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BANKING SYSTEM
OF UKRAINE
IN WAR

Introduction. With the beginning of hos-
tilities on the territory of Ukraine on February
2022, the domestic banking system has under-
gone considerable turmoil and it functions in a
stress mode and uncertainty. At the same time,
banks continue their activities, try to fulfill all
their obligations and adhere to regulations.
However, certain transformations take place in
the banking sector. The banking system quickly
adjusts to functioning under martial law.

Problem. The specified circumstances led to
changes in the banking infrastructure, influen-
ced the current trends of the banking market and
accelerated the pace of digitization of banking
processes.

The aim of the article is to study the func-
tioning of the domestic banking system under
martial law.

Methods. Methods of theoretical generali-
zation, analysis and synthesis, grouping, and
system approach were used in the paper.
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BAHKIBCBHKA
CUCTEMA YKPAIHM
B YMOBAX BIVHMU

Bemyn. 3 nouamkom 6oennux Oitl Ha mepu-
mopii Yxpainu 6 nromomy 2022 p. @imuusHAHA
banKiecbka cucmema 3a3HANA 3HAYHUX NHOMPS-
CIHb MA QYHKYIOHYE 8 PedCcUMi cmpecy | He8U3HA-
uenocmi. Ilpu yvomy 6anku npoooexcyloms ceoio
OISLILHICMb, HAMALAIOMBCS GUKOHY8AMU 6CI C80T
30008 ’513aHHA MA OOMPUMYBAMUCT HOPMAMU-
6i8. [lpome ouesuonum € me, ujo 6 GAHKIBCLKOMY
cexmopi 8i00y8aombCsi nesHi mpancgopmayii.
banxiscoka cucmema eumyuwena onepamueHo
niOAAWIMO8Y8AMUC 00 (PYHKYIOHYBAHHSA 8 YMO-
84X BOEHHO20 CINAHY.

Ilpoonema. Busnaueni obcmasunu obymo-
6UIU 3MIHU Y OAHKICOLKIN IH@pacmpykmypi,
BNIUHYIU HA NOMOYHI MeHOeHYii 6aAHKIBCbKO20
PUHKY ma aKmugizyeanu memnu OUONCUMaii-
3ayii OAHKIBCLKUX NPoYecs.

Memoro cmammi € 00CniOdNCeH s PYHKYIO-
HYBAHMSL  GIMYUBHANHOI OAHKIBCLKOI  cucmemu
8 YMOBAX B0OEHHO20 CHIAHY.

Memoou. Y npoyeci 0ocniodncenHs 6UKOpuc-
MAHO MemoOU MeopemuyHO20 Y3a20TbHEHHS, AHATIZY
ma cuumesy, 2pyny8aHHs, CUCIEeMHO20 NiOX00).
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Results. The features of the domestic banking
system and the functioning of banks under
martial law were considered. The changes that
took place in the structure of the banking sector
and banking infrastructure under martial law
were determined. The key trends of the banking
market during the period of martial law were
studied. The authors identified digitization
features of the banks under current conditions
and defined the key principles and instruments of
financial support of the banks by the regulator.

Conclusions. The country’s banking system
operates stable and ensures continuous work of
financial institutions through the coordinated
actions of the regulator and the banks under
martial law. There are no significant changes in
the structure of the banking market, but the
infrastructure of banks has been transformed
under martial law. In addition, the current
trends of the banking market demonstrate the
presence of obvious difficulties in the work of
banks due to the influence of martial law.
Despite the war risks, the banks have a
sufficiently high level of liquidity, which allows
ensuring the further continuous implementation
of non-cash payments and other obligations.

Keywords: banks, banking system, refi-
nancing, liquidity, digitalization.

