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The further rise in Ukraine’s inflation to 7.5% YoY in February was FX market indicators (12 March 2021)
primarily driven by higher food and fuel prices. This fast-paced trend of Last c\lfl’gef-?:/h; chg\(f;\;
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Gov’t bond quotes' (15 March 2021)

Maturity Bid Ask
6m 9.50 8.00
12m 11.50 10.00
2y 12.00 11.00
3y 12.50 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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Foreigners increase activity in UAH bond market

After two weeks without making new investments in UAH-denominated debt, last week,
foreigners came back to the market and increased their portfolios. However, due to
redemptions this week, we expectactivity to be less visible.

Since last December, the total amount of UAH-denominated bonds in foreigners' portiolios
rose gradually, and reached alocalhigh on 19 February of UAH102bn. But later in the month,
in reaction to uncertainty regarding cooperation with the IMF and an increase in rates for less
risky assets, they started to draw down their portfolios, albeitmarginally.

Last week, however, portfolios rose once more, exceeding UAH103bn, setting a new record
for 2021. Last week, foreigners purchased UAH1.9bn of new bills. The purchases were fueled
by a new wave ofdemand for EM assets, but mostcompelling for investors could be renewed
appreciation of the hryvnia, and the NBU’s decision to increase the key policy rate to fight
inflation.

ICU view: Large debt redemptions are scheduled for the next several weeks, which will
distort an actual picture ofinvestors’ activity due to their rotation. However, in overall,
we expect further marginal increase of non-residents’ portfolios. MoF is going to set a
cap just for the three-month bills and offer bonds with maturities up to six years. This
should attract extra demand from foreigners who are looking for higher yields amid
still nottoo strong UAH exchange rate.

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
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Chart 2. FX-denominated bonds
Three-year history of domestic government bond placements at primary market:
proceeds (in billions) and yields-to-maturity (%)

Volume (US$bn, right scale) B 1year B 2years W 3years
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Fair value of domestic government bonds as calculated by NBU versus
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Liquidity outflows to budget

Large amounts oftax collections and new bill purchases caused larger fluctuationsin liquidity
than earlier this year. This week, we expectthe slightrecoveryin the total amount of banking-
sector liquidity.

Budget accounts lastweek absorbed UAH15bn through tax collection of UAH18bn and new
bond purchases of UAH5.2bn vs UAH1bn of interest repayments. As the result, liquidity in
the banking systemfell by UAH15bn to UAH176bn, as the NBU did notintervenein the FX
market and provided just UAH2.5bn of new loans to 12 banks while banks exchanged
reserves in cash of the same UAH2.5bn.

ICU view: This week, the MoF has to redeem UAH15bn of UAH-denominated bonds,
which likely will be not refinanced in full, since it would require an increase in interest
rates. Therefore, with this payment and a bit more active budget expenditures, liquidity
should continue recovery, started last Friday.

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

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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* operations repo, purchase and sale of government bonds, FX market interventions, stabilisation loans, FX swap agreements; ** DIF — deposit insurance fund;
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The hryvnia exchangerate tends toward strengthening

Thehryvniaexchangerate continued to appreciate, butvery slowly. Therefore, for this week,
we keep our forecast ofgradual appreciationwithinthe UAH27.5-28.0/US$ range.

A gradual increasein foreigners’ activity in the bond market, large tax payments, and lack of
NBU interventions in the FX market allowed the hryvnia to continue gradual appreciation.
However, itwas very slow, just 0.2% to UAH27.71/US$.

The FX market was self-balanced with increased demand fromimporters and larger supply
fromforeigners for buying new UAH-denominated bills. In addition, agrariansfinancing spring
planting mostlikely supportedthe supply of hryvniahard currency.

ICU view: We do not anticipate material changes in the hryvnia exchange rate
behaviour, with gradual appreciation within the UAH27.5-28.0/US$ range, under the
same factors of impact. On the one hand, the supply of hard currency from foreigners
and the agri-sector will increase, while on the other, thedemand for hard currency will
rise from importers and foreigners who will be interested in withdrawing investments.
This can cause larger fluctuationsin exchange rates and more NBU interventions, but
in general, it will not affect the current trend in hryvnia appreciation.

