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DECAPITALIZATION OF FINANCIAL SECTOR:
CONSEQUENCES FOR THE ECONOMY OF UKRAINE

The paper reveals the conceptual basis of decapitalization of the financial sector as a phe-
nomenon, generated by both objective and subjective factors: fundamental causes of decapitaliza-
tion of the financial sector may be due to deteriorating financial conditions of borrowers and issu-
ers and capital losses in other sectors, resulting in negative values of net savings at macro level; in
the case of reduction of the rate of net savings or its negative value (with unavailability of external
financing) economic system undergoes local or total decapitalization, which expands to all sec-
tors.

The authors indicated, that the forms and methods of decapitalization of the financial sector
were determined by the type of financial institution, and by the special nature of financial rela-
tions with other sectors and the related structure of assets and liabilities.

The concept of "decapitalization of the financial sector" is justified as absolute reduction of
the nominal amounts of equity and equity equivalent for the financial institutions of all types less
the capital of the central bank. This interpretation requires a balance approach and allows evaluat-
ing the extent of decapitalization nominally, taking no account of money depreciation due to infla-
tion.

It is established, that decapitalization of the financial sector in Ukraine in 2014-2016 ac-
quired the following main forms: a decrease in equity due to depreciation of debt- based financial
instruments; a decrease in equity due to the depreciation of equity- debt financial instruments; a
reduction of capital in connection with the termination of financial institutions;

The authors argued, that the fundamental reason of decapitalization of the banking sector
were interrelated trends of depreciation and liquidity shortage, associated with the loss, by part of
the banks, of their ability to fulfill obligations to depositors and creditors.

It is shown, that the main reasons of the decapitalization of the Private Pension Funds were
the rapid reduction of pension contributions as a result of the poor financial state of the real sector
companies, that fund programs of supplementary pension probision, as well as losses due to the
depreciation of the stocks portfolios and banks™ insolvency .

It was found, that the determining factors of the decapitalization of the insurance companies
were the reduction of their registered authorized capital due to reduction of the number of licensed
insurance companies, deteriorating financial performance (due to lower demand for insurance ser-
vices, caused by the overall economic downturn), depreciation of financial assets (shares) and the
loss of funds in insolvent banks, which led to increased number of loss-making insurance compa-
nies;

It was shown, that the main causes of the decapitalization of the Collective Investment Insti-
tutions (CII), operating on market principles, were the withdrawal of capital by participants of
open-type CII, which coincided in time with the banking panic (early 2014), depreciation of fi-
nancial assets and loss of funds in insolvent banks, suspention of the circulation of the issuers' se-
curities on some territories (in the Crimea and in the ATO area).
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The authors defined the quantitative (nominal) amount of the decapitalization of the finan-
cial sector in Ukraine by segments. It was found, that the main negative effects of the decapitali-
zation of the financial sector of Ukraine during 2014-2016 were the following: lack of equity to
restore confidence in financial institutions, the decline in the debt financing of the real economy,
higher interest rates due to the growing shortage of free financial resources on the domestic mar-
ket and the failure of the financial sector to increase theirs propositions.

The authors provided an assessment of the consequences of decapitalization of the financial
sector for Ukrainian economy. It was emphasized, that the lack of capital in financial institutions
would remain one of the main obstacles to the recovery in equity and debt financing in the real
economy, which would complicate the launch of market mechanisms of economic recovery in

Ukraine.

Keywords: capital, banks, financial sector, financial corporations.
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Capital adequacy of the financial sector
is one of the main pillars of the development
of a country’s economy and its main sector —
industry, undergoing now a renaissance due to
the advanced development of the Industrial
Internet of Things, artificial intelligence and
modern cyberphysical systems [1]. The need
for technological renewal and structural
changes in the economy requires a rapid up-
dating of fixed assets. So a properly capital-
ized financial sector is, among other factors, a
prerequisite for recovery of the national econ-
omy. The poor performance of financial in-
termediaries (particularly in terms of loans
and investments supply) reduces the rate of
the intersectoral mobility of capital and pre-
serves the current outdated structure of pro-
duction.

The government cannot assume the func-
tion of the financial sector and provide in so
doing a more effective redistribution of finan-
cial resources. On the contrary, in a situation
where public finances are in a difficult situa-
tion, the government by excessive borrowing
from the financial sector distorts the market
mechanisms of resource allocation®.

Financial corporations’ sector in a mar-
ket economy is designed to accumulate savings
of other sectors and transform them into pro-
ductive capital through the mechanisms of indi-
rect (debt or equity) financing, thereby contrib-

! In economic science it was called the “crowding
out effect”, when part of savings, accumulated by the fi-
nancial sector, is used to "patch the holes" in the public
finances [2, p. 16].
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uting to the inter-industrial reallocation of capi-
tal. The growth of such funding is possible with
the two key factors, namely — public confi-
dence in financial institutions and availability
of net savings in the household sector.

Public confidence in the financial sector,
along with the influence of other factors, is
based on the capital adequacy of the financial
institutions, required to cover potential losses,
related to active operations. The level of confi-
dence depends on the ability of regulators to
prevent frauds, and the current system of pru-
dential supervision over financial institutions
and corporate governance.

Loss of capital by financial institutions
(decapitalization) may be a case of both objec-
tive and subjective factors — losses, caused by
assets’ ready sales during a financial crisis by
financial institutions [3], bad loans (Nonper-
forming Loans — NLP) and securities write-
offs [4].

Some theoretical models were devel-
oped to predict the ex-post financial institu-
tions losses during the financial crisis. The
models allow to measure systemic expected
shortfall (SES) of financial institutions during
a systemic crisis and the probability of the fi-
nancial systems as a whole going undercapi-
talized [5]. It was argued, that SES increases
with the financial institution's leverage and
with its expected loss in the tail of the sys-
tem's loss distribution.

ISSN 1562-109X Econ. promisl.
2018, Ne 3 (83)



The fundamental macroeconomic rea-
sons of decapitalization of the financial sector*
may be the deteriorating financial condition of
borrowers and capital issuers, losses in other
sectors, macroeconomic expression of which
may take a form of negative values of the "Net
savings" indicator. In case of reduced rate or
negative value of net savings with unavailabil-
ity of external sources of financing, the eco-
nomic system undergoes local or total decapi-
talization, which expands to all sectors.
M. Brunnermeier and H.Pedersen argued, that
the separate finacial institutions’ lossess might
degenerate into a downward spiral, that can
spread into the financial system and cause an
aggregate shortfall of capital [6].

Specific forms and methods of decapi-
talization of the financial sector are deter-
mined by the type of financial institution, the
specific financial relations, arising with other
sectors of the economy, and related structure
of assets and liabilities. This fully concerns
Ukraine, which is also characterized by a spe-
cific institutional environment. The latest re-
search on the problem of decapitalization of
the financial sector in Ukraine showed the in-
stitutional and macrofinancial causes of the
banks undercapitalization in Ukraine [7].
V.Koziuk argued, that the fundamental reason
of Ukrainian banking system undercapitaliza-
tion was caused by its inability to be resistant
against NPL hikes even in time of formal suit-
ability to formal regulatory norms [8]. So he
concluded, that banking regulation model in
Ukraine was “blind” and unable to react ade-
quately to institutional distortions. V. Mish-
chenko proved, that strengthening the finan-
cial stability of the banking sector requires
implementation of the regulations, provided
by Basel Il as to creation of additional buffer
and countercyclical bank capital [9]. S. Nau-
menkova et al. [10] focuses on the risks of
spreading the insolvency of financial institu-

! The notion of “decapitalization” is interpreted as
absolute decrease in the nominal volumes of equity and
related capital of the financial institutions less the capital of
the national central bank. When investigating the decapital-
ization, we used exclusively the balance sheet approach
without taking into account the over time depreciation of
money via inflation.
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tions to other sectors of the economy and im-
balances exacerbation at the level of the fi-
nancial system as a whole.

However, channels and mechanisms of
the intersectoral transfer of capital shortages
in Ukraine have not been explored. Also,
causes of the non-bank financial institutions
capital shortages in Ukraine were never stud-
ied before. Some aspects of the financial sec-
tor’s decapitalization need to be clarified, tak-
ing into account the latest trends in Ukraine
and the actualization of the problem of global
financial instability [11]. All of these have
determined the objective of this paper — the
identification of specific processes of decapi-
talization of the financial sector in Ukraine,
including the non-bank financial institutions,
its macrofinancial causes and consequences
for other sectors of national economy, as well
as reverse effects of the financial sector’s de-
capitalization on the economy as a whole. We
pay special attention to the impact of key
macrofinancial imbalances, caused by public
finance deficit and nonfinancial corporations’
debt ratios, as well as on the financial sector’s
decapitalization trends.

