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Trade-offs between Bank Competition and Banking System
Soundness

SERGEI TSYGANOV1

KATERYNA OLEKSENKO2

Abstract: This paper investigates the trade-offs between banking system soundness and bank competition.
The financial globalization made competition among banks and other financial institutions fiercer, at the
same time an increased occurrence of systemic banking crises was observed in the modern period. There is
a strong need to define and assess the impact of bank competition on the banking system soundness in order
to elaborate the correspondence policy implications. We investigate advantages and disadvantages of the
indicators and measurements to describe and estimate the studied economic processes and states, and
suggest a specific set of parameters that provide the most crucial information. Also, we develop the original
Complex Financial Soundness Indicator which suits the purpose of cross-country comparative analysis
being based at the key financial sectors aggregated at the systemic level. This paper presents the results of

-offs between bank completion, macroeconomic variables and
banking system soundness, using a wide dataset.

Keywords:

Introduction

Evaluation of banking system soundness is becoming more complicated nowadays due to
globalization processes in the financial sector. Globalization can be considered a side effect of the
technological progress and deregulation that formed an original environmental type for the national
banking systems, generating a brand new global level (not equal to the sum of national economies) of the
economic system. Accordingly the traditional relations within the banking system and its interaction with
elements and processes of the environment extend to a new scale, and also reverb in financial and
economic systems.

Many corporations begin acting transnationally, and while their cross-jurisdictional operations
increase, a need in financial institutions capable to provide the required services and products is rising. For
banks, it means widening of their geographical scope and enhancing the product portfolio which lead to
higher fixed costs. In order to manage fixed costs in an effective manner banks try getting scale effect.
Price competition in the financial sector at the global level cause decrease in markup, and conventional
profits should be obtained at large volume of conventional operations. These and other factors have created
a favourable ground for the consolidation to extend.

Financial consolidation is a process that tights control over the resources either because the number
of key firms is smaller or the rivalry between firms is reduced. Consolidation may result from combination
of existing firms, growth among leading firms, or industry exit of weaker institutions. The most common
approaches in combining are mergers and acquisitions (M&As), joint ventures and strategic alliances.

1 Dr. Hab. (in Economics) (Dr. of Sc. (Economics)), Professor, Department of International Finance, Institute of International
Relations, Taras Shevchenko National University of Kyiv, Melnikova 36/1, Kyiv, Ukraine. e-mail: S_Tsyganov@ukr.net
2 PhD student, Institute of International Relations, Taras Shevchenko National University of Kyiv, Melnikova 36/1, Kyiv,
Ukraine. e-mail: oleksenko.k@gmail.com
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M&A market in the financial sector is estimated to be $230 mln (9.6 % of the M&As market across all the
sectors) or 3 898 deals, herewith the major part conducted in the banking sphere. Financial consolidation
and financial globalization are economic phenomena that cut across country boundaries and imply the need
for a new regulation policy.

Consolidation via the mergers and acquisition in the financial sector impacts competition.
Competition is a basis of the market economy in the modern world that defines strategies and operations of
banks and the overall environmental status. The environmental status in this case also includes the
following: 1) access to financial services; 2) efficiency of bank management; 3) change of monetary policy
transmission through the interbank market rates.

Literature review

The trade-off between bank competition and bank system soundness have been studied by many
scholars, however there is no common point of view on this issue. Keeley and Marcus (Keeley 1990;
Marcus 1984) affirm that competition undermines market power of banks, decreases their markup and

result of cancelling the law forbidding American banks to extend their operation outside their home state
considerably lowered the profits and led to a number of bankruptcies. Besanko and Thakor (1993) also
concluded that the higher competition, the more aggressive are the bank portfolio strategies, and they saw
the reason in that long-term client relations had become less profitable. Research of the excessive risk
taking by American banks in 80s (Edwards and Mishkin 1995) confirmed that competition from the non-

income. Others see the negative effects of the competition on banking system soundness in the battle for a
client under asymmetry problem (Diamond and Dybvig 1983). A bank cannot forecast with the required
level of certainty whether a depositor will take away money from the account if other bank suggests a
higher interest rate or not. This case can be treated with enhancing regulatory policy to set up the
maximum interest rate for a deposit. These conclusions are in line with the findings (Hellmann, Murdock
and Stiglitz 2000) which state that competition enforces unfair rivalry for the deposit base, and it should be
neutralized with the higher capital requirements and control over the imposed rates.

