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%" % Monetary policy decision: Summary

NATIONAL
BANK OF

UKRAINE % At its meeting on 25 Jan 2018, the NBU Board raised the key policy rate by
150 bp to 16% (after two hikes by 100 bp each at two previous meetings on
monetary policy)

% During the preceding discussion at the MPC meeting, six members of the MPC
supported such hike, and one member argued in favor for raising the key policy
rate by 100 bp

** According the current forecast, while many factors determine high inflation this
year, the tighter monetary policy will help lower the inflation and bring it back
to the target range in the middle of 2019

** The NBU may further raise the key policy rate to return inflation to its medium-
term target in the absence of indications of the lowering inflationary pressure.
Further, the NBU will need to pursue a reasonably tight monetary policy to
bring inflation back to the target level over the forecast horizon

J

** Among the main risks to the baseline scenario are premature termination of
the IMF program amid tough external public debt servicing in the next years
and additional fiscal loosening
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The NBU tightened its monetary policy. Key policy rate change
effectively transmit into market interest rates

NBU Policy Rates and Ukrainian Index of Interbank
Rates (as of 26.01.2018), % pa
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Tighter monetary stance is the response to deterioration in the
inflation outlook

NATIONAL
BANK OF
UKRAINE

15 -

10 -

Key Policy Rate (end of month), %

0 -

01.16 05.16 09.16 01.17 05.17 09.17 01.18

key rate (end of month), %

- = real key rate (deflated by actual Core inflation)

real key rate (deflated by expectations of financial analysts)
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Real interest rate is calculated as a difference between 1-
year bond yield (eop) and the 12-month ahead inflation
forecast from the IMF's WEO

Source: Thomson Reuters Datastream, IMF WEO, NBU
calculations




%:{ :? The main factors contributing to the last decisions
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** Further postponement of the next tranche under the EFF program with the IMF
causing negative effects on expectations and increasing pressure on the hryvnia
exchange rate

** A substantial increase in social standards, particularly pensions and minimum
wages, that will precondition further revival in consumer demand

** Worsening inflation expectations that will hinder the future decline in inflation

** A prospective rise in prices of processed foods considering the hike in prices of
raw products in the previous period

** An oil price hike on international markets with the respective gasoline price
growth in Ukraine that will also affect prices for other goods

+* A spike in the exchange rates of euro and currencies of Central and Eastern
European countries against US dollar on world markets will result in rising
prices of imported European goods

+* High growth of wages fueled by labor migration amid strong recovery of global
economy and domestic demand for labor



Inflation expectations remain elevated

NATIONAL
BANK OF
UKRAINE

Inflation expectations over the next 12
months, %
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Inflation expectations of financial analysts for
the end-2018 and end-2019
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%ﬁ? An increase in core inflation indicates raising underlying
V¥ inflationary pressure, partially fuelled by labor costs and demand
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Core CPI and its components, y-o0-y change, % Average wages and pensions, y-o-y change, %
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UAH depreciated against USD amid favorable external
environment and weak USD globally

Exchange Rates of EM Currencies to US Dollar,
% change, eop, as of 24.01.2018
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Hryvnia NEER and CPI-deflated REER, based on
interbank exchange rate, Indices: Dec-2014=1
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%TZ Despite tighter monetary policy, inflation returns to the target
'U%¥  band later than expected before
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Headline CPI, annual change, %
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BOX. Inflation targeting is about missing targets as much
as about fulfilling them
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- in case of point target for calculation of episodes when the CB missed the target the range of & 1% was used
** _the CB is targeting the core inflation

= |nlow and middle income countries the inflation mainly deviates upwards due to the high
sensitivity to commodity prices fluctuations, structural imbalances, political instability etc.

