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PREFACE BY THE EDITOR-IN-CHIEF

Dear readers,

The current issue of the Visnyk of the National Bank of Ukraine assesses the sensitivity of major 
macroeconomic variables in Ukraine to foreign shocks, highlights the e�ectiveness of monetary 
transmission mechanisms following the recent introduction of an in�ation targeting regime, and 
examines the natural level of dollarization for Ukraine, recommending policy actions to reduce 
dollarization to its natural level.

The �rst article, How Trade Composition A�ects Sensitivity to Foreign Shocks: Applying a Global 
VAR Model to Ukraine, by Oleksandr Faryna and Heli Simola, illustrates the importance of trade 
linkages in the transmission of foreign shocks to Ukraine�s economy. The authors apply a global vector 
auto regressive model that incorporates time-varying trade and �nancial weights. The results show 
that the sensitivity of Ukrainian real economic activity to output shocks in advanced economies (e.g., 
the United States and euro area) is high, and does not solely depend on Ukraine�s trade composition. 
In contrast, Ukraine�s response to output shocks in emerging economies, e.g., CEE, CIS, China, and 
partly Russia, are explained mainly by the strong bilateral trade links.

In the second article, The E�ectiveness of the Monetary Transmission Mechanism in Ukraine 
since the Transition to In�ation Targeting, Oleksandr Zholud, Volodymyr Lepushynskyi and Sergiy 
Nikolaychuk examine the e�ectiveness of a range of channels of the monetary transmission since 
the National Bank of Ukraine switched to a �oating exchange rate and an active interest rate policy. 
The authors conclude that the central bank has su�cient control over short-term interest rates in the 
interbank market. However, further transmission channels have scope for development in light of the 
strengthening of lending and the post-crisis recovery of the banking system. A key �nding: the leading 
role of the exchange rate channel is expected to gradually decrease, but will remain important.

The third article, Estimating a Natural Level Of Financial Dollarization in Ukraine, by Kostiantyn 
Khvedchuk, Valentyna Sinichenko and Barry Topf, explores the drivers of �nancial dollarization in 
Ukraine using peer comparisons and a minimum variance portfolio model. The authors derive the 
natural level of dollarization for Ukraine and propose policy measures to reduce dollarization to its 
estimated natural range.

The Editorial Board encourages researchers and scholars to submit their articles for publication 
in the Visnyk of the National Bank of Ukraine. Our journal is indexed by RePEc, Index Copernicus 
International among other databases (Dimensions, SciLit, Lens). In addition, now the journal is included 
in DOAJ (Directory of Open Access Journals), the online directory, which identi�es and provides 
access to quality open access, peer-reviewed journals.

Best regards,
Dmytro Sologub
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HOW TRADE COMPOSITION 
AFFECTS SENSITIVITY  
TO FOREIGN SHOCKS:  
APPLYING A GLOBAL VAR 
MODEL TO UKRAINE1 
�OLEKSANDR FARYNAab, HELI SIMOLAc

a�National Bank of Ukraine, Kyiv, Ukraine
b�National University of Kyiv-Mohyla Academy, Kyiv, Ukraine 
E-mail: oleksandr.faryna@bank.gov.ua 

c�The Bank of Finland Institute for Economies in Transition, BOFIT, Helsinki, Finland 
E-mail: heli.simola@bof.fi

Abstract This paper studies the transmission of foreign output shocks to real activity in Ukraine through international 
trade. We employ a global vector auto regressive (GVAR) model that captures about 80% of the world economy 
and incorporates time-varying trade and �nancial weights. According to our estimates, a mild recession in the 
US of a 1% drop in output generates a substantial recession in Ukraine of about 2.2%. A similar drop of output in 
the euro area and Russia translates to a drop in output of about 1.7% in Ukraine. Finally, the same drop of output 
in CEE, China, or the CIS leads to an output decline of about 0.4% in Ukraine. Meanwhile, Ukraine�s response to 
euro area output shock has been steadily increasing over the last couple of decades due to changes in global 
trade �ows. Ukraine�s sensitivity to shocks in the US and euro area is notably strengthened by indirect trade 
e�ects, while the response to shocks from emerging economies, i.e., China, CEE, the CIS, and partially Russia, is 
mainly determined by bilateral trade linkages.

JEL Codes C32, F42, F43, E32

�Keywords Ukraine, global VAR, foreign shocks, trade compositions

1.	 INTRODUCTION1

Over last few decades, Ukraine has been rapidly 
integrating with the global economy through trade and 
�nancial linkages. Moving from central planning to a market 
economy and going through a set of internal reforms, 
Ukraine became a small and very open emerging economy, 
with about 100% international merchandise trade to GDP.2 
Being an energy importing economy, Ukraine�s major export 
goods are commodities as well � e.g. agricultural goods, 
metals, etc. This high degree of openness together with 
considerable dollarization of the economy makes Ukraine 
particularly sensitive to foreign shocks and vulnerabilities in 
global markets. 

