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Market awaits rate hike

New domestic bond issues fell to a minimum in anticipation of monetary
policy decisions to be made at the NBU’s board meeting scheduled for
this Thursday, and the possibility that the key policy rate could be
increased once more.

Decline in free hryvnia volumes continues

Satisfying demand for FX and large tax payments to the budget caused a
decline in banking-sector liquidity to a new record low, and this week it
could stay close to this level.

Foreign exchange market

Hryvnia below 28/USD

This week, pressure on the hryvnia should somewhat decrease against
the backdrop of the beginning of the month, and because the exuberant
demand for foreign currency was satisfied last week. However, foreign
currency may still be in demand from affiliated foreign companies that pay
dividends abroad.

Economics

C/A deficit at 2.8% in July

The 12-month rolling C/A deficit widened to US$3.5bn or 2.8% of GDP in
July, up from 2.2% of GDP in December. The C/A deficit is set to widen
further due to decreasing metal prices and high energy prices.
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Banks’ reserves market

(3 September 2018)
Last Weekly YoY
chg (%) chg (%)
NBU rate (%)’ 1750 +0bp EeS
ON rate (%) 17.16 +42bp  +546bp
ON $ swap (%) N/A

Reserves (U/.\Hm)2 49,217 R +8.64
DepCerts (UAHM)® 23,466 RN  +0.00
Notes: [1] NBU’s key policy rate; [2] stock of banks’

reserves held at NBU; [3] stock of NBU’s short-term bonds.
Source: NBU, Bloomberg, ICU.

Breakdown of govt bond holders (UAHm)
(3 September 2018)

Last Weekly YoY
chg (%) chg (%)

NBU 348,104 +0.00 -4.23
Banks 372,985 +0.24 +22.24
Residents 20,978 -0.76 -6.48
Individuals 4,530 +2.24 +511.58

Nomes4 7,491 +0.96 +1,180.45
Total 754,088 +0.12 +8.91
Notes: [1] non-residents

Source: NBU, ICU.

FX market indicators (3 September 2018)

Last Weekly YTD
chg (%) chg (%)

USD/UAH 28.3900
EUR/USD 1.1619
DXY? 95.140
UAH TWi 115.151

Notes: [1] UAH trade-weighted index.
Source: Bloomberg, ICU.

Gov’t bond quotes’ (4 September 2018)

Maturity Bid Ask
6m 18.75 17.75
12m 19.00 17.70
2y 18.50 16.75
3y 18.50 16.75
12m () 5.50 5.00
2y ($) 5.70 5.15

Notes: [1] Actual quotes you can see at www.icu.ua.
Source: ICU.
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Chart 1. Local-currency bonds
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Market awaits rate hike

New domestic bond issues fell to a minimum in anticipation of monetary policy decisions to
be made at the NBU’s board meeting scheduled for this Thursday, and the possibility that the
key policy rate could be increased once more.

Last week, foreign investors paused withdrawing funds from local-currency bonds and other
groups reallocated investments from local currency into FX-denominated instruments. Total
bonds outstanding and portfolios outstanding were up last week, mostly due to hryvnia
weakening, but foreign investors purchased some local-currency bills. Demand for hryvnia-
denominated bonds fell to a minimum (see our overview of /ast week’s auction) in anticipation
of another hike in the key policy rate at the NBU board meeting scheduled for this Thursday.

ICU view: During the last few weeks, the hryvnia weakened despite NBU’s attempts to
decrease negative pressure by selling FX from reserves (US$153m over two weeks).
So, as secondary market deals usually are done at a higher rate than in the FX market,
demand for FX bonds declined awaiting today’s primary FX-denominated bond
offering, where these instruments could be purchased without a premium to the
current exchange rate. As of this week, a new mechanism of bonds’ purchase from the
MoF is going into effect, and dealers will be able to submit their clients’ bids to auction,
which should increase demand.

Also, taking into account that in July, due to negative inflation expectations, most
members of the monetary committee voted for a larger increase in the key rate than
the NBU board did, a new hike is very likely this week. So, this week, we could see an
increase in demand for FX-denominated debt, and next week an increase in demand
for local-currency bills.

Taras Kotovych, Kyiv, (044) 377-7040 ext.724

Three-year history of domestic government bond placements at primary market: Fair value of domestic government bonads as calculated by NBU versus
proceeads (in billions) and yielas-to-maturity (%) placements via primary market auctions
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Source: National Bank of Ukraine, Ministry of Finance of Ukraine, ICU.
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Chart 2. FX-denominated bonds
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Three-year history of domestic government bond placements at primary market: Fair value of domestic government bonas as calculated by NBU versus
proceeds (in billions) and yields-to-maturity (%) placements via primary market auctions
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Source: National Bank of Ukraine, Ministry of Finance of Ukraine, ICU.

Decline in free hryvnia volumes continues

Satisfying demand for FX and large tax payments to the budget caused a decline in banking-
sector liquidity to a new record low, and this week it could stay close to this level.

Last week, the NBU absorbed UAH4.5bn, and the Treasury UAH9.2bn, which provided
budget expenditures in a lower amount than collected revenues. So, only part of these
outflows was compensated by cash exchange in reserves, which amounted to UAH7bn. At
the beginning of last week, banks paid back ON loans in the amount of UAH3.4bn, which
increased pressure on liquidity. So, despite three-month loans received a week ago by Alfa-
bank and Bank Pivdenny (UAH835m and UAH480m, respectively) and an additional two-
week loan for UAH400m made to an unnamed bank, total liquidity fell last Thursday to
UAH72.3bn, and slightly recovered last Friday to UAH72.7bn.

