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Abstract. Monetary policy occupies one of the key positions in macroeconomic regulation, on the effective implementa-
tion of which the stability of economic growth, the reduction of unemployment to natural levels etc. The purpose of the
study is to identify the results of the practical application of the monetary theory's theoretical generalisations for the use of
effective monetary policy instruments in Ukraine under conditions of socio-economic instability and weak inclusive insti-
tutions of national economy development. The study systematises the main vectors of monetary policy improvement and
possibilities of its adjustment. By analysing the key aspects of the institutional framework for monetary regulation under
conditions of financial instability, it is established that, in coordinating fiscal and monetary policy, the independence of
the central bank should be the primary condition for the construction of an optimal macroeconomic policy. The results of
the study underline: price stability should be a prerequisite for the resumption of lending and economic activity after the
recession caused by the cyclical crisis exacerbated by the COVID-19 pandemic. The results obtained provide insight into
the current state and prospects of developing monetary policy in Ukraine, which in turn should be oriented not towards
matching the exchange rate parameters with the volume of domestic government bonds issue (DGBs), but towards ensur-
ing strict fiscal measures aimed at overcoming the effects of the budget crisis and achieving macroeconomic balance.
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to further develop the theory of monetary regulation of the
economy in the context of constructing appropriate inclusive
institutions; to identify the specifics of using monetary in-
struments in the macroeconomic management of the national

1. INTRODUCTION

The economic situation in the country in recent years
demonstrates the inability of existing institutions to ensure

that the potential of Ukrainian society is harnessed for tech-
nological and institutional innovations. The absence or
weakness of inclusive economic development institutions
leads to a situation where monetary, financial and exchange
rate policy instruments are not sufficiently effective to
achieve financial stability and ensure economic growth. In
this context, the issue of fiscal and monetary regulation of
the economy, with the absence or weakness of inclusive in-
stitutions for national economy development, is of particular
relevance. The relevance of this study from a scientific and
practical point of view stems from the need (Aarle & Boven-
berg, 1995; Aarle & Bovenberg, 1997; Alesina & Tabellini,
1987; Alesina & Tabellini, 1990; Andersen & Schneider,
1986; Beetsma & Bovenberg, 1997a; Beetsma & Bovenberg,
1997b; Bordo, 2018; Bordo & Schwartz, 2004):
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economy; to improve the practice of implementing monetary
measures.

In economic theory and practice, there has been a view
since the time of Keynes that fiscal and monetary influence
on the economy is extremely effective. As global experience
shows, fiscal and monetary measures, reinforced by flexible
exchange rate regulation, can ensure the achievement of cer-
tain macroeconomic results. Fiscal and monetary measures
involve changes in taxes, expenses, money supply and inter-
est rates, as long as certain parameters of inflation are re-
spected. It is inflation that most significantly affects the scale
of the multiplicative effects in the economy. Inflation control
is therefore the most important focus of monetary policy
(Constéancio, 2017; Dixit & Lambertini, 2001; Dixit & Lam-
bertini, 2003a; Dixit & Lambertini, 2003b; Epstein, 2019;
Exchange Portal..., 2020).

The processes of the Ukrainian economy in recent years
have led to the conclusion that traditional monetary, financial
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and exchange rate policies can create conditions for ensuring
financial stability, but are not sufficiently effective to ensure
stable economic growth. In this context, the institutional or-
ganisation of state regulation of the economy becomes very
important, and modern economic science provides a theoret-
ical basis for a more realistic modelling, practical implemen-
tation and strategic interaction of fiscal and monetary poli-
cies (Fagiolo & Roventini, 2017; Fiebiger, 2016).

Meanwhile, the most important point in modern views on
the theory and practice of the macroeconomic management
of the economy lies not only in the need to justify the option
of prudent monetary actions, but also in the understanding of
weaknesses in the institutional framework for price stability
and economic growth. Consideration of factors related to
achieving institutional and financial stability throughout the
economic system is crucial. This is why the issue of fiscal
and monetary actions is the subject of analysis by financiers
and institutionalists. In this regard, the purpose of the study
is to identify the results of the practical application of the
monetary theory's theoretical generalisations for the use of
effective monetary policy instruments in Ukraine under con-
ditions of socio-economic instability and weak inclusive
institutions of national economy development (Friedman,
1968; Fullwiler, Bell & Wray, 2012; Furman, 2020; Hansen,
1953; Hicks, 1937).

2. LITERATURE REVIEW

Nowadays, there is a large number of academic studies
on monetary policy, both in Ukraine and abroad. This issue
is reflected in the works of representatives of the classical
and neoclassical school, Keynesianism, neoclassical synthe-
sis, monetarism and their modern modifications, and the is-
sue of fiscal and monetary measures efficiency is still dis-
cussed within the framework of the Keynesian-monetary
debate.

J. Keynes (1936) put forward in his time the idea of the
dependence of the interest rate on the investor-acceptable
return on capital supply. It did not contradict his views on
the limited influence of money on the production process and
the efficiency of the fiscal impact on the economy. M.
Friedman (1968) drew attention to the impact of quantitative
changes in the monetary supply in circulation on investments
and production. J. Tobin (1969) supported the ideas of
Keynesian theory in the monetary sphere, focusing on the
structure and dynamics of the money supply (M3 ), establish-
ing the impact of the supply of financial assets on the return
on investments in the real economy (Krug, 2018; Kuzheliev
& Zherlitsyn, 2020; Lavoie, 2019; Minsky, 1992).

