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The Ukrainian economy has been recovering at a solid pace

Contributions to real GDP growth by final use, pp Contributions to annual real GDP growth by
sectors, pp
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mmm Consumption Investment = Budget Sector* Industry
mmm Net exports == |nventories m Agriculture m Others
GDP m Construction ® Trade and Transport
= Financial Sector
Source: SSSU; NBU estimates and forecast (July 2019 IR). *Covers public administration and defense; education;

healthcare; administrative and support service; professional,
scientific and technical activities; arts and entertainment.

= |n H1 2019, real GDP accelerated to an estimated 3.6% yoy, driven by strong domestic demand
and favorable terms of trade

= By sectors, the growth is supported by expected another record high harvest of grains,
improving performance in domestic trade and financial services

= |n the forthcoming years, the growth will pick up as political uncertainty abates and monetary
policy eases
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Acceleration in private consumption was supported by robust
wage growth, improving employment and consumer sentiments

ILO Unemployment rate* and Consumer Wages and Pensions (start of the month),% yoy
Confidence Index
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Consumer confidence index (RHS)
Source: SSSU, PFU, NBU staff estimates.

Source: SSSU, InfoSapiens, NBU staff estimates.
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Expanding economy underpinned solid labor demand, helping reduce unemployment rate

Coupled with still persistent labor market mismatches, this caused wages to grow faster than
expected. In addition, the growth in pensions picked up, reflecting planned adjustment of wage
base in the pension benefit formula and a rise in benefits and one-off payments for selected
groups

Consumer sentiments are at many years' peak



Fiscal policy has largely been in check over the last four years.
In 2019-2021 fiscal policy is expected to be restrained

Consolidated Budget Balance, % of GDP
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Cyclical balance
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—Total balance

Source: MFU, NBU calculations and forecast (Inflation
Report July 2019).

Public Sector Deficit, UAH bn, and Public

Debt-to GDP Ratio, %
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mmm General government deficit
——Public debt, % of GDP (RHS)

Source: MFU, SSSU, NBU calculations and forecast
(Inflation Report July 2019).

= The consolidated fiscal deficit is forecast to remain at about 1.5% of GDP in 2019-2021 primarily
because of large public debt financing needs amid peaks in external debt repayments

= The public debt-to-GDP ratio fell below 60% threshold in Q1 2019 and is forecast to slide further,

falling below 60% threshold
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In 2019-2021 the CA deficit will remain at the sustainable level

(3%=%1 pp)

Current Account Balance
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$, bn —in percent of GDP

Source: NBU, Inflation Report July 2019.

CA Balance and Imports by BEC, 2013=100
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Source: NBU.

= After the 2014-2015 crisis, investment demand was the initial driver for the recovery in imports
= |n 2019, the CA deficit will narrow to 2.6% GDP due to better ToTs, record high grain harvest

and lower dividends repayments

= |In 2020-2021, the CA deficit will widen due to a decrease in pipeline transportation, worsening
ToTs, and increased consumer and investment imports. Meanwhile, it will remain at sustainable

level
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Capital inflows will continue into both public and private sectors

In 2019-2021
Financial Account (FA): Net Inflows, USD bn Gross International Reserves, USD bn
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Source: NBU, Inflation Report July 2019.

Source: NBU, Inflation Report July 2019.

= Capital inflows under the financial account will cover the CA deficit due to favorable interest rate
on the background of easing monetary policy by main central banks and the beginning of the new

program with IMF

= |nternational Reserves will reach USD 23 bn at the end of 2021 due to net inflows from the new

IMF program
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% Headline inflation decelerates as monetary policy remains tight

Headline and Core Inflation, % yoy

Inflation Expectations for the Next 12 Months, %
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Inflation target range ——Headline CPI Core CPI ) ]
—Households — Financial analysts
Source: SSSU, NBU.

Source: NBU, GfK Ukraine surveys.

= Inflation decelerated to 8.8% yoy in August. A tight monetary policy was a strong factor holding back
the underlying pressures on prices, in particular through the exchange rate channel

= Stronger Hryvnia also contributed to improving inflation expectations
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Monetary policy is committed to bring inflation to 5% target in
2020 via monetary conditions consistent with disinflation

Headline CPI, % yoy Key policy rate, average, %
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Source: NBU Inflation Report, July 2019.
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High real interest rates and simplifying access to government
% securities contributed to a further inflow of portfolio investments

Non-resident transactions with hryvnia government
bonds and their scheduled redemptions*, UAH bn
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Source: NBU staff estimates.
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Source: NBU's estimates.