However, concentration of the bank assets without proper competition level has other negative
effect which can be noticed in the increase of the credit rates. Banks with considerable market power tend
to raise their rates to protect themselves from the credit risk and moral hazard problem rather than building
an effective risk management and monitoring system (Caminal and Matutes 2002). Boyd and De Nicolo
(2005) affirm that the high competition level may cause excessive exposure only if banks consider

equired control.
The more recent are the studies, the more positive effects of competition on the banking system

soundness are found. Allen et al. (2003, 2004, 2009) investigated the correlation between capital
concentration, competition and soundness. The obtained results prove that low concentration in the
banking system leads to market power decrease of individual banks (i.e. increase in competition) which
causes loss of profits and stimulates more risky investment. Therefore, the systemic risk levels up and
distortions in the banking system become more probable. And high capital concentration in the banking
system guarantees stable functioning. The perfect competition does not allow achieving the equilibrium in
the banking market, while the imperfect competition, along with the active regulatory policy, favour the
banking system soundness.

Caprio and Vittas (1997) compared banking processes and soundness between the USA and
Canada from 1920 to 1980 and derived the following: the higher capital concentration, the higher banking
system soundness.

Beck, Demirguc-Kunt and Levine (2006) studied 70 countries in the period between 1980 and 1997
and defined the pre-conditions for banking crisis to occur more rarely: 1) high capital concentration in the
banking system; 2) fewer restrictions on competition and banking activities; 3) institutional infrastructure
that favours fair competition.

Schaeck, Cihak and Wolfe (2009) conducted an empirical analysis of competition effects on the
banking system soundness using H-statistics (direct competition measurement, most of other scholars used
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concentration measurement as a proxy for competition) on the example of 38 countries in the period
between 1980-2003, and proved that more competitive banking systems are less susceptible to systemic
crises, provided that the regulatory control is exercised over concentration level and institutional
environment.

Dovgan (2013) investigated trade-offs between asset concentration in the Ukrainian banking
system and its soundness, and concluded that in pre-crisis period the concentration level had decreased and
it had positive effect on the financial soundness, however in 2009 the reverse processes took place.

Mainly the modern research papers investigating the effect of bank competition and banking
-

- (2009) revealed that banks with a higher market power are exposed to
more loan portfolio risk; but at the same time banks with more market power have lower overall risk
exposure. These findings in fact support both the views. We also consider that competition could have
stabilizing or destabilizing effects on the banking system soundness; the direction of the impact depends
mostly on the regulatory and institutional framework.

Data and methodology

The modern concept of competition has been forming under the influence of the industrial
Conduct

to this paradigm the structure drives the behaviour, so concentration ratios can be used as proxies for the
competition level. In the banking system the standard measures are used as for the other industries: the
concentration ratio (the percentage market share in a banking sector held by the largest banks) and the
Herfindahl index (the sum of the squares of the market shares for each bank within the banking sector).
There are other measures that indirectly evaluate the competition level, but in the framework of the non-
structural approach.

The Panzar-Rosse method and Bresnahan-Lau methods suggest measuring competition in the
-maximizing

conditions. The Panzar-Rosse model is more popular among the recent researchers. It builds a competition
indicator, the so-called H-statistic, which quantitatively assesses the competitive nature of a market. The
H-statistic is calculated from revenue equations and measures the elasticity of total revenues with respect
to changes in factor input prices which is proved to be a proxy for the overall level of competition
prevailing in the market. However, the Panzar-
that banks provide one banking product only which does not correspond to the reality.

Less popular in the empirical analyses the Bresnahan-Lau model provides a tool to assess
competition on different banking markets, mainly loan and deposit markets. The idea is that the markup of
price over marginal cost is related to a parameter that measures the degree to which the firms in the market
behave competitively. The theoretical rationing refers to the increased market power and unfair behaviour
leads to negative effects in the market.