The conflict of interests arising when undertaking fiscal
and monetary measures has traditionally been solved by
combining the fundamental principles of neoclassical analy-
sis and Keynesianism (neoclassical synthesis). The basic
model of neoclassical synthesis presented to the scientific
community by J. Hicks (1937) (15 = LM) has stood the test
of time. It has been assessed by M. Bordo and A. Schwartz
(2004) as being suitable for exposition purposes, macroeco-
nomic analysis of open economies and the economic situa-
tion of IMF member countries. Creation of R. Creation of R.
Mundell's version of the model IS = LM = BP (Mishkin,
2007; Mundell, 2001) and the inclusion of the labour market

Review of Economics and Finance, 2022, Vol. 20, No. 1 321

equilibrium conditions into the analysis by A. Hansen (1953)
made it possible to determine realistic multipliers and the
effects of fiscal and monetary measures in an open economy.

The modern consensus between the proponents of neo-
classics and Keynesianism, reflected in the new Keynesian
model of general equilibrium within the framework of the
"New Neoclassical Synthesis” (NNS), is discussed by J.
Fagiolo and F. Roventini (2017). The New Keynesian model
of general equilibrium includes the equation for optimising
commodity market behaviour (I5), takes into account the
advances of "new macroeconomics”, institutional factors
(usually Taylor rule), and a number of basic monetary prin-
ciples of M. Friedman. The model's simulation capabilities
are weakened by institutional behavioural factors, rational
expectations of economic agents and attempts to estimate
monetary policy without using an explicit function LM, The
Dynamic Stochastic General Equilibrium (DSGE) models
developed on the basis of the New Keynesian model gave
the new neoclassical synthesis additional substantiation
(Mishkin, 2007).

Currently, the monetary-Keynesian debate continues pre-
dominantly within the framework of Modern Monetary The-
ory (hereafter MMT) and post-Keynesianism. S. Fullwiler, S.
Bell and R. Wray (2012) argue that MMT proponents, along
with post-Keynesians and institutionalists, have spread the
heterodox tradition to study the nature of "modern” money
and "financial instability". M. Lavoie (2019) sees MMT pro-
ponents as institutional post-Keynesians. The importance of
institutional factors in monetary theory has been discussed
by B. Fiebiger (2016), R. Nesiba (2013) and others.

A different view is held by G. Epstein: "to overcome the
empirical and institutional constraints, MMT proponents
introduce insignificant institutional, political and empirical
factors into the analysis that disrupt their proposals for mac-
roeconomic policy, which may be of interest to some policy-
oriented adherents of MMT. This means that the proposals of
monetary theory are now of little practical relevance for the
formation of macroeconomic policy" (Exchange Portal...,
2020). One can agree with the opinion of F. Mishkin (2007)
that there are and will always remain elements of art in the
implementation of monetary policy: in other words, substan-
tive judgements will always be necessary to achieve the de-
sired results in the areas of both inflation and employment.

The Keynesian-monetary debate on the effectiveness of
fiscal and monetary measures continues in the context of the
strategic complementarity of fiscal and monetary policy in-
struments. This issue is presented in the studies of S.
Schmitt-Grohe and M. Uribe (2005); M. Persson, T. Persson
(2006) and L. Svensson (2011; 2020). Within the framework
of the above discussion, A. Dixit and L. Lambertini (2001;
2003a; 2003b) concluded that strategic leadership of fiscal
policy rather than monetary policy is more appropriate. T.
Andersen and F. Schneider (1986) argue that fiscal and mon-
etary policy independence is not always better for society.

The Keynesian-monetary debate on the trade-off between the
objectives of output stimulation and inflation containment is
reflected in the studies devoted to the issue of public debt
management and inflation containment by G. Tabellini and
A. Alesina (1987; 1990). More recent studies by B. Aarle, L.
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Bovenberg (1995;1997) and have extended the approach of
G. Tabellini (1987; 1990): fiscal policy, in addition to its
own objectives, can also focus on objectives traditionally
considered as monetary ones. The works of R. Beetsma and
L. Bovenberg (1997a; 1997b) discuss the possibility of effec-
tive interaction between the Central Bank and the Ministry of
Finance to resolve the conflict of interests of fiscal and mon-
etary policy related to the regulation of public debt volume
and inflation rate in the case of both dependent and inde-
pendent central banks. The problem of debt sustainability
within the framework of the interaction between fiscal and
monetary policy is also addressed in the work of S. Pekarski
(2007).

Many studies address the specifics of the fiscal and mon-
etary influence on the economy in the context of the global
financial crisis. L. Svensson (2011) has investigated the in-
terrelation between monetary policy and financial stability in
the context of financial crisis, the role of individual monetary
policy instruments, and has also addressed some issues for
the developing markets arising from capital flows and ex-
changes (Schmitt-Grohe & Uribe, 2005; State Treasury...,
2020). V. Constancio (2017) has investigated the main prob-
lems and consequences of the global financial crisis in terms
of the competencies of central banks to ensure financial sta-
bility, as well as the efficacy of particular monetary policy
instruments. Among recent publications, the work of M. Ku-
zheliev et al. (2020) who have established a correlation be-
tween macroeconomic dynamics and inflation rates by study-
ing and summarising the impact of inflation targeting and
other key monetary policy instruments on fundamental mac-
roeconomic indicators in Ukraine during periods of stability
and crisis should also be mentioned.

