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Consumer inflation accelerates

Domestic liquidity and bonds market

Sound demand for UAH bonds despite decline in rates

Last week, the MoF refinanced mostdebt principal repayments thanks to
strong demand for UAH-denominated bonds. This week, we expect
investors to remain active despite caps on offerings and lower rates for
short-termbills.

Liquidity up dueto inflows from NBU and Treasury

The total amount of banking-sector liquidity remains high due to NBU's
purchases of hard currency and budget expenditures. But, demand for
cash slows theincreasein liquidity. This week, tax payments and new bill
purchases will increase outflows, but liquidity will stay above UAH190bn.

Foreign exchange market

NBU prevents hryvnia appreciation

Last week, the hryvniaweakened due to expectations of coming seasonal
appreciation. NBU interventions rose and reversed the trend, weakening
the hryvniato almost UAH28/US$. This week, the hryvniaexchange rate
will return to appreciationtrend dueto large supply of hard currency from
exporters and foreign investors, while NBU interventions can be
restrained.

Economics

Consumer inflation accelerates as expected

Mainly due to the sharp rise in prices for food and housing services,
inflation rose to 6.1% in January, exceeding the upper limit of the NBU's
target range. Looking ahead, the impact of pro-inflationary factors will be
partially offset by the strengthening of the exchange rate, keeping inflation
notfar from currentlevels. As before, we expectthat at the next meeting
on monetary issues on 4 March, the NBU Board will keep the rate on hold
at 6%.

READ FIRST THE DISCLOSURES SECTION (ONLAST PAGE) FOR IMPORTANT
DISCLOSURES AND ANALYST CERTIFICATION

Banks’ reserves market
(15 February 2021)

Last Weekly YoY
chg (%) chg (%)

NBU rate (%)' 6.00 Vol -500bp
ON rate (%) 5.30 +25bp - -399%bp
ON $ swap (%) N/A

Reserves (UAHM)? ZRGEY  +3639 085
CDs (UAHM)® 138,605 EP] 0,00
Notes: [1] NBU’s key policy rate; [2] stock of banks’ reserves

held at NBU; [3] stock of NBU’s certificates of deposit.
Source: NBU, Bloomberg, ICU.

Breakdown of govt bond holders (UAHm)
(15 February 2021)

Last Weekly YoY
chg (%) chg (%)

NBU 322,077 -4.48
Banks 518,161 +305.62
Residents 60,695 +114.78
Individuals 12511 +1,906.01
Foreigners' 100,130 +215.59
Total 1,013,761 +92.90
Notes: [1] non-residents

Source: NBU, ICU.

FX market indicators (15 February 2021)

Last Weekly YoY
chg (%) chg (%)

USDUAH 27.7757
EURUSD 1.2129
DXY 90.480
UAH TWI' 119.135
Notes: [1] UAH trade-weighted index.
Source: Bloomberg, ICU.

Gov’t bond quotes' (16 February 2021)

Maturity Bid Ask
6m 10.00 9.00
12m 12.00 10.50
2y 12.25 11.00
3y 1250 11.25
12m ($) 450 3.00
2y () 5.00 3.25

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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Sound demand for UAH bonds despite declinein rates

Last week, the MoF refinanced mostdebt principal repayments thanks to strong demand for
UAH-denominated bonds. This week, we expectinvestors to remain active despite caps on
offerings and lower rates for short-term bills.

At last week’s auction, the MoF sold more than UAH13bn (US$474m) of new bonds against
UAH15.5bn (US$560m) of redemptions. However, new borrowings were mostly in loca
currency, while redemptions were mostly in hard currency. This is the main reason for the
changein investor's portfolios.

Foreigners replaced most hard-currency repayments with new local-currency paper. At the
end of last week, they held UAH100bn (US$3.6bn) of domestic bonds. Individuals held
UAH12.5bn (US$450m) in total portfolios, where UAH5.7bn (US$206m) or almost 46% were
inlocal currency.

ICU view: Investors' demand is still high despite the gradual decline in interest rates
for local-currency bills. The MoF caps the offering for short-term bills, which allows it
to decrease rates for these bills (see auction comment).

This week, the Ministry decided to cap the offering for 1.5-year paper, too, which will
increase pressure on interest rates and induce investors to submit bids with lower
rates. Or, it may move demand to longer maturities. Therefore, we expect a further
decline in rates, especially for 12-month and 1.5-year paper.

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

Three-year history of domestic government bond placements at primary market: Fair value of domestic government bonds as calculated by NBU versus
proceeds (in billions) and yields-to-maturity (%) placements via primary market auctions
Volume (UAHon, right scale) B 1year B2years E3years
B Fair value of domestic sovereign bonds (UAH) on 15-February-21  ® Auction on 9-Feb-21
25 (%) 14 1 YIM (%)
12
20 13 [ |
10 - n
12 I TT )
15 . (oo MO o
11
10 6
10
4 10.2
5
5 9
Years to matunty
0 . . . 0 8
21-Feb-18 21-Jan-19 21-Dec-19 21-Nov-20 0 1 2 3 4 5 6 7

Source: 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 bonds as calculated by NBU versus
proceeds (in billions) and yields-to-maturity (%) placements via primary market auctions
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Source: Ministry of Finance of Ukraine, ICU.

