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COORDINATION OF MONETARY AND FISCAL POLICIES DURING CRISIS

Abstract. The global crisis of 2020, caused by the spread of the COVID-19 coronavirus
disease, has led to decline of the Ukrainian economy and contraction in the welfare of society. To
overcome the effects of the crisis, the monetary and fiscal authorities have provided strong
incentives, primarily to support the most vulnerable social groups and businesses most affected by
quarantine restrictions, as well as to facilitate the financial stability of the banking sector. In
conditions of limited government resources, to minimizing the negative effects of the crisis requires
the highest efficiency of monetary and fiscal policies, which can only be achieved through proper
coordination between monetary and fiscal authorities.

The present article examines the peculiarities of the conduct and direction of monetary and
fiscal policies before crisis processes arose in Ukraine and identifies the factors that constrain the
effectiveness of both policies: shadow economy; permanent budget deficit; excessive public debt
service costs; the dominance of non-monetary inflation factors in taking monetary policy decisions.
Anti-crisis measures of monetary and fiscal authorities are described and analysed. It was
determined that the stock exchange channel of money issuance stood inactive during the crisis,
which led to a significant imbalance in the interest rate environment in Ukraine and to the increase
in the cost of government borrowing in the domestic market, what was caused by poor coordination
between monetary and fiscal policies. It has been established that the dominance of the state in the
banking system of Ukraine has a negative impact on bank lending during the crisis, and the
government’s program to stimulate lending restrains the reduction of interest rates on new loans
through market mechanisms.

To ensure post-crisis sustainable economic development, the following measures are
advised: ensure a gradual reduction in public debt service costs; make the transition to a
countercyclical fiscal policy, which will allow for an expansionary monetary policy; implement
measures aimed at reducing the concentration of the state in the banking sector and endorse lending
to the real sector of the economy rather than government, through state-owned banks; stimulating
lending through monetary rather than fiscal mechanisms.

Keywords: monetary policy, fiscal policy, monetary-fiscal policy coordination, economic
development, central bank, corona crisis, Ukraine.
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KOOPJIUHAIISI MOHETAPHOI TA ®ICKAJIBHOI IMOJIITUK B YMOBAX KPU3U

AHoTauisi. Buknmnkana mommpeHHsM cBiTom kopoHaBipycy COVID-19 cBitoBa kpu3za 2020
POKy Tpu3BeNa 10 CKOPOYEHHS YKpPAiHCHKOI €KOHOMIKH, CHPUYMHHUBIIM 3HIDKEHHS T0OpOOyTY
cycninbcTBa. [ mMogoaaHHs HACTIAKIB KPU3H OpPraHd MOHETapHOi Ta (picKaabHOIT BIaaW BAAIHUCS
JI0 TIOTY)KHHUX CTUMYJIB, SIKI NepeayciM OyiM HampaBleHHI Ha MIATPUMKY Bpa3IMBHX BEPCTB
HaceJeHHs 1 MIANPUEMCTB, IO HAWOUIbIIE TOCTPAXAIW BiJ 3aMpPOBAKEHUX KapaHTHHHUX
oOMeXeHb, a TakoX Ha 3a0esnedeHHs (piHaHCOBOI CTaOLIBHOCTI OaHKIBCHKOI CHCTEMH.
OOMexeHICTh MOXJIMBOCTEH ypsiiy B MiHIMI3alii HETaTUBHMX HACTIAKIB KPHU3W TOTpeOyBaIn
JOCATHEHHS! HalBUIIOT e()eKTUBHOCTI BiJl MOHETapHOI Ta (hiCKaJIbHOI MOJITHUK, BOAHOYAC HAWBHUIIA
€(DEeKTUBHICTH TPOIIOBO-KPEAUTHOI Ta 00 KETHO-TIOJJATKOBOI MOTITHK MOXE OYTH JOCSITHYTA JIUIIIE
3a YMOBH HaJIe)KHOI KOOpAMHALIT M’k OpraHaMHi MOHETapHOi Ta (icKalbHOI BIaIu.