Fundamental conditions and general
trends of the decapitalization
of Ukrainian financial sector

During 2008-2013, there was a clear
tendency to fall in rate of net savings (from
11.6% of GDP in 2008 to 0.8% of GDP in
2012), which meant the formation of a con-
sumption based economic model. During the
pre-crisis period and 2010-2013, the insuffi-
cient domestic savings were offset by external
borrowing. Especially massive external bor-
rowing took place in 2011-2013, which al-
lowed to temporarily conceal the poor state of
the capital accumulation in the economy (Ta-
ble 1). In 2014 net savings rate was negative (-
0.8% of GDP) and covered by the lending
from International Monetary Fund (IMF). The
higher net savings rate in 2015-2016 resulted
from the squeezing of private consumption,
crucial fall of household savings and the
wealth redistribution on the benefit of the Na-
tional Bank of Ukraine caused by the hryvna’s
depreciation.
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Table 1

Net savings and external borrowing in 2008-2016, % of GDP

Indicator 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016
Rate of net savings 11.6 4.9 7.6 6.3 0.8 -3.1 | -0.8 4.4 6.0
Lending/borrowing 7.1 -0.1 0.1 4.7 6.0 6.2 1.5 -1.4 2.4
Total 18.7 | 48 7.7 11.0 | 6.8 3.3 0.7 3.0 8.4

Source: Consolidated national accounts. Available at: http://ukrstat.gov.ua/

During 2010-2013, the national debt
was rapidly increasing, and the rate of net sav-
ings was reducing. It is exactly during this
period, that the macroeconomic foundations of
the further decapitalization of financial sector
were laid. First of all, we mean the excessive
public spending, that was not backed up with
corresponding revenues. The cumulative defi-
cit of the consolidated budget for 2010-2013
alone exceeded 200 billion USD or almost 4%
of GDP. Since 2009, in the general govern-
ment sector, net savings were negative, and in
2013 they amounted to -54.4 billion USD, and
during 2009-2013 their total amount was
UAH 246 billion.

Another important factor was the impact
of decapitalization in the sector of non-

financial corporations, where net negative
value of savings in 2013 amounted to 119.5
billion UAH (Table 2). During 2009-2013,
cumulative shortage of capital in the real sec-
tor amounted to 362.7 billion USD. With the
decline in the households’ net savings (from
161.8 billion UAH in 2010 to 116.27 billion
UAH in 2013), the shortage of capital in the
economy increased, which required increasing
foreign loans. Excessive government con-
sumption and poor performance of the non-
financial corporations were the main causes of
the decline and negative rate of net savings,
which reached -3.2% of GDP, or 48.2 billion
UAH in 2013.

Table 2

Net savings by institutional sectors in 2005-2016, bin UAH

o " . " General Non—co_mrpercial

on-financia inancia organizations,

Year corporations | corporations go‘;igg‘rent Households providing services
for the households

2005 1.88 10.97 4.59 45.65 -0.27

2006 7.15 14.10 3.82 44.20 -0.55

2007 18.27 24.75 14.09 47.78 -0.75

2008 6.13 39.78 12.21 52.01 -0.57

2009 -28.64 52.80 -59.43 80.38 -0.56

2010 -51.25 37.45 -65.65 161.87 -0.11

2011 -62.29 43.15 -21.33 123.12 -0.06

2012 -101.01 10.99 -44.80 147.28 -0.14

2013 -119.54 10.08 -54.37 116.27 -0.74

2014 -6.66 26.83 -53.21 30.78 -0.24

2015 65.03 9.06 1.32 12.98 -0.45

2016 165.98 15.57 -18.60 -17.89 -0.11

Source: Accounts of the institutional sectors of the economy. Available at: http://ukrstat.gov.ua/

In 2014-2015 the net savings’ sectoral
structure had changed drastically. We could
observe the significant drop in the household
savings from 116.3 billion UAH in 2013 to
12.98 billion UAH in 2015. In 2016 the

24

Exonomixa npomucnosocmi @’ Economy of Industry

household savings has gone negative. This
effected the downward impact on the total net
saving rate. Among others the important rea-
son of the households savings’ fall was the
extremely low demand on the national curren-
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cy and the savings flight in the foreign curren-
cy estimated by SNA as net lending (-1.4%
GNP in 2015).

Before 2014, the sector of financial cor-
porations had showed a positive rate of net
savings, remaining the focus of capital accu-
mulation in the economy. The availability of
external financing before 2014 allowed miti-
gating the shortage of domestic funding
sources, and no direct connection was ob-
served between the rate of net savings and
capital of the financial sector.

Beginning from 2014, decapitalization
of the financial sector became a result of vari-
ous geopolitical factors, connected with the

annexation of the Crimea and beginning of the
military conflict in the Southeast of Ukraine,
which, in combination with the already exist-
ing cumulative macro-financial imbalances
led to the loss of access to international finan-
cial markets and capital flight from Ukraine.
The negative balance of payments in 2014,
amounting to 13.3 billion USD, strengthened
the cumulative deficit of capital and acted as a
trigger for the rapid destruction of Ukrainian
financial system.

Table 3 shows the volumes of the bank
and non-bank financial institutions’ equity and
its equivalents from early 2013 to September
2017.

Table 3

Equity (shares and other equity) of Ukrainian financial sector in 2013-2017,
end of the year, million UAH

Year Bank institutions* Non-banking financial institutions**
2012 202 399 226 325
2013 232 103 249 459
2014 213 554 261 000
2015 162 090 264 125
2016 161 246 242 288
2017 (Septemer 30) 192 199 259 600

* Deposit corporations including insolvent banks less the National Bank of Ukraine.
** |nsurance companies, non-public pension funds, collective investment institutions, credit unions and
other credit institutions, financial companies, legal entities, that provide financial leasing services, pawnshops

and financial auxiliaries.

Source: Surveys of financial corporations.

Statistics.xls

After the crisis of 2008-2009, the
amounts Ukrainian financial sector’s capital
grew. During 2013, the banks’ capital in-
creased by 30 billion UAH and that of non-
bank financial institutions by 23 billion UAH.
During 2014-2015, a trend of decapitalization
of the financial sector emerged: initially in the
banking segment and later in the sector of
non-bank financial institutions.

The process of bank decapitalization
started already in the first phase of decapitali-
zation of the financial sector (early 2014), but
it was not critical in scale: the capital de-
creased by 10.5 billion UAH, representing
4.5% of the banks’ total equity as of early
2014. Non-bank financial institutions, unlike
banks, had relatively small amounts of current
liabilities and were less vulnerable to currency
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Available at: http://bank.gov.ua/files/3.1-Monetary

risks. The rise of capital in the non-banking
financial institutions lasted until the end of the
2015, because of the fundamentally different
nature of the risks inherent in their activities.
The main reason of the decapitalization
of the financial sector was the rapid deteriora-
tion of the general economic situation under
the influence of unfavorable combination of

! The excess of the amount of capital in the non-
bank financial institutions over that of the banks is ex-
plained by the fact, that capital includes the net asset value
of the Institutions of collective investment (ICIs) and non-
public pension funds (NPFs). Moreover, most of them are
accounted for the net assets of venture ICls, which are
overloaded with poor quality securities, account of which
at fair value is not conducted. These features should be
considered, when comparing the capital of these institu-
tions with that of the banks.
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political and economic factors. Figure 1
shows, that the scale of decapitalization of the
financial sector was the largest in late 2014 -

UAH bln

early 2015 due to the worsening situation in
the temporarily occupied territories of the
East.
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Fig. 1. The scope of decapitalization of Ukrainian financial sector in 2014-2017

In conditions of high uncertainty and
investment risks, households as the main do-
nor of the financial sector tried to break finan-
cial relationships with banks and other finan-
cial institutions. A significant impact was
caused by the devaluation of the hryvnia un-
der the pressure of the balance of payments
deficit in the first quarter of 2014 (amounting
to 4.3 billion USD), which was enough to
trigger the process of deleverage (withdrawal
of funds) and decapitalization of the financial
sector.

