tariffs® to market
levels, and the implementation of trade markup regulation
for fuel limited the direct impact on price growth and
caused a large negative contribution to the deviation of
inflation from the target. However, some decisions had a
pro-inflationary effect. Due to the rise in excise taxes on
tobacco products and passenger transportation fares,
inflation in these groups was two-digit.

= A favorable price environment for Ukrainian exports
of goods and services restrained the rise in inflation.
Prices of mining and metals products being high
throughout most of the year, an increase in IT services
exportsi®, and remittances from labor migrants
contributed to the growth in FX revenues. FX inflows
supported the hryvnia’s appreciation, which, in turn,
reined in inflation among imported goods, primarily
nonfood goods.

The NBU took these factors into account when making
decisions during the year and updating its macroeconomic
forecasts. Considering the buildup of inflationary pressures,
the NBU tightened its monetary policy by raising the key
policy rate and ending anti-crisis monetary measures. The
gap between the actual key policy rate and the trajectory
envisaged in the January 2021 forecast widened gradually.
By Q2, the actual key policy rate was already 0.4 pp above
the forecast on average, and the gap reached 2 pp at the end
of the year. The NBU will continue to tighten its monetary
policy in 2022. However, taking into account the magnitude
of pro-inflationary factors and the lagged effect of the
transmission mechanism, inflation will return to the target only
in the middle of 2023, whereas this was supposed to happen
in H2 2022 according to the January 2021 forecast.

9 In January 2021, the electricity tariff was raised for households by 36.6%. It was expected that it would continue to be increased in the summer in
order to bring it closer to the market level. Instead, the tariff was reduced for most households in October, as the financial model of special obligations

was put in place.

10 Preliminary estimates show that exports of IT services were worth USD 7.1 billion in 2021, up by 37.2% compared to 2020.
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2.2. Demand and Output

= |n 2021, according to NBU estimates, the economy grew by 3% due to sustained consumer demand, increased investment,

and record crop yields.

= Economic recovery has been hampered by a number of factors, including pressures from high energy and raw materials
prices, and their shortages, the impact of a low 2020 harvest, slower-than-expected recovery in the services sector, limited
production capacity, including due to repairs, and faster fiscal consolidation.

= |n 2022, high energy prices and geopolitical tensions, together with the consequences of the global shortage of certain
production components, will limit economic recovery (+3.4%). Going forward, real GDP will grow by about 4% per year
against the backdrop of global economic growth and still favorable terms of trade.

Figure 2.2.1. Real GDP, yoy changes, %
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In 2021, the economy recovered at a slower pace than
expected, despite record harvests. The reasons for the
weaker growth included underinvestment during
previous periods, and high prices and shortages of raw
materials and energy resources, the consequences of
which will be felt throughout 2022-2023

Source: SSSU, NBU staff estimates.
Figure 2.2.2. Contributions to annual GDP growth by final use, pp
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Figure 2.2.3. GVAs by sector, % yoy
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Source: SSSU, NBU staff estimates.

Real GDP growth in 2021 was restrained (3.0%), even with
the low base effect from last year, by NBU estimates. As a
result, the economy has yet to recover to pre-pandemic
levels.

In Q4, agriculture was the main driver of economic activity
growth. A significant pick-up in the harvesting of late crops
resulted in record harvests of sunflower and corn. High
growth rates in agriculture also affected related sectors, such
as food production, freight transportation, and wholesale
trade (for details, see the box Effects of Record Crop Yields
on Ukraine’s Economy in the October 2021 Inflation Report).
Thanks to higher-than-expected yields, the estimate for real
GDP growth in Q4 was upgraded to 5% yoy (up from 4.3%
yoy in the previous forecast). A number of factors that
hindered the recovery in other sectors of the economy also
prevented a more significant improvement in the GDP
estimate in Q4. Some of these factors also made the recovery
weaker than had been expected in the previous quarter (GDP
was up only 2.7% yoy).*! As a result, the projection for real
GDP growth for the year did not change compared to the
previous forecast.

Industry recovered slowly during the year, despite benign
external conditions. This was largely due to the difficult
situation in the energy sector, with prices for natural gas
surging amid extremely low reserves of power-generating
coal. The shortage of coking coal limited production in the
coke industry and metallurgy. Record prices for natural gas
affected production not only in the sectors that use it as a raw
material (the chemicals industry)?, but also in energy-
intensive industries such as metallurgy, the manufacturing of
construction materials (glass, tiles, refractory products) and
even products in agriculture and the food industry
(greenhouse vegetables, sugar, oil, and bread)*3.