Lerner index as a direct measure of competition, providing an evaluation of the competition based
on the markup of price over marginal cost. The Lerner Index is calculated as a difference between the
product price and its marginal costs, divided by the price (( P MC ) / P). The bigger gap exists between P
and MC, the greater monopoly power an organization has.

So there is no common view on the effects of competition on the banking system soundness either.
The methods of assessing competition level in the banking system are summarized in Figure 1.

The principal assessment models for the banking system soundness fall into the following
categories:

1) rating models;
2) default modeling;
3) VAR models;
4) macroeconomic stress-testing;
5) key ratios and complex indicators.
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Fig. 1. Summary of the methods used to measure bank competition
Source Mamonov 2011, Amidu and Wolfe 2013

level. Bank soundness is measured on a scale of 1 (strongest) to 5 (weakest) based on the

Liquidity, and Sensitivity (to systemic-risk). Estimating probabilities of default is based on the historical
data and implies revealing the predictors of defaults using the macroeconomic variables. Value-at-Risk
(VAR) models show only the maximum possible loss with the accepted confidence level neglecting
specific cases and the complexity of the banking system soundness.

Banks, especially large and/or multinational, are used to performing stress tests as a part of their
risk management, supervisory bodies also apply this kind of assessment exercises to gauge the bank
soundness and put adequate measures based on it. Since the latest financial crisis the importance of stress
testing at systemic level has increased in the Basel III framework. The idea of the macroeconomic stress
testing is to simulate adverse macroeconomic scenarios through assumptions regarding changes of such
variables as GDP growth, inflation, unemployment, interest rates, bond yields, etc. on banking system
soundness. However, the methodology still lacks methods of considering spillover effects, and the problem
of choosing correct soundness indicators arises as well.

Ratios and complex indicators are common for modeling trade-offs between banking system
soundness and other variables. The recent literature focuses on Z-score as an insolvency risk measure. The
indicator is calculated as ROA (return on assets of a bank) plus E/TA (bank equity as a percentage of total
assets), divided by the standard deviation of ROA. As economic term Z-score measures the probability of a
bank becoming insolvent when the value of assets falls below the value of debt. In our opinion Z-score
proved being good for modeling trade-
suitable for cross-jurisdictional comparative analysis at macro level. And when talking about the banking
system soundness, we do not see it as a simple aggregation of individual indicators.

Other studies use the ratio of non-performing loans to total gross loans as a proxy for the banking
system soundness. However, we consider it as a very restrictive measurement, leaving many banking
processes out of the scope.

Taking into account the advantages and disadvantages of the assessment methods and purposes of
this research we have decided to build a new complex indicator which could suit as a proxy of the banking
system soundness.

Modeling of trade-offs between bank competition and banking system soundness should include
macroeconomic variables to reflect the systemic level we take, and to reproduce economic cycles in the
formal way. A complex indicator of the banking system soundness should be based on aggregated
accounting figures. In such a way the suggested model will include representative variables of the basic
components of the banking system.

The literature overview of the empirical analyses shows that most of the scholars, both following

Structural Non-structural

Conduct

paradigm
Concentration ratio
Herfindahl index

Competition in the
banking sector as a

whole
Panzar-Rosse model

Competition in the
different banking

markets
Bresnahan-Lau

model

Direct Indirect

Lerner Index (measure
of the competition based
on the markup of price

over marginal cost)

Methods of measuring the bank competition
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- -
e linear regression to model

relationship between banking system soundness, competition and other macroeconomic variables.

Results

For the comparative analysis at banking system level we suggest using an original indicator that
considers three main financial soundness indicators and banking sector size for a country. In a more formal
way the proposed indicator can be represented as:

where CFSImi stands for Complex Financial Soundness Indicator for country i; DC/GDP is
Domestic credit provided by banking sector (% of GDP); CAR means Capital Adequacy Ratio; ROE
signifies Return on Equity; and NPL is the abbreviation for Non-Performing Loans.