In a market economy the loss of liquidi-
ty is not followed by a loss of capital only in
case of debt restructuring. Since the society
was not ready for such restructuring, the bank-
ing panic began, when a considerable part of
the depositors tried to withdraw their deposits
(Fig. 1).

Specific features of the decapitalization
of Ukrainian financial sector were determined
by the type of financial institution, specific
financial relations with other sectors, and the
structure of assets and liabilities.
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Banks: causes and characteristics
of decapitalization

Decapitalization of the banks began in
the first quarter of 2014. According to the Na-
tional Bank of Ukraine (NBU), the banks’ eg-
uity from early 2014 to the end of 2015 de-
creased by 91 billion UAH (from 192 to
101 billion) (Table 4). Given that part of the
banking sector, namely — the state-owned
banks, received a capital infusion of more than
20 billion UAH [12], the real extent of decapi-
talization can be estimated at 110 billion
UAH".

! Apart from calculating the insolvent banks, the
volume of decapitalization of the "working" banks amounts
to 65 billion USD, and in terms of regulatory capital - 66
billion UAH. As a result of decapitalization of the banking
sector, the indicator of adequacy of regulatory capital
(standard value - 10%) decreased from 18.26% in early
2014 to 8.03% as of 08.01.2015. According to Investment
Capital Ukraine, the banking system of Ukraine for the
next three years needs a capital increase of 120 billion
UAH [13] to restore capital adequacy.
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Capital of Ukrainian banks in 2014-2017, min UAH

Table 4

Indicator 01.01.2014 | 01.01.2015* | 01.01.2016 | 01.01.2017 | 01.01.2018
Balace-sheet capital 192 269 147 692 101 560 124 647 159 827
Regulatory capital 204 976 188 949 129 817 109 654 115 818
Regulatory capital to risk-
weighted assets , % 18.3 15.6 12.3 12.7 16.1
Financial Result 1436 -52 966" -72 548 -160 143 -25 972
Non-performing Loans to
Total Gross Loans, % 12,9 19,0 28,0 30,5 54,5

' The financial result of the banking system was negatively impacted by the losses of the banks, classified
as insolvent, in which interim administrations were introduced.

* Less the banks under liquidation and those declared insolvent.

Source: Financial Soundness Indicators. Available at; http://data.imf.org/regular.aspx?key=61404590

The fundamental reason of the decapi-
talization of the banking sector were the inter-
related trends of impairment of assets and li-
quidity shortages, caused by the loss of the
banks’ ability to meet their obligations before
depositors and creditors.

1. Deterioration and impairment of as-
sets. The main component of the assets in the
banking sector are loans, which in early 2014
already had poor quality, caused by both ob-
jective (poor financial condition of borrowers)
and subjective (common practice of crediting
related parties) factors.

At the beginning of 2014, the level of in-
debtedness of the non-financial corporations
sector was 1.92 and the equity deficit was esti-
mated at 350 billion UAH, which was the
amount, needed to reduce excessive indebted-
ness to critically acceptable 1.5. During 2014-
2015, general economic factors, such as falling
domestic and external demand, the depreciation
of the hryvnia, and loss of control over the as-
sets in Crimea and Southeast Ukraine led to
deterioration in the financial condition of non-
financial corporations, growth of their indebt-
edness and worsening of the debt service ca-
pacity.

The cumulative negative financial result
of the non-financial corporations before taxa-
tion for the half year (since | quarter of 2014)
amounted to 1.19 trillion UAH. [3] Consolidat-
ed net loss for the period from 01.01.2014 to
01.01.2015 reached 779.2 billion UAH, ac-
counting for 39.9% of total equity at the begin-
ning of 2014 (1.95 trillion UAH). According to
our calculations, the deficit of the companies’
equity as of 01.07.2015 was estimated at be-
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tween 800 billion to 1 trillion UAH. Obligations
for loans became more problematic. It can be
stated that in 2014-2015 decapitalization of the
real sector, that began in 2012-2013, spread to
the financial sector.

Deteriorating of the credit quality re-
quired increase in the banks’ spending on the
bad debts provisions formation. While in 2013
the amount of these deductions was 26 billion
UAH, in 2014 it amounted to 99 billion UAH,
in 2015 — 120 billion UAH, in 2016 — 200 bil-
lion UAH. The share of Non-performing Loans
in Total Gross Loans during 2014-2015 grew
rapidly - from 12.9% in early 2014 to over 54%
in the end of 2017, which resulted in increased
banks’ spending on provisions, which, from the
beginning of 2014 have totaled 466 billion
UAH.

One can partly agree with the opinion of
the former Head of the NBU that "... the real
sector is overcredited, and the banks should
credit fresh and healthy working businesses,
and there will be no crediting until they (the
companies) increase their capital™” [12], but the
bank loans account for no more than 20% of
the companies’ total debt. Therefore, it would
be more correct to speak not about the compa-
nies’ overcreditness, but about their overload
with accounts payable, i.e. not with liabilities
to banks, but with those to other contractors.
The payment crisis and lengthening debt ma-
turities have led to a rapid increase in accounts
payable. Not least, this was due to the lack of
companies’ liquidity, that emerged as a result
of the unavailability of their funds on the ac-
counts in insolvent banks and the growth of

27



the government debt due to the overpaid cor-
porate tax and untimely VAT refund, which
total for 47 billion UAH [14]. This is the way
how the decapitalization spiraled: the compa-
nies lose their funds in the insolvent banks,
which meant the loss of their liquid assets, but
did not reduce their liabilities to creditors.

2. The lack of liquidity and loss of the
banks’ capacity to fulfill their obligations to
depositors. In early 2014, when the bank pan-
ic began, the companies lose their ability to
service the debt and needed financial restruc-
turing, while the households showed an ab-
normally high demand for cash and tried to
withdraw money from banks as soon as possi-
ble. Rising geopolitical risks caused an unusu-
ally high percentage of withdrawals: during
2014 alone, the households withdrew 22% of
their deposits in local currency and 40% in
foreign currency.

Along with the influence of other fac-
tors, the bank panic led to technical insolven-
cy, the introduction of interim administration
and liquidation of a significant part of banks.
The number of banks with banking license
decreased from 180 at the beginning of 2014
to 82 on 1 January 2018 (less the insolvent
banks). The amount of decapitalization, result-
ing from the withdrawal of insolvent banks
from the market during 2014-2015, was 46
billion UAH.

Non-bank financial institutions,
specific features of the process
of decapitalization
Unlike the banks, decapitalization in the
sector of non-bank financial institutions began
later and had much lower absolute and relative
volumes. While, as of early 2014, the banking
sector lost almost one-third (30.3%) of its eg-
uity, which amounted to 70.4 billion UAH, the
capital of non-bank financial institutions dur-
ing the same period even slightly increased —
by 3.5 billion UAH (1.45%). Only the insur-
ance companies’ equity decreased — by 1.3
billion (3.3%), while investment and non-
public pension funds increased their net assets
by 22.3% and 3.2% respectively.
This is due to the specific financial rela-
tions of the pension funds and collective in-
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vestment institutions with their participants. It
can be concluded, that this segment of the fi-
nancial sector has a relatively higher stability to
the negative impact of internal and external
risks, but it could not make a significant stabi-
lizing effect on the entire Ukrainian financial
sector due to a small share of the non-bank fi-
nancial institutions’ assets in total assets of the
financial sector.

Non-public pension funds (NPFs). By
the development of the level and an im-
portance of non-public pension provision for
the functioning of the mechanism of savings-
investments transformation, Ukraine falls be-
hind both the developed countries and neigh-
boring countries, which have chosen the path
of the civilized development, namely — Po-
land, Slovakia and Romania. According to the
Ukrainian legislation, only the operation of
funds with defined contribution, (i.e. savings
funds) is permitted. Accumulating financial
resources of their participants, the NPFs take
no fixed liabilities and their net assets are dis-
tributed proportionally among participants.
This allows to qualify the net assets of non-
public funds as hybrid capital.

Since the specificity of non-public funds
in Ukraine is due to the fact, that they are
funds with defined contribution, their decapi-
talization (meaning decrease in their net as-
sets value) is possible in three cases: with the
growth of pension payments, with decreased
revenues and with the depreciation of assets,
valuated at fair value in accordance with
IAS26, 32 item of which establishes that "re-
tirement benefit plan investments shall be car-
ried at fair value."”

