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Abstract. Connection between exchange rate and value of financial funds in Ukraine has
been established, high price of which being a competitive restriction of environment where resident-
entities operate. Foreign exchange policy, official foreign reserves and exchange rate regime
analysis has been implemented.
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BAJIIOTHUI KYPC TA MIDKHAPOTHA

KOHKYPEHTOCITPOMOYHICTD CYB’EKTIB I'OCITOJAPIOBAHHAA

AHoTanis. BctaHOB/IEHO 3B'A30K MK BaJIFOTHUM KypCOM Ta I[IHOIO (JIHAHCOBUX PECYpCiB B
VYkpaiHi, BUCOKa BapTICTh SIKUX € KOHKYPEHTHUM OOMEXEHHSM CEpeIOBUIIA FOCIIOAaPIOBAHHS
HiANPUEMCTB-PE3UCHTIB. 3p00JICHO OIJISA]] BAIFOTHOI MOJITUKH, CTAHY 30JI0TOBATIOTHUX PE3€pBiB
Ta BAJIFOTHOTO PEXUMY B YKpaiHi

KuouoBi ciioBa: gediut rpomoBux KoIITiB, rpoiioBa 6a3a, 30008’ s3anusa HBY, BamoTHuit

KYPC JI0 pe3epBHOI BAIIOTH, 30JI0TOBATIOTHI PE3CPBHU.

BAJIIOTHBINA KYPC U MEXKJIYHAPOJTHASI
KOHKYPEHTOCIHOCOBHOCTD CYBBEKTOB XO351HICTBOBAHUSA

AHHOTAUUs. YCTaHOBJICHA CBSA3b MEX/y BATIOTHBIM KYpPCOM U IIeHOH (PMHAHCOBBIX
peCypcoB, BUCOKAsi CTOMMOCTb KOTOPBIX SIBJSIETCS KOHKYPEHTHBIM OTPaHUYEHUEM CPEJIbI
X03UCTBOBAHUS PEANPUATHN pe3uieHTOB. Crenad 0030p BATIOTHON MOJUTHKH, COCTOSTHUS
30JIOTOBAIIOTHBIX PE3€PBOB U OOMEHHOT'0 pekuMa Ha YKpauHe.

KiroueBblie cjioBa: 1eUIUT JCHEKHBIX CPEACTB, ACHEXKHas1 6a3a, 00s13aTeNIbCTBA
HanmonansHoro banka Ykpaunsl, 0OMEHHBIN Kypc K Pe3€pBHOMN BaIIOTE, 30JI0TOBAIIOTHBIE

pE3epBhI.



Introduction. Many scientists including M.Ershov indicate that while central
banks in advanced economies are in many ways trying to keep value of credit funds
low, developing countries, Ukraine not being an exception, are experiencing far more
expensive short term and long term financial resources [1]. They fairly assume that
free access to affordable funds of money increases global competitiveness of entities.
Basic economics concepts of demand and supply imply that if something costs a lot
then this something — funds of money, in our case — must be either rare or very
useful. This article does not analyze usefulness of money when invested in Ukraine
or abroad, but mainly tries to establish the notion that funds in Ukraine are rare and
therefore they are expensive. For this reason, it is necessary to take a specific
approach, on the basis of which the problem of expensive funds of money, namely
Ukrainian hryvnia, is going to be developed. Traces of the above mentioned approach
are seen in articles of lI.Averin [2]. Since using statistical data is inevitable, it is
important (i) to establish which monetary statistical figure should be referred to as
“UAH” as well as (ii) to measure the substance that ensures purchasing power and
value of the national currency of Ukraine. To put it differently this substance is the
official foreign reserves.

Statement of the problem. Answering a question why Ukraine cannot afford it
to enjoy cheap money is the aim of the article. Relation between official foreign
reserves, monetary base, foreign exchange rate and foreign exchange regulation of
the NBU is what is primarily looked at. The accepted approach to the National Bank
and the above mentioned economic phenomena can be described in the following
way.