Taras Kotovych, Kyiv, (044) 377-7040 ext.724
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Chart 5. FX market indicators, 3-year history

Ukraine hryvmia UAH exchange rate per US dollar at the interbank market and NBU interventions (weekly datg)
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Inflation rises sharply

Thefurther risein Ukraine’s inflation to 7.5% YoY in February was primarily driven by higher
food and fuel prices. This fast-paced trend of price growth is likely to continue in the coming
months, which will lead to afurther increase in the key policy rate by the NBU.

In February, consumer prices grew by 1.0% MoM, whileannual inflation accelerated to 7.5%
YoY (compared with 6.1% YoY in January) and moved even further from NBU’s target 0f 5%.
The outcome exceeded the estimates of the overwhelming majority of experts (Bloomberg
consensus — 7.2% YoY, ICU estimate — 6.9% YoY). At the same time, the acceleration of
core inflation to 5.6% YoY (from 5.0% YoY in January) was almost in line with our
expectations.

The main factor in accelerating inflation was the sharp rise in prices for food, which is
observed notonly in Ukraine, but throughout the world. In particular, the FAO food price index
rose by almost 17% YoY in February, which is the highest rate since 2012. Given the high
share of food products in the consumer basket (41%) and the openness of the economy,
domestic inflation is extremely sensitive to these global trends. In particular, the highestrates
of price growth are shown by eggs (85% YoY), sugar (62% YoY), and sunflower oil (35%).

In addition, fuel prices haverisen sharply in recentmonths, and for the first time since mid -
2019, the annual price change has become positive (4.4% YoY).

Instead, the gradual strengthening of the UAH exchange rate and the economy’s capacity
underutilization induced by COVID-19 pandemic contained fundamental inflationary
pressures. In addition, inflation was affected by the government's restriction on the gas price
for households, whichwas reflected in the CPI.

ICU view: Looking ahead, we expect further increases in food and energy prices to
keep fueling inflationary pressures. At the same time, the ongoing strengthening of
the UAH exchange rate and more precautionary behaviour of the population against
the background of a growing likelihood of new lockdown restrictions will be important
deterrents. In addition, we still expect thattheongoing food price spike should unwind
in the second half of the year. Thus, the annual changes in the headline CPI and the
core CPI will increase slightly in the coming months (by 0.5-1.0 pp) and will hover at
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these levels (about 8% and 6%, respectively) until the end of the year, slightly higher
than our December forecasts.

Given such inflationary trends and the gradual economic recovery, the NBU is highly
likely to raise the key policy rate again, to 7%, butthen take a wait-and-see attitude. At
the same time, if the current surge in inflation, even against the background of a
certain strengthening of the UAH exchange rate, will hurt inflation expectations, the
NBU will be forced to act more aggressively. Moreover, the current rise in US Treasury
yields, the global deterioration in risk appetite, and the lack of significant progress in
negotiations with the IMF have significantly tilted the risks toward a tighter response
from the NBU.

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

Chart 6. CPI, core CPI and target, YoY, % Chart 7. CPl and Core CPI, 3MA MoM SAAR, %
(Both headline and core infation accelerate sharply since October 2020) (Three month moving average of seasonally acjusted annualized rate of growth

compared with the previous montf)

Targetrange e ems Tgrget em—CP|

18 )

2

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

Core CPI . CPl Core CPI
(%)

14

12

10

8

6

4

2

0 T~
; /
-4

Ju-19 Jan-20 Ju-20 Jan-21 Jan-18 Ju-18 Jan-19 Ju-19 Jan-20 Ju-20 Jan-21

Source: Ukrstat, ICU.



15March 2021 Weekly Insight Inflation rises sharply

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 purposes forits clients. It does not
constitute an investment advice or an offer or solicitation for the purchase of sale of any financial instrument. While reasonable 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 E
investments referred to herein may involve significant risk, are not necessarily available in all jurisdictions, may o
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 experience in 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