Ensuring financial sustainability with monetary policy
instruments has been described in the theoretical work of N.
Minsky (1992). The issues of financial stability as a key pre-
requisite for the functioning of the national economy and the
effective conduct of monetary policy have been the subject
of a number of studies by the Swiss National Bank (2020)
and L. Svensson (2020). The joint evolution of monetary
policy and financial stability for several countries under dif-
ferent exchange rate regimes since 1880 up to the present has
been investigated by M. Bordo (2018). In the absence of
consensus regarding the ability of monetary policy to main-
tain financial system resilience in the context of the global
financial and economic crisis and subsequent recession with
the help of monetary policy, researchers have turned their
attention to the effectiveness of the interaction between
monetary and macroprudential policies. S. Krug considers
macroprudential regulation as an unhindered policy tool that
can mitigate the build-up of financial sector imbalances.
Macroprudential regulation means limiting credit to an un-
sustainable part of the real economy through borrowed pro-
ceeds (Krug, 2018). The future of monetary and macropru-
dential policies to address the current challenges of financial
and price stability has been explored in the works of L.
Svensson (2020).

As the analysis shows, the theories relevant today have
not reached a scientific consensus on how to regulate the
economy and ensure financial stability with monetary, ex-
change rate and financial policy instruments. These theories
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contradict each other, above all with regard to whether the
state should intervene in the economy, and if so, whether in
the long-term and/or short-term prospect and whether by
monetary or fiscal measures. The dynamics of economic and
institutional transformations dictate the need to review man-
agement methods, improve macroeconomic regulation tools,
and continuously adapt relevant foreign experience. There is
no doubt that foreign experience with macroeconomic regu-
lation is important, but to apply it effectively it is necessary
to have inclusive institutions that reinforce the effects of
monetary, financial and exchange rate policies towards eco-
nomic development and financial stability.

Attempts to take into account a variety of institutional
factors reflecting national specificities of a country are not
always useful in macroeconomic regulation. Such attempts
complicate not only the process of implementing monetary
policy, but also the theoretical models. For qualitative eco-
nomic analysis, it is quite difficult to identify those institu-
tional factors for market behaviour that are essential and do
not overload it with superfluous conditions. The vast majori-
ty of modern macroeconomic models based on the Keynes-
ian approach, the monetary concept, the new neoclassical
synthesis or the ideas of MMT proponents contain a signifi-
cant number of behavioural hypotheses, economic variables
and institutional factors the impact of which on economic
equilibrium and financial stability is often difficult to under-
stand.

The inclusion of a significant number of institutional
factors into macroeconomic analysis can be justified if it
makes it possible to explain why the market behaviour of
economic agents is inconsistent with neoclassical behaviour-
al microfoundations. An institutional analysis of the factors
determining the specifics of the institutional model of the
national economy and the economic agents' behaviour in the
current socio-economic situation should precede the macroe-
conomic analysis. The issue regarding the possibility of "fi-
ne-tuning” the economy on the basis of fiscal and monetary
measures within the framework of Keynesian-monetary-
institutional analysis remains open. This means that, even
today, the monetary-Keynesian debate cannot be regarded as
completed.

Two groups of problems can be distinguished which are
jointly addressed by the government and the central bank:
the problems of institutional complementarity of fiscal and
monetary policy instruments and the ability to transform
theoretical macroeconomic models into the models of politi-
cal-economic management of public revenues; the problems
of strategic interaction between fiscal and monetary policy
regarding the resolution of conflicting interests related to the
management of public debt and the inflation rate. The results
of the fiscal and monetary effects on the main parameters of
the national economy can be predicted with high probability
by a rather simple macroeconomic model of the neoclassical
synthesis IS = LM and its derivatives. The use of a small
number of microeconomic functions in the model and the
absence of institutional factors help to minimise the problem
of the irrationality of economic actors. The current parame-
ters of the function may differ significantly from the calcu-
lated ones, the exogenous values are not always determined
statistically accurately and with a certain lag. The absence of
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interactive development institutions causes the expansion of
the already wide bands within which macroeconomic func-
tion curves are located and economic analysis is conducted,
which does not preclude seeing the main macroeconomic
trends before and after political-economic interventions.

3. MATERIALS AND METHODS

The research methods provide an opportunity to assess
the results of fiscal and monetary measures of the state based
on a synthesis of neoclassical and neo-Keynesian approaches
to macroeconomic analysis. The study uses Keynesian ter-
minology on the structure of the money supply: Ly — liquidi-

ty, operating cash fund (monetary aggregate My); L» — mon-
ey in banks, speculative cash fund (monetary aggregates
My, M5, M3), and only three empirically estimated and inte-
. . . . . 8%
grated microeconomic functions: Keynesian — savings ™ >0

and money demand (marginal need for an operating cash
8L, .
fund E'_Y_ >0, demand response to speculative cash fund as a

. 8L, .
result of interest rate changes a—_‘ < 0); neoclassical — the
L

. . . . ar
reaction of investments to changes in the interest rate P <0.
L

All the behavioural functions are stochastic.