Capital Adequacy Ratio is used as a proxy for banking system soundness, as Basel committee on
banking supervision considers the capital base and its enhanced management as a principal buffer against
default. CAR is also known as Capital to Risk Weighted Assets Ratio and is expressed as a percentage of a

Non-performing loans is not clearly defined as an economic term in all the countries, but as per the
oney upon which the debtor has

not made the scheduled payments for at least 90 days. The ratio of NPL to total gross loans is used to
proxy for loan portfolio risk, and the overall risk management capabilities of the financial institutions,
from the other side it reflects the institutional and structural framework, and the economic cycle.

Return on equity is a significant indicator of crises that showed a negative correlation with the
occurrence of systemic banking crises (Navagas and Thegeya 2013). It is calculated as net income (gross
income less gross expense) divided by the average value of capital over a given period.

Domestic credit provided by banking sector as a percentage to GDP is a way of measuring the
financial depth of a country. Including this measure into the complex indicator makes the results more
comparable across geographical and historical perspectives.

Systemic soundness should be studied in close relationship with macroeconomic conditions. GDP
growth is an annual percentage growth rate of GDP at market prices on constant local currency. It is an
important indicator to illustrate national economy, being a measurement of general economic
development. However, the trade-off between GDP growth and banking system soundness is not that clear.
From one perspective, banking systems in emerging economies that have high growth rates of GDP are
characterized by higher incomes that is a favourable factor for the financial soundness. However, the
obtained gains can be redirected to promote aggressive expansion strategies rather than incrementing
capital adequacy ratio, thus undermining the overall soundness. Other case is observed in advanced
economies with much lower growth rates and bank incomes, but at the same time the banking market is
considered to be less volatile.

Inflation ratio if measured as GDP deflator (the ratio of GDP in current local currency to GDP in
constant local currency) more widely than other indicator describes both production and consumer prices.
In emerging economies the inflation ratio is also an indirect measure of exchange rate fluctuations and
serves as effectiveness measure for the monetary policy.

One of the soundness factors is the amount of total reserves of a country comprise holdings of
monetary gold, special drawing rights, reserves held by the IMF, and holdings of foreign exchange under
the control of monetary authorities. The total reserves serve as an anti-crisis buffer providing enough funds
to correct or regulate exchange rate volatility or sharp shortage of the liquidity in the markets. The amount
of the total reserves in absolute terms does not suit the purposes of cross-country comparative analysis. In
relative terms scholars usually use ratio of the total reserves to M2 that allows estimating how the
monetary quantity is covered by the reserves. The other popular measurement is ratio of the total reserves
to GDP.

Structural and financial soundness of a banking system depends a lot on the institutional framework

Im *i i i i

DC
CFS CAR ROE NPL

GDP
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l macroeconomic indicators. In order to factor in differences
between countries and peculiarities of the economic behaviour of its subjects we suggest including the
Economic freedom of the World index into the model. Forty-two variables are used to construct a
summary index and to measure the following: the size of government; legal system and property rights;
sound money; freedom to trade internationally; and regulation. The index was developed by a research
team headed by Nobel Laureate Milton Friedman and former Fraser Institute Executive Director Michael
Walker.

In order to proxy the competition level we use 2 measures: concentration level as a share of total
banking assets held by the three largest commercial banks and Lerner index as a measure of market power
in the banking market which compares output pricing and marginal costs. This approach allows achieving
a more comprehensive analysis taking into account both structural and non-structural methods.

As it was mentioned above the linear regression is used to model relationship between bank
competition, banking system soundness and selected macroeconomic variables. Using two measures to
assess competition implies two regression equations to be solved.

In order to solve the modeled regression equations we use the widely-known technique for the
ordinary least squares (OLS) which allows estimating the unknown parameters in a model, with the goal of
minimizing the differences between the observed responses in the dataset and the responses predicted by
the linear approximation of the data. Before using OLS all the data were checked for autocorrelation and
multicollinearity.