The significant degree of depreciation of fixed assets due to
underinvestment in previous years (as evidenced by

11 One of the key reasons for the slower GDP growth in Q3 was the lower pace of late crop harvesting, which was completely offset in Q4.

12 In September 2021, for instance, the manufacture of urea at OPP PJSC came to a halt as natural gas supplies dropped because of higher prices.
The plant was expected to resume urea production on 1 November 2021, but it did not. OPP PJSC is currently pursuing other activities, including
ammonia transshipment through an ammonia pipeline, and oxygen production.

13 Expert estimates available in the public domain show that energy makes up as much as 30% of the cost of sugar production, 10%—15% or up to
20%, according to the latest data, of the cost of bread, up to 50% of the cost of sunflower oil, and up to 60% of that of greenhouse vegetables in winter.
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Figure 2.2.4. Crops, harvested areas and yields in 2021, % yoy
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Source: SSSU, Ministry of Agriculture, NBU staff estimates.
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significantly lower growth rates of investment in Ukraine
compared to the regional average), higher costs of production
inputs, including raw materials and energy, and the global
push to tighten measures to combat emissions made it
necessary to conduct repairs at many industrial plants*4. This
reduced effective capacities and the potential for scaling up
production. This was amplified by the weakening of external
demand for metals-and-mining products in H2. Forced
stoppages due to accidents and the elimination of their
consequences took place in oil refining.

The consequences of underinvestment and the depreciation
of tangible assets were seen in other activities, including
transport. The shortage of rolling stock, especially noticeable
during the harvest and the selling of harvested crops, the
worsening of railway car turnover in H2, and the increase in
transportation costs also affected the pace of economic
recovery. Another negative contribution to the growth in the
GVA of transport came from a further reduction in natural gas
transit.

The service sectors also recovered more moderately. They
were similarly constrained by rising production costs and
further quarantine restrictions. Despite the easing of
restrictions for vaccinated persons and those testing negative
for COVID-19, and the adaptation of businesses and
households to working under quarantine (as seen from
virtually unchanged growth rates of retail trade during Q4),
the quarantine of "red zoned" areas continued longer than the
NBU’s previous forecast assumed. Quarantine restrictions
were also tightened in other countries. This led, in particular,
to a slowdown in the growth of passenger transportation.

Apart from their direct impact, the quarantine restrictions also
had less immediate effects on certain sectors due to
difficulties in attracting labor and the growth in labor costs.®

The faster budgetary consolidation (for details, see the
section "Fiscal Policy” on page 27) was another factor that
restrained growth in H2 2021. In particular, this affected the
GVA of a number of budget sectors — primarily public
administration and the defense and education sectors. GVA
growth in healthcare also decelerated.

The forecast for real GDP growth in 2022 was revised down
to 3.4% from 3.8%. The economy will be driven by consumer
demand and by the still fairly favorable terms of trade.
Meanwhile, the tense geopolitical situation will remain a
significant factor adversely affecting investment decisions. In
addition, although the pandemic is gradually retreating, the
fallout from the coronavirus crisis will remain rather
significant. Relatively high energy prices and the scarcity of
certain raw materials, especially in H1, will also limit the
growth potential.

Part of the impact of these restraining factors will be
manifested in 2023. While the baseline forecast assumes a
gradual decline in the risk premium from Q2, the

14 In Q3 2021, the reconstruction of one of Europe’s largest blast furnaces, No. 9 at ArcelorMittal, was launched in order to reduce total emissions,

ramp up output, and reduce the cost of pig iron production. The reconstruction will last until the end of 2023. Repairs were also carried out at the Dnipro

Metallurgical Plant and Interpipe Steel.

15 Quarterly business surveys highlighted an increased share of respondents in 2021 who cited a “lack of qualified staff” and rising labor costs as factors
limiting the ability of their businesses to ramp up production (see the section “Labor market and household income”).
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Figure 2.2.6. Indicators of investment activity in Ukraine and the
region,% yoy
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Figure 2.2.7. Final consumption expenditure, % yoy
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consequences of current geopolitical tension will persist in
2023 due to its adverse effect on investment in 2022.

In 2023-2024, real GDP growth will accelerate to 3.7% and
4%, respectively. This will be driven by the stabilization of
geopolitical conditions during 2022, further growth in the
global economy, and the persistence of rather benign terms
of trade. The rollout of vaccines will also have a positive
impact, contributing to the final elimination of the fallout from
the pandemic and a further recovery of production and supply
chains. This will increase production and revive investment
activity in Ukraine. Private consumption, despite a slight
slowdown, will remain one of the most stable components of
GDP due to continued income growth and lending expansion.