During 2014 - 2016, NPFs’ assets struc-
ture underwent some changes, the main of
which were the increase in the share of gov-
ernment securities from 11.5% to 40.8% and
reduction of the share of Ukrainian issuers -
from 13.3% to 0.5% (Table 5). The bulk of the
NPFs’ assets is placed as bank deposits, which
account for over a third of total assets.
The main risks for the NPFs, with the given
assets structure, are losses due to the liquida-
tion of insolvent banks and impairment of
shares, resulting from the decrease in market
prices.
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Table 5

Structure of NPFs’ assets in 2014-2017, %

Investment assets 31.12.2013 [31.12.2014|31.12.2015|31.12.2016|31.12.2017
Bank deposits 36.4 38.6 394 41.3 43.9
Governme_n_t and government guaran- 115 15.3 341 41.0 40.8
teed securities
Eizrslds, issued by Ukrainian compa- 310 276 13.4 9.4 8.2
Shares, issued by Ukrainian entities 13.3 10.6 3.3 0.7 0.5
Other assets 7.8 7.9 9.8 7.6 6.6

Source: Results of the development of the system of non-public pension provision as of 31.12.2017.
Available at: https://www.nfp.gov.ua/files/17_Dep_Repetska/NPF_IV_kv%202017.pdf

Until 2014, a positive dynamics of the
growth of NPFs’ assets had been observed,
with an annual increase at 25% during 2010-
2013. Since 2014 this trend has been slowing
down due to the unfavorable general econom-
ic dynamics and reduced investment activities
on the stock market. Although the NPFs’
segment worsened the dynamics of develop-
ment and accumulation of assets, but its trend
of decapitalization is not very clear and not
yet rampant. We can rather consider the de-
cline in activities in this sector and decreased
number of operating NPFs. While, in early
2014, the State Register of Financial Institu-
tions contained information about 81 NPFs,
on 31.12.2017, there were only 64 of them
left. Reduction of the total number of NPFs
was somewhat offset by the growth of net as-
sets of the operating NPFs.

In 2014, the growth of NPFs’ assets
slowed to 18% per year, and, in 2015, the as-

sets decreased by 0.49 billion UAH, or by
19.8%. The trend to decrease in NPFs’ assets,
which began in IV quarter of 2014, gives
grounds to state a moderate decapitalization of
the NPFs, which basic forms were:

e rapid reduction of the net pension
contributions as a result of the poor financial
state of main contributors (enterprises), which
fund the programs of supplementary pension
provision (Tab. 6). While in 2013 the volume
of pension contributions amounted to 273 mil-
lion UAH, in 2014 it was 220 million UAH,
and in the 2015 — only 78.6 million UAH;

e unprofitable activities, caused by
the depreciation of portfolios and losses of
funds in the insolvent banks. In 2015, the
NPFs’ losses exceeded 489 million UAH and
were caused by the fall of the PFTS stock in-
dex [5] and the losses due to the liquidation of
banks.

Table 6.

NPFs’ assets and channels of their formation in 2014-2017, million UAH

. Increase in NPFs’ Profit from Pension contributions
Period Assets
assets assets (net)
2012 1660.10 X X X
2013 2089.80 429.70 198.0 273.80
2014 2469.20 379.4 277.0 220.70
2015 1980.0 (489.2) (438.0) 78.60
2016 2138.7 158.7 177.8 8.40
2017 2 465.6 326.9 349.1 2.10

Source: Information on the condition and development of non-public pension provision in Ukraine.
Auvailable at: http://nfp.gov.ua/content/stan-i-rozvitok-npz.html
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Insurance companies. The absolute vol-
ume and relative scope of the decapitalization of
insurance companies in 2014-2015 were signifi-
cantly lower, than in the banking sector. This is
due to the specifics of financial relations in the
field of insurance, which do not involve the re-
turn of premiums to policy holders in the event
of termination of the insurance contracts. In oth-
er words, the factor of liquidity shortage, caused
by the bank panic, is not indicative for insurance
activities, which allowed to avoid massive de-
capitalization in this subsector.

Total decrease in the equity of the in-
surance companies during 2014-2015 was 1.3
billion UAH, accounting for 3.3% of their to-
tal equity in early 2014. In the same period,
total decrease in their assets amounted to 2.8
billion UAH, while the most significant reduc-
tion took place in the investment in shares (by
2.9 billion UAH) (Tab. 7).

Unlike banks, insurance companies in the
first half of 2014 did not lose their capital. De-
capitalization of the insurance companies inten-
sified in late 2014 - 2016 (Fig. 2).

Table 7
The assets and equity of insurance companies in 2014-2017, million UAH

Date InsuretrostaTssets, Deposits Shares Equity Authorgfd capt-
31.12.2013 66387.0 9296.4 17834.3 40207.6 15 232.50
31.12.2014 70 261.2 9031.8 18009.1 36176.0 15 120.90
31.12.2015 60 729.1 12603.8 | 11901.4 27 805.0 14 474.80
31.12.2016 56 075.60 11528.60 | 7968.60 26 881.5 12 661.60
31.12.2017 57 381.00 12 238.20 | 6 653.60 27 300.8 12 831.30

Source: Results of the activities of insurance companies. Available at: http://nfp.gov.ua/files/Ogliad
Rinkiv/SK/sk_%202013.pdf; https://forinsurer.com/files/file00565.pdf; https://forinsurer.com/files/file00634.pdf

4 000 32151
min UAH
2 000
689.2 4193 234,8
° ——
-452,7
-2 000 -924.,0
-4 000
-6 000 -4831,5
-8 000 -6792,1
2014 2015 2016 2017
= Equity ® Net income (consolidated)

Source: Consolidated accounting data. Available at: http://nfp.gov.ua/content/konsolidovani-zvitni-dani.html

Fig.2. Changes in Equity and Financial Results of the insurance companies in 2014-2017.

During 2014, the insurance companies’
equity capital decreased by 2.8 billion UAH,
which accounts for 7% of this indicator at the
end of the previous year. The main forms of

30

Exonomixa npomucnosocmi @’ Economy of Industry

decapitalization in the insurance segment were
the following:

— reduction of the registered author-
ized capital by 2,4 billion UAH due to the de-
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crease in the number of licensed insurance
companies, which led to a decapitalization of
the insurance sector. While at the beginning of
2014 the total number of insurance companies
amounted to 407, on 01.01.2017 there was
294 of them;

— deterioration of financial perfor-
mance due to lower demand for insurance ser-
vices, caused by overall economic downturn.
In 2014, with the growth of insurance pay-
ments at 400 million UAH, premiums, re-
ceived by the insurance companies, decreased
by almost 2 billion UAH. The profits of the
insurance sector in 2014 decreased compared
to 2013 by 44%;

— impairment of financial assets
(shares) and the loss of funds in the insolvent
banks, which led to the increase in the number
of loss-making insurance companies. In 2014-
2017, total losses of the loss-making insurance
companies were 5.5 billion UAH.

Overall, during 2014 - 2017, one can
observe only moderate decapitalization in the
sector of insurance companies, while the capi-
tal adequacy (ratio of equity to total assets)
remained the same as at the beginning of
2014.

Institutions of collective investment
(ICIs). Specifics of the financial relations in
the segment of collective investment institu-
tions is characterized by the dominance of
closed-end investment funds of venture type,
for which no requirements as to asset diversi-
fication are established and which are allowed
to invest in bonds, promissory notes, real es-
tate and "garbage™" securities (those not al-
lowed to trading on stock exchanges). As of
01.07.2015, out of 1171 working® investment
funds, 1000 were venture funds, which acco-
unted for 94.4% of net asset of the ICIs [15].

Another feature is the dominance
among participants of legal entities, which as
of July 1, 2015 accounted for 93.6% of the net
assets of ICls, while individuals accounted for
only 6.4% of such assets. Thus, ICIs perform

! Those, that have reached the legal minimum
amount of assets (1,250 minimum monthly salaries) on the
date of the registration of the fund as a collective invest-
ment institution.
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the function of transforming household sav-
ings into investments in relatively small vol-
umes. The predominance of legal entities in
the composition of ICls imposed certain speci-
ficity on their activities and assets structure.
The ICIs were used as a tool to avoid taxation
and perform non-transparent financial transac-
tions with securities and other financial assets.

Decapitalization (negative growth of net
assets) of all the ICls, except venture ones,
only took place in the second quarter of 2014.
During 2014-2017, the total net assets of ICls
increased by 86 billion UAH. At the same
time the net assets of those ICIs, which are
based on market principles, attracting the in-
dividuals’ saving (open and interval funds),
decreased by 27% and 35%, respectively, or
by 231 million UAH in total. The slow recov-
ery of non-venture ICIs’ sector Ukraine got
only in 2017 (Tab. 8).

