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Abstract. In this article theoretical views on the relationship between the concentration and the financial stability of
the banking sector are identified, the positive and negative effects of increasing concentration on the financial stability
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of Herfindahl - Hirschman index with the share of assets of banks with foreign capital in total assets of the banking
system in European countries. The influence of capital concentration and the share of foreign capital on the level of
financial stability of the domestic banking sector are investigated with particular attention.

Keywords: concentration, capital, Herfindahl - Hirschman index, Z-score, financial stability, foreign capital.
Formulas: 4; fig.: 2; tabl.: 0; bibl.: 13.

Bnnue KoHueHTpauii Kanitany Ha 6aHKIBCbKUIA CeKTOp YKpaiHu

Faciok Mapis OnekcaHppiBHa,

KaHOUAAT eKOHOMiYHUX HayK,

acUCTeHT Kadeapu 6aHKiBCbKOT cnpaBu

JIbBiBCbKOrO iHCTUTYTY GaHKiBCbKOT CNpaBu

YHiBepcuTeTy baHkiBcbkoi cnpaBu HauioHanbHoro 6aHky Ykpaitu (M. Kuis);
e-mail: mary.oherchyk@gmail.com

AHoTauif. PoskpnTo TeopeTrYHi MOIIAAN Ha B3aEMO3B 130K MK KOHIIEHTPALI€H0 i (piHAHCOBOIO CTINKICTIO GaHKIB-
CBKOTO CEKTOPY. 371iliCHEeHO OPiBHSIbHMIL aHa/Ii3 MX 3HaueHHAM iHfexkcy Xepdinpans — XipiMaHa y BiTYnMsHAHIN
6aHKIBCBKill cucreMmi i 10ro 3HaueHHsAM y KpaiHax €sporm. JOCIiIKeHO BIUIMB PiBHS KOHIEHTpALii Kamitany Ta
YaCTKM {HO3eMHOT0 KalliTany Ha piBeHb (piHaHCOBOI CTIKOCTI BITYM3HAHOTO 6aHKIBCHKOTO CEKTOPY.

KniouoBi cnosa: xoHueHTpalis, Kamitan, iHfexc Xepdingana — XipmmaHa, Z-score, piHaHcoBa cTabinbHicTD, iHO-
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AHHOTaLUMA. PacKpbIThI TeOpeTHdYeCKye B3I/LIAbI Ha B3aMMOCBA3b MEXAY KOHLeHTpauuest u (GMHAHCOBOIL yCTO-
YIBOCTBIO GAHKOBCKOTO CeKTOpaA. [IpoBefieHHbIIT CPaBHUTE/IbHBILIT AHAIN3 MEX][Y 3HaYeHVeM MHeKca XepduHaas
- XuplMaHa B OTe4eCTBEHHOI GaHKOBCKOII CHICTEMe M eT0 3HaueHNeM B cTpaHax EBporsl. VccienoBaHo BusiHue
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ro 6aHKOBCKOTO CEKTOpA.
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Introduction. Over the past few decades several struc-  Europe and also worldwide. The role of banks in the fi-

tural features of the global banking environment changed, nancial system increased, banks and financial markets
producing major changes in bank business models across  became more closely linked and integrated and business
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models changed in several important ways. Strengthe-
ning influence of financial globalization on national eco-
nomies is a characteristic feature of modern international
economic relations. Intensification of integration process
in the financial markets, competition for access to capital,
technology mediation development, financial instruments
standardization and free movement of capital are the re-
flection of these processes.

The main task for today is to create an effective struc-
ture of the domestic banking system. The World Bank ex-
perts noted that for effective functioning of the Ukrainian
banking system should be done transformation the bank-
ing sector by consolidation and concentration of capital
[1]. The problem of searching optimal bounds of capital
concentration in the banking system is comes down to a
choice between perfect competition and stability.

The aim article is to investigate the effect of concentra-
tion of the banking system of Ukraine and foreign capital
on its level of financial stability.

Main results of research. According to the Bank for
International Settlement, the world has seen a rapid con-
solidation of banks during the past several decades, which
has caused a decrease in the number of banks and an in-
crease in banks’ average size. At the same time, studies in
this sphere show that banking consolidation and changes
in the structure of the banking industry significantly affect
not only the performance of individual banks but also the
stability of the entire banking system. The researches deal-
ing with this correlation show two possible connections in
the sense that the concentration may promote stability and
it can also be a source of instability.

Historically, relatively high levels of concentration in
banking have been tolerated, or even encouraged by go-
vernments, based on a view that a less competitive bank-
ing sector may be less prone to banking failure and crises,
and more conducive to financial stability [2].

There have been a number of arguments advanced in
support of that view. First, Allen and Gale said that less
concentrated banking sector with many small banks is
more prone to financial crises than a concentrated bank-
ing sector with a few large banks. Proponents of the «con-
centration-stability» view hold that large banks can diver-
sify better so that banking systems characterized by a few
large banks will be less fragile than banking systems with
many small banks. In the same line of thought, Berger et
al. highlight the risk channel as favoring the positive rela-
tionship between concentration and stability. They show
that the overall bankruptcy risks supported by a bank de-
creases with the increase of their market power. Indeed,
banks will hold a larger capital share, which increases their
ability to absorb losses [3].

Second, concentrated banking systems may enhance
profits and therefore lower bank fragility. Hellmann, Mur-
doch, Stiglitz and High Vives support the idea that profits
provide a «buffer» against adverse shocks in an instable fi-
nancial framework and increase the franchise value of the
bank, reducing incentives for bank owners to take exces-
sive risk [4; 5].