The NBU’s monetary policy, though expected to tighten on
the forecast horizon, will not be an obstacle to economic
growth. First, the flexibility of inflation targeting allows inflation
to deviate from the target for a longer period of time in order
to provide incentives for economic growth. Second, the
NBU’s policy will help ensure macroeconomic stability and
mitigate investor concerns, which will help maintain foreign
capital inflows into Ukraine.
Private consumption will remain stable and drive
economic growth
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Figure 2.2.8. Selected indicators of private consumption
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As expected, economic growth in 2021 was fueled by
domestic demand. Private consumption, underpinned by
rising household incomes (for details, see the section "Labor
Market and Household Income" on page 24), continued to
surge. In particular, high-frequency indicators testified to
sustained consumer demand. The pace of growth in retail
trade and imports of consumer goods therefore remained
high, despite the slowdown in H2 due to the fading of low
base effects and the tightening of quarantine restrictions at
the end of the year. Car sales in 2021 reached record highs,
and picked up at the end of the year. The number of airline
flights grew at a fast rate. The general government’s increase
in individual consumer expenditures supported consumer
demand (the government funded a part of household
spending on educational, healthcare, housing, and utility
services).

At the end of 2021, the government introduced the "e-
Support" program to accelerate vaccination and bolster the
most quarantined sectors of the economy. The impact of the
program over a 12-month horizon may be 0.1%-0.15% of
GDP, which will primarily be felt in 2022, according to the
NBU?6,

Private consumption will remain the main driver of GDP
growth. Consumer spending will continue to grow actively
(5%—6% a year) in the forecast period, driven by an increase
in real incomes (for details, see the section "Labor Market and
Household Income" on page 24). Further improvements in
consumer sentiment and a pick-up in lending are expected.
The end of the pandemic will also boost consumer demand.

16 The program has been doling out UAH 1,000 credits to fully vaccinated citizens for the purchase of goods and services in areas specified by the
Cabinet of Ministers of Ukraine (CMU). In 2022, the program will also be extended to the purchase of medicines. The program provides for UAH 11
billion in spending (UAH 8 billion from the 2021 budget and UAH 3 billion from the 2022 budget). However, according to CMU data, as of 4 January
2022, vaccinated Ukrainians had been paid almost UAH 6 billion, of which only a little over UAH 700 million was spent, mainly in bookstores and

theaters.
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Figure 2.2.9. Receipts of taxes and fees by type of activity*,% yoy
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Figure 2.2.10. Selected indicators of investment demand
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Investment growth, which resumed in Q2 2021, has
persisted. Specifically, GFCF in Q3 grew by 14.5% yoy, i.e.
at almost the same pace as in the previous quarter’. This
reflected capital repairs to industrial equipment amid the
improving financial standing of businesses, as well as an
increase in the funding of capital expenditures. The same
factors bolstered the investment activity of businesses in Q4
(although the unfavorable information environment against
the backdrop of elevated geopolitical tensions and flagging
external demand slowed investment at the end of the year).
The high rates of growth in investments were evidenced by
an increase in production in a number of sub-sectors of
engineering, and the significant pace of growth in investment
imports  (agricultural machinery, commercial vehicles,
industrial equipment).

Despite the significant rate of investment growth, investment
relative to GDP fell to all-time lows (about 9% in the first three
quarters of 2021), which also restrained economic growth.
However, with the base effect staying low, the pace of
recovery in investment activity will be high in the coming
periods. This will be facilitated by upbeat business
expectations, increased lending, the further development of
road infrastructure, and the liberalization of the land market.
In addition, capacity-building projects (including those in the
metallurgy and mining sectors) are expected to be
implemented through the tightening of environmental
requirements for exports to the EU and in line with domestic
environmental commitments. Investments in the transport
sector will also rise due to the need to upgrade passenger
and freight rolling stock. Investments in natural gas extraction
are expected to revive amid the surge in prices. Thanks to the
rollout of vaccines, a decline of uncertainty in business about
the impact of COVID-19 in Ukraine and around the globe will
also play an important role.

The increase in Ukraine’s risk premium amid the buildup of
military tensions will not only slow the revival of investment
activity in 2022, but also affect potential investments in 2023.
The limited supply of goods and components due to the
worldwide shortage of semiconductors will continue during
the year. GFCF will continue to grow relatively slowly, to as
little as 14% of GDP in 2024. The still-low share of investment
is one of the risks to potential GDP growth in the long run.

Domestic demand will spur imports, while export
dynamics will be heavily influenced by fluctuations in
crop yields

Source: SSSU.