A macroeconomic model I5 = LMwas used to distinguish
the monetary factors to be taken into account in analysing
the effects of autonomous growth in_money supply M< and
expenditure (autonomous investment I') on the value @1.
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An analysis of the equations obtained leads to the follow-
ing conclusions. Under tight control of the money supply,
the additional demand for an operating cash fund to finance
autonomous public expenditure can be met with money from
the speculative cash fund when the speculative cash fund
reacts to a change in the interest rate in the interval

AL . . . .
—oo = I = <2 ), When interest rates rise, the increase in
L
autonomous expenditure is compensated by a reduction of
aI

investments elastic to interest rates in the interval Py
£

= 0. The economic effect of fiscal measures depends on the
. LB . .
magnitude of the multiplier a_f.;’ the marginal values of which

can range from 0 to the maximum value in the Keynesian
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1
basic multiplier model — =47, given the maximum income
d¥

]
effect (a_D = 0 and the complete emptying of the specula-
. 8ls
tive cash fund (E = m)_

Expansive monetary measures lead to a decrease in the
interest rate and an increase in investments elastic to changes

. . . . a1
in the interest rate in the intervals: —oo = Fy < 0 and

dLy

—m:i—ﬁi[] The maximum multlpller effect is
ai

ar
achieved under the condition Fral oo, and a—_‘ = 0. Expan-
I i

sive monetary actions increase the income multiplier effect
when the interest rate elasticity with respect to money de-
mand is weak and the interest rate elasticity of investments is
strong.

As can be seen from the given income multiplication
conditions, the matching of fiscal and monetary measures

- . 81
can take place within a wide band of —oo < P <0 and
AL, . s .
—oo = a—]' <0. The process of income multiplication will

. . . . as
intensify as the marginal rate of saving decreases P and

money will turn into liquid form without increasing the in-
L,
terest rate as the value decreases e

In the transition from a theoretical (explanatory) model to
a political-economic model of government revenue man-
agement (decision-making), the main performance indicator
of fiscal and monetary measures is considered to be gross
(social) income Y, while the autonomous component of gov-
ernment spending I, the money supply Mz and interest rates

I are considered to be instrumental variables of macroeco-
nomic policy.

4. RESULTS

It is evident that the availability of money in the public
sector of the economy acts as the monetary basis for con-
ducting effective macroeconomic measures. The monetary
factors of income multiplication prove to be and become
determinative not only as a result of autonomous changes in
the money supply Mz, but also when autonomous invest-

ments grow 1. Any measures aimed at increasing the value

of social income (Y) by rationalising lending, financing
budget deficits or investments as much as possible must be
consistent with the monetary measures of the Central Bank.
Regardless of how the strategic interplay of fiscal and mone-
tary policy is organised, the question arises of whether the
National Bank of Ukraine should give more priority to stabi-
lising inflation or to stimulating issuance. It is clear that in
coordinating policies, the independence of the Central Bank
should be the primary condition for the construction of opti-
mal macroeconomic policy (The Ministry of Finance...,
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2020a; The Ministry of Finance..., 2020b; The National
Bank..., 2020a).

Resolving the problem of budget deficits turns into a prob-
lem of finding sources for their financing. The easiest way to
solve it is to finance the deficit with additional emissions.
The necessary liquidity can emerge as a result of an increase
in the money supply and credit supply by credit institutions.

Table 1. Rate of Increase in the Money Supply.
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The public sector's need for money only means the potential
possibility of creating new money. The statistical data pre-
sented in Table 1 shows the flow of money into the monetary
circulation channels over the period 2014-2020. Some of
these funds are not provided by a corresponding increase in
the supply of material goods and services.

Indicators
Years Monetary Aggregates, min UAH Increase Compared to Previous Year, %
Mo M M Ms Mo M M: M;
2014 282.947 435.475 955.349 956.728 119.0 113.46 105.42 105.25
2015 282.673 472.217 993.812 994.062 99.90 108.44 104.03 103.90
2016 314.392 529.928 1.102.391 1.102.700 111.22 112.22 110.93 110.93
2017 332.546 601.631 1.208.557 1.208.859 105.77 113.53 109.62 109.63
2018 363.629 671.285 1.273.770 1.277.640 109.34 111.63 105.39 105.68
2019 359.460 760.043 1.435.221 1.466.726 98.85 113.21 112.67 114.79
2020 * 449.335 - - 1.839.274 125.10 - - 125.41

Note: *estimated data.

Sources: compiled on the basis of (Exchange Portal..., 2020; The National Bank..., 2020b; The National Bank..., 2021).

Table 2. Changes in GDP Volume, GDP Deflator, Producer Price Index and Inflation Indices in 2014-2019 (Until Previous Year, in

%), Total Public Debt, Total External Debt.

Years
Indicators

2014 2015 2016 2017 2018 2019 2020
GDP (in 2010 prices) 93.4 90.2 102.4 102.5 103.3 103.1 95.6
Monetary aggregate Ms 105.25 103.90 110.93 109.63 105.68 114.79 125.4
Consumer price index 112.1 148.7 113.9 114.4 110.9 107.9 105.0
Producer price index 117.1 136.0 120.5 126.4 117.4 104.1 114.7
Total public debt (in % of GDP) 70.2 79.4 81.0 71.8 60.9 50.3 57.3
Total external debt (in % of total public debt) 55.6 66.3 65.3 64.2 64.4 58.0 61.0

Sources: compiled on the basis of (The Ministry of Finance..., 2020b; The State Statistics..., 2020).