In order to increase trustworthiness of the model we use a quite wide and comprehensive dataset
covering period of 12 years (from 2000 to 2011) which includes both pre-crisis, crisis and post-crisis
timelines. In order to model trade-offs between bank competition, banking system soundness and
macroeconomic variables we have selected 54 banking systems that are divided into 5 geographical and
political groups: Asia (5 countries), Europe (24 countries), other advanced economies (7 countries), Latin
America (8 countries), and CIS (10 countries). In overall, the model represents 31 banking systems from
the advanced economies and 23 from emerging. The dataset consists of 648 observations in total.

Therefore we have two models with the same macroeconomic variables and Complex Financial
Soundness Indicator (CFSI) that differ from each other on the competition measurement. Model 1 has
CFSI as a dependent variable, and GDP growth (GDPR), inflation (INF), ratio of the total reserves to GDP
(RESR), the Economic freedom of the World index (EF), and concentration ratio (CR) as independent
variables. Model 2 consists of CFSI as a dependent variable, and GDP growth (GDPR), inflation (INF),
ratio of the total reserves to GDP (RESR), the Economic freedom of the World index (EF), and Lerner
index (Lerner) as independent variables.

The purpose of modeling is to verify the following assumptions:
1. The effect of macroeconomic variables: higher GDP growth, adequate total reserves and increase

in the economic freedom favour the banking system soundness, meanwhile inflation impacts negatively.
2. High level of concentration in the banking system is a fragility factor, and high competition level

enhances the banking system soundness.
Tables 1 and 2 demonstrate the principal regression analysis results in a reduced form to outline

only the principal findings. The panel was investigated on year basis across countries. As we can see the
coefficient of determination tends to 0.30 in all the studied years, and it can be considered as a
trustworthiness indicator. In other words, the chosen macroeconomic variables and competition
measurements describe 30 % of the behaviour of the dependent variable, the complex financial soundness
indicator. This indicator is high enough in the suggested model, as many accounting and specific bank
level indicators are determined, also, we leave demand side and reactions of the clients outside of the
current investigation scope.

The results presented in Table 1 show that the economic freedom has a strong positive effect on the
banking system soundness. First of all, this finding confirms the importance of the institutional framework
to enhance the banking system soundness. Secondly, it implicitly states that if government and regulatory
bodies create conditions favourable for the economic agents to act at their discretion without a pile of
restrictions and norms, their operations and market behaviour will not lead to excessive risk taking in the
banking sector. From a statistical point of view, such a result for the Economic freedom of the World index
can be explained by high capacity of this indicator consisting of 42 different variables across domains.
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Table 1 Regression statistics obtained for Model 2

Regression
statistics

2011 2010 2009 2008 2007 2006 2005 2004 2003 2002 2001 2000

Multiple
correlation

0,57 0,41 0,43 0,47 0,64 0,59 0,66 0,62 0,6 0,55 0,58 0,57

Coefficient of
determination

0,33 0,17 0,18 0,22 0,42 0,34 0,44 0,39 0,36 0,30 0,34 0,33

Normalized
coefficient of
determination

0,26 0,08 0,1 0,14 0,35 0,28 0,38 0,33 0,3 0,23 0,27 0,26

Parameters

-19974 -3821 -4900 -2748 -7193 -9429 -10389 -312 -553 -7349 -3478 -2187

(CR) -34 2 -5 -3 17 32 27 13 18 43 23 18

812 54 116 -47 -80 -145 -12 4 -39 555 134 41

18 -21 -34 0 5 38 25 -105 -62 -56 -23 -7

3 18 9 10 -9 -13 -22 -6 -8 -5 10 3

2776 700 971 649 1259 1453 1527 285 215 558 445 338

Source The data were calculated by the authors

Other parameters of the regression analysis are not that obvious in their impact on the banking
system soundness. GDP growth rate has proved to be a substantial factor of rolling out of the systemic
banking crises and recuperating the financial soundness at banking system level, as it is empirically proved
with Model 1 in the post-crisis period. The ratio of the total reserves to GDP was calculated as statistically
insignificant. Inflation mostly exercised a restraining influence on the banking system soundness; however
the dynamics does not allow concluding the exact direction.