Weakening demand for metals-and-mining products in
foreign markets and the effects of relatively low crop yields in
2020 led to a reduction in exports in real terms in 2021. Last
year's record harvest will be reflected to a greater extent in

171n Q3, increases in capital investments into industry, construction, trade, and the hotel and restaurant business accelerated. Investments in agricultural

and transport companies and in healthcare grew rapidly.
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Figure 2.2.12. Exports and imports, % yoy
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Figure 2.2.13. Output gap, % of potential GDP

2022. Real exports are projected to grow by almost 7% this
year. Going forward, yields of grain and oilseeds are
expected to return to the average levels of previous years, in
part due to higher prices and possible shortages of fertilizers.
This factor, coupled with the gradual decline in export prices,
will largely be behind a fall in exports in 2023. Exports of
ferrous metals will gradually climb, although they will be
limited by tight competition in foreign markets.

The recovery of domestic demand and the appreciation of the
hryvnia REER will fuel a large increase in imports. Even in
2021, the growth was almost 11% in real terms, although the
low base effect will make a strong contribution. Going
forward, imports will grow due to the expansion of consumer
and investment demand, but at a slower pace (4%-7% a
year). Economic recovery will drive the demand for high-tech
consumer and investment products. Energy imports will also
rise due to the need to replenish natural gas and coal
reserves amid falling prices.

Potential GDP growth will accelerate as investment
resumes and people rejoin the labor force
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Source: NBU staff estimates.
Figure 2.2.14. Real and potential GDP, % yoy
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In 2021, potential GDP grew, reaching pre-crisis levels in Q4.
The restructuring of business processes, based on the
advantages of remote work and communications, will further
increase labor productivity. This, as well as the accelerated
renewal of fixed assets by businesses (primarily exporters
aiming to meet higher environmental standards) in order to
sharpen their competitive edge, will further accelerate the
growth in potential GDP in the medium term. Adverse
demographic trends, such as population aging and labor
migration, will remain impediments to growth.

The negative GDP gap narrowed during 2021 and was close
to zero in Q4. However, the structure of this gap by
component of GDP and by type of activity differs significantly.
This heterogeneity increased markedly during the
coronavirus crisis. Specifically, investment activity is much
lower than its potential level due to the uncertainty that
businesses are facing amid long-term quarantine restrictions
and the risk of military aggression escalating. Exports,
despite favorable terms of trade, were also slightly below their
potential due to the relatively low 2020 harvest and limited
capacities in some manufacturing sectors. At the same time,
prolonged monetary and fiscal stimulus, including at the
global level, coupled with increased labor migration, led to
high wage growth and overheating consumption and imports.

By sector, relatively rapid increases were seen in healthcare,
financial and insurance activities, trade, and IT. However,
growth in the sectors most affected by quarantine restrictions
was restrained. These sectors include transportation,
tourism, the hotel and restaurant business, art, sports,
entertainment, and more. That is why state aid programs are
built with the need to assist these sectors in mind.

In 2022, the GDP gap will go back into negative territory and
will not close for a long time, which will support disinflation.
Despite this, the level of activity across economic sectors will
be more evenly distributed. In particular, the tighter monetary
policy over the forecast horizon will help cool off sectors that
have been fueled by overheated consumption and imports. At
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Figure 2.2.15. Real and potential GDP, sa, at 2016 constant prices
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the same time, sectors in which quarantine restrictions were
still impeding growth will increase faster with the lifting of
these restrictions.
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2.3. Labor market and household income

= Labor demand and supply increased in 2021, buoyed by the economic recovery. However, the labor force participation
rate grew slowly due to the long-term consequences of quarantine measures. The same reasons, amplified by the
deepening of occupational and qualification mismatches, resulted in unemployment remaining high.

= Household incomes, including salaries, grew rapidly. This was facilitated by the higher minimum wage, salary supplements
for healthcare workers, higher wages in education, stronger demand for Ukrainian labor both domestically and abroad,
record personal remittances, increased pensions, and significant social benefits during quarantine.

= Accelerating economic growth and increasing external demand for Ukrainian workers will support high wage growth.
Unemployment will decrease to natural levels, but not as quickly as expected.

Figure 2.3.1. ILO unemployment*, employment** and labor force
participation** rate (dotted lines for sa), %

Quarantines and deepening mismatches have created
tight labor market conditions. The return of
unemployment to its natural level (8.5%) will take longer
than anticipated
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Figure 2.3.2. New vacancies and resumes from work.ua,
thousands (dotted lines for sa)
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