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The last days of fixed exchange rate

Since April 2005 hryvnia exchange rate to US dollar had remained in very
tight bounds. The NBU had sold dollars for UAH 5.06 per USD and
hryvnias for UAH 5.00 per USD limiting interbank exchange rate
variations to about 1%. At the same time the NBU had maintained official
exchange rate unchanged at UAH 5.05 per USD. As interbank foreign
exchange market had been quite illiquid, the NBU had also worked as
market-maker smoothing out fluctuations of supply and demand.

In general, official exchange rate is indicative: no parties are required to
conduct currency exchange transactions at official rate except the NBU
and Treasury. However, official rate is mandatory for use in accounting
and customs applications. As foreign currency is generally forbidden for
use in domestic payments, official rate is also widely used for converting
payments denominated in foreign currency to hryvnias.

In 2007 the NBU reduced participation in US dollar segment of interbank
market, but still bought large volumes of foreign currency preventing
exchange rate from appreciation. Purchases of foreign currency
contributed to expansion of money supply and acceleration of inflation.
Therefore, in September 2007 the NBU officials started to warn about
possible increase of exchange rate flexibility in 2008. Accordingly, in the
end of 2007 and in the beginning of 2008 the NBU several times allowed
the exchange rate to cross informal exchange rate band of UAH
5.00-5.06 per USD before intervening to maintain exchange rate.
Starting from February 2008 the NBU withdraw from UAH/USD market
completely. As supply of foreign currency continued to be larger than
demand, hryvnia started to appreciate against US dollar in March and
April from UAH 5.00 per USD to UAH 4.80 per USD. As official exchange
rate remained at 5.05 UAH per USD, disparity between market and
official rate reached 5%. Such situation became essentially a trade
barrier for importers that overpaid custom duties and the VAT by 5% and
also caused payments tied to official rate to become too high.

In the middle of May tight liquidity forced banks to sell off dollars causing
hryvnia to appreciate up to UAH 4.50-4.60 per USD making the gap
between official and market rate even larger. Thus the NBU board
decided to close the gap by increasing official rate to 4.85 UAH per USD
and intervening the interbank market at 4.80 UAH per USD. The change
in official rate decreased the VAT and duties paid on imports expressed in
UAH by 4%. Besides if official exchange rate remains high up to the end
of 2008, enterprises with net debt in foreign currency will be forced to
mark it down and pay enterprise profit tax on additional profits.
Assuming unchanged official rate in the end of 2008 and external assets
of the Ukrainian enterprises at USD 8 bn, net foreign currency liabilities
of nonfinancial corporations can be estimated at USD 47 bn while
additional taxes can reach UAH 2.4 bn out of UAH 9.6 bn of new profits.

Change in official rate prompted strong statements by exporters and
politicians against revaluation despite the fact that actual appreciation of
hryvnia on the interbank market started several months before. Such
controversial reaction could be explained by still high dollarization in
Ukraine and biased view on the exchange rate policy due extensive
presence of exporter lobby. Indepedence of NBU in monetary policy
execution was under threat as NBU Council tried to suspend the change
in official exchange rate acting beyond the bounds of its authority. Draft
laws proposing to allow the NBU Council to override the NBU Board in
particular on official exchange rate or to transfer responsibility for
defining exchange rate policy to the Government from the NBU were also
introduced. Moreover, some politicians seemed to think that the
Government already sets exchange rate policy.

Public debate over official rate shows that the NBU needs to improve
transparency of exchange rate policy and educate stakeholders to
prevent misunderstandings over its role and actions. Another lesson of
official exchange rate change is that qualification requirements for the
NBU Council members should be increased both de jure and de facto.
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Quarterly trends
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