In 2020, in a situation with little liquidity advantage on
the financial markets and insufficient amount of money L-
in the speculative cash fund, the monetary actions of the Na-
tional Bank led to an increase in the money supply in the
economy. According to operational data of the NBU, the
monetary aggregate Mz (money supply) over the past 12
months (compared to the figure as of 01.11.2019) has in-
creased by UAH 425.3 billion (+31.9%) — to UAH 1.757
trillion, and the money supply has increased by 25.4% at the
end of 2020 (The National Bank..., 2021; The Official Pub-
lication of the..., 2020).

General ideas about the scale of the inflationary increase
in the payments turnover provide comparative data on the
growth rate of the money supply Mg and the fall in the real

gross domestic product (GDP) (Table 2). A 25.1% increase
in the Mgmonetary aggregate in 2020 and a 4.4% fall in real
GDP have certainly intensified inflationary trends. However,
the National Bank of Ukraine operating under inflation tar-
geting regime has ensured for the second year in a row that
moderate inflation of 5% and exchange rate stability has
been achieved.

The producer price index, the rise of which is always a
precursor to higher consumer inflation, had a negative trend
in 2019. For the first time in recent years, it was less than the
inflation rate. It is precisely this index that reveals how much
the purchasing power of the national currency has changed
(Table 2). However, in 2020 the producer price index ex-
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ceeded the inflation rate by 9.7%, which causes a certain
inflationary pessimism in 2021.

In 2020, the NBU's anti-inflationary measures were con-
ducted quite effectively under challenging conditions. The
factors of strong pressure on the monetary sphere on the part
of public finance were the security and defence expenditures
of UAH 218.0 billion (5.5% of GDP), the need to maintain
the public debt of UAH 119.2 billion and the financing of
measures aimed at overcoming the consequences of the pan-
demic (The Ministry of Finance..., 2020a). The amendments
to the State Budget adopted by the Verkhovna Rada of
Ukraine in May 2020 envisaged a reduction of budget reve-
nues by UAH 119.740 billion (11%), an increase of budget
expenditures by UAH 82.39 billion and a significant increase
in the state budget deficit compared to what it was before the
amendments (The Verkhovna Rada..., 2020).

Although general fund expenditures were executed by
90.3% in 2020, the deficit of the general fund of the state
budget of Ukraine was 215.5 billion UAH against the
planned UAH 274.5 billion, with the expenses for defence,
social expenses, debt service, subventions and subsidies to
local budgets fully financed. At the same time, state budget
revenues in 2020 of UAH 1.075 trillion exceeded the target
figure by 1.5% and state budget general fund revenues (UAH
877.6 billion) exceeded the plan by 2.2% (State Treasury
Service..., 2020).

The problems associated with the shortage of money in
2020 have been resolved, as a large part of the total public
sector money needs have been met outside the banking sec-
tor through borrowings. Thus, state borrowings amounted to
UAH 621.5 billion, which is 93.8% of the plan, and state
internal borrowings totalled UAH 389.2 billion or 94.6% of
the plan. Meanwhile, public debt repayments amounted to
UAH 385.5 billion (99.7% of the plan), and debt service
payments amounted to UAH 119.6 billion (88.0% of the
plan). A fundamental factor in the financial market has been
the demand by non-residents for domestic government bonds
(hereinafter "DGBs"). A significant increase in non-resident
investments in DGBs enabled the financing of current debt
payments, as well as the replacement of some foreign cur-
rency debt with hryvnia debt. In 2020, annual revenues from
the placement of government bonds amounted to UAH 382.4
billion (UAH 130.8 billion in foreign currency). A total of
UAH 32.3 billion, or 92.4% of the plan, has been raised from
external sources (The Ministry of Finance..., 2020a). The
measures to maximise debt attributable to the non-banking
sector have reduced inflationary pressures on government
and bank loans. Keeping inflation within the planned 5%
range in 2019-2020 has given more reason for cautious op-
timism regarding price stability. Price stability could be a
prerequisite for the resumption of lending and economic ac-
tivity after the downturn caused by the cyclical crisis deep-
ened by the COVID-19 pandemic.

The practice of public borrowings to finance the state
budget deficit will be continued during 2021. In fact, a poli-
cy of restrictions aimed primarily at the private rather than
the public sector of the economy has continued. The gov-
ernment has failed to reduce public expenditure and thereby
improve the condition of the state budget. The deficit limit
has been set at UAH 246.635 million (The Official Publica-
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tion..., 2020). Borrowing of UAH 497.268 million is
planned, including UAH 179.969 million to finance the state
budget deficit. The share of total public debt in GDP is de-
fined as 64.6%.

The continuation of the practice of issuing Eurobonds in
2021 can be seen as a manifestation of the complexity of
dealing with the budget deficit and government debt. Money
holders buy securities not because the securities have high
yields, but because they are temporary in nature. High inter-
est rates only make one think that the process of their further
increase cannot continue. It is obvious that the National
Bank of Ukraine cannot control the investors' intentions. The
question arises, what happens when their intentions change?
At the same time, recent trading has shown a drop in interna-
tional investors' interest in short- and medium-term DGBs. If
the Ministry of Finance loses control of government reve-
nues, the National Bank will have to implement measures to
mitigate money market deficits and reduce the constant pres-
sure on bank liquid assets. That is why inflation is budgeted
at 7.3% in 2021.