= CB's communications on the strategy and plans for bringing inflation back anchors the
inflation expectations and fosters the confidence in the IT regime



%" ‘% Macroeconomic forecast: Summary
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UKRAINE ** External environment remains favorable: strong growth of global economy,
almost unchanged terms of trade, benign financial conditions

L 4

* Local environment becomes more challenging even amid quite optimistic
assumptions on IMF and reforms’ progress as elections approach. Fiscal policy
provides strong impulse in 2018 on the back of pensions and wages hike;
however, it is expected to be more neutral in 2019-2020

% Fiscal impulse and favorable external factors boost GDP in 2018 (3.4%), but later
as the effects of the fiscal easing wear off and tight monetary conditions gain full
strength, economic growth slows down (to 2.9% in 2019-2020)

** Growing domestic demand and further growth in real wages impose additional
upward pressure on inflation which even amid tight monetary policy will be
above the target in 2018 (8.9%) with further deceleration to 5.8% in 2019 and 5%
in 2020

** In 2018-2020, CA deficit will remain close to 3% of GDP. Growing trade deficit
(w/o energy goods) amid worse price competitiveness is partly offset by increase

L)

in remittances. In addition, only modest improvement of investment climate
determines very gradual increase in FDI inflows contributing to downward
revision of international reserves projection



Key macroeconomic indicators
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Real GDP, change, %

Nominal GDP, UAH bn

CPI, y-0-y, %

Core CPI, y-0-y, %

Current account balance, USD bn

BOP (overall), USD bn

Gross reserves, USD bn
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Wages growth decelerates but remains solid as fueled by raisi
domestic and foreign demand for labor

Nominal and real wages, annual change, % ILO unemployment, sa, %
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BOX. Intensified labor migration contributed to labor market
tightness in recent years

NATIONAL
e Total population aged 15 - 70 and the share of Number of residence permits issued in the EU to
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services of Poland grew further to 905 thousand

Hungary
Portugal

ey [
Czech Republic =
|

Russian Federation
Other countries

15

Source: SSSU



Fiscal policy provides strong positive impulse in 2018.
Public debt decreases due to lower official borrowings
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Consolidated Budget Balance, % GDP Public Sector Debt factors
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BOX. 2018 state budget has risks in all three major sides
(revenues, expenditures and financing)

Main Indicators of the State Budget, % of GDP Real Growth of Social Expenditures* and GDP, % yoy
10 15
8 10
\/\/\/‘ 4 0
2 5
I I 0 .10
2 s
* Includes social
-4 expenditures of the
-20 consolidated budget and
Pension Fund spending,
6 deflated by CPI
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 -25
(f) 2011 2012 2013 2014 2015 2016 2017 2018 (f)

mm Total balance (RHS)

Revenues
Tax revenues

Source: SSSU; SSTU; Budget Law; PFU; NBU staff estimates.

N Social expenditures == GDP, real

Expenditures

Macroeconomic assumptions underlying the state budget indicators overall are in line with the NBU forecast
A deficit (2.4% of GDP) is in line with the IMF target, but there are differences in the treatment of
confiscated funds 2018

There are risks for:

Revenues (in 2017 tax proceeds were underperformed by 0.5%), reliance on one-off/volatile revenues (confiscated
funds, NBU profits, etc.)

Expenditures (further minimum wage increase, higher Pension Fund and HH subsidy and privileges needs, increase
in military pensions

Financing (risks for privatization proceeds remain high, despite the recent Rada’s approval of privatization law) 17



{i”h : Fiscal impulse and favorable external factors boost GDP in 20
but tight monetary conditions put drag on growth
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Negative output gap closes in 2018 reflecting strong fiscal
impulse, but opens again in 2019 due to tight monetary policy

Output Gap, % of potential GDP GDP, annual change, %
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$} Inflation in 2017 grew faster than expected due to domestic foo
1'% supply shocks and stronger impact of domestic demand and labo
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UKRAINE Forecast and Actual Annual CPI Growth by Main Annual CPI Growth Forecast Error by Main
16 Components, pp Components and Factors, pp
Difference decomposition
13,7
14 ° by components by factors/shocks
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0,5
10 4
Imported
8 3 1,9 inflation
6 — 4.6 — ® Admins
2
4 1 Demand
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0 T s - H Food
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Source: State Statistics Service of Ukraine; NBU staff estimates

= The deviation of actual consumer inflation from the forecast is almost equally explained by domestic food
supply shocks (unfavorable weather, unstable situation in animal breeding, robust exports of meat and dairy
products) and stronger impact of domestic demand and labor