According to the experts of Ukrainian
Association of Investment Business (UAIB),
capital outflow of the depositors in the open-
end ICls exceeded the decrease in net assets,
which peaks took place in the first quarter of
2014. During 2015, one can observe a slow-
down in net capital outflows from open ICls,
which decreased by 10 times compared to the
first quarter of 2014 [16]. Although the vol-
umes of capital withdrawals across the finan-
cial sector were generally low and could not
significantly affect the volume of investment
in the whole economy, but the very fact of
capital withdrawal from these institutions,
which even before 2014 were at an early stage
of development, is an alarming signal, and a
manifestation of the loss of public confidence
in this type of financial intermediaries. The
main forms of decapitalization of the ICls,
operating on market principles, were the fol-
lowing:

e capital withdrawals from the open
end ICIs, which coincided in time with the
banking panic of early 2014;

e impairment of financial assets and
loss of funds in the insolvent banks;

e suspended circulation of securities
of the issuers, located in the temporarily lost
territories.
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The value of the ICIs’ net assets in 2014-2017, million UAH

Table 8

Fund type 31.12.2013 31.12.2014 31.12.2015 31.12.2016 31.12.2017
Open end 104.2 60.4 55.4 58.1 75.1
Interval 126.8 1125 88.9 68.1 82.1
Closed end 9108.6 10751.9 10489.9 7923.3 8364.3
(less venture ones)

Venture 168183.4 195433.2 225540.9 222138.5 254957.9
Total 177523.0 206358.0 236175.0 230188.0 263479.4
Source:  Quarterly and  annual reviews of the ICIs market. Available at:

http://www.uaib.com.ua/files/articles/ 2660/15/Q4%202017%20&%20FY %202017_PR.xlsx

ICIs, operating on market principles,
the venture type ICls steadily built up their
net assets (the only failure was the begin-
ning of 2014, which was the worst for the
insurance companies as well). During 2014 -
2017, total net assets of the venture type

UAH bln

ICIs increased by 86.8 billion UAH, or by
51%, that can be explained by the con-
sciously (artificially) inflated value of such
funds’ assets, which are dominated by "gar-
bage" fictitious financial assets, as well as
by the revival of tax evasion (Fig. 3).
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=@= Accounts payable

Source: Review of financial corporations. Available at: http://www.bank.gov.ua/files/3.1-Monetary
Statistics.xls; Current liabilities and provisions by economic activities. Available at: http://ukrstat.gov.ua/

Fig. 3. Dynamics of money supply, GDP and accounts payable of the NFCs
in 2014-2016 in Ukraine

Overall, during 2014-2017, one could
observe only a local decapitalization in the sub-
sectors of open-end and interval ICls, while in
the closed and venture type ICls the value of
net assets increased. Thus, the process of de-
capitalization caught only that part of the ICls,
that work directly with households. For the
ICls, as for the NPFs, very acute is the problem
of impairment due to the loss of funds, caused
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by the liquidation of insolvent banks (in partic-
ular — the sequence of the satisfaction of credi-
tors’ liabilities).

Forms and methods of decapitalization in
Ukrainian financial sector in 2014-2017
During 2014-2015, decapitalization in
the financial sector took place in all its seg-
ments. Since 2016 the weak recovery in bank-
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ing sector and later in non-banking sector was
observed, caused by the slow confidence resto-
ration. Final data on the reduction of equity and

hybrid capital of the financial institutions are
presented in Table 9.

Table 9
Changes in equity and hybrid capital of Ukrainian financial institutions
in 2014-2017, billion UAH
. Banking Insurance ICIs less Venture o
Period institutions | companies* | venture ones ** | funds** NPFs

2014 -44,58 -4,83 1,59 27,25 0,38
2015 -44,31 -6,79 -0,29 30,11 -0,49
Change for the period
2014-2015 -88,89 -11,62 1,29 57,36 -0,11
2016 20,07 -0,92 -2,58 -3,40 0,16
2017 39,81 0,42 0,47 32,82 0,33
Change for the period
2016-2017 59,88 -0,50 -2,11 29,42 0,49

* Equity according to financial accounting data.

** Net assets of investment and non-public pension funds.

Source:  Main indicators of the activities of Ukrainian  banks.  Available at:

http://lwww.bank.gov.ua/control/uk/publish/article?art_id=36807&cat_id=36798; Quarterly and annual reviews
of the ICIs’ market Available at: http://www.uaib.com.ua, Results of the activities of insurance companies. Availa-
ble at: http://nfp.gov.ua, Information about the condition and development of non-public pension provision
in Ukraine. Available at: http://nfp.gov.ua/content/stan-i-rozvitok-npz.html

The biggest decapitalization took place
in the banking sector during 2014-2015, when
the aggregated sector’s equity reduced by 88.9
billion UAH. In the segment of insurance com-
panies large-scale decapitalization was ob-
served in 2015 (equity reduction by 6.8 billion
UAH). Still, compared to banks, the scope of
decapitalization is explained both by specific
financial relationships in the insurance sphere,
which cannot be characterized as fixed liabili-
ties and have a relatively weak level of devel-
opment. Decapitalization in the NPFs’ sector
had limited scope and time frame: reduction of
the value of net assets was observed in 2015
and amounted to 0,5 bin UAH or 20% of net
assets. In the ICIs’ sector, decapitalization
touched only the open and interval ICIs, net
assets of which reduced by 87 million UAH.

Decapitalization in Ukrainian financial
sector in 2014 - 2015 took place in the follow-
ing main forms.

1. Reduction of equity due to impair-
ment of debt financial instruments. The deci-
sive impact on the bank decapitalization is
associated with the losses due to the impair-
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ment of loans and other debt. Due to the dete-
riorating financial condition of borrowers, ex-
penditures on the banks’ provisions in 2014-
2015 were 172 billion UAH or 22% of the
book value of the credits as of early 2014.
Against the background of reduced volumes
of crediting, this meant that the provisions
were created due to the deterioration of the
borrowers’ financial condition.

2. Reduction of equity due to the im-
pairment of capital financial instruments. The
impact of the impairment of capital financial
instruments (due to lower capital stock index)
! of the financial sector was moderate, because
the proportion of shares in the assets of finan-
cial corporations was less than 2.5% (41 bil-
lion UAH). The exceptions are the ICls (in-
vestment in shares at the beginning of 2014
amounted to 22.6 billion USD or 14.6% of
assets), insurance companies (in early 2014
investments in shares amounted to 17.8 billion
UAH (27% of assets) and NPFs (278.4 million

1In 2014, the PFTS index grew by 28.75% and in the first
half of 2015 it decreased by 21%.
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UAH or 13.3% of assets at the beginning of the number of insurance companies decreased

2014). Unlike the countries with well- from 407 to 361.

developed non-bank financial sector, which is

sensitive to fluctuations on the stock market, The effects of decapitalization of the
in Ukraine the factor of shares depreciation financial sector on Ukrainian economy
had no significant impact on the volume and The large scale decapitalization of the
dynamics of the financial sector decapitaliza- financial sector (especially in banking and in-
tion. surance subsectors) and the slowdown in the

3. Reduction of capital due to the ter- growth of hybrid capital of the non-bank fi-
mination of financial institutions. During nancial institutions weakened the overall sec-
2014-2015 the number of banks with banking tor’s functional capacity to transform savings
license decreased from 180 to 117, the number into investments. The consequences of the
of IClIs in Ukraine decreased from 1250 to decapitalization were the loss of confidence to
1147, the number of asset management com- the financial institutions and reduction of the
panies (AMCs) declined from 347 to 313, the level of monetization in the economy from
number of NPFs decreased from 81 to 72, and 53.2% to 40,5% of GDP (Tab. 10).