JEL Classification: G21, E59, H81

Pezynomamu oocnioscenus. Posenanymo ocoo-
AUBOCMI  OISNIbHOCII  GIMYUBHANHOI OAHKIBCLKOT
cucmemu ma QYHKYioHY8aHHA OAHKIE 8 YMOBAX
60€HHO20 cmany. Busnaueno 3minu, wo 6i00y-
JUCS Y CMPYKMYPI OAHKIBCbKO20 ceKkmopa ma
OaHKIBCHKIl IHOPaAcMpPyKmypi nio 4ac 60EHHO20
cmany. JocniodceHo kouoei meHOeHyii 6aHKis-
CbKO20 PUHKY 6 NEPiod 80EHH020 cmaty. 30Kkpema,
i0enmugpiko8ano ocobaueocmi OudIcumanizayii
banxie y HuniwHix ymosax. Kpim moeo, eusna-
UEHO KIHOYO8I NPUHYUNY Ma THCMpyMenmu QiHan-
COB0T NIOMPUMKU OAHKIE Pe2YTIIMOPOM.

Bucnoeku. B ymosax socnno2o cmamy uijisi-
XOM 371A2002CeHUx Oill pe2ynamopa ma OaHKie
bankiecbka cucmema kpainu (QyHKyionye ooc-
mamubo cmabinbHo i 3abe3neuye be3nepepeny
pobomy inancosux ycmanos. 3a nepiod 60€H-
HO20 CMAHY 3HAYHUX 3MIH VY cmpyKkmypi 0aHKie-
CbKO20 PUHKY He 6I00VIoCs, npome neeHoi mpanc-
Gopmayii  3aznana ingpacmpyxmypa Oanxie.
Kpim moco, nomouni menoenyii 6anxiecbko2o
PUHKY O0eMOHCMPYIOMb HASBHICMb 0YeGUOHUX
CKIAOHOWI8 Yy pobomi 6aHKi8, Wo 00YMOGIEeH]
BNIUBOM 80€HHO20 cmaHy. [lonpu 6oeHui pusuxu
OaHKU MAIOMb OOCMAMHbLO BUCOKUIL DIBEHD JIIK-
gioHocmi, wo oae 3mo2y 3abeszneuysamiu No-
oanvuie besnepepsne 30iUcCHeH A 6e320MIBKOBUX
PO3PAXYHKI8 Mma THUWUX 30008 ’3aHb.

Kniwouoei cnosa: 0aHku, OaHKIBChKa
cucrtema, peiHaHCYBaHHS, JTIKBIIHICTb, TUHKH-
Tati3aris.

Introduction. The priority area of the development of Ukraine’s

financial system is improvement of the banking system, which is cha-
racterized by digitalization of all banking processes under modern condi-
tions. Recently, the domestic banking system has undergone considerable
turmoil and operates in conditions of stress, uncertainty, significant market
volatility. All this was due to the Covid-19 pandemic and the quarantine
restrictions since 2020, and of course the hostilities that began in Ukraine on
February 24, 2022. These circumstances have become very important factors
influencing the intensification of digital transformation of the banking
business as a whole.

Problem. During the pandemic period and quarantine restrictions, all
participants in the banking business were able to appreciate the benefits of
the updated format of customer service. In particular, this was due to the need
to reduce physical contact between people, which became a catalyst for the
rapid transformation of offices and branches of banks, the organization of
remote work for staff, development of mobile applications and other remote
customer service channels. The same thing happened with the beginning of the
war. Banks were forced to adapt to martial law, accelerate the pace of their
digitalization, as most of banks were forced to cease the activities of their branches
and to move the banks head offices to other safer regions of Ukraine.
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Analysis of recent research and publications. The works of such
domestic and foreign scientists as J. Dovhan, A. Zaverbny, N. Sokulsky,
L. Marichak, I. Masyk, Lai Hi May Phuong, V. Varzaba, T. Boru, N. Mos-
teanu, A. Faccia, L. Cavaliere, S. Bhatia, Z. Korzeb, P. Niedziolka devoted
to the issues of banks functioning and banking systems in the conditions of
the pandemic Covid-19. In particular, J. Dovhan determined the main
problematic aspects of the banking sector in the context of the Covid-19
pandemic [1]; A. Zaverbny, N. Sokulsky investigated the level of the ban-
king system digitalization during the Covid-19 pandemic [2]; L. Marichak,
I. Masyk substantiated the development of internet and mobile banking in con-
ditions of current restrictions and the emergence of new opportunities for
banks and their clients in connection with the transition to distance services [3].
Peculiarities of the banking system and banks under martial law have not
been studied yet. Therefore it is timely and relevant to explore the functioning
of the domestic banking system under martial law.