= Higher imported inflation (world food and energy prices) also contributed to the deviation

= Administrative prices changes were close to the forecast (16.1% vs 16.9%) due to mutually offsetting factors

(no gas tariff increase vs higher tobacco price growth)
20
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%T;} Recent divergence between raw food price dynamics in
V¥ Russia and Belarus and those in Ukraine

BANK OF Consumer Price Indices in Ukraine, Russia Structure of Russian imports on certain food products in 2013
and Belarus, % yoy (prior to the embargo on EU food products) and in 2017*, %
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Source: National Statistical Offices Source: International Trade Centre, 9 months 2018

= After Russia’s embargo in mid-2014 on food products from some countries, including the EU, Russia and
Belarus saw a noticeable increase in food prices in 2014-2015

= However, thereafter food price growth was moderate thanks to bilateral trade gains and growing animal
production in Belarus

= |n Ukraine, animal production continued to decline. In 2016, a number of supply shocks (incl., Russia’s

embargo on Ukrainian foods, increased supply of Turkish products, etc.) suppressed food price growth. In
2017, food prices surged up, inter alia due to fading out 2016 effects and a strong increase in world food

prices driving Ukraine’s exports of meat and dairy products
= Differences in wage policies and exchange rate developments were another contributing factor

22
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Core inflation is higher due to inflation persistence, pass-thro
from food supply shocks and real marginal costs contribution

Core CPI and its components, y-o-y change, % Core CPI and its factors, y-o-y change, %

(Isl?c:eizlad foods 0 SLL e, 9 () [+
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10 20 | I I — I - 0,0
8 15 I I I I I - -0,5
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\~\ 5
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0 [ I I I I I I I I I I I I I I I '2,5
12 16 06 17 12 17 06 18 12 18 06 19 12 19 06 20 12 20 .17 1017 118 118 .19 119 .20 111.20
2017 m 2019 m
Core CPI 57.4 9.5 (8.0) 8.2 (5.5) (2.9)
Processed foods 20.9 13.0 (10.2) 8.7 (5.2) 4.8 (2.3) 2.6
Market services 11.8 14.6 (12.4) 13.3 (7.5) 7.9 (4.5) 5.0
loth
]E: othes & 5.3 1.0 (1.6) 4.7 (4.4) 2.9 (2.0) 2.7
ootwear In( ) — previous forecast
Other non-foods 19.4 4.1 (4.3) 4.7 (4.7) 2.9 (2.5) 2.7 (IR, October 2017)
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%’i"t‘ :  Growing domestic demand and further growth in real wages
impose additional upward pressure on inflation

NATIONAL
BANK OF
UKRAINE

Headline CPI, % CPl components, annual change%
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(gray color) — previous forecast (IR, October2017) 24
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Decomposition of changes in CPI forecast for 2018 shows effec

of tighter monetary policy in response to new
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%{ ? In 2018-2020, CA deficit will remain close to 3% of GDP
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Current Account Balance, $ bn o REER and Trade balance »
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Main factors of BoP changes in 2018-2019 compared with IR (October)
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Dividend payments T > Repatriation of dividends accrued before 2013
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%‘i";? Economic effects of trade liberalization:
international experience and lessons for Ukraine
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UKRAINE Index of Ukrainian Export Penetration into The Share of FTA-countries in Ukraine's External
p

European Markets Trade Turnover, % Implementation of the FTA
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Source: WITS; NBU estimates at the level of HS headings. Source: SSSU; NBU estimates.
Advantages Risks
¢ Higher economic growth e Labor market vulnerability, « Geographic and commodity
e Higher living standards particularly for skilled and diversification of exports to Europe

less educated people

e Adjustment costs to higher
competition, etc.