JocnipkeHo 0coOIMBICTh MPOBEACHHS 1 HANpPsIM 3A1HMCHEHHS MOHETAapHOI Ta (iCKaIbHOL
HOJITHK J0 PO3TOPTaHHS KPU30BUX IMPOLECIB B YKpaiHi Ta BU3HAYEHO (HaKTOpH, IO CTPUMYIOThH
e(DEeKTUBHICTh TOJITUK: TIHI3AIls E€KOHOMIKM, TMEPMAaHCHTHHH OWKEeTHUU nediluT, HaaAMIpHI
BUTPATH Ha 0OCITyrOBYBaHHS JIE€P>KaBHOTO OOpry; TOMiHyBaHHS HEMOHETAPHUX YMHHUKIB 1HQIIALIT
MIPU yXBAJICHHI PIIICHH 1010 MOHETAPHOI MOMITUKH. ONMCaHO aHTUKPU30B1 3aX0 MOHETAPHOI Ta
¢ickanpHOI BIaaM Ta 3MIMCHEHO iXHIM aHami3. Bu3HaueHo, 1[0 HEAKTUBHICTH (POHIOBOTO KaHATY
eMicii mpu3BeNa 0 3HAYHOTO Po30alaHCyBaHHS CEPEJIOBHINA MPOIICHTHUX CTaBOK B YKpaiHi Ta 10
3pOCTaHHs BapTOCTI JAEP>KaBHOTO 3allO3MYEHHS Ha BHYTPIIIHBOMY PHUHKY, IO CTAJ0 PE3yIbTaTOM
HEHaJIeKHOI KOOpAMHAIIT MOHETapHOI Ta (hICKaIbHOI TMOMITHK. YCTaHOBJICHO, IO JTOMIHYBaHHS
JepxkaBu B OaHKIBCHKiM cucTeMi YKpaiHH HETaTHBHO BIUTMBaE Ha OaHKIBCHKE KpEAUTYBaHHS
B NEpioJ KpWU3M, a Mporpama ypsay 13 CTUMYJIIOBaHHA KpEAUTYBaHHS CTPUMYE 3HIDKEHHS
MPOIIEHTHUX CTaBOK 32 KPeIUTAMU Yepe3 pUHKOBI MEXaHI3MH.

Jlnst 3a0e3rnedyeHHsT CTIMKOTrO TICIASKPU30BOIO €KOHOMIYHOTO BIJHOBJICHHS 1 PO3BUTKY
3alpONOHOBAHO 3a0€3MEeYUTH IOCTYNOBE 3HIKEHHS BUTPAT Ha OOCIYroBYBaHHS J€p>KaBHOTO
Oopry; 3MIWCHUTH TIEPeXil Ha KOHTPIUKIIYHY (PiCKaIbHYy TMOMITHKY, IO JO3BOJIMTH 31MCHIOBATH
€KCIIaHCMBHY MOHETapHYy MOJITHKY; peai3yBaTH 3aXO/H, HAlPaBJICHI Ha 3HIDKEHHS KOHIICHTpAIlii
Jiep’kaBi B OaHKIBCBKOMY CEKTOp1 Ta MPOBOJUTH KPEIUTYBAHHS PEATLHOTO CEKTOPY €KOHOMIKH,
a He ypsay uepe3 Jaep>kaBHI OaHKH; 3[M1HCHIOBATH CTUMYJIIOBAaHHS KPEIUTYBaHHS Yepe3 MOHETapHI,
a He (icKanbHI MEXaHI3MH.

Knrouoei cnosa: moHeTapHa TONITHKA, (icKalbHA MOMITHKA, KOOPAMHAILS MOHETapHO-
(icKanbHOI MOJIITHKH, EKOHOMIYHHIA PO3BUTOK, IEHTPAJILHIHI 0aHK, KOPOHOKpHU3a, YKpaiHa.

®opmy: 0; puc.: 4; Tabx.: 1; 6161.: 37.

Introduction. In 2020, the world entered a global crisis caused by the spread of
SARS-CoV-2 coronavirus, which led to a pandemic of a cute respiratory disease COVID-19. The
peculiarity of this global crisis, which got its name from the catalyst virus—coronacrisis, was not of a
financial or economic nature. Governments in most parts of the world have been forced to take
unprecedented anti-pandemic measures to curb the spread of the virus to minimize the negative
effects on public health by introducing lockdowns, closing borders and restricting movement within
countries, and imposing hard restrictionsin most industries and economic sectors. The practice of
remote work has become widespread and has begun to be used in cases where its implementation is
possible. Such complex measures have led to a significant decline in economic activity and rising
unemployment. The duration of the crisis itself and the negative economic impact will depend mainly
on the vaccination of the population with further entrance to the phase of economic recovery.

To support economies, the authorities responsible for monetary and fiscal policies in both
developed and developing countries have resorted to unprecedented stimulus. In addition, given the
vulnerability of developing countries, the International Monetary Fund (here in after — the IMF)
has provided support to a total of 86 countries [1]. Monetary and fiscal stimulus was primarily
aimed at mitigating the negative economic effects of the restrictions and supporting households and
businesses, and was accompanied by increased government borrowing to cover budget deficits and
the wide spread use of non-traditional monetary policy instruments.
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The developing countries to which Ukraine belongs hadalimited capacity of measures to
support their economies. Therefore, in order to achieve the highest positive effect from fiscal and
monetary stimulus, effective coordination between monetary and fiscal policies has become critical.