Although the growth rate of money supply in circulation
has not been slowed down in the last year, it has significantly
exceeded the GDP growth rate, and the public and private
sectors of the economy are short of money. Ukrainian indus-
try has felt their shortage particularly acutely in 2019 due to
the reduced money supply Mo, the high cost of credit and the
high exchange rate of the national currency. An increase of
the monetary aggregate Mo by 25.1% in 2021 can therefore
be explained by an attempt to conduct a stimulative policy
and fulfil certain social obligations.

One of the main consequences of increasing thae. amount
of money must be a change in the interest rate ( < EI).

é J'-’f_g

Monetary impulses first reduce it and then, if there is an in-
crease in the volume of production, the interest rate rises
again. In the monetary market, the interest rate acts as a de-

. 8L, .
terminant of the demand for money = < 0, and in the
L

. . . a1
commodity market — as a determinant of investments 3 <0.
L

Despite the growth of the money supply and the suppression
of inflation, interest rates in the economy remain high. The
result of high interest rates has been a reduction in lending
activity by banks. The volumes of lending by banks to the
private sector have been steadily decreasing. Starting in 2014
and as of the end of 2019, they were around 25% and, ex-
cluding bad debts, less than 15% of banks' loan portfolios. In
both cases it is the smallest rate in the Eastern European re-
gion (Furman, 2020).

Such behaviour by banks is explained by the fact that the
general institutional conditions of running business, signifi-
cant credit risks and corporate sector indebtedness have be-
come an obstacle to the growth of investment activity in the
Ukrainian economy. With a strong interest rate elasticity to
changes in money demand and a weak investment elasticity
to interest rate changes, expansive monetary actions do not
create an income multiplier effect in the economy. Banks
continue to refuse lending to the real economy also because,
in the context of the global pandemic, the expected profits
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are priced very low. Banks are buying DGBs, NBU deposit
certificates and actively developing cash loans. There has
been an increase in private bank investments in securities
and other financial investments. These investments in total
assets have increased by 9 percentage points over the two
years to 17.5%. The ratio of securities and other financial
investments to loans from banks has increased by 12 per-
centage points to 24.7% in two years (Furman, 2020). There-
fore, credit institutions are restraining the supply of funds
and credit and are opting for a greater degree of refinancing
offers in order to export capital.

In addition to high interest rates, there are several factors
that affect the microeconomic functions of the economic
agents' behaviour and weaken the economic results of mone-
tary measures. Thus, there are investors on the long-term
capital market who are dependent on changes in the market
conditions but are inelastic in relation to changes in the in-
terest rate. Such investors work predominantly in construc-
tion, which showed an increase of 23.3% in 2019 compared
with the previous year (The State Statistics..., 2020). At the
same time, mortgage interest rates remain high due to insuf-
ficient capital supply by offerors, and the limited mortgage
lending market has resulted in a five-year loan cost of 19-
20% per annum. In general, the volumes of loans for con-
struction and renovation of real estate remain low (The Na-
tional Bank..., 2020a). Thus, with the high risk of capital
investment, the liquidity advantages are high, so fund owners
do not tie up their funds for long periods of time.

There remain other domestic factors that put constant
inflationary pressures on the economy and reduce the effec-
tiveness of monetary measures. Thus, due to the acceleration
of labour migration, the deepening of qualification imbal-
ances and the formation of shortages of certain labour types,
enterprises of certain sectors are negatively affected by wage
increases. Considering the rate of inflation, its impact on
enterprises has been negligible. Obviously, it is extremely
difficult to increase employment, wages and maintain stable
prices at the same time.

Although the high interest rate leads to constant restric-
tive pressure on the private sector of the economy, it enables
a lot of borrowing to be covered from outside the banking
sector and attracts speculative capital from abroad into the
country. The high interest rate on the bonds attracts money to
the respective bank accounts. As a result, during 2019 the
monetary aggregate grew Ms by 14.8% and in 2020 — by
25.4%. The increase in the monetary aggregate Ms can be
considered a factor of improving the balance of payments
and expectations regarding a possible strengthening of the
hryvnia. It was the growth in the money supply Ms that was
the factor in the relatively slow increase in inflation com-
pared to the increase in the exchange rate.

In the last year, the significant demand for DGBs has led
to a noticeable increase in the cost of borrowing and an ex-
tension of their terms. The continuation of the Eurobond
issue in 2021 can be considered an important anti-
inflationary factor. However, this practice has made the fi-
nancial stability of the economy even more dependent on the
international financial market situation. Investments by non-
residents in the hryvnia-denominated government bonds and
other speculative capital inflows from abroad have strength-
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ened the exchange rate and reduced the value of imported
goods. This has made it more difficult to export, easier to
import and has reduced the volume of production in indus-
tries where foreign competition exists. Indeed, the high ex-
change rate of the hryvnia to the dollar has helped to reduce
the rates of inflation, but has had a negative impact on budg-
et implementation in 2019 and 2020. Clearly, different mac-
roeconomic outcomes could have been achieved if the ex-
change rate had been lowered. Moreover, the high interest
rate and exchange rate indicate the existence of proper cur-
rency circulation discipline during the transition period. This
fact proves that the monetary sphere requires strict and care-
ful management, better organisation of work based on more
advanced interactive development institutions.