Source: National Bank of Ukraine, Ministry of Finance of Ukraine, ICU.

Liquidity up dueto inflows from NBU and Treasury

The total amount of banking-sector liquidity remains high due to NBU's purchases of hard
currency and budgetexpenditures. But,demand for cash slows theincrease in liquidity. This
week, tax payments and new bill purchases will increase outflows, but liquidity will stay above
UAH190bn.

Last week the Treasury caused the mostimportant inflows in liquidity, which amounted to
UAH12.3bn. In addition, the NBU purchased UAH3bn of hard currency and provided banks
with UAH10bn of new loans while they repaid UAH8bn of old loans. This allowed liquidity to
riseto above UAH200bn.

However, demand for cash increased, and last week caused reserves exchange in cash at
UAH4.2bn. As the result, outflows in cash YTD amounted to UAH1.3bn after last month when
banks exchanged UAH3.3bn of cash in reserves.

Therefore, last week, liquidity was up UAH11.5bn to UAH203bn.

ICU view: Despite considerable pressure on liquidity from reserves exchange in cash,
liquidity in the banking system is still high and this week likely will not see material
changes. Tax payments and new bill purchases will be mostly compensated by hard
currency purchases by the NBU and by budget expenditures. Therefore, liquidity can
decline slightly, but remain high above UAH190bn, allowing banks to invest most of
these fundsin NBU CDs.

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



16 February 2021 Weekly Insight Consumer inflation accelerates l C S

Chart 3. Banks reserves usages over last week(UAHm)
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Chart 4. Banks reserves usages over last 90-day period (UAHm)
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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;
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NBU prevents hryvnia appreciation

Last week, the hryvniaweakened due to expectations of coming seasonal appreciation. NBU
interventions rose and reversed the trend, weakening the hryvniato almost UAH28/US$. This
week, the hryvniaexchange rate will return to appreciationtrend due to large supply of hard
currency fromexporters and foreigninvestors, while NBU interventions can berestrained.

With purchases of US$110m last week, the NBU notonly restrained hryvniaappreciation, but
for a time, reversed the trend to weakening and moved the exchange rate to almost
UAH28/US$. Active interventions on Monday and especially on Tuesday absorbed extra
supply ofhard currency from foreigners. But lack of supply ofhard currency from exporters
preparing for tax payments moved the market balance to the demand side. Additional
interventions on Thursday added pressure to the hryvniaand increased its weakening.

Therefore, last week the hryvnialost 0.8%, weakening through the end of the week to
UAH27.93/US$.

ICU view: Last week’s short-lived weakening should provide additional stimulus for
foreigners to buy new local-currency bills, and for exporters to sell hard currency for
tax payments. Therefore, we anticipate that this week, hryvnia will return to
appreciation. We expect that NBU interventions will become a bit more restrained and
will be used to minimize fluctuations.


https://bank.gov.ua/control/uk/publish/article?art_id=38643651&cat_id=40807142
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At the same time, without positive outcome of the IMF mission on the first review of
Stand-by programme, investors will be a bit more restrained in their purchases of new
local-currency bonds, decreasing the supply of hard currency in the market.
Nevertheless exporters should keep the market balance in favor to the supply side. We
expect slight appreciation of the hryvnia towards UAH27/US$. It should end this month
within the range of UAH27-27.5/USS$.

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

Chart 5. FX market indicators, 3-year history

Ukraine hryvnia UAH exchange rate per US dollar at the interbank market and NBU interventions (weekly datq)
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Consumer inflation accelerates as expected

Mainly due to the sharp risein prices for food and housing services, inflationrose to 6.1% in
January, exceeding theupper limitof the NBU's target range. Looking ahead, theimpact of
pro-inflationary factors will be partially offset by the strengthening of the exchange rate,
keeping inflation notfar from currentlevels. As before, we expectthatat the next meeting on
monetary issues on 4 March, the NBU Board will keep the rate on hold at 6%.

In January, consumer prices grew by 1.3% MoM and annual inflation accelerated to 6.1%
YoY, compared with 5.0% YoY in December. The outcome came in between NBU’s estimate
and Bloomberg consensus (both 6.3% YoY) and our nowcastof6.0% YoY. Thus, after hitting
the NBU target in December, inflation overshot NBU’s target range of 5% +/- 1 pp. Core
inflation roseto 5.0% YoY from 4.5% YoY in December, as core CPlincreased by 0.3% Mo M,
fully in line with our expectations.

Theupsurgein January was almostcompletely determined by food and utilities components
where price growth accelerated to 6.3% YoY and 18.4% YoY correspondingly. For the former,
an increase in prices was relatively broad-based; however, the main contribution was
provided by rapid acceleration in volatile prices for eggs, sugar, and sunflower oil. For the
latter, the rapid price increase was determined by one-off hikes of prices for electricity,
sewerage, and water supply.