Literature review and the problem statement. The coordination between fiscal and
monetary policies is being actively studied in the scientific community. Most researchers believe
that coherence between monetary and fiscal policies is an on-alternative phenomen on in the long
run and will have a positive effect on economic prosperity, while policy in consistencies create
additional risks to economic development and have a negative effect on economic growth. More
over, researchers draw attention to possible inflationary risks in the case of long-termdominance of
fiscal policy over monetary policy.

V. A. Muscatelli, P. Tirelli, and C. Trecroci [2] demonstrated that the strategy of interaction
between monetary and fiscal policies should primarily depend on the types of shocks that affect the
economy and argue that counter cyclical fiscal policies, which are widely used in practice, can be
welfare-reducing if fiscal and monetary policy rules are inertial and not coordinated.

Assessing the supporting role of fiscal policy to monetary policy in shock stabilization,
T. Kirsanova, S. J. Stehnand D. Vines [3] came to the conclusion that in conditions when both
policy-makers are benevolent, the best outcome possible to achieve when monetary policy does
nearly all of the stabilization. Never the less, if fiscal authority discounts the future, or aims for an
excessive level of output, this will lead to welfare losses: after an inflation shock there will be
excessively tight monetary policy, excessive fiscal expansion, and a rapid accumulation of public
debt.

M. Bassetto, and T. J. Sargent [4] examined the challenges faced by officials of the United
States in trying to separate fiscal and monetary policies concluded that despite such attempts,
monetary and fiscal policies eventually became coordinated, so it is proposed that it is better for
both policies to be coordinated or consolidated rather than separated.

M. Franta, J. Libich, and P. Stehlik [5] studied the interaction between monetary and fiscal
policies in six developed countries, and point out that the possibility of inflationary shock should
not be under estimated in the case of long-term dominance of fiscal policy over monetary policy.

The coordination of monetary and fiscal policies in a small open economy was investigated
by R. D. Worrell [6], who came to the conclusion that the interaction between monetary and fiscal
policies can be realized provided that the central bank be able to make decisions on monetary policy
independently from government bodies responsible for fiscal policy. This will, for instance, ensure
controlled inflation.

M. Pasichny [7] also points out that the harmonization of fiscal and monetary policies is
appropriate to support sustainable endogenous economic growth. At the same time, when
coordinating fiscal and monetary policies, it is necessary to assess the potential impact of fiscal
instruments on the dynamics of the consumer price index, and at the same time monetary
instruments on budget revenues and interest rates on government bonds for budget deficit funding
and service public debt.

In the study of the coordination of monetary and fiscal policy in Ukraine, S. Mishchenko,
S. Naumenkova, V. Mishchenko, V. Ivanov, and G. Lysenko [8] pointed to the fact that fiscal
policy has taken dominance over monetary policy in recent years, as well as the lack of their proper
coordinationin 2009—2017.

In the study of the relationship between monetary and fiscal policies in Ukraine,
I. Lukyanenko and P. Dadashova [9] stated that in a crisis, only if monetary and fiscal policies are
coordinated, it is possible to stop the economic decline and create conditions for economic growth.
Moreover, assessed that, based on historical experience, the optimum combination for Ukraine
envisages contractionary fiscal policy and expansionary monetary policy.

Anti-crisis measures of monetary and fiscal policy in the context of the COVID-19
pandemic in some countries, including Ukraine, were considered by A. Krasota and A. Yarovoy, to
draw attention to the fact that the National Bank of Ukraine (here in after — NBU), in contrast to
other central banks, did not resort to unconventional monetary policy measures [10].
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Ananalys is of monetary policy during the COVID-19 pandemic was accomplished by
S. Arzhevitin [11], which indicates that monetary policy during the crisis period, despite low
inflation, remained contractionary, in as much the key policy rate was significantly higher the
current inflation level. In addition, S. Arzhevitin stated that in order to enlarge the effectiveness of
monetary policy instruments, it is necessary to ensure the proper coordination of fiscal and
monetary policies.

S. Kolodii, M. Rudenko, L. Gariaga, I. Kochuma and S. Kolodii investigated how the
increase of social standards and in particular the increase of the minimum wage, during corona
crisis will affect the monetary policy. They came to the conclusion that such a decision could lead
to a rise of inflation above expectations in the future. In the paper, the authors stated that such
decisions should be consistent with strategic objectives of both policies [12].

The aim of the present article is to determine the effectiveness of monetary and fiscal
policies and their coordination during the COVID-19 pandemic in Ukraine, and to provide practical
recommendations regarding improvement of both policies and their coordination to ensure
economic recovery and development.