Another points of view in favor of concentrated bank-
ing systems are that larger banks may be better able to im-
plement sophisticated risk management systems, which
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increase their ability to measure and manage risk and also
a smaller number of larger banks may be easier for regula-
tory authorities to effectively monitor and may involve less
risk of contagion [2].

Beck, Demirgii¢-Kunt and Levine (2006) focus on the
relationship between concentration and crises. They esti-
mate how the likelihood of a financial crisis depends upon
various banking system, regulatory and country charac-
teristics for a sample of 69 countries over the period from
1980 to 1997. They find no evidence that increased con-
centration leads to greater banking sector fragility [6].

In addition, Fernandez, Marquez, Freixas and Rochet
argue that a banking system with larger banks could fa-
cilitate access to information, mitigate adverse selection
problems and reduce moral hazard [4; 7].

The literature on the relationship between bank con-
centration and financial stability also supports the possi-
bility of a negative correlation showing that a concentrated
market could have a destabilizing effect on financial stabi-
lity by making reference to the «too big to fail» hypothesis.
Indeed, when concentration is particularly strong, some
banks have so much weight and market power that their
failure would result in the collapse of the entire financial
system [8].

For example, Mishkin argues that the presence of
large financial institutions is dangerous for the soundness
of the financial system because failures of large financial
institutions expose the financial system to systemic risk.
Especially, large bank failures have negative externalities
and can therefore hasten the failure of other banks. Fur-
thermore, Mishkin argues that financial consolidation
increases the pressure for governments to adopt a too-
big-to-fail policy. The adoption of this policy increases
moral hazard because it reduces the incentives for depos-
itors and other debt-holders to monitor the bank. This
increases the scope for the bank to engage in excessive
risk taking [9].

Boyd and De Nicol6 argue that increased banking sec-
tor concentration may lead to lower interest rates on de-
posits and higher interest rates on loans, but that the latter
effect would induce borrowers to adopt more risky pro-
jects [10].

Scientists in their studies [11; 12] analyze the struc-
tural features of the banking system through concentra-
tion indexes, which reflect trends in the structure of the
banking system, depending on changes in the number
of banks on the financial services market. Various fac-
tors are influence on these processes; one of the main is
entry of new banks into the market due to mergers and
acquisitions of banks. Since the comparison Herfindahl
- Hirschman index with share of assets of banks with
foreign capital in total assets of the banking system in Eu-
ropean countries (Fig. 1), gives reason to believe that the
presence of foreign capital contributes to the concentra-
tion of the banking sector. In that context we consider
appropriate to study of the effect of concentration of the
banking system of Ukraine, which expressed Herfindahl
- Hirschman index, and foreign capital on its level of fi-
nancial stability.

The HHI is defined as the sum of the squared market
shares of all banks; mathematically (formula 1):
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Figure 1. Comparison Herfindahl-Hirschman index with share of assets of banks
with foreign capital in total assets of the banking system in European countries

Source. Compiled on the basis of processing [13]

HHI=) s,
i=1

where, HHI - Herfindahl — Hirschman index;

s,— share the i-bank on the market;
n — the number of banks in the market.
The economic content of the index is as follows: growth
of HHI shows a growing concentration of banks in cer-
tain markets; low index indicates a uniform distribution

(1)

of market shares among banks operating on it. It should
be notes that the merger of small banks does not lead to a
significant growth of the index, but the merger of two large
banks may lead to a sharp rise in the index.

Comparing Ukraine and developed countries on HHI
leads to the conclusion that the domestic banking sector
is far behind the level capitalization and concentration of
foreign banks (fig. 2).
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Figure 2. Value of the Herfindahl-Hirschman index in Europe
Source. Compiled on the basis of processing [13].

One of the most widely used indicators of financial
stability is the Z-score. Specifically, this indicator is con-
structed as follows (formula 2):

ROA + 2%
TA,
Z

Jo*(ROA)

where, ROA - moving average value of return on assets
for 2 years;
ROA, - return on assets in the period £;
OC, - total equity in the banking sector in the pe-
riod t;
TA, - total assets in the banking sector in the pe-
riod #;
0*(ROA)) - dispersion ROA;
t - period of time, for which figures are taken.
The essence of this indicator is as follows: if the prob-
ability that the losses of the banking sector due to inter-
nal or external shocks will not exceed its the equity is the

62

2)

maximum, then the banking sector can be considered fi-
nancially stable.

Regression analysis of the effect of concentration of
the banking system of Ukraine, which expressed Herfin-
dahl - Hirschman index, and foreign capital on its level of
financial stability of the banking system can be presented
in two models: a first, when Z-score exceed the 10.0 (for-
mula 3) and a second when Z-score is lower than 10.0
(formula 4).

y =-7,5511+824,2678x, —4,2933x,,
R’ =0,65; F=5,5;
y=-2,2333-114,335x, +43,022x,,
R®=0,90; F=8,62,

where, y — Z-score - index of financial stability of the
banking sector,
X, - Herfindahl - Hirschman index;
x, — the share of foreign capital in the domestic ban-
king sector.

()

(4)
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Thus, considering the above regression analyzes, we
can conclude that in the case when financial stability of
the banking sector is low, the increase of foreign capital
has a positive impact on increased financial stability of the
sector, describing the sign «+» next to the variable x,. The
level of capital concentration has a significant impact on
the financial stability of the banking sector provided that
value of financial stability index exceeds 10. But if financial
stability of the banking sector is low, the increase of capital
concentration would affect the stability of the financial sec-
tor, which characterizes the sign «—» next to the variable x,.

Conclusions. According to our research conducted
with concentration of the banking system and its finan-
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