The aim of the article is to investigate the impact of the war on the
functioning of the Ukrainian banking system and banks.

The purposes of this paper are (a) to identify the main changes that
took place in the structure of the banking sector and banking infrastructure
under martial law; b) to study the key trends of the banking market under
martial law, digitalization features of banks in the current conditions; c) to
determine the priorities of the banking system under martial law and the
features of its support by the regulator.

Methods. Scientific methods of theoretical generalization, analysis
and synthesis, grouping, system approach were used in the paper. The infor-
mation and analytical base of the research includes materials of the National
Bank of Ukraine, scientific articles, etc.

Results. The domestic banking system operates in a state of stress and
uncertainty with the beginning of hostilities on the territory of Ukraine on
February 2022. At the same time, banks continue their activities, try to fulfill
all their obligations and adhere to regulations. The National Bank of Ukraine
actively supports stability of the banking system by implementing a number
of regulations, including NBU Resolutions "On the peculiarities of maintai-
ning the liquidity of banks under martial law", "On the banking system under
martial law" and implementing a number of interrelated measures aimed at
maintaining financial stability and regulating the financial sector. During this
time, the NBU has made a number of unusual decisions. The regulator limited
the activity of banks in the foreign exchange market, stopped the outflow of
foreign currency and set limits on cash transactions.

Anti-crisis decisions of the regulator are based on three key principles:

« protection of the interests of bank customers, especially depositors.
Banks must maintain access to their own and credit funds of customers, the
ability to make payments and transfers;

. support for banks activity and their liquidity. The negative impact of
hostilities on banks performance should not lead to banks being declared
insolvent. Troubled financial institutions, if necessary, will have time
to restore financial stability after the end of martial law;
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. transparency of reporting, reflecting the real financial condition
of banks. In the absence of reliable and transparent reporting to the regulator,
it will be difficult to implement effective measures to improve the banking
system after the war [4].

Based on these principles, the NBU determines the list and content of
measures aimed at supporting the banking system. However, the feasibility
of applying certain measures in practice depends on the scenarios of the
unfolding of events.

It is important to study the functioning of the banking system and
domestic banks under martial law in the following areas: the structure of the
banking sector and major changes, banking infrastructure, banking market
trends, peculiarities of digitalization of banks in the current environment
under martial law.

The structure of the banking sector of Ukraine has not changed signi-
ficantly under martial law. There are 69 banks operating in Ukraine, inclu-
ding 4 state-owned banks, 16 banks of foreign banking groups and 49 private
banks on May 1, 2022. 14 banks are systemically important banks. In res-
ponse to russia’s aggression on February 2022, two subsidiary banks of
russian financial corporations with state capital were liquidated — JSC "Inter-
national Reserve Bank" and PJSC "Prominvestbank", which at the beginning
2022 had 2% of net assets of the domestic banking sector [5].

Banking infrastructure. According to the results of the 1st quarter of 2022,
banks continued the trend to reduce the network, which became widespread
and intensified during the Covid-19 pandemic (Figure 1). This trend under
martial law is justified by the impossibility of branches and offices of banks
to work on the occupied territories and territories where hostilities take place.
In addition, a significant number of banks have been forced to relocate their
head offices. Most branches were closed by state and foreign banks. Reduc-
tions were mainly observed in Kyiv and Donetsk region.
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Figure 1. Number of banking units, thousand* [5]

* Separate structural branches and head offices.
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On March 3, 2022 the share of operating branches of systemically
important banks in the regions was 55 % (2 761 branches). On April 1, 2022,
the share of operating branches of systemically important banks in the
regions was already 69 % (3 415 branches). At the end of April 2022, banks
tried to restart the work of their branches; systemically important banks in
Kyiv city, and in Sumy, Chernihiv, Kyiv regions actively started the work of
their networks [5].