Research results. For a greater level of understanding the specifics of the monetary and
fiscal policies during the corona crisis in Ukraine, it is firstly necessary to assess their vector and
goals in the pre-crisis period.

For a long time, monetary policy in Ukraine was characterized as tough: high key policy and
real interest rates; constant absorption of liquidity from the banking system through NBU
certificates of deposit; limited growth in the money supply; strict requirements for banks on
mandatory reserves. On the one hand, this was due to the need for inflation reduction, which was
significantly higher than the main principles of monetary policy would suggest [13]. On the other
hand, this contributed to the strengthening of the role of the key policy rate in the transmission
mechanism of monetary policy by linking it to permanent access instruments. Before the transition
to inflation targeting, the key policy rate hadal most no real power in the conduction of monetary
policy in Ukraine.

In 2019, inflation started to slow down, which was caused primarily by the appreciation of
the local currency against the back ground of foreign speculative capital entering Ukraine and the
decline in world energy prices. Following the postulate of inflation targeting and in response to
increasing deflationary pressure, in mid-2019 the NBU began a gradual reduction of the key policy
rate. At the end of 2019, inflation entered the target range set by the central bank, and inearly 2020
the consumer price index was below the target, to which the NBU in response announced a further
reduction in the key policy rate.

Prior to the pandemic, the NBU announced a change in the mandatory reserves
requirements: since March 2020, only foreign currency should be used as a basis to maintain
minimum required reserves. As conceived by the central bank, such a practice would helpreduce the
cost of loans in the local currency and facilitate the de-dollarization of the economy [14]. Thus,
given the changes announced by the NBU, it can be stated that Ukraine has entered a corona crisis
at the stage of easing monetary policy.

Before Ukraine faced the coronavirus crisis, fiscal policy could be characterize dasmulti-
pronged. First of all, this can be seen due to the multidirectional nature of fiscal policy measures in
terms of strategic areas, as well as the presence of structural problems, which were reflected in the
effectiveness of fiscal policy: significant shadowing of the economy; inefficient administration of
taxes and fees; permanent deficit of the pension fund; excessive subsidies and subsidies to the
population; high costs of public debt service.

Measures aimed at solving the above-mentioned structural drawbacks were proposed
through tax reform with the objective to improve the mechanisms of tax administration: increasing
the fiscalization of business transactions by introducing obligatory usage of registrars of settlement
transactions, the implementation of electronic excise stamps, the improvement of portal account of
tax payers, and the implementation of a plan to combat the base erosion and profit shifting (BEPS).
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Another measure aimed at reducing state budget expenditures to cover the pension fund
deficit was the pension reform: raising the retirement age for women and providing the possibility
of retirement in the condition of a certain retirement experience.

Prior to the crisis, the budget deficit for 2020 was projected at 2.1% of GDP [15], which is
lower than the Maastricht Treaty on Economic and Monetary Union recommendation by 3 % [16]
and in line with the IMF requirements in memorandum, signed by IMF and Ukraine [17, p. 64]. The
planned state budget deficit is a constant phenomen on for Ukraine, although since 2016 there has
been a strong tendency to decline, reducing from 3.7% to 2.3% in 2019 (Fig. la).
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Fig. 1. Dynamics of planned and actual budget deficit and the cost
of servicing public debt to GDP

Source: completed by the authors according to the source [18; 19].

Long-lasting budget deficit indicates on continuous expansionary fiscal policy and creates
additional inflationary pressures and contemporaneously creates risk of fiscal dominance upon
condition of the absence of institutional in dependence of the central bank. At the same time, the
assessment of the budget deficit, carried out on the basis of cyclically adjusted primary balance,
vide licet decreased by debt service expenditures fiscal balance and net of cyclical factors, allows us
to assess the essence of fiscal policy in 2016—2019 as contractionary. Thus, one of the key factors
shaping the budget deficitin Ukraine is the highcost o fpublic debt service (Fig. 1b).

Although starting from 2016, there has been a gradual decrease in public debt service
expenditures relative to GDP, as of the end of 2020 the indicator remained at 2.9%, which can be as
sessedas significant (see Fig. la). While reducing the cost of public debt service should be a
strategic goal of the Ministry of Finance of Ukraine (here in after — the Ministry of Finance), in the
medium-term strategy for public debt management for 2019—2022 published by the government,
reducing public debt service costs is not directly set among the main goals [20].

After the first detected cases of coronavirus disease in Ukraine, inmid-March 2020 the
government imposed aquarantine, followed by the closure of the state border and mandatory self-
isolation upon arrival in Ukraine, restricting movement and introducing lockdown measures. Such
measures have resulted in lowering economic activity, rising unemployment and increasing
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deflationary pressures, and therefore monetary and fiscal policy measures were primarily aimed to
over come these consequences.