Let us just assume that the NBU is simply what we call a bank. The bank that,
like any other bank, is issuing promissory notes promising to transfer something
valuable to their holder when presented. These promissory notes are hryivnas. But
this bank actually has one thing that distinguishes it from others, only UAH is a legal
tender on the territory of Ukraine. Here we see UAH as obligation of the NBU
payable to bearer once it is presented for redemption. And the NBU, like any other

banks a few centuries ago, needs to redeem its obligation “from vaults” using its
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reserves at a certain exchange rate. Thus, we assume that official foreign reserves of
the NBU serve as provision and guarantee for UAH and therefore worth detailed
examination. In fact, we will refer to such indicator as monetary base, which consists
of cash and deposits of other banks with the NBU in order to measure UAH [3]. We
use terms UAH and monetary base interchangeably in this article. Furthermore, so as
monetary base be fully (100%) guaranteed by official foreign reserves, the following

equation must be true[2]:

Monetary base
Xrate = 4 (1).

Official foreign reserves

Or to put it in another way:

Monetary base = Xrate x Official foreign reserves (2).
And since UAH equivalent of the official foreign reserves equals to
Official foreign reserves in UAH = Xrate x Official foreign reserves (3).
Then it is true that
Official foreign reserves in UAH= Monetary base= Xrate % Olfficial foreign

reserves (4).

A value calculated in equation (1) is by no means a sort of “true” or “right”
exchange rate of UAH, but it is rather indicative x-rate, which, we believe, real-world
exchange rate tends to.

We also need to determine exchange rate regime of Ukraine on the grounds of
latest news, statistical data and the IMF statutory documents [4, articles I-V and
Supplement C].

We are also stick to the view that the following three factors determine value of
UAH:

e Degree by which monetary base is covered by the official foreign reserves,

which are used for intervention to currency market. Calculation of this ratio
Is within a scope of this article;
e Demand on the part of foreign currency holders for resources, goods and

services that are being sold for UAH. This factor falls out of our scope here;



e Demand on the part of UAH holders for foreign currency. We are
particularly interested in regulations of the NBU and the Verkhovna Rada
aimed at influencing this demand.

Findings. In order to provide Ukrainian entities with cheaper funds, “supply of
UAH” (or monetary base extension, academically speaking) should increase as well
as purchasing power of the hryvnia should not diminish. Purchasing power of a
currency normally decreases when the currency devaluates. Broadening of monetary
base without weakening / devaluation of UAH seems to result in funds’ going down
in price. At present, demand for foreign currency exceeds demand for UAH on
Ukrainian foreign exchange market, thus forcing the NBU to make foreign currency
injection in order to support UAH from devaluation. In this connection, foreign
exchange reserves are very important for X-rate maintenance as well as securing the
value of the hryvnia (consider it as obligation of a bank — the NBU) like cover funds.
Therefore, the degree by which monetary base is covered by the official foreign
reserves is needed to be calculated.

Equation (2) mentioned above infers that coverage of the monetary base is
achieved either through

(i) exchange rate adjustment i.e. devaluating or revaluating X-rate, or

(ii) official reserves adjustment i.e. filling up or spending the reserves.

Let us now address the term of an exchange rate in general and exchange regime
of a country in particular. In accordance with statutory documents of the International
Monetary Fund (the IMF)[4, article 4], each member of the IMF should inform the
Fund of his (the member) exchange regime. It can be fixed or market as
determinable, that is flexible. Since the IMF categorizes exchange rate regimes of all
its members on continuing basis, we can look at its assertion on the x-rate regime of
Ukraine and compare it to statistical data. The IMF asserted that x-rate regime of
Ukraine was fixed (peged) that is when the monetary authority buys or sells foreign
exchange to maintain the exchange rate at its predetermined level or within a range.
In addition, it indicates that parity of UAH to USD was the main target of monetary
policymakers [5, 5].



Data from the NBU on x-rates to USD on Figure 1 confirms the statement of the
IMF that UAH to USD x-rate is pegged.
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Figure 1. Dynamics of UAH monthly exchange rate to USD and
EUR, 0172006 — 04/2014
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We can see from Figure 1 that a parity of UAH to USD had been established at
least since 2006 at nearly 5.05 UAH per USD and then was hold at nearly 8 UAH
during 2009-2013. As dynamics of UAH/USD in Q1 2014 shows, parity of UAH to
USD was changing starting from January 2014. The possibility of switch to another

FOREX regime is important but falls out of our scope.