Table 10
The effects of decapitalization of the financial sector for Ukrainian economy,
billion UAH
< o © ~ © Change
= la|lgalg| 2/
Indicator o o o o o S o
= o = = = S
S S S S S =
Capital, including: 451,1 | 456,9 | 450,1 | 429,2 | 489,8 | 38,7 | 8,6
Banks 232,1 | 2135|173,6 | 162,1 | 188,2 | -43,9 | -18,9
Market type ICIs 93 | 109 | 10,6 | 8,0 85 | -08 | -84
Venture type ICls 168,2 | 195,4 | 236,0 | 230,1 | 263,3 | 95,1 | 56,6
Insurance companies 394 | 346 | 278 | 26,9 | 27,3 | -12,1 | -30,8
Non-public pension funds 2,1 2,5 2,0 2,1 2,5 04 | 174
Monetization, % 59,5 | 60,2 | 50,0 | 46,2 | 40,5
Interest rate on hryvnia credits, % 152 | 16,7 | 214 | 17,7 | 151
Total financing of the real sector including | 778,8 | 871,5 | 854,6 | 883,3 | 8726 | 938 | 5,8
Hryvnia credits to economic units 4542 | 4129 | 338,6 | 4174 | 4551 | 0,9 |-18,1
Loans to legal entities in hard currency 237,7 | 365,9 | 449,2 | 404,7 | 374,8 | 137,1 | 45,7
Loans to legal entities in hard currency™ 29,7 | 232 | 18,7 | 149 | 134 | -16,4 | -29,2
Shares 436 | 55,2 | 39,1 | 37,0 | 283 | -153 | 7,5
Bonds 433 | 374 | 27,7 | 242 | 143 | -290 | 85
Source:  Quarterly and  annual reviews of the ICIs” market. Available at:

http://www.uaib.com.ua/files/articles/1954/21/Q1%202014_PR.xls; Main indicators of the activities of Ukraini-
an banks. Available at: http://www.bank.gov.ua/control/uk/publish/article?art_id=36807&cat_id=36798; Results
of the activities of the insurance companies. Available at: http://nfp.gov.ua, Information on the condition and
development of non-public pension provision in Ukraine. Available at: http://nfp.gov.ua/content/stan-i-rozvitok-
npz.html

Although the nominal volumes of the (from 778.8 to 872.6 billion UAH), but the
financial sector’s investments in the real sec- growth rate lagged significantly behind the
tor increased by 94 billion UAH or by 12% pace of prices’ growth. Given the fact that al-
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most the entire increase in the financial sec-
tor’s investments in the real economy oc-
curred only "on paper" as a result of the reval-
uation of foreign currency loans by 270 billion
UAH, the real volume of investments even
decreased during 2014-2017. At the same
time, the volume of financial institutions’ in-
vestments in government bonds substantially
increased by 498 UAH bin, which suggests
the strengthening of the "crowding out effect"”
in 2014-2015.

In 2014-2017, nominal GDP, under the
influence of the inflation, grew much faster
than the supply of financial resources (money
supply). At the same time, the companies’ ac-
counts payable grew faster, than the GDP,
which means deterioration in the settlements
situation in the sector of non-financial corpo-
rations (Fig. 3). While nominal money supply
during this period increased by 257%, the
companies’ accounts payable grew by 53%.
There was a partial replacement of the market

forms of companies financing with surrogate
forms, such as accounts payable, a significant
part of which are overdue.

The growth of the nominal amount of
the financial sector’s claims to the NFCs in
2014-2016 on 105 billion UAH (Tab. 11) or
by 11.2%, did not exceed the rate of inflation
and was a result of the revaluation of nomi-
nated in foreign currency liabilities. NFCs’
sector did not receive additional resources (as-
sets), but its liabilities grew. The stoppage of
the credit and fund mechanisms of the inter-
sectoral redistribution of resources seriously
complicated the possibility of increasing the
productive capital (assets) funding (be it bor-
rowings or share issues). The dynamics of
productive capital acquired all signs of a
downward trend: while in 2011-2013 the an-
nual growth of NFCs’ total assets, adjusted to
the inflation rate, was 6% per year, in 2014-
2016 it was lower, than 2% per year.

Table 11
The level of development of Ukrainian financial sector in 2009-2016, bin UAH

Indicator 2010 2011 2012 2013 2014 2015 2016
GDP 1079.3 | 1300.0 | 1404.7 | 1465.2 | 1566.7 | 1988.5 | 2385.4
Gross savings 197.6 208.4 198.6 152.6 164.1 334.9 457.5
Money supply M2 596.8 681.8 771.1 906.2 955.3 969.8 | 1102.7
Increase in liabilities, 827 | 734 | 876 | 951 12 | 404 | 793
financial sector
Financial sector's claims | 608 | 7761 | g46.8 | 937.8 | 10517 | 10405 | 1042.9
to NFCs, including
Banks’ loans to NFCs 501.0 575.5 605.4 691.9 778.8 787.8 822.1
NFCs’ accounts payable | 1771.7 | 1910.7 | 2089.4 | 1664.3 | 1627.9 | 2148.3 | 2547.4
NFCs’ assets 3736.0 | 4273.3 | 49945 | 4824.1 | 5768.7 | 7612.3 | 9688.0

Source: Review of financial corporations. Available at: http://www.bank.gov.ua/files/3.1-Monetary
Statistics.xls; Current liabilities and provisions by economic activities. Available at: http://ukrstat.gov.ua/;

Annual reports by NSSMC. Available at: http://www.nssmc.gov.ua/activities/annual/

Formal signs of the Ukrainian financial
sector functional weakening were the drop of
the level of monetization, followed by several
other important indicators, reflecting the sec-
tor’s role in the accumulation and reallocation
of financial resources.

Reduction of the monetization level
from 61.9% of GDP in 2013 to 48.9% of
GDP in 2015 (Tab. 12) meant a weakening of
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the role of the financial sector in the financ-
ing of productive capital (assets in the NFCs
sector), which growth rates considerably de-
creased, compared to the pre-war period.
Along with it, the ratio of total bank credit to
GDP declined (from 65.8% in 2013 to 54.1%
in 2015), as well as the ratio of bank credit to
domestic credit (from 80% in 2013 to 70.9%
in 2015). This means, that the role of the
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banking system in the transformation of sav-
ings into investments considerably weak-
ened. Another sign of the growing role of
substitute sources against the background of
the weakened financial sector was the in-
crease in the ratio of total NFSs’ accounts
payable to total domestic credit: from 2.1 in

2013 to 2.94 in 2015. Also significantly
weakened the role of the stock market in fi-
nancing the NFCs and in overall economic
development, reflected in a steep decrease: in
2015 the ratio of capitalization of the listing
companies to GDP fell from 29.2% to 3.1%
of GDP (almost 10 times).

Table 12
Key development ratios of Ukrainian financial sector in 2010-2016, %

Indicators 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016
Rate of monetization 55,3 1524|549 [ 61,8 | 610 | 48,8 | 46,2
Ratio of bank credit to domestic credit 90,0 | 876 | 81,4 | 77,3 | 70,0 [ 67,9 | 61,5
Ratio of aggregate bank credit to GDP 71,7 | 65,2 | 60,0 | 63,6 | 67,5 | 51,5 | 43,2
Ratio of aggregate NFCs” accounts payable | 550 o1 995 6 | 247.9 | 178,6 | 153,8 | 210,0 | 247,0
to aggregate domestic credit
Ratio of_the capitalization of the listing 159 | 137 | 197 | 237 | 202 | 32 0.8
companies to GDP
Ratio of cash in circulation to money aggre- 631 | 619 | 629 | 629 | 650 | 599 | 503
gate M1
(DF?;elopment level of the financial sector 182 | 182 | 170 | 194 | 182 | 137 | 108
Inter!sny qf savings acgumulatlon through 419 | 352 | 441 | 623 | 07 | 121 | 173
the financial sector (R")

Source: calculated by V. Zymovets, based on data, presented in Table 10.

To estimate the role of the financial
sector, the R.Vogel and S.Buser’s cash ratio
has also been used [17] (ratio of cash in cir-
culation to monetary aggregate M1), which
shows the relationship between the demand
for cash and non-cash money, and is a meas-
ure of confidence in the banking sector under
financial stability. During 2014-2016 this
ratio droped from 61.9% in the early 2014 to
59.3 % in the end of 2016 (Tab.12). Under
financial instability and depreciation of the
national currency, the stability of this ratio
was a result of extremely low demand for
cash in national currency.

Also, to estimate the financial corpora-
tions (FC) sector’s level of development we
analyzed the dynamics of the coefficient of
development degree of the financial sector Ft
(ratio of total financial claims to non-
financial corporations to productive capital
(NFCs sector’s assets). During 2010-2013
this ratio had a trend to slow growth (from
18.2% t0 19.4%). In 2014, the increase in this
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coefficient was related to the revaluation of
foreign currency debt, and in the end of 2016
its level has dropped to 10.8%. This means,
that only less than one tenth of the NFCs sec-
tor’s assets are financed through the financial
sector in Ukraine.