The NBU’s response was consistent: given the gradualeasing of monetary policy announced
before the coronacrisis, the regulator’ sactions were expected for economic agents.

Following the schedule for the monetary policy decision-making meetings of the board, the
NBU has twice cut the key policy rate by 2 percentage points in April and June 2020 [21]. Thus, the
key policy rate reached its historically lowest level since Ukraine’s in dependence. A long with the
key policy rate cut, the central bank shrank the interest rate corridor for standing facilities from
+2 p.p. to =1 p.p. [22]. On the one hand, this allowed banks to obtain cheaper funding to maintain
liquidity and had a positive impact on financial stability. On the other hand, it allowed banks to
receive higher income by placing free liquidity in overnight certificates of deposit with the NBU.

In order to provide banks with funds to support lending activity, the NBU introduced a long-
term refinancing mechanism with a floating interest rate, where the basis is key policy rate with
initial maturity for up to 5 years. Long-term refinancing loans required from banks collateral in the
form of government bonds or foreign currency [23]. Subsequently, the NBU expanded the list of
possible collateral for long-term refinancing loans and included corporate bonds issued under
government guarantees and municipal bonds [24]. At the same time, such a mechanism became not
so much a stimulus for lending to the real sector of the economy, but rather an opportunity to
expand the financing of the state budget deficit by banks.

An additional central bank’s measure was the intensification of operations with both
standard instruments of bank liquidity management and refinancing, by increasing the frequency
oftenders and expanding the maximum term of weekly refinancing operations from 30 to 90 days.
In addition, to provide the banking system with sufficient liquidity, the NBU conducted extra
refinancing tenders during the market disruptions in March 2020.

Pursuing a stimulating monetary policy, the NBU limited it self to traditional monetary
policy instruments: while central banks in developed countries and in some developing countries
resorted toun conventional monetary policy instruments, in particular, quantitative easing and
directed lending. The NBU saw significant inflationary risks of using non-standard monetary policy
mechanisms, and therefore direct support of the individuals and business was implemented through
fiscal rather than monetary stimulus measures.

Fiscal policy measures wereprimarily aimed at raising social standards, helping vulnerable
groups and the temporarily unemployed, as well as providing in direct support for businesses
affected by quarantinerestrictions.

In order to ensure the financing of additional expenditures and taking into account the
expected decline instate budget revenues, changes in the law on the state budget provided for the
expansion of the budget deficit to 7.5% of the updated projected GDP in 2020 [25].

The government approved additional payments to medical workers, made payments to
socially vulnerable groups, expanded unemployment benefits, and increased transfers to the Pension
Fund of Ukraine.

To support local businesses, the government provided tax preferences, while the tax burden
was temporarily reduced: in particular, the application of most penalties for violation of tax
legislation was limited, the introduction of PPO was postponed for entrepreneurs with a simplified
taxation system, and the annual in come limits for individual entrepreneurs were increased [26].
Moreover, the Ukrainian parliament has decided to reduce the value added tax on some products in
the agricultural sector from 20% to 14%.

The state program «Affordable loans 5—7—9%»', which was designed to stimulate
expansion of existing business as well as appearance of new business, creating of new jobs and
ultimately push economic growth, was expanded. In particular, the maximum loan a mounth as
been increased, the list of economic sectors that can count on the reimbursement of the part of

! The «Affordable loans 5—7—9% program was introduced by the Ministry of Finance of Ukraine and is implemented through
the Entrepreneurship Development Fund of Ukraine, which aims to stimulate lending to micro, small and medium-sized businesses in
a frame work of interest expenses on bank loans compensation through state budget.
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interest expenses from the state budget of Ukraine has been expanded. As part of the expanded
program, ananti-crisis package was introduced, which considered additional support to business via
providing the possibility of refinancing current debt at 0%. This helped to reduce the dollarization
of the economy, as Ukrainian companies were able to refinance their debt in foreign currency to
local currency under more favourable conditions, along with a reduction of currency risks.

Thea bove-mentioned program has become popular among both businesses and banks. Since
the launch of the program in February 2020 and until April 2021, as refinancing loans at 0% were
disbursed almost UAH 16.25 billion, as anti-crisis loans at 3% were disbursed almost UAH 16.65
billion, and under standard «5—7—9%» conditions were disbursed UAH 5.29 billion [27].
Although the implementation of such measures allowed companies to significantly reduce their loan
servicing costs and banks to obtain higher interest income, fixing a higher interest margin than
under standard market conditions, in general, the program significantly slowed down the reduction
of the cost of lending in the Ukraine.