For over 25 years, Ukraine followed a �xed exchange 
rate regime that was intended to protect the economy from 
adverse external shocks. However, in 2015 after several 
dramatic currency crises and recessions, the National Bank 
of Ukraine gave up �xing the exchange rate and switched its 

1 The opinions and conclusions in the paper are strictly those of authors and do not necessarily reflect the views of their affiliated institutions.
2 According to the World Bank database.
3 Faryna (2016b) estimates the degree of exchange rate pass-through in Ukraine to be 0.3-0.4, which is relatively high compared to other emerging 
economies.

policy framework to an in�ation targeting regime, at the same 
time declaring its commitment to ensure price and �nancial 
stability, see Lepushynskyi (2015). A �exible exchange rate, 
on the one hand, can partially absorb foreign shocks and 
mitigate their e�ect on the real economy. On the other hand, 
the degree of exchange rate pass-through to domestic 
prices in Ukraine remains high3 and, hence, foreign factors 
may play an important role in shaping macroeconomic 
developments. For this reason, economic stabilization 
policies require a thorough understanding of the degree and 
determinants of Ukraine�s sensitivity to international shocks.

International trade is one of the most important channels 
through which external shocks from foreign countries are 
transmitted to a small open economy. Historically, Ukraine 
had tight trade linkages with the euro area, Russia, and 
the countries of Central and Eastern Europe (CEE) and 
the Commonwealth of Independent States (CIS). Figure 1 
shows the trade composition (exports and imports of goods) 
of Ukraine with major trading partners over the last few 

' National Bank of Ukraine, O. Faryna, H. Simola, 2019. This work is licensed under a Creative Commons Attribution-NonCommercial 4.0 International 
License. Avaliable at https://doi.org/10.26531/vnbu2019.247.01
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decades. In the early 2000s, Ukraine’s major trading partner 
was Russia, with a trade share of about 40% due to tight 
linkages in production and common supply chains persisting 
since the time of the Soviet Union. The euro area was the 
second largest trading partner of Ukraine, with a trade share 
of about 30%. These shares had been slightly decreasing 
ahead of the 2008 global �nancial crisis (to 30% and 20% for 
Russia and the euro area, respectively) and Ukraine has since 
been increasing its trade with other emerging economies. 
After the global �nancial crisis, which had a particularly strong 
e�ect on Ukraine�s economy, Ukraine rapidly increased 
its trade with Russia in line with the pro-Russian economic 
policy of the Ukrainian government. Due to the geopolitical 
con�ict with Russia in 2014, Russian trade dropped to about 
20%, while Ukraine shifted its trade to the euro area and 
CEE economies. Meanwhile, China increased its share in 
Ukraine�s trade structure from 3% to more than 10%. 

The existing literature provides empirical evidence that 
Ukraine is sensitive to foreign shocks and that cross-country 
spillover e�ects are considerable and signi�cant. Several 
studies examine the transmission of foreign output shocks 
to Ukraine within the CIS region. Feldkircher (2015) �nds  
that the US and euro area play a dominant role for the 
region and for Ukraine in particular. Meanwhile, as argued 
in Feldkircher & Korhonen (2014), the sensitivity to emerging 
economies (e.g., China) remains moderate, but is stronger 
compared to other countries. The importance of the Russian 
economy for Ukraine is con�rmed in Alturki et al. (2009). 
Faryna & Simola (2018) also report a high sensitivity to US, euro 
area, Russian, and Chinese output shocks. In addition, several 
studies provide evidence for the importance of the CIS region 
in in�ation and exchange rate developments, see Comunale 
& Simola (2018), Faryna (2016a), Beckmann & Fidrmuc (2013), 
and Dreger & Fidrmuc (2011).

In the new globalized world, where all countries have 
tight trade linkages, country-speci�c foreign shocks can 
amplify the response of an economy through high-order 
transmission channels. The analysis of the sensitivity of an 
economy to external shocks, therefore, should take into 
account the multilateral perspective of the world economy. 
In this paper, we develop a framework to analyze the 
sensitivity of Ukraine to foreign shocks from its major trading 
partners, and how this sensitivity has evolved during the 
2000s. In addition, we examine the importance of direct and 
indirect channels in the propagation of these shocks. We 
employ a global vector auto regressive (GVAR) model, which 
includes major macroeconomic variables for 30 economies 
linked together by trade and �nancial relationships. The 
GVAR model in this paper is almost identical to the one in 
Faryna & Simola (2018), which studies the transmission of 
international output shocks to the CIS region. Our version of 
the GVAR model, however, includes a di�erent speci�cation 
for the Ukrainian individual model, since our focus is a single 
economy. 

First, we develop a GVAR model and evaluate its 
ability to replicate the propagation of various shocks to 
the Ukrainian economy. For this purpose, we conduct a 
bootstrap simulation to test the signi�cance of Ukraine�s 
response to domestic output, foreign output, and oil price 
shocks. The GVAR model gives reasonable results, although 
with limited statistical signi�cance. Meanwhile, the response 
to a global output shock remains statistically signi�cant, 
indicating that the GVAR model can be a useful tool for 
exploring the response of the Ukrainian economy to foreign 
output shocks. 

Second, we analyze the sensitivity of Ukrainian economy 
to country-speci�c foreign shocks and the evolution of this 
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Figure 1. Evolution of Trade Composition in Ukraine.
�Note: trade composition is computed using statistics on exports and imports in US dollars from IMF DOTS.
















































