5. DISCUSSION

It is rather difficult to provide a definitive assessment of
monetary policy measures aimed at achieving and ensuring
price stability and creating conditions for economic growth.
Monetary policy has become one of the means of implement-
ing the government's strategy to halt and overcome industrial
decline. This is demonstrated by the continuation of the re-
duction in the discount rate at the beginning of 2020 and its
maintenance at a low level at the end of 2020 and in 2021 at
6-8%. The real discount rate has actually reached negative
values.

The impact of the pandemic on economic activity and the
reduction in domestic and external demand, favourable pric-
ing environment on foreign markets, a low imported compo-
nent of inflation, lower gas and oil prices in the middle of the
year have helped to achieve and maintain an annual inflation
rate of around 5%. At the same time there were factors that
created inflationary pressures: the unsustainable demand for
debt assets; the necessity to pay a high risk premium for
Ukraine's sovereign bonds, increases in administratively reg-
ulated prices and tariffs, and a growing money supply (Fie-
biger, 2016).

The NBU has kept the annual inflation rate within 5%,
also because it has managed to keep the amount of money in
circulation within certain limits. Although the growing dy-
namics of the money supply are evident. In 2020, the growth
rate of money M3z was 25.4%, almost twice as high as in
2019, and the growth rate of the monetary base was 24.8%.
As monetary theory proves, the effect of the money supply
growth rate on the inflation rate becomes apparent after 18-
24 months. Therefore, the NBU's forecast for money supply
growth in 2021 of 13.3% seems very optimistic. Obviously,
it will be difficult to keep inflation at 7.3%. The very fact of
refusing to keep inflation within the 5% level achieved over
the past years indicates the danger of accelerated money
supply growth, although the NBU plans to return the annual
inflation rate to its previous level in 2022-2023. The central
place in monetary policy should be taken by controlling the
amount of money in circulation, more specifically the aggre-
gate M.

Based on the general economic situation in Ukraine, two
inflationary factors can be identified as being associated with
an increase in the money supply of Ms: a further increase in
the public sector's need for loans; the impact of the external
financial situation leading to positive changes in the balance
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of payments items (Keynes, 1936; Krug, 2018; Kuzheliev &
Zherlitsyn, 2020).

At the same time, a rather interesting situation has
emerged - the NBU has been selling government bonds to
the non-banking sector to finance the needs of the public
sector of the economy and simultaneously lending to banks
to overcome the difficulties created by its own actions in the
first case. A further increase in the yields of DGBs across all
maturities indicates a growing demand for loans by the pub-
lic sector. In the Ukrainian reality, the dependence of mone-
tary policy on the external economic sector should be re-
duced. The purchase of DGBs by non-residents reduces the
government's need for loans and decreases by a correspond-
ing value the amount of funds that the government borrows
from domestic creditors. The state of Ukraine's balance of
payments has a strong impact on domestic economic policy.
The way the government has chosen to finance its chronic
budget deficit by selling government bonds to residents and
non-residents, IMF loans and other sources is very danger-
ous, because it can only solve current financial problems.
The IMF and other creditors cannot permanently lend money
to Ukraine. Debts need to be repaid. It is clear that this con-
straint is particularly harsh as it is extremely difficult to offer
any other way in the context of chronic budget deficits, polit-
ical instability and inflated social promises.

Anti-inflationary measures based on the existing relation-
ship between income and imports have been used by the
NBU as a means to overcome the balance of payments defi-
cit. Formation of positive surplus on the current account of
payment balance (+6.6 billion USD, 4.4% of GDP), as a re-
sult of favourable price conditions for certain items of
Ukrainian export, reduction of energy resources imports and
inflow of speculative capital from non-residents for the pur-
pose of buying DGBs has strengthened the position of hryv-
nia against the dollar in the foreign exchange market. At the
same time, keeping inflation within the planned limits and
increasing payments for social programmes lead to higher
incomes, increasing imports of a wide range of goods that
the Ukrainian economy cannot produce. Reducing inflation-
ary pressure on demand decreases the effectiveness of incen-
tives to develop export-oriented production. It is therefore
difficult to expect that the current account surplus will be
overcome, taking into account the effects of conflicting fac-
tors (State Treasury..., 2020).

If the current account surplus can be eliminated within
2021-2023, a change for the better in the terms of trade con-
ditions for exporters can be expected. It is clear that only
changes in macroeconomic conditions are not sufficient to
increase investment imports. Economic recovery should be
accompanied by rapid institutional changes aimed at improv-
ing economic and legal market institutions. It turns out that
in order to support the real sector of the economy, it is advis-
able to lower the hryvnia exchange rate. It is necessary to get
rid of illusions regarding the possibility of controlling the
amount of money in circulation and the exchange rate at the
same time. In fact, the government's numerous borrowings
from non-residents and the IMF have resulted in the hryv-
nia's exchange rate being above the level dictated by the
market and consistent with the capacity of the national econ-
omy (Tobin, 1965; Tobin, 1969).
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The existing range of perceptions about the content of
monetary processes and monetary policy of central banks is
due to the evolution of the monetary sphere. At the same
time, at least two stages can be distinguished in the devel-
opment of state regulation of monetary processes. While the
first stage resulted in a synthesis of theories on state regula-
tion of monetary processes with the emergence of one domi-
nant school, no such consensus exists in the current second
stage. This situation explains the variety of options for com-
bining fiscal and monetary measures. Monetary measures
can be directly aimed at containment of inflation within cer-
tain limits and at achieving key macroeconomic objectives.
But they can only contribute to the implementation of effec-
tive fiscal policy aimed at achieving financial stability and
overcoming the cyclical downturn and the economic conse-
quences of the global pandemic.