This was primarily due to the fact that the interest rate on the program «Affordable loans
5—T7—9%» is formed as the sum between the Ukrainian index of interest rates on retail deposits
(UIRD) for three months and the recommended by the Ministry of Finance maximum
margin — 7 p.p. for microenterprises, 6 p.p. for small businesses and 5 p.p. for medium-sized
enterprises [28]. Therefore, all banks that are authorized to disburse loans under the program
«Affordable loans 5—7—9%» lend on the same conditions and do not have adequate motivation to
lend in local currency outside the program at an interest rate that would be competitive. At the same
time, enterprises are not motivated to take loans outside of the program «Affordable loans
5—7—9%», at a market interest rate that will be higher than under the program «Affordable loans
5—T—9%».

With in the framework of the state program «Affordable loans 5—7—9%», in March 2020
an additional framework of a loan guarantee mechanism was introduced in order to provide access
to loans for micro, small, and medium-sized enterprises that do not have sufficient collateral or an
adequate level of equity of ulfil banks’requirements [29].

Another measure to stimulate economic activity was an increase in the minimum wage: the
first increase took place in September 2020, the second in January 2021, and the last is scheduled
for July 2021. In general, the minimum wage should increase by 37.6% from the beginning of 2020.
Moreover, the new budget declaration set further increase of the minimum wage by an additional
28% until the end of 2023 [30]. On the one hand, the increase in the minimum wage leads to an
increase in labour costs for public sector employees, while, on the other hand, expanding the tax
base. The result of the growth of the minimum wage, despite the compensatory effect of additional
tax revenues, will ultimately be an increase in budgete xpenditures. An additional effect, which is
not yet quantifiable, will be the increase in inflationary pressure due to higher inflation expectations
in the current and coming years [31].

In order to cover expected budget deficit, the Ministry of Finance began with accumulation
of public debt: in 2020, public debt and government-guaranteed debt in the local currency increased
by 22.1%, while in foreign currency in the US dollars equivalent by 9.7%. The debt increase is
expected to exceed the past four years’ average level: 12.2% in local currency and 3.9% in foreign
currency in the US dollars equivalent (Fig. 2).

The boost of government spending and the refore further expansion of the budget deficit, as
well as volatility in the financial markets of developing countries, led to the need to increase interest
rates by the Ministry of Finance to attract additional funding in the primary market through the
issuance of new government bonds (Fig. 3).

One of the main indicators of effective coordination between fiscal and monetary policy is
the consistency of the interest rate environment development. Before the outbreak of the pandemic,
there was a strong positive correlation between the key policy rate and the rate on issued
government bonds in the primary market in Ukraine. Nevertheless, when the pandemic hit, the gap
between interest rates on government bonds with maturities over 1 year and the key policy rate
began to grow and reach its maximum of almost 100% at the end of 2020.
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Source: completed by the authors according to the source [18].
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Source: completed by the authors according to the source [32].

ISSN 2306-4994 (print); ISSN 2310-8770 (online)



FINANCIAL AND CREDIT ACTIVITIES: PROBLEMS OF THEORY AND PRACTICE 2021 N2 6 (40)

Following economic theory, the yield on government bonds should be an indicator of the
risk-free interest rate. Inspite of that, Ukrainian practice testifies to the distortion of such logic: the
yield on government bonds significantly exceeds the rates on term deposits of individuals and
interest rates on loans to enterprises, while the pandemic factor and adjusted plan regarding
attraction of additional funds to the state budget creates a favour able environment for investors to
push interest rates upward (7able).

Table
The difference between the basic interest rates and the NBU key policy rate
in percentage points’
Dep 0 sit.s 0 fprivate Loans to legal Entities Domestic Sovereign Bonds
Date NBU Key md“;:::: e less less
PolicyRate Allterms |  than above All than above All than above
il s lyear terms il o 1year | terms il s 1 year
12.19 13.5 1.1 0.9 2.4 1.3 1.3 0.9 -1.9 -1.6 -1.9
01.20 11.0 3.0 3.0 3.7 1.6 1.6 1.4 -1.0 -0.7 -1.1
02.20 11.0 1.6 1.6 2.4 0.0 0.0 -0.6 -1.2 -1.4 -1.2
03.20 10.0 1.9 1.9 2.8 4.9 4.9 4.6 -0.1 -0.1 X
04.20 8.0 3.7 32 32 X
05.20 8.0 3.5 3.4 2.7 2.7 24 32 32 X
06.20 6.0 1 1 1
07.20 6.0 4 3.0 3.0 2.6 2.1 1.7
08.20 6.0 4 2.6 2.6 2.3 2.7 1.8
09.20 6.0 3.0 2.8 2.8 23 2.9 1.9
10.20 6.0 2.9 2.6 2.6 23 3.0 2.5 4.9
11.20 6.0 2.7 2.6 23 2.3 2.0 4
12.20 6.0 2.8 2.6 3.0 0 4 0
01.21 6.0 2.5 2.3 2.2 2.2 1.8 4
02.21 6.0 2.3 2.1 1.9 1.9 1.4 v 8
03.21 6.5 1.3 1.1 2.5 1.8 1.8 1.3 4.9
04.21 7.5 0.1 0.0 1.4 1.0 1.0 0.6 3.6 32
05.21 7.5 0.2 0.0 1.6 1.2 1.2 0.7 3.7 1.3
06.21 7.5 0.1 -0.1 1.6 1.5 1.5 1.0 1.2