After the start of a full-scale war, the conditions for the functioning of the
banking sector underwent transformations. Nevertheless, in such crisis circum-
stances, banks and the National Bank of Ukraine continue to operate over the
past three months. The NBU’s electronic payment system (EPS) operates 23
hours a day and 7 days a week, which makes possible to make payments in
the usual way, taking into account all the needs of bank clients. Despite the
fact that a significant number of bank branches are closed, at the same time
banks continue to ensure uninterrupted cashless payments of legal entities
and individuals, as well as the operation of payment infrastructure (including
pos-terminals and ATMs). In addition, the stable operation of banks provides
their customers with round-the-clock payment card transactions, including
withdrawals from cards and non-cash transactions on card accounts.

The main trends in the domestic banking market under martial law
cover such key components of the banking business as the level of liquidity
supported by the NBU refinancing, the volume and structure of assets, the
amount of liabilities, and the level of profit or losses. Let’s consider each of
these components.

Liquidity of banks. Banks have a sufficient stock of highly liquid
assets to secure all payments and settlements on their liabilities, even in the
current difficult environment. The NBU’s measures to support the liquidity
of the banking system led to an increase in the share of the NBU funds in
banks’ liabilities: on February, their share increased by 2.4 %, for the quarter by
1.8 %, up to 7.1 %. The majority of the NBU refinancing was received by
private and state-owned banks (Figure 2).
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Figure 2. NBU funds in banks’ liabilities [5]
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The NBU refinancing is an additional "safety cushion" for banks. The
National Bank is also implementing a blank refinancing instrument for up
to one year. Thus, since the beginning of the war, banks have received about
82 billion UAH of refinancing loans and have already returned 45 billion UAH;
on 03.03.2022 blank refinancing was used by 29 banks. The total amount
of banks’ debt on blank refinancing is 20.2 billion UAH (less than 3 %
of household deposits) [6]. However, at the beginning of May the demand
for this instrument was not so great and a significant amount of funds had
already been returned, and on May 2, the volume of blank refinancing loans
decreased to 8 billion UAH. However, in case of real need, banks will be able
to receive refinancing in the form of various instruments. Banks can receive
blank refinancing in the amount not exceeding 30 % of the balances of
individuals as on February 23, 2022. From May 4, 2022, the blank refinan-
cing loan is available only to those banks that have exhausted their refi-
nancing capabilities and have a personal outflow of 5% or more since
February 23, 2022. Refinancing is not provided to banks whose shareholders
are residents of the aggressor’s country, as well as to banks classified as
troubled [7]. The National Bank of Ukraine also replenishes banks with cash
without restrictions, if necessary.

For the period from February 25 to May 27, 2022, the NBU provided
refinancing loans for more than 30 calendar days to more than 40 banks of
Ukraine for a total amount of 80 432.4 million UAH. During this period, the
following banks received the largest number of refinancing loans: JSC
"PrivatBank" — 26 500 million UAH, JSC "Ukreximbank" — 11 000 million UAH,
JSB "Ukrgasbank" — 7 200 million UAH, as we see the regulator provided
significant support for state-owned banks [8].

It should also be noted that on April 1, 2022, the actual value of the
LCR standard, which demonstrates the adequacy of the stock of highly liquid
assets to cover the possible outflow of funds for 30 days significantly
exceeded the minimum requirements of the NBU.

Bank assets. At the end of March, the net assets of solvent banks
decreased by 2.2 % (Figures 3, 4). The largest decrease was in two com-
ponents of assets: the NBU certificates of deposit and IGLBs. The dynamics
of loan portfolios is unbalanced, but generally increased in January-March.
Net loans in UAH to enterprises grew by 4.8 % in the quarter, while foreign
currency loans grew by 2.2 % in dollar terms. State banks had the highest
growth rates of loans over 10 % in UAH during the quarter. The full growth
of the loan portfolio was ensured by the first two months of the quarter, while
in March net loans in UAH decreased by 0.6 % and foreign currency loans
by 1.9 %. Compared to the same period last year, the net loan portfolio
increased by 39.7 % in UAH and by 18.4 % in foreign currency (in US
dollars). State-owned enterprises were the most active in attracting loans. Net
retail lending grew by 5.8 % in the first two months of the year.
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Figure 4. Sector’s net assets by components [5]