To evaluate the intensity of the savings
accumulation through the financial sector we
apply coefficient R" derived by dividing the
growth of financial sector liabilities by gross
savings for the period (year). That indicator
allows to evaluate the intensity of transfor-
mation of savings into sources of funding as-
sets of the financial sector, namely — to estab-
lish, which part of the total savings for a spe-
cific period of time (a year) goes to the finan-
cial sector to create the financial resources
supply. In 2010-2012 the ratio’s average
amount exceded 40%, in 2013 — 60%. This
means, that during this period more than half
of gross savings was accumulated by financial
sector, which created relevant sources of the
productive funding. After the outbreak of hos-
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tilities, the situation radically changed: the
ratio dropped to 0,7% in 2014 and slightly
upped in 2016 ( to 17.3%). This means a
three-fold reduction of the savers’ confidence
in the financial sector.

We underline the following key nega-
tive effects of Ukrainian financial sector’s of
the decapitalization in 2014 — 2016:

1. Lack of equity to restore confidence
in the financial institutions. To overcome the
total distrust to the financial institutions (on
the part of the society as a whole and house-
holds as the main donor) the latter need a
large-scale recapitalization to demonstrate the
financial institutions owners’ willingness to
share risks with investors throughout the re-
vival of the national financial system. The
amounts, required for recapitalization, exceed
the volume of the capital, that was lost during
2014-2015. Although the total decapitalization
in 2014-2016 in nominal terms amounted to
21.9 billion UAH or 4.8% of the capital at the
beginning of the period, by expanding them
by sectors and taking into account the devalu-
ation of the hryvnia, we can estimate the
shortage of capital in the financial sector as
200 billion UAH.

2. The decline in the lending of the real
sector of economy. During 2014-2016 the vol-
ume of lending in national currency fell by 37
billion UAH, or by 8.1%, while lending in
foreign currency decreased by 15 billion USD
(equivalent). There was also a reduction in the
real sector funding by bonds: total volume of
investments in bonds decreased by 19 billion
UAH (44.2%). According to the National Se-
curities and Stock Market Commission, in
2014 the volume of registered bond issues
amounted to 39 billion UAH, in 2015 - 11.4
billion, in 2016 — 5,5 billion [9]. Lack of de-
mand has led to lower activity on the market
of primary placement of corporate bonds: in
2016 the volume of issue decreased by 10%,
in 2015 the decrease exceeded 50%. The main
reason of the lending decline was the lack of
capital in the financial institutions to cover the
existing credit risks.

3.The rise of the interest rates, caused
by the growth of the deficit of financial re-
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sources, available on the domestic market, and
the failure of the financial sector to increase
their supply. The interest rate on loans in the
national currency increased from 17.5% per
annum at the beginning of 2014 to 21.4% per
annum in the end of 2015. Deficit of free fi-
nancial resources was the result not only of
the growing distrust in the financial sector, but
also of the increasing direct lending of the
government by NBU’s purchasing the gov-
ernment bonds. During 2014 -2016 the vol-
ume of NBU’s investments in government
bonds rose by 235 billion UAH, which, com-
bined with the capital deficit in the financial
sector, estimated at 200 billion UAH, allows
to make a conclusion about a strengthening of
the "crowding-out effect” and the prevalence
of fiscal factors in the decapitalization of the
financial sector.

4. Stoppage of the equity based funding
formation. Before early 2014 any mechanisms
of indirect equity based financing of the real
economy were not developed. During 2014-
2016 the development of non-bank financial
institutions (NPFs and ICIs) slowed, as well as
the growth of their net assets. During the peri-
od mentioned, the volume of the financial sec-
tor’s investments in the real sector companies’
shares were insignificant in macroeconomic
terms (less than 3% of GDP) and dropped
from 43.6 to 37.0 billion UAH, and did not
play any significant role in the real sector fi-
nancing through equity-based instruments.

Conclusions

In 2014-2015 a "squeezing™ of Ukraini-
an financial sector took place, i.e. a reduction
of its resource base and its role as intermedi-
ary in the transformation of savings into pro-
ductive capital. The outward signs of those
tendencies were: demonetization of the econ-
omy, namely — the fall of the indicator of "fi-
nancial depth” from 61.9 to 48.8%, and an
almost three-fold reduction in the intensity of
the savings accumulation through the financial
sector. The latter, along with the influence of
other factors (especially — the material assets’
losses of capital as a result of loss of part of
the national territory and due to the non-cyclic
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drop in GDP), led to a slowdown in the
growth of productive capital. Considering the
influence of an inflation (in terms of cost-of-
living index — CPI) [18] during the years of
war, we estimate the reduction of Ukrainian
productive capital by at least 5%, or by 250
billion UAH in the prices of 2013.

The fundamental reasons of the decapi-
talization of Ukrainian financial sector were
the low rate of net savings and disinvestment
during 2010-2013. In early 2014 investment
risks, caused by the accumulation of macro-
financial imbalances, reached a critically high
level. Public awareness of the impossibility to
overcome the existing imbalances by means of
traditional tools of the financial policy in the
face of growing political risks, including
those, related to the annexation of the Crimea
and the beginning of military conflict in the
Southeast of Ukraine, led to a bank panic, cap-
ital flight from the country and termination of
many banks and other financial institutions.
The liquidity crisis, combined with the poor
financial condition of the real sector, led to
massive losses and decapitalization of the fi-
nancial sector, which will have long-term
negative consequences for the economy of
Ukraine.

The lack of capital in financial institu-
tions will remain a major obstacle to restoring
the financing of the real economy through
debt and equity instruments and complicate
the use of market mechanisms for economic
recovery in Ukraine. To solve the problem of
the financial system undercapitalization will
be possible only under the condition of the
crucial macrofinancial imbalances' abolition
and reduction of investment and credit risks
through:

- an elimination of general govern-
ment debt burden by the implementation of
the long-term public expenses prudential lim-
its;

- strengthening the capital require-
ments for financial institutions, in the first
place — those, concerned creation of the man-
datory countercyclical capital buffers;

- mitigating the financial risks and
negative impact of non-financial corporations
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insolvency on financial institutions perfor-
mance by increasing enterprises’ management
responsibility for frauds, as well as shortening
the length of legal procedures in case of bank-
ruptcy of enterprises.

In particular, special attention should be
paid to further research of the decapitalization
problem, concerning the financial sector capi-
tal shortages forecasting, studying channels
and mechanisms of theirs transfer to other sec-
tors of economy and the development of ap-
propriate macroprudential policy tools to pre-
vent such shortages in the future.
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BcranoBneHo, M0 OCHOBHUMH MPUYMHAMH JIeKaIiTami3alii MpuBaTHUX MEHCIHHUX (OHTIB
CTaJId pi3Ke CKOPOUYEHHS HAJXO/KEHb MEHCITHUX BHECKIB Yepe3 MOTipIIeHHs (IHAHCOBOTO CTaHy
KOMIIaHIi pearbHOro CeKTOpy, sSKi (PpiHAHCYIOTh MPOrpaMu HEAEPKAaBHOTO MEHCiMHOro 3abesme-
YEeHHS, a TaKoX 30UTKOBAa MIsUIbHICTh, 3yMOBJIEHA 3HEI[IHEHHSIM MOpPT(dENiB aKkiiid Ta BTpaTaMu
KOIITIB Y HETJIACTOIIPOMOKHUX OaHKaX.

OOTpyHTOBaHO, IO BU3HAYAILHUMU (paKTOpaMU JIeKaImiTai3allii CTpaXxoBUX KOMITaHild 0y-
JIM 3MEHIICHHS 3aPEECTPOBAHOTO CTATYTHOTO KaIliTaly y 3B'SI3KY 31 CKOPOUEHHSIM KUTBKOCTI JTitie-
H30BaHUX CTPaXOBUX KOMIIAHIi, MOTipHICHHS (DIHAHCOBUX pPE3y/bTATIB MisUTBHOCTI 4epe3 3HH-
JKEHHsI TIONUTY HA CTPAxXOBi MOCIYTH, 3yMOBJIECHE 3araJlbHOCKOHOMIYHHM CHaJOM, 3HELIHEHHS
(iHaHCOBHMX aKTUBIB (aKilii) 1 BTpaTa KOIITIB Y HEIJIATOCIIPOMOKHUX OaHKax, 110 MPU3BEIO 10
3pOCTaHHA KUTBKOCTI 30MTKOBUX CTPaXOBUX KOMITaHIH.