Source: the rate exceeds the NBU Key Policy Rate by: completed by the authors according to the source [32].

Easing monetary policy and significant fiscal stimulus expectedly led to an increase in the
monetary base and money supply. The growth of broad money for the year of the pandemic, from
March 2020 to June 2021, was 29.5%, while the growth of the monetary base over the same period
was 39.2%. In addition, deflated by interpolated inflation expectations of banks, businesses,
households and financial analysts in the annual horizon NBU key policy rate entered the negative
level in June 2020, which allowed the NBU to assess the monetary policy as expansionary (Fig. 3).

The initial issue of money conduct by NBU through currency channel and credit channel,
while the stock exchange channel remain edinactive. The NBU adhered to this practice for a
longtime, and the crisis did not lead to a revision of this practice. Under such conditions, market

2 The interest rate on loans and deposits is determined as a moving average for the last 10 business days until the end of the
respective month; the interest rate on government bonds is calculated as the weighted average rate of raising funds to the state budget
for the corresponding month.
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participants, and particularly banks, against the background of growing supply of government bonds
in the primary market, unilaterally formed an upward trend in yield rates. Contemporaneously,
active participation of the central bank in the security secondary market for government securities
would help contain hepressure of over supply and thus limit the grow thin the cost of raising
government debt. During the active phase of the pandemic, such practice would not lead to a
significant inflationary surge, on the one hand, due to low inflation and suppressed business activity
in the specified timerange, and on the other hand, due to the non-monetary nature of inflation in the
post-crisis recovery cycle.

The experience of both developed countries and somedeveloping countries allows us to
make a positive assessment of the above-mentioned practice. In the study of the possibility of
applying quantitative easing in developing countries, J. Mimirand E. Suneli draw attention to the
fact that in the context of an chored inflation expectations and a floating exchange rate regime,
quantitative easing will not lead to inflationary shocks and at the same time will have a positive
effecton the value of assets [33]. At the same time, the limitation of such operations, both bya
predetermined time frame and by volume is crucial, especially given the negative historical
experience of fiscal dominance in Ukraine [9].

Despite the reduction of the NBU key policy rate and gradual decrease of rates on term
deposits, as well as additional fiscal stimulus in the form of state program for lending promoting
«Affordable Loans 5—7—9%», bank lending remaineds lugish in 2020 and in the first quarter of
2021. During the first year of the pandemic, total performing loans to legal entities in the local
currency increased by only UAH 37 billion, and to individuals—by UAH 16 billion. In contrast,
banks’ total portfolio of government bonds increased by UAH 178 billion, which is almost 3.4
times more than the net increase over the same period of loans (Fig. 4).

Government
Bonds e 26 - 178

NBU Certificates
of Deposit IIO -25
Corporate )
Loans -1 21 . 37
Retail
Loans . 16
NBU Funds 19 12- 64
Funds of
legal entities 58 19 - 101

—

Funds of
individuals B . 76
-50 0 50 100 150 200
UAH billions
State-owned banks Banks with foreign owners ™ Banks with ukrainian owners

Fig. 4. Change in the main balance sheet positions of banks in the local currency
for the first year of the COVID-19 pandemic in Ukraine’

Source: completed by the authors according to the source [32].

? The basis for calculating the growth of the loan portfolio of enterprises and individuals is performing loans in accordance with
the requirements of the NBU Resolution Ne 351.
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One cansing leout such reasons why banks prefer red investing in government bonds, rather
than lending to the real sector of the economy: high interest rates in the absence of credit risk, the
possibility of using government bonds as collateral for long-term refinancing operations from the
central bank a take y policy rate during the pandemic, and the notion that banks consider
government bonds to be highly liquid assets, according to the methodology for calculating liquidity
coverage ratios, which simplifies the management of liquidity risk in during the crisis [34].

