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MONETARY POLICY IN WARTIME UKRAINE
THROUGH A HANK LENS: DISTRIBUTIONAL EFFECTS
AND BOUNDED RATIONALITY

Russia’s full-scale invasion of Ukraine in 2022 created an extreme
macroeconomic shock, forcing policymakers to stabilize the economy
amid conflict. In wartime conditions, I argue that economists must
shift their lens toward the Heterogeneous Agent New Keynesian
(HANK) framework, as traditional representative-agent models are ill-
equipped to reflect the deep heterogeneity and heightened uncertainty
that define such crises. HANK models allow us to analyze the distri-
butional effects of monetary and fiscal policy and explore how bound-
ed rationality (Level-k thinking) reshapes the transmission of policy.

HANK models feature incomplete markets and agents with vary-
ing marginal propensities to consume (MPC). Their key strength lies
in capturing how aggregate demand is shaped by the behavior of het-
erogeneous households—some of whom are savers, others debtors,
and many liquidity-constrained. This enables policymakers to model
more accurately the impact of interest rate changes, inflation shocks,
and fiscal transfers. Empirical work by Kaplan, Moll, and Violante
(2018) demonstrates that the indirect effects on labor income domi-
nate the transmission of monetary policy in these settings [7]. Infla-
tion may harm low-income households more due to expenditure con-
centration on essentials. Moreover, the redistribution channel
emerges: when high-MPC households gain, aggregate demand re-
sponds more strongly. Inflation may harm low-income households
more due to expenditure concentration on essentials.

HANK models also emphasize that central bank policies have re-
distributive consequences [7; 9]. Inflation, for instance, erodes pur-
chasing power more severely for low-income households that spend
disproportionately on essentials. Rate hikes favor savers but burden
borrowers. In this framework, aggregate consumption depends not on-
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ly on the size of policy shocks but also on who gains or loses and their
MPC. This has profound implications in wartime when inequality
surges and social vulnerabilities intensify.

Level-k thinking is a behavioral framework that models boundedly
rational agents who form expectations using simplified rules rather
than rational forecasting. Level-k thinking offers a tractable behavior-
al framework for modeling boundedly rational agents who form ex-
pectations through simplified heuristics rather than full-information
rational forecasts. In macroeconomic applications, it helps explain
why policy signals (like forward guidance) may not work as intended.
A level-0 agent assumes future variables stay at current levels; a level-
1 agent best-responds to that belief, and so on. In wartime Ukraine,
households faced severe uncertainty and may have reacted mainly to
actual price changes or observed behavior, not to policy announce-
ments. In our view, this approach is particularly well-suited to analyz-
ing heterogeneous agents in wartime, where uncertainty is pervasive
and expectations are often myopic. Incorporating such reasoning into
the NBU’s macroeconomic models would enrich their realism and en-
hance policy design under stress. Farhi and Werning (2019) show that
incorporating level-k thinking into an incomplete-markets representa-
tive agent New Keynesian (RANK) model significantly reduces the ef-
fectiveness of forward-looking policies like interest rate guidance [5].

In wartime Ukraine, policy must account for mass displacement,
fiscal dominance, and impaired transmission. Over 10 million people
were displaced by 2024. Many became ‘hand-to-mouth’ consumers
with high MPCs, requiring direct support. The National Bank of
Ukraine (NBU) initially fixed the exchange rate and purchased gov-
ernment bonds, prioritizing fiscal stability. This drove inflation to
over 26 % in 2022, illustrating the painful trade-offs of fiscal domi-
nance. However, the NBU regained credibility by halting monetiza-
tion and hiking the policy rate to 25 % mid-2022 [3; 10].

Fiscal transfers also had heterogeneous impacts. Defense spending
and humanitarian aid increased, but only aid to high-MPC households
(e.g., IDPs, soldiers’ families) provided large multipliers [6]. Coordi-
nation between fiscal and monetary policy was essential to avoid re-
gressive outcomes. Meanwhile, bounded rationality meant that house-
holds responded to realized inflation rather than distant guidance. This
weakened forward guidance, echoing findings from Farhi and
Werning (2019). Level-k frameworks explain the muted consumption
responses to future rate promises [2-4; 5].

Recent empirical studies show that during crises like war, mone-
tary policy effectiveness hinges on coordination with fiscal support. In
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Ukraine’s case, aid inflows and social transfers amplified the trans-
mission of tighter monetary conditions by softening the burden on the
most vulnerable households. IMF data indicates that one-third of
Ukraine’s external aid in 2024 was in the form of grants, with a ma-
jority targeted at income support, pensions, and basic public services
[1; 10]. This suggests that external fiscal buffers are not only humani-
tarian instruments but also monetary stabilizers when traditional tools
are constrained.

Moreover, military financing mechanisms such as war bonds held
by domestic banks can introduce distortions. These instruments often
replace market-based government borrowing with administratively
guided channels. A HANK-informed model would consider how such
bond holdings concentrate income gains among institutional investors,
reducing the multiplier effect unless redistributed through taxes or
transfers. The National Bank of Ukraine’s shift away from direct bond
purchases in 2023, backed by IMF oversight, marked a return to
standard transmission channels and inflation-targeting credibility [3].

Finally, expectation management becomes even more critical un-
der bounded rationality. Level-k frameworks imply that credibility is
earned not by promises alone but by tangible policy signals. In this
light, the NBU’s gradual return to a flexible exchange rate and the
phased easing of capital controls serve both macro and behavioral
purposes: they restore instrument autonomy while rebuilding public
trust in the policy regime. Designing simple, transparent communica-
tion strategies becomes essential when agents form expectations based
on past inflation rather than model-consistent forecasts [5].

The HANK framework, enhanced with bounded rationality, ena-
bles a more accurate evaluation of stabilization trade-offs under con-
flict. Policy in Ukraine during 2022-2024 offers practical validation
of HANK principles: the role of distribution, the weakening of repre-
sentative-agent assumptions, and the need for realism in expectation
formation. Looking ahead, resilient macro frameworks must internal-
ize both heterogeneity and behavioral frictions to support recovery
and prevent further inequality [8; 9].
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