The government has also approved a number of programs aimed at
financially supporting businesses through bank loans. There are no official
statistics on the volume of such loans, but state-owned banks confirm that
loans are already issued to "a significant number of clients" in the field of
agriculture, various SMEs and big business. It should be noted that such
programs are implemented by private banks as well including:

 Extended program "5-7-9 %" — all previously established businesses,
most of whose beneficiaries are Ukrainians, can receive up to 60 million UAH at an
interest rate of 0 %, which will be increased to 5 % after the war. Investment
loans and refinancing loans are provided for up to 5 years, and working
capital financing is available for up to 3 years.
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« Partial state guarantees for Ukrainian banks on SME loan portfolios
(up to 80 % of the total value).

« Compensation of interest rates on loans (loan body up to 50 million
UAH) for small and medium-sized agricultural businesses (annual turnover
up to 20 million EUR) for the sowing campaign [9].

Liabilities of banks. Liabilities of solvent banks in the 1st quarter
0f 2022 decreased slightly, mainly due to the outflow of funds of economic
entities. In general, customer deposits remain the main source of bank
financing (84 % of liabilities) (Figures 5, 6).
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Figure 5. Liabilities by groups of banks, billions UAH [5]
100 ¢

5,7%
1,9% B
13,4% [.

80
70
60

%

D

(==}
T

ERERE N
e et

ERERE

e et

ERERE N

e et

ERERE N

e et

ERERE N

e et

ERE RN

e et
e:-e:-e:-e:-ez-\

EREDE D 0,
RO 42.2%
ERE NN

e et

ERERE N

e et

ERE RN

e et

EE

N EE e
\ B\ S\

N
10+ & 12% & 0.6%

/— 40,5%

ik

31.12.2018 31.12.2019 31.12.2020 31.12.2021 31.03.2022
BNBU ™ Corporate deposits B Retail deposits
& Interbank and IFIs Budget deposits & Others

Figure 6. The structure of liabilities [5]

It may be noted the tendency to increase the volume of funds of bank
customers, which provides a high level of bank liquidity despite military
risks. The outflow of funds in the first two months of the year was somewhat
offset by the growth of deposits in March due to information pressure.
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Funds of individuals in the national currency for the quarter increased
by 10.8 %, the volume of term deposits of individuals in UAH decreased for
the 1st quarter by 7.5 %. The share of new short-term deposits with original
maturity of up to 1 month rose sharply to 31.8 % in March. Half of the new
time deposits were opened by clients for up to three months, although before
the war such were only a one to third part. Due to the preservation of con-
fidence in banks, deposits of the population in UAH in the banking system
are increasing, despite the war.

Deposits of individuals in foreign currency decreased by 8.6 % in the
first quarter, indicating the "dedollarization" of the economy. Stabilization in
the deposit market can be explained by the adoption of the Law of Ukraine
Ne2180-IX "On Amendments to Certain Laws of Ukraine on Ensuring the
Stability of the Deposit Guarantee System for Individuals", which provides a
100 % guarantee on bank deposits of individuals and private individuals.
After the expiration of the three-month period from the date of abolition or
termination of martial law, the maximum amount of guaranteed compensa-
tion for depositors of Ukrainian banks will be 600 000 UAH [10], under
martial law and after three months 100 % guarantee on bank deposits for
individuals and private individuals (including interest on deposits). This
means that the Deposit Guarantee Fund of individuals will return the funds
to its depositors in full, if during the period of this rule the procedure of
withdrawal of the bank from the market will be started. At the same time, the
Law does not apply to depositors of banks that are already in liquidation
process or liquidated.

Funds of economic entities in the 1st quarter of 2022 in the national
currency decreased by 13.1 % due to the outflow of funds from all groups of
banks, but increased by 12.4 % year on year. The most rapid outflow of funds
of legal entities was observed in the first 2 weeks of martial law, but then
another trend followed and deposits were slowly growing.