In the first year of the pandemic, state-owned banks played a major role in the state’s
lending: their share in the total growth of banks’ government bond portfolio in local currency
amounted in almost 57%. More over, the growth of funds of both enterprises and individuals is
primarily observed in state-owned banks: by 57.4% and 61.8%, respectively, in the first year of the
pandemic (see Fig. 4). This was facilitated by both high interest rates and higher confidence by
placing funds in state-owned banks, given the negative historical experience, in particular, the
liquidation of more than 40% of banks from the market by the central bank in 2014—2016.

According to A. S. Bertai, A. Demirguch-Kunta and H. Heizinga, the main advantage of
state-owned banks is their lower procyclicality, or even countercyclicality, which is more typical for
developed economies. It is assumed that in times of financial instability, state banks are more active
in lending to the real sector of the economy, thus providing adequate support to enterprises and
individuals [35]. At the same time, during the first year of the pandemic, state-owned banks in
Ukraine did not increase lending to both enterprises and the population. The volume of performing
loans in local currency remained virtually unchanged (see Fig. 4).

Such a model of state dominance in the banking sector of Ukraine has a destructive effect on
competitiveness and weakens the effectiveness of monetary policy, given the shifted centres of
influence towards the Ministry of Finance. At the same time, high market shares and trust — both
on the part of the population and on that of enterprises in state-owned banks — create the
prerequisites for stimulating the economy through lending to the real sector of the economy, rather
than financing the government. According to the principles of strategic reform of the state banking
sector, lending to small and medium-sized enterprises is envisaged. We therefore assume that,
providing support to business should become a strategically prioritized direction for state-owned
banks before their partial privatization [36].

In 2021, amidrising consumer prices above the expectations of the central bank, as well as
higher inflationary expectations in the future, the NBU raised the key policy rate three times, by
only 200 basis points from 6% to 8% [21]. Moreover, the central bank plans to further increase the
key rate to 8.5% in 2021. According to the NBU, such increase of the key policy rate will been
ough to return inflation to the target range of + 5% in the second half of 2022.

A further increase in inflationary pressure in 2021—2022 will bestabilized by monetary
policy measures, primarily by gradual phasing out of anti-crisis monetary measures [37], while
fiscal policy will remains oft. There is a risk that this practice will further imbalance the interest rate
environment in the face of the need for additional fund raising in the state budget. At the same time,
taking into account the non-monetary nature of the current and expected inflationary pressure,
which is primarily driven by the rise in prices on world commodity markets, a tighter monetary
policy may lead to a slow down in the post-crisis recovery.

Conclusions. Fiscal and monetary authorities have responded to the challenges of the
coronacrisis by easing their policies: fiscal policy measures have been directed to support the
economy, while monetary policy has been more conducive to ensuring the financial stability of the
banking system. An increase of the budget deficit during the crisis created the possibility to finance
additional social spending, while easing tax pressure and providing in direct support to enterprises
and individuals. Long-term refinancing of banks and reducing its cost allowed banks to increase
liquidity in local currency and provide additional funds to the government, primarily for budget
deficit coverage. Given the in activity of the central bank’s stock exchange channel of money
issuance, the cost of raising public debt in the domestic market as opposed to the cost of loans and
term deposits began rising, indicating alack of proper coordination between monetary and fiscal
policies. The excessive costs of the public debt service make it almost impossible to pursue
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countercyclical fiscal policy principle in Ukraine in the long run, which in turn increases the risks,
particularly inflationary — for the conduction of expansionary monetary policy.

Therefore, we can distinguish the following monetary and fiscal policy measures aimed at
ensuring sustainable economic development:

1) Reduction of the public debt service cost should become a strategic and prioritized task
for both monetary and fiscal authorities, which in a crisis can be achieved by using a stock
exchange money issue channel with strict control of monetary inflation factors and predetermined
timeframe and volume of such operations.

2) The principle of countercyclical of fiscal policy should become fundamental for Ukraine.
Further easing of monetary policy, subject to neutrality or keeping fiscal policy soft, will not have a
significant positive effect on the cost of lending, despite the fact that it will carry additional
inflationary risks and thus limit economic growth.

3) The concentration of state-owned banks in the banking system creates additional risks
and can negatively affect the effectiveness of the transmission mechanism of monetary policy,
given their focus on lending to the government, rather than the real sector of the economy, as well
as shifted decision-making centres towards the Ministry of Finance; financing the real sector of the
economy through state banks during the crisis will contribute to the post-crisis recovery and
economic growth of Ukraine. Therefore, it should be apriority strategic direction for the Ministry of
Finance.

4) Incentives for lending should be provided not through fiscal policy instruments, such as
compensation of enterprises’ interest expenses from the state budget, but through monetary policy
easing.
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