The effectiveness of state regulation of economic pro-
cesses depends on inclusive development institutions. The
existence of such institutions makes it possible to choose the
right approach that is most adequate to national interests and
to change the conceptual framework for monetary regulation
of the economy when socio-economic conditions change
significantly. The effective regulation of the economy by
monetary policy instruments is only possible if socio-
economic processes are effectively institutionalised.

If the goal of the monetary policy of the National Bank of
Ukraine is to create monetary conditions for economic
growth and the achievement of financial stability, the key
issue is the stability of the hryvnia. The focus is on improv-
ing the efficiency of monetary policy instruments, control-
ling the growth of the money supply, and improving the al-
gorithms for shaping the control and information effects. In
doing so, it is important to choose the right components of
the money supply that the National Bank is trying to regu-
late. In recent years, its policy has led to an increase in the
monetary aggregate Ms, which includes those bank deposits
in securities on which high interest is paid. The growth Ms
proves the complexity of the current economic situation and
the speculative nature of monetary policy measures.

A 25% increase in the monetary aggregate Mg in 2020
contributes to formation of a negative current account bal-
ance of payments and weakening of the national currency
exchange rate. The expectation of a "weak" hryvnia always
creates an increased demand for imported goods, worsens the
state of the payments balance and raises expectations of fur-
ther devaluation and depreciation. It is obvious that it will be
extremely difficult to achieve the core inflation parameters
planned for 2021 of 7.3% under conditions of a pandemic
and significant social obligations of the government, just as
it is impossible to lose control of it.

The desire to ease monetary policy in 2021 might pro-
voke price instability and lay down such a trend for the fu-
ture. In this context, the issue of preserving the independence
of the National Bank of Ukraine deserves special attention. It
turns out that influencing its level of independence through
political decision-making is quite easy. This can be ex-
plained by the fact that public expenditure changes insignifi-
cantly and remains at a fairly low level when the respective
institutions change. In a situation where government agents
cannot harmonise their actions and try to obtain certain mon-
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etary preferences from the Central Bank, the independence
of the Central Bank enables the implementation of prudent
anti-inflationary measures. Regardless of how the strategic
interplay of fiscal and monetary policy is organised, the in-
dependence of the Central Bank is the primary condition for
the construction of optimal macroeconomic policy.

In Ukraine, reducing inflation by exclusively monetary
means leads to the desired results. As a result, the trade-off
choice between reducing public debt and containment of
inflation has to be abandoned. The range of monetary policy
objectives cannot be unduly narrowed to controlling infla-
tion, as it poses significant risks to economic growth. The
priority of the National Bank's targets should be aimed at
curbing inflation, avoiding critical growth in public debt and
a strong strengthening of the hryvnia. The contradictory na-
ture of these objectives is precisely why the interaction be-
tween fiscal and monetary policy needs to be made more
effective. Given the non-monetary nature of certain inflation
factors (rising prices of monopoly products), the methods of
dealing with it should be expanded.

6. CONCLUSION

Interest rates remain the NBU's main monetary policy
instrument. Changes in interest rates have a regulatory im-

. ... OLn o1
pact on liquidity = = and the state of the monetary market PR
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A gradual decrease in the National Bank's discount rate and
easing of foreign exchange restrictions should contribute to
lowering the cost of credit resources and boosting credit fi-
nancing of investments. If the fiscal or monetary actions of
the government do not create even weak impulses of income
multiplication, then one should not expect that matching

. . . . 81
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and —oo = a—]' < 0 will lead to income growth.

With the high elasticity of money demand and the low
elasticity of investments in relation to interest rate changes,
budget deficits, and hard-to-predict exchange rate move-
ments, one cannot rely solely on monetary policy as an effec-
tive way of dealing with profound economic problems. Mon-
etary policy should focus not only on price stability, match-
ing the exchange rate parameters with the volumes of DGBs
issuance, but also on ensuring strict fiscal measures aimed at
overcoming the consequences of the budget crisis and
achieving macroeconomic equilibrium. Monetary regulation
focused on price stability in the short-term period should be
complemented by macroprudential regulation focused on
financial stability in the long-term period.

The novelty of the study is that it is determined that the
rate of inflation impact on enterprises has been negligible.
Also, it is extremely difficult to increase employment, wages
and maintain stable prices at the same time.

In order to prevent inflation, the following used factors
are considered successful:

1) the increase in the monetary aggregate M3;
2) the continuation of the Eurobond issue;
3) the high exchange rate of the hryvnia to the dollar.
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Defined that the monetary sphere requires strict and care-
ful management, better organization of work based on more
advanced interactive development institutions.

The materials of this paper can be used for further scien-
tific research of the monetary regulation of the economy in
the context of constructing appropriate inclusive institutions,
and constitute a practical value for improve the practice of
implementing monetary measures and using monetary in-
struments in the macroeconomic management of the national
economy.

Proceeding from this analysis, practical recommenda-
tions are provided for improve the practice of implementing
monetary measures in management of the national economy.

Thus, it is the absence of interactive institutions for the de-
velopment of the national economy that makes it impossible
to create credible monetary incentives for the development
of the national economy, to revive demand and stop industri-
al degradation, limiting the fiscal and monetary potential of
stimulating the economy.
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