ICU view: Lack of local-currency sources could force some banks to sell FX, and
possibly increase deposit rates for individuals. Long time rates were mostly steady
despite the increase in the key rate, providing a negative motivation for new deposits,
and a decline in consumption. So, this week, liquidity will be at a low level with a
possible slight increase. For the following the dynamics of NBU operations with FX
and deposits rates revision, the most important event this week will be the decision
about the key rate.

Taras Kotovych, Kyiv, (044) 377-7040 ext.724
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Chart 3. Banks reserves usages over last week(UAHm)

57,000 +4,740 -7,040
56.000 +4,377 -4,244
54,895 -3,603
55,000
54,000
53,000
52,000 +10
51,000
50,000 +82 49,217
49,000 r r r r r r r —
Banks 0/N loans 0/N Tenders of  Tenders of Other Change in Operations by Other Banks
reserves (as certificates of  liquidity certificates of monetary cash Treasury, operations*** reserves (as
of opening deposit support deposit operations* DIF** of closing 31-
28-Aug-18) Aug-18)
Chart 4. Banks reserves usages over last 90-day period (JAHm)
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Notes: [1] data from the NBU's daily reporting https://bank.gov.ua/control/uk/publish/article?art id=38643651&cat id=40807142 ;
* operations repo, purchase and sale of government bonds, FX market interventions, stabilisation loans, FX swap agreements; ** DIF — deposit insurance fund;
*** interest payments on NBU's loans and on NBU's certificates of deposit, other operations. Source: NBU, ICU.

Hryvnia below 28/USD

This week, pressure on the hryvnia should somewhat decrease against the backdrop of the
beginning of the month, and because the exuberant demand for foreign currency was
satisfied last week. However, foreign currency may still be in demand from affiliated foreign
companies that pay dividends abroad.

Since the beginning of last week, the hryvnia continued to decline against the US dollar
against the backdrop of VAT refunds (about US$2.4bn), and increased demand for foreign
currency. In order to satisfy the excess demand, the NBU continued to spend its reserves,
including through a public auction, and sold around US$159.7m in total over the week. This
stopped the weakening of the national currency on Thursday; nonetheless, as of the past
week, the hryvnia depreciated by 1.1% to 28.2 UAH/USD.

The hryvnia's CPI-based real trade-weighted index (which includes currencies of 27 countries
that are trade partners of Ukraine) decreased 0.3% to 115.76 for the period. In year-on-year
terms, real trade-weighted indices (CPI and PPI based) increased 2.8% and decreased 3.7%,
respectively.


https://bank.gov.ua/control/uk/publish/article?art_id=38643651&cat_id=40807142
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ICU view: Payment of dividends abroad by affiliated foreign companies may slightly
change the balance of supply and demand for foreign currency this week. However,
the shortage of hryvnia liquidity may increase the supply of foreign currency by
exporters, and the hryvnia exchange rate should stabilize.

Artem Gladchenko, Kyiv, (044) 377-7040 ext.737

Chart 5. FX market indicators, 3-year history
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Market rate B NBU's offer CPI-based real 5yr PPI-based real byr
29.0 28.2784 60.0
28.0
50.0
27.0
40.0
26.0
26.0477 30.0
25.0 +26.0
20.0
24.0 +15.4
23.0 10.0
22.0 00
21.0 -10.0
Sep-15 May-16 Sep-17 May-18 Sep-15 May-16 Jan-17 Sep-17 May-18
Notes: the chart provides labels for the average exchange rate at last two NBU Notes: [1] "+" overvalued, "-" undervalued; [2] based on the UAH’s CPI- and PPI-
auctions (one on buying FX from the market and one on selling it). Source: NBU, based real TWIs. Source: ICU.

Bloomberg, ICU.

C/A deficit at 2.8% in July

The 12-month rolling C/A deficit widened to US$3.5bn or 2.8% of GDP in July, up from 2.2%
of GDP in December. The C/A deficit is set to widen further due to decreasing metal prices
and high energy prices.

According to the NBU, the C/A gap was US$1.7bn (+2.5 times YoY) in 7M18, having
increased from US$0.6bn in 1H18, primarily due to higher growth rates of imports compared
with those of exports.

Imports of goods into Ukraine rose 15.6% YoY to US$30.5bn. The key growth drivers were
machinery and equipment (+14% YoY), energy imports (+12% YoY), and chemical products
(+13% YoY). Ukraine’s exports of goods rose 11.8% YoY and amounted to US$24.5bn. The
main contributors to export growth were metals (+31% YoY), which account for 64% of the
increase in exports, chemical products (+30% YoY), and wood and wood products (+30%
YoY).

In 7M18, the merchandise-trade balance deficit surged 34% YoY to US$6bn, while the
services-trade balance surplus grew 51% YoY to US$0.5bn, bringing the total trade-balance
deficit to US$5.5bn (+33% YoY).

ICU view: Decreasing prices on metals, the key driver of the Ukraine’s exports in 7M18,
as well as rising consumer imports and higher energy prices will bring about a further
widening of the C/A deficit, which, by our estimates, will be close to US$3.8bn or 3%
of GDP in 2018.

Dmytro Dyachenko, Kyiv, (044) 377-7040 ext.738
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