Fundamental inflation pressure remained relatively moderate as the MoM SAincrease in core
CPI was closeto 5% in annualized terms last month. Outbreak of COVID-19 cases keptthe
price growth for many unessential goods and services muted, while the stronger exchange
rate provided additional drag on prices growth.
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ICU view: Looking ahead, further moves of food and energy prices and effects of a
20% hike in minimum wage will probably put additional upward pressure on inflation.
However, the recent and ongoing strengthening of the UAH exchange rate together
with still existing slack in the economy (large output gap) will help to offset this
pressure. Thus, we continue to project that this year headline inflation will hover not
far from the upper bound of target range, especially taking into account that the
ongoing food price spike should unwind in the second half of year.

With that said, we held our view that the NBU will deviate from its interest rate
projection announced two weeks ago, which assumes a 50 bp hike in early March. So,
we expect that the NBU will restrain from raising the interest rate in March, and
potentially even in 2Q21, if appreciation pressure remains and start the tightening
cycle when the role of the main inflation driver moves from supply-side factors and
administrative decisions to demand pressure.

In its forward guidance, the NBU pointed to capital inflows and the resulting exchange
rate appreciation as potential reasons to postpone raising the interest rate. It looks to
be a baseline scenario nowadays. Moreover, the NBU started to purchase FX relatively
actively restraining appreciation pressure last week. Amid such FX policy of the NBU,
providing additional support for UAH appreciation via a rate hike would be an
inconsistent policy mix. And finally, we factor in a slightly lower January outcome for
inflation compared with the NBU estimate (6.3% YoY) announced by the NBU Governor
during the monetary press conference.

Sergiy Nikolaychuk, Kyiv, (044) 377-7040 ext.721

Chart 6. CPI, core CPI and target, YoY, % Chart 7. CPl and Gore GPI, 3MA MoM SAAR, %
(In January, consumer infiation went beyond the target range, tis time (Three month moving average of seasonally agjusted annualized rate of growih

exceeding 1Y)

compared with the previous mont)

Targetrange e=s e Tgret e CP| Core CPI

16 (%)

CPl Core CPI
14 (%)

12
10

i\A\ //“ y/

. \

[}

0
Jan-18 Ju-18 Jan-19
Source: Ukrstat, NBU, ICU.

-4
Ju-19 Jan-20 Ju-20 Jan-19 Apr-19 Ju-19 Oct-19 Jan-20 Apr-20  Ju-20  Oct-20 Jan-21

Source: Ukrstat, ICU.



16 February 2021 Weekly Insight Consumerinflation accelerates

This page is intentionally left blank



11th floor, LEONARDO Business Centre
19-21 Bogdan Khmelnytsky Street
Kyiv, 01030 Ukraine

Phone/Fax +38 044 3777040 WEB www.icu.ua [l > |

RESEARCH

Sergiy Nikolaychuk Alexander Martynenko

Head of macro research Head of corporate research
sergiy.nikolaychuk@icu.ua alexander.martynenko@icu.ua
Taras Kotovych Mykhaylo Demkiv
Seniorfinancial analyst (Sovereign debt) Financial analyst (Banks)
taras.kotovych@icu.ua mykhaylo.demkiv@icu.ua

Dmitriy Dyachenko
Juniorfinancial analyst
dmitriy.dyachenko@icu.ua

Investment Capital Ukraine LLCis regulated by Securities and Stock Market State Commission of Ukraine (license numbers: dealer
activity AE 263019, broker activity AE 263018, underwriting activity AE 263020 dated 11 April 2013).

DISCLAIMER

This research publication has been prepared by Investment Capital Ukraine LLC solely forinformation purposesforits clients. It does not
constitute an investment advice or an offer or solicitation for the purchase of sale of any financial instrument. While reaso nable care has been
taken to ensure thatthe information contained herein is not untrue or misleading at the time of publication, Investment Capital Ukraine makes
no representationthat it is accurate or complete. The information contained herein is subject to change without notice. Copyright and database
rights protection exists in this report and it may not be reproduced, distributed or published by any person for
any purpose without the prior express consentof Investment Capital Ukraine LLC. Allrights are reserved. Any
investments referred to herein may involve significant risk, are not necessarily available in all jurisdictions, may
be illiquid and may not be suitable forall investors. The value of, or income from, any investments referred to
herein may fluctuate and/or be affected by changes in exchange rates. Past performance is not indicative of
future results. Investors should make their own investigations and investment decisions without relying on this
report. Only investors with sufficient knowledge and experiencein financial matters to evaluate the merits and
risks should consider an investmentin any issuer or market discussed herein and other persons should not
take any action on the basis of this report.

Additional information is available upon request.


http://www.icu.ua/
https://www.facebook.com/pages/ICU/148699395242028
https://www.youtube.com/channel/UC5iIHoHO9jOg903zplrCEkQ
https://twitter.com/ICU_UA
https://twitter.com/AlexsVMartyn
https://twitter.com/TKotovych
https://twitter.com/demkiv_m