At the same time there was no UAH x-rate pegging to another reserve currency

—the euro.

Let us think about the other part of the equation (2), namely foreign exchange

reserves. Please, refer to Figure 2 to see dynamics of the official reserves of the NBU.
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Figure 2. Official foreign reserves of the NBU,
01/2006 — 0312014
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It may be seen that the NBU has been suffering from a continuous decline in its

foreign reserves since May 2011 till March 2014 having nearly USD 38 billion and

USD 15 billion of reserves respectively [6]. Although tranches from the IMF and the

overall indebtedness of Ukraine, though important, fall out of scope of this article, as
at 7 May 2014 the official reserves increased to USD 17.3 billion due to a USD 3-

billion-tranche.

And now please refer to Figure 3 for data on monetary base dynamics of the

hryvnia and UAH equivalent of the official foreign reserves of the NBU [7].

From Figure 3 we can see that monetary base has been increasing since 2006
and as at 31 March, 2014 it amounted to UAH 329 billion. 90 per cent of this amount

was cash and 10 per cent was deposits of banks placed with the NBU (these are the

two component parts of monetary base).



Figure 3. Adequacy of foreign reserves to support monetary base,
01/2006 — 0312014
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Foreign reserves, shown in UAH millions are calculated on the basis of
Equation (3).What is worth mentioning here is that till June 2012 monetary base of
UAH had been in excess guaranteed by the official foreign reserves at given X-rates.
However, since June 2012 and till now the gap between quantities of monetary base
and UAH equivalent of the reserves is widening. As at 31 March, 2014 official
foreign reserves converted to UAH using official X-rates amounted to UAH 149.6
billion. Thus, the gap was about UAH 179.4 billion. In other words, UAH 179.4
billion of the hryvnia as at 31 March was not secured by the official foreign reserves.

This gap increases dependence of the value of the hryvnia (i.e. soundness of
exchange rate and purchasing power of UAH) from demand for UAH and foreign
currency on foreign exchange (FOREX) market in Ukraine.

In this connection, it may be concluded that Ukrainian supervising authorities
like the Verkhovna Rada or the NBU had to impose restrictions on FOREX operation

aimed at decreasing demand for foreign currency. Therefore, due attention is focused



on search for news on exchange restrictions and familiarization with the IMF 2013

annual report on Exchange arrangements and exchange restrictions information [8].

Since Figure 3 provides us with useful information on foreign reserves adequacy to

guarantee monetary base, it is evident that the NBU must have tightened its FOREX

regulation after June 2012, when a portion of UAH became unguaranteed by the

official foreign reserves. Table 1 contains tightening measures of the NBU aimed at
diminishing demand for FOREX.

Table 1. The NBU measures to diminish demand for / and increase supply
of FOREX on Ukrainian FOREX market

as at 16 June 2012 X-rate for certain government transactions differs from the
market rate [8]

November 2012 obligatory sale of 50% of exporters’ revenue received in
foreign exchange

November 2012 obligatory converting foreign exchange transfers to resident
individuals over UAH 150 000 per month to UAH

November 2012 reduction of the term for which residents may extend
commercial credit to nonresidents from 6 to 3 months.
Penalty — 0.3%-contract-value-fine per each day of delay.

November 2012 a proposal to introduce a 15% tax on foreign exchange
operations (not introduced)

as at 1 January 2013 | foreign exchange transactions up to 50 000UAH require
documentation verifying identity of a person; larger amounts
require physical identification of the individual

2013 prohibition of deposits of foreign exchange cash in
investment accounts of foreign investors [8]

2013 requirement to surrender gains on FOREX purchased but not
used [8]

September 2013 obligatory sale of all (100%) proceeds in foreign exchange by
resident entities (with the exception of banks) and individual
entrepreneurs (not only exporters)

September 2013 individuals’ FOREX transaction within Ukraine are converted
to UAH

February 2014 Limitation of individual FOREX transfers from Ukraine
abroad to the amount of UAH 50 thousand per individual per
month, yet, with certain exceptions [9]

February 2014 Temporal prohibition of purchasing of FOREX on Interbank

exchange for (i) investing abroad, (ii) early redemption of
FOREX loans and (iii) forming insurance reserves for
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insurers[9].