® Productivity growth has increased since 2014

e Larger FDI inflows
* Gains to quality of goods

® The share of EU countries in Ukraine’s
foreign trade turnover rose to 36.5%
in 2017 (28.5% in 2013)

e Ukraine’s exports of goods to EU

Trade openness has its costs, but they are mostly related to countries showed resilience during

institutional weaknesses and can be mitigated by structural 2014-2015 crisis, and rose by 2.6% in

reforms, particularly on the labor market 2016 and 32.7% yoy in 11M 2017




%’i‘; . Only modest improvement of investment climate determines
V% very gradual increase in FDI inflows and mild FA inflows

NATIONAL
BANK OF
UKRAINE
Financial Account: net inflows, USD bn Foreign direct investments:liabilities, USD bn
5 -
10 -
4 -
5 . 3 - .... ." ..........
- | .
0 1 n ...
0 T T —
-5 .
1 -
-10 - 2
2015 2016 2017 2018 2019 2020 2014 2015 2016 2017 2018 2019 2020
I Banks
W Others mmm Real sector: intercompany lending & receivables
FX cash outside banks Real sector: equity

mmmmm Net private debt flows

. Public sector

. DI

------ Financial account balance (IR (October))
Financial account balance
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The peak payments of external public debt will limit

international reserves build-up

Public FX Debt Redemptions, USD bn

2017 2018 2019 2020
B Government (external) Government (domestic)
H NBU H SOE

Official Financing and Eurobonds’
placement, USD bn

2016 2017 2018 2019 2020
H IMF = EU ®m World Bank ® US bonds " Other m Eurobonds

25

20

Gross International Reserves

22,2

18,6 [

2015 2016 2017 2018 2019 2020

20

15

10

-5

mmm Overall BoP: changes compared with IR Forecast (October), $ bn, RHS

IMF loan: changes compared with IR Forecast (October), $ bn, RHS
==O== Reserves, $ bn (IR Forecast (January))
«+«<0ee Reserves, $ bn (IR Forecast (October))
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%‘ % NBU policy under different scenarios

NATIONAL
BANK OF

UKRAINE “The NBU will continue to focus on price growth deceleration and meeting the inflation
targets”
* “In the absence of indications of the lowering inflationary pressure the NBU may further
increase the key policy rate to return inflation to its medium-term target”
* “The probability of the monetary policy easing by the end of 2018 is low”
* “If risks of early termination of the EFF program with the IMF materialize and the fiscal
policy continues to loosen, the monetary policy tightening will need to be intensified”

Results -
“ (2018-2019) NBU policy

Baseline

- IMF program (current and new) GDP +3.4% +2.9% Admin. restr-icti(?ns NV

- structural reforms Interest rate (high in short-
. . : CPI 8.9% 5.8% . :

- responsible fiscal policy run and J, in medium-run)

- favorable external environment

Optimistic

- higher export prices GDP M Admin. restrictions { {

- lower energy prices (oil, gas, coal) UAH/USD {, Interest rate |, (earlier)

- foreign capital inflows CPI ¢

Pessimistic

- further delays in IMF tranches GDP { Admin. restrictions =

- expansionary fiscal policy UAH/USD 1 Interest rate T

- negative terms of trade shocks CPI P

- tighter labor market
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Economic activity in Ukraine’s MTPs accelerates

Contributions of Countries - Main Trading Partners of
Ukraine to the Annual Change of UAWGDP, % y-0-y

.13 1013 L4 a4 115 nas o Lie lie 117 11z
Euro area M Russia B Turkey
China m Poland m India

W Egypt B Other countries ® UAwWGDP

Source: NBU estimate (preliminary data)

Contributions of Countries - Main Trading Partners of
Ukraine to the Annual Change of UAwWGDP, % y-o0-y

3,0

0,5

0,0 T T T T 1

-0,5

-1,0
2013 2014 2015 2016 2017 2018 2019 2020
Euro area I Russia s Turkey
China [ Poland I India

I Egypt mmmmm Other countries —&— UAwWGDP current

UAwGDP previous
Source: NBU estimate (preliminary data)
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Downward correction of metal prices to $400 per ton is
expected while maize prices will rise during 2018-2019