= Foreign investments in hryvnia domestic bonds increased by almost USD 4.0 bn since the beginning
of 2019, and their term structure has widened up to 6 years

= Non-residents' interest in hryvnia bonds amid favorable FX conditions contributed to appreciation of
NEER/REER in 2019, while most currencies of Ukraine's trade partners depreciated against USD

= As aresult, NEER/REER remained stronger than last year (by 11.4% and 17.2% respectively in
August 2019) and the NBU forecast
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UAH appreciation is driven by strong portfolio inflows and
boosting agricultural output

Hryvnia Domestic Government Bonds

Held by Non-Residents
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Source: NBU.
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Wheat and corn yields in Ukraine,
centers/ha
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Myth 1: UAH appreciation is not in line with fundamentals due to
the speculative nature of capital inflows

Hryvnia government bonds in non-
residents” portfolio by maturity, UAH bn
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Non-residents share in Government
Bonds in Local Currency in 2018, % eop
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Myth 2: UAH appreciation is not in line with fundamentals due to
% the deteriorating external position

Merchandise trade balance indicators Current account, USD bn, 12-month rolling
, ,
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Source: NBU, SSSU. Source: NBU.
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Myth 2: UAH appreciation is not in line with fundamentals due to

the deteriorating external position

Absolute annual exports change in Jan-
Aug 2019, USD bn
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Source: NBU, SSSU.
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Imports by BEC, % yoy
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% Capital inflows into government bonds: possible policy options

Pros Cons
Increase purchases of FX and prevent further UAH appreciation

* increase reserves buffer | ¢ inconsistent with IT: one-sided ER fluctuations
(allowing only devaluation) will harm credibility
and de-anchor expectations

 could stimulate even more capital and attack on
PEg
* inflationary pressure

Emergency key rate cut despite concerns over inflation

 could prevent further * inconsistent with IT and undermines NBU's
inflows and reduce costs credibility
for MinFin * might provoke outflows

Capital controls

? not applicable as capital flows into government debt

National Bank
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Capital inflows into government bonds: policy reaction consistent
% with proclaimed strategy

NBU Monetary policy strategy

“...the NBU shall consider achievement and maintenance of price stability in
the country to be its priority...

The NBU will remain committed to the floating exchange rate regime,
meaning that it will not use monetary policy to achieve a certain level or the
band of exchange rate.”

In current circumstances that mean =) continue balanced mix of UAH
appreciation and FX accumulation

Results: enhanced credibility to inflation target

v de-anchoring inflation expectations and exchange rate

v" de-dollarization

v' extension of debt maturities and lower yields

v" increase of salaries in USD terms — tamed labor migration

National Bank
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Facing the perfect storm, the National Bank of Ukraine launched
% a comprehensive reform of the local banking industry

* Insolvent banks withdrawn from the market
» Banks recapitalized following AQR and
stress-tests
Clean-up « AML rules and procedures overhauled
* Real UBOs disclosed for all banks
« Unwinding of related-party lending launched
* Business strategy overhaul and management
enhancement at state-owned banks
* Resumption of full-fledged lending by banks
Reload . S
» Banking sector consolidation
« Enhancing NPL resolution mechanism
* Enhanced information disclosure standards
* Harmonization of banking regulations with
Basel recommendations and EU Directives
Sustainable - Implementation of effective risk-based
development banking supervision approach consistent
with SREP
« Enhancement of creditor rights protection
* Implementing IFRS 9
>

2015 2016 2017 2018 1gga 2020

ational Bk = |n addition to the overhaul of the banking system, the NBU simultaneously launched
of Ukraine a radical internal transformation 16
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Financial Sector Development Strategy 2025 brings together and
coordinates regulators and market participants actions

The Strategy takes into account the present and future needs of representatives of all
groups of stakeholders, both service users and financial services providers

12 Aug-2019 Aug-2019 Sep-2019 Oct-2019 1 Nov-2019
Development Public Round table with Approvals with Presentation /
of content of Teauesion market participants regulators and signing of the
the Strategy and experts "paperwork" Strategy
initiator co-developers participants of the discussion
NSSMC (Securities Bank's + non-banking financial
NBU Commission) + institution + insurance companies
NCSRFSM (FinServCom) + payment systems + FinTech +
+ DGF + MoF investment companies / stock
\_ market participants )

Strategic goals:

~~ ~~ ~~ A~ A~

Financial Macroeconomic Financial Development of Innovative
stability development inclusion financial markets development
NS N N N N

VISION: An internationally integrated, efficient, sustainable and competitive financial
sector which is dynamically developing and provides a significant contribution to

Ukraine's sustainable and inclusive economic growth
17



% Key messages

= Ukraine’s economy embarked on the recovery path in 2016, thanks to improved
macroeconomic management, strong support from donors, and a favorable external
environment

= Disinflation successfully proceeds, but its speed is altered by idiosyncratic shocks, further
adjustment of administered prices and recovering wages and domestic demand. Tight
monetary policy will ensure inflation falls back into the target band over the forecast
horizon

= Fiscal and external sustainability have improved remarkably over the last few years, but
risks remain amid threats of a full-scale global trade war and global recession

= The longer-term prospects of the economy remain strongly dependent on the realization
of key structural reforms, which have to tackle major weaknesses such as the poor
business climate, unfavorable demographics and deteriorating infrastructure

= NBU policy efforts will focus on securing price and financial stability, revamping the
banking system and liberalizing the capital account

National Bank
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https://bank.gov.ua/control/en/index
https://www.facebook.com/NationalBankOfUkraine?ref_type=bookmark
https://twitter.com/NBUkraine_eng
https://www.flickr.com/photos/134562672@N08
https://www.youtube.com/channel/UCLWsi-3SHrFwwyb0AceOgHQ
https://www.instagram.com/national_bank_of_ukraine/