March 2014 individuals’ FOREX purchasing limitation to the equivalent
of UAH 15 thousand per day
April 2014 The NBU disconnected 14 banks from interbank FOREX

exchange for raising bids for USD.

Finally, let us touch on the two ways in which the NBU can increase
coverage/provision of its monetary base with the official foreign reserves. As may be
inferred from Equation (2), the NBU can either enlarge its reserves or devaluate the
hryvnia. This article omits the issue of official foreign reserves management. Instead,
please refer to Figure 4 to see dynamics of a calculated X-rate of UAH/USD, so that
100 per cent coverage of monetary base by the official foreign reserves be achieved.

The calculated 100%-coverage X-rate is calculated according to Equation (1).

Figure 4. A calculated 100%-coverage-UAH/USD x-rate vs official xrate,
01/2006 — 03/2014
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As can be seen from the Figure 4, as at 31 March, 2014 the X-rate at which
monetary base is completely covered by the foreign reserves equaled to 21.81 UAH
per USD.



Conclusions.

Conclusions consist of two sections: section 1 contains a summary of findings

made in this article on the basis of the presented figures and analyzed data, while

section 2 is composed of the author’s opinion on the X-rate impact on international

competitiveness of entities, which are Ukrainian residents.

I. On the grounds of Figures 1-4, Table 1 and current developments the

following can be asserted:

UAH exchange rate had been pegged to USD from at least 2006 and by January
2014. It is hard to say whether FOREX regime of UAH is remaining pegged to
USD or changed in 2014.

Base money (i.e. monetary base) has been steadily growing during 2006 — March
2014, while official reserves were declining. As at 31 March 2014 only 45.5% of
base money was guaranteed by the official foreign reserves.

On FOREX market of Ukraine demand for foreign currency (i.e. USD, EUR) is
higher than demand for UAH. That makes official foreign reserves the main
source that ensures purchasing power of the hryvnia.

After June 2012, when the base money (monetary base) ceased to be fully
guaranteed by the official reserves at a given X-rate, the NBU introduced a
number of FOREX regulating measures aimed at decreasing demand for foreign
currency on Ukrainian FOREX market. The following were among these
measures: obligatory sale of 100% proceeds in foreign currency, monthly
limitation of individual FOREX transfers abroad, setting daily limit on individual
foreign currency purchase and disconnecting some FOREX aggressive banks from
interbank exchange trading.

As at the end of quarter 1, theoretical X-rate at which base money are fully
covered by foreign exchange reserves was 21.81 UAH per USD.

I1. The author’s opinion is as follows.

Such factors as dependence on imports, relatively big number of foreign investors

who repatriates profits earned in Ukraine, flight of the rich men abroad caused by
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political situation and change of state governors, usage of reserve currencies by
ordinary Ukrainians as means of value saving — all that caused demand for USD
and EUR exceed demand for UAH on Ukrainian FOREX market. As a result,
dependence of purchasing power of the hryvnia on the official foreign reserves of
the NBU is extremely high. Thus, the equation Monetary base = Xrate *x Official
foreign reserves seems to be applicable. Consequently, monetary base extension
depends on size of the reserves — the bigger the reserves, the “more UAH may be
printed” without the hryvnia’s losing purchasing power and without increase in
risks of devaluation. In fact, Ukrainian economy needs more UAH so that to make
funds cheaper for entities and enable them to undertake less profitable projects in
real sectors of economy.
In connection with the importance that base money be covered by the reserves,
UAH X-rates to reserve currencies are overvalued (for example, official UAH
9.92 price vs calculated UAH 21.81 per USD). This overestimation, on the one
hand, increases value of the UAH and therefore makes money funds cost more.
But on the other hand, “it is not too bad” because resident-entities need purchasing
power of the gryvnia to buy import assets and use it for modernization, if properly
managed.
In conclusion, what appears to be right directions of consequent research of the
problem of expensive funds in Ukraine is listed below.
1. Connection between foreign exchange rate, monetary base and processes in
real economy similar to those indicated by I.Averin;
2. The issue of indebtedness of Ukraine, its relations with /tranches from the
IMF;
3. Analysis of the NBU restricting FOREX policy;
4. Developments in Ukrainian economy concerning increase of demand for UAH;
5. Analysis the emergence of electronic money such as bitcoin.
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