Busnaueno, mo OCHOBHMMHU MPUYMHAMH JAeKamiTali3aii 1HCTUTYTIB CHUIBHOTO 1HBECTY-
BanHs (ICI) Oynu BuityyeHHs kanitany ydacHukamu 3 [CI Bigkpuroro tumy, sike criiBnaio B 4aci 3
0aHKIBCBbKOIO MaHiK0I0 (1mouyaTok 2014 p.); 3HeLiHEHHs (pIHAHCOBHX aKTHMBIB 1 BTpaTa KOIUTIB y
HETJIaTOCTIPOMOKHUX OaHKaX; MPU3YNMUHEHHs 00iry I[IHHUX MarepiB €MIiTeHTIB, PO3TAIIOBaHUX
Ha oKynmoBaHux Teputopisx (AP Kpum ta 3ona OOC).

BusiBieHo, 110 OCHOBHUMH HETaTMBHUMH HACIiIKaMU JeKamiTaiizaiii (iHaHCOBOTO CEKTO-
py Ykpainu npotsirom 2014-2016 pp. cTaimu: HEAOCTaTHICTh BIACHOTO KAIiTaTy JUIsl BiTHOBJICHHS
JoBipH 10 (PiIHAHCOBUX IHCTHTYTIB, CKOPOUYCHHS 0OCATIB OOpProBoro (hiHaHCYBaHHS KOMIIaHIH pe-
aJIbHOI €KOHOMIKH, IiJBUIIECHHS PIBHS B1JICOTKOBUX CTAaBOK uepe3 Ae(ilUT BUIbHUX (PIHAHCOBHUX
pecypciB Ha BHYTPIIIHbOMY PUHKY 1 HECIIPOMOKHICTIO ()IHAHCOBOTO CEKTOPY 30UIBLIMTH iX IpO-
MO3HIIIIO.

Hanano o1iHky Haciiakam JekamiTainizanii (¢iHaHCOBOTO CEKTOPY sl EKOHOMIKHM Y KpaiHH.
[TinkpecneHo, mo aediuuT KamiTany (piHAHCOBUX IHCTUTYTIB 3aJIMIIATUMETHCS OJHIE€I0 3 OCHOB-
HUX MEPENIKO]] AJIsl BITHOBJICHHS 00CATiB OOProBOro Ta naifioBoro ¢piHaHCYBaHHS PEaTbHOTO CEK-
TOPY €KOHOMIKH, II0 YCKJIAaJHUTh 3aIlyCK PUHKOBHX MEXaHI3MiB €KOHOMIUYHOTO MOXKBABJICHHS B
VYkpaiHi.

Knouosi cnosa: xamitan, 6aHku, (hiHAHCOBHH CEKTOp, (iHAHCOBI KOpHOparii.
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JEKAIIUTAIN3ALINA ®PUHAHCOBOI'O CEKTOPA:
HOCJIEACTBUA AJISA DKOHOMUKHU YKPAUHBI

B craTtbe packpbIBalOTCSl KOHLIENTYaJIbHbIE OCHOBBI JIEKAMUTAIN3AMN (PUHAHCOBOTO CEKTO-
pa Kak sBieHus, cOPMUPOBAHHOTO OOBEKTUBHBIMHU U CYyOBEKTUBHBIMHU (hakTopamu. OG0CHOBAHO
HOHATUE «JEeKaNuTaau3anus GUHAHCOBOIO CEKTOpPa» KakK aOCOIIOTHOE COKpAallleHHMEe HOMUHAIIb-
HOW CTOMMOCTH COOCTBEHHOTO KaluTaja U SKBUBAJICHTA KanuTaja Uil (PMHAHCOBBIX YUPEKICHUH
BCEX THIIOB 32 BHIYETOM KaIHTajla EHTPAILHOTO OaHKA CTPaHBbI.

VY CTaHOBIIEHO, YTO OCHOBHBIMM IPUYMHAMM JEKAIUTAIN3ALUN IEHCUOHHBIX (JOHIOB CTa-
JM PE3KOE COKpAICHUE TIEHCUOHHBIX B3HOCOB BCIIEACTBUE YXYJIIEHUS (PUHAHCOBOIO COCTOSHUS
KOMIIaHUI peasbHOro CeKTopa, (MHAHCUPYIOLUX MPOrpaMMbl JOMOJIHUTEIBHOIO EHCHOHHOTO
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oOecrevyeHus1, a TakkKe yOBITKOB, CBSI3aHHBIX C OOECIICHEHHEM MopTdenei akIuii U HeraTexe-
CIOCOOHOCTBIO OAHKOB.

O60CHOBaHO, YTO OMpPENEISIIOIMMU (aKTOpaMHu JEKAMUTAIN3alUN CTPaXOBBIX KOMITAHUI
CTaJId COKpaIlleHNE MX 3aperuCTPUPOBAHHOIO YCTABHOTO KaluTaja 3a CYeT YMEHBIICHUS KOJIHYe-
CTBa JUIICH3UPOBAHHBIX CTPAaXOBBIX KOMIAHMH, yXyAlleHHWe (UHAHCOBBIX MOKa3aTeleld Hu3-3a
CHIDKEHHS CIIPOCa HA CTPAXOBBIE YCIIYTH, BBI3BAHHOTO OOIINM SKOHOMHYECKHM CIIaoM, obeciie-
HEeHUs1 (PMHAHCOBBIX AKTHBOB (aKIMil) M MOTEPU CPEJICTB B HEIUIATEKECIIOCOOHBIX OaHKax, 4TO
NPUBEJIO K YBEINYCHUIO KOJTUYECTBA YOBITOUHBIX CTPAXOBBIX KOMITAHHH.

OnpeneneHo, YTO OCHOBHBIMHM IPUYMHAMM JEKAUTAIU3aLUNd HMHCTUTYTOB COBMECTHOIO
unBectupoBanus (MCH) Obutn BeiBoA kamutana yyacTHHkamMu WCH OTKpBITOrO THIa, COBIAB-
M 10 BpeMeHU ¢ OaHKOBCKOW maHukoi (Hauano 2014 r.), yxynmieHue kadyecTBa (PMHAHCOBBIX
aKTHUBOB U TIOTEPsI CPEJCTB B HEIIATEXKECIIOCOOHBIX OaHKaX, MPUOCTAHOBIIEHUE OOpalleHus 1eH-
HBIX OyMar SMUTEHTOB, HaXOJSIIIMXCS Ha OKKYNMupoBaHHBIX Teppurtopusix (AP Kpeim u 30Ha
00C).

Y CTaHOBIIEHO, YTO OCHOBHBIMH HETaTUBHBIMH MOCJIEACTBHAMHU JI€KANHUTAIM3alUuN (hUHAH-
coBoro cekropa Ykpaunsl B 2014-2016 rr. sBISIOTCSA: OTCYTCTBHE OBepHUsS K (DMHAHCOBBIM HH-
CTHTYyTaM, CHIDKEHHE JIOJITOBOrO (PMHAHCHPOBAHUS PeallbHON SKOHOMHKH, TTOBBILIICHUE MTPOICHT-
HBIX CTaBOK M3-32 pacTyuiero jAeduimra CBOOOAHBIX (PMHAHCOBBIX PECYpCOB Ha BHYTPEHHEM
PBIHKE ¥ HECTIOCOOHOCTH (DMHAHCOBOTO CEKTOPA YBEIHUUTH UX MPEIOKEHHE.

Jlana oneHka MOCIEACTBHUSIM JEKAMUTAIH3AINH (PUHAHCOBOTO CEKTOpa ISl KOHOMHUKHU
Vkpaunsl. [loguepkuBaercsi, 4TO HEXBaTKa KanmuTajia B (PMHAHCOBBIX MHCTUTYTaX OCTaHETCS OJ-
HUM M3 OCHOBHBIX NPEISATCTBUI HA IMyTH BOCCTAaHOBJIEHHS MA€BOTO W JOJTOBOTO (pMHAHCHUPOBa-
HUS PEAIbHOTO CEKTOPa, YTO YCIOKHUT 3aIyCK PHIHOYHBIX MEXaHM3MOB BOCCTAHOBIIEHHUS SKOHO-
MUKH B YKpauHe.

Kniouesvie cnosa: xanuran, 6anku, pUHAHCOBBINA CEKTOP, PMHAHCOBBIE KOPIIOPAIIHH.
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