Financial results of banks. In the first quarter of 2022, for the first time
since 2017, the banking sector suffered total losses. The financial result of
the system amounted to minus 0.16 billion UAH due to a loss in March
of 10.1 billion UAH (Figure 7). This was due to an increase in allocations to reser-
ves for expected losses due to the war in the amount of 21.6 billion UAH,
three quarters of which were formed in March — about 15.9 billion UAH. The
number of unprofitable banks for the quarter increased from 5 to 25, their
total loss amounted to 6 billion UAH. Two state-owned banks were among
the unprofitable ones. At the same time, PrivatBank earned more than 60 %
of the profits of profitable banks.

In the first quarter, banks were operating profitably, but in March,
after the start of active hostilities, growth in operating income slowed down.
Demand for loans and banking services declined. The reduction in trade in
goods and services in the country has led to a decrease in the volume of
payments, a key basis for commission income of banks. This had a negative
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impact on the main components of operating income. Interest and commi-
ssion income of financial institutions has declined since the start of the full-
scale war, as most banks have introduced credit vacations for their customers
and reduced fees for using their services.
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Figure 7. Profit/losses and return on equity [5]*
* Quarterly data, including adjusting entries.

As a result, the growth rate of net interest income in March slowed
down significantly to 17 %, compared to 35 % in January and February 2022.
Net commission income decreased by 13 % in the first quarter due to the fall
in March at 58 %.

The general decline in business activity and falling demand for loans
and banking services will continue to have a negative impact on banks’
profitability. Losses from credit risks are expected to increase due to the
gradual impact of the economic crisis on the activities of borrowers.
Therefore, it will be possible to assess the impact of the war on the capital
of banks only over time.

Digitalization of banks under martial law 1s very important, because
during hostilities it should ensure the usual "pre-war" function of permanent
access to banking services for all groups of customers regardless of their
location, including partially closed branches and non-operating branches of
banks. Mobile and Internet banking systems remain one of the main tools
for remote customer service. Banks support and improve their work, which pro-
vides customers with constant remote access to manage their own accounts
and funds. In particular, the process identification of bank customers through
the application "Diia" provides easy and efficient access to accounts.

It is also worth noting that during the war, banks are trying to simplify
certain operational processes for the convenience of their customers. The
most common problem in recent months, which customers have approached
banks, is the expiration date of the payment card. As a result, most domestic
banks automatically extended the validity of payment cards. Another extra
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service under martial law and the inability of customers to visit bank branches
1s that the online banking systems and mobile applications of banks allow the
customer to issue a virtual card. The convenience of virtual card is that it can
be added by customer to Google Pay or Apple Pay and pay with it by smart-
phone in retail chains anywhere in the world. Banks have also been able to
use cloud technology to store their data. Now they do not depend on critical
infrastructure inside the country, which allows maintaining a certain level of
security of banking data.

A useful innovation is the opportunity for Ukrainians to withdraw cash
from card accounts directly at the cash registers of large retail chains and gas
stations. It is allowed to withdraw up to 6 000 UAH at the time of purchase
in cash. It 1s a convenient option in the current extremely difficult conditions.

It should be emphasized that a significant number of banks have
created a new unique opportunity to make charitable contributions to the
needs of the Ukrainian army in their mobile applications, as well as to support
volunteer organizations to finance the needs of the Armed Forces and Terri-
torial Defense Forces of Ukraine, that is an extremely important element of
assistance to our country in conditions of war.

Conclusions. Thus, we can conclude that through coordinated actions
of the regulator and banks, the national banking system operates stably enough
and ensures the continuous operation of financial institutions under martial
law. According to the NBU, the losses of the financial sector under martial
law are moderate. Despite the military risks, banks have a fairly high level of
liquidity, which allows for further continuous implementation of non-cash
payments and other liabilities. In the future, the main factor of negative
impact on the financial condition of banks will be credit risk, which can
significantly reduce the level of bank capital due to the losses of part of the
loan portfolio. However, the NBU will not apply sanctions to banks due to
non-compliance with capital and liquidity requirements under martial law
and after its end will provide sufficient time for banks to restore their
financial stability.

The study of the war influence on the level of capitalization and liqui-
dity of Ukrainian banks, as well as the research of changes in stability and
resilience of the domestic banking system during the war are the prospects
for further research.
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