Steel World Price, USD/MT Wheat World Price, USD/MT
550 - 240 -
previous forecast (year 17,18,19, 20 = 425, 419, 397, NA) previous forecast (year 17,18,19, 20 = 147, 158, 162, NA)
current forecast (year 17,18,19[]20 432, 423, 399, 406) current forecast (year 17,18,19, 20 = 145, 158, 164, 169)
500 - actual data (Steel Billet Exp F kfaine) 220 - actual data (Wheat US No.1 HRW FOB K.City)
450 -
400
350 -
300 —
250 -
200 -I 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 I 100 -I 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 |
| | 1 1 V| Y ¥ 1 A 1 V1 Y2 1 1V V2 B | B (1A ) | 1 1 | 1 Y U V1 Y 1 11 V2 | 11 V2 A | I [ R 2
2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020
Iron Ore World Price, USD/MT Maize World Price, USD/MT
100 — 200 -

previous forecast (year 17,18,19, 20 = 71, 58, 54, NA)
current forecast (year 17,18,19, 20 = 72, 58, 54, 54)
actual data (Iron Ore Fe CFR Tianjin Port China)

previous forecast (year 17,18,19, 20 = 158, 174, 180, NA)
current forecast (year 17,18,19, 20 = 155, 161, 169, 174)

90 -

I L 1 A | | Ly A 1 | 1L A 2 O 1 A V2 L A [V AV L L 1 | 1 A U1 2 | 1 /2 T | O 11 V2 I | B 1 1 B\
2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020



Global energy prices will grow further but volumes of energy
import will decrease gradually

NATIONAL
5’222&2 Brent World Price, USD/bbl Natural Gas Import Price, USD/1000m3
80 — 320 -
previous forecast (year 17,18,19, 20 = 54, 62, 65, NA) —— previous forecast (year 17,18,19, 20 = 222, 239, 261, NA)
current forecast (year 17,18,19, 20 = 54, 63, 65, 67) —— current forecast (year 17,18,19, 20 = 225, 241, 261, 274)

actual data (Crude Oil-Brent Dated FOB U.K.) — actual data (Natural Gas Netconnect Germany (NCG) First Futures Daily)

20—' 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 120—' 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 | 1 1 1 |
O 11 L VA | 1 A | 1 e O 1 AV | 11 AV (O 1 L VI A | U L | | L e L A 1 1

2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020

Coal Import Price, USD/MT .
" | Volumes of imports
280 -

previous forecast (year 17,18,19, 20 = 158, 160, 160, NA)

current forecast ({#3r 17,18,19, 20 = 148, 130, 133, 134) Gas. bn m3 Coal. m tones
240 — actual data (Pre coklting coal CIF Australia) ’ ’
2015 16.5 14.6
200 -
2016 10.9 15.6
160 —
. 2017 14.1 (11.5) 19.8 (17.9)
80 2018 10.0 (11.5) 19.0 (17.1)
. 2019 10.5 (10.5) 19.0 (17.1)
T e e T e T e e e !
2015 2016 2017 2018 2019 2020 2020 9.5 19.0
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%’i‘t‘ Internal assumptions: adjustments in administered prices,

harvest
NATIONAL
OkRaNE 12000 . @S Price, hrn , Grain harvest*, m t
* - 2010-2013 without
70 Crimea, from 2014 without .t
10000 + Crimea and ATO Zone
65
8000 - 60
6000 - >3
50
4000 - 45
2000 - 40
——price for households 35 | : : : : x x x x x x \
0 — 77— T 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
12.16 06.17 12.17 06.18 12.18 06.19 12.19 06.20 12.20 NBU (Jan) «eecee- NBU (Oct) Minagro (Jan) USDA (Dec)
Source: NBU estimates Source: SSSU, Minagro, NBU estimates
Adjustment of administered prices, yoy changes, % Harvest, mt
€W prev. new prev. Grains 62.3
. 72
Admin CPI 186 13.8 (13.8) 9.6 (11.6) 10.6 (65) (68) (70) (72)
Naturalgas 2.0 167 (21.0) 150 (200) 110  Sunflowerseeds 120 12 12 12
(12.5) (13) (13) (13)
Heating 1.2 16.0 (16.8) 10.5 (15.0) 10.5
Electricity 1.0 18.0 (18.0) 0.0 (20.0) 20.0
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