Concentration ratio demonstrates a very specific pattern over the studied period: before the world
financial crisis of 2007 high concentration meant a sounder banking system, but during the crisis and post-

mportant financial institutions
are expanded not only inside the national banking system, but also across the globe.

Table 2 Regression statistics obtained for Model 2

Regression
statistics

2011 2010 2009 2008 2007 2006 2005 2004 2003 2002 2001 2000

Multiple
correlation

0,56 0,42 0,44 0,46 0,62 0,53 0,61 0,6 0,56 0,54 0,55 0,52

Coefficient of
determination

0,31 0,17 0,19 0,21 0,38 0,28 0,37 0,36 0,32 0,29 0,30 0,27

Normalized
coefficient of
determination

0,24 0,08 0,1 0,13 0,32 0,2 0,3 0,29 0,24 0,22 0,22 0,19

Parameters

-1641 3388 -3700 -1836 -2418 197 -161 -631 463 -4870 2508 312

813 68 151 -35 -74 -149 -19 2 -68 696 188 56

22 -21 -51 -3 22 46 23 -109 -73 -36 -16 -4

1 13 10 10 -9 -9 -19 -4 -6 20 12 6

2554 717 953 566 1323 1593 1669 297 197 502 490 316

Source The data were calculated by the authors

Results of Model 2 shown above in Table 2 also accentuate the role of economic freedom in
enhancing the banking system soundness. Calculations of the ratio of the total reserves to GDP proved its
statistical insignificance in the selected model. Lerner index changes irregularly without any clearly visible
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trend. The higher Lerner index is the weaker competition in the banking market is. In 2010 Lerner index
had the most considerable and positive effect on the banking system soundness which reflects the policy of
tightening control over the banking sector at the international level. The crisis period between 2007-2009
was characterized by a negative impact of the Lerner index on the dependent variable, in economic terms it
means that the competition favoured the banking system soundness in this period.

Conclusions

This paper documents the investigation held to specify the trade-offs between bank competition
and banking system soundness. The conclusion derived after the Literature overview regarding cross-
country heterogeneity in effect of bank competition, was also supplemented with the empirical analysis on
year basis that showed that the impact varies across periods. Before the world financial crisis 2007 high
concentration ratio was a symbol of the sound banking system, but during the crisis and post-crisis years
its impact changed to be negative.

Economic freedom of the World index that describes the macroeconomic environment is a
statistically significant indicator which enhances the banking system soundness. Meanwhile, calculations
for ratio of the total reserves to GDP showed their insignificance for the suggested model. The impact of
GDP growth rate and inflation is not evident across the years, and should be considered at an individual
country level. These observations allow concluding that the favourable institutional framework is an
important constituent of the banking system soundness, which have been often ignored.
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Empirical Verification of National Models of International
Portfolio Investing

PAVLO DZIUBA3

Abstract: This paper proposes the newly developed methodology of national models of international
portfolio investing identification and its empirical verification. Three special quantitative identifiers of
international portfolio investing models are elaborated and empirically calculated using the pre-crisis
monthly (identifier 1) and yearly (identifiers 3 and 4) data from 2001 to 2007. Identifier 1 is calculated on
the basis of a special modified information ratio, identifier 3 is the total assets deviation criterion and
identifier 4 is the equity assets deviation criterion. Using one more qualitative identifier which indicates the
equity market development level (MSCI markets classification) the 4-dimension cluster matrix of 3 by 3 by
3 by 3 size is developed and analyzed. The following 10 globally significant national models of
international portfolio investing are defined from 81 theoretically possible clusters: American model,
Japanese, French, Canadian-Australian, Austrian-Spanish, British, German, Dutch-Asian, Irish and off-
shore models. Moreover, a special model of international investing by international organizations requires
further elaboration and research. The specific features and peculiarities of all models are discovered.

Keywords: International Portfolio Investing International Portfolio Assets Models of International
Portfolio Investing Information Ratio

Introduction

Portfolio investing plays an important role in the present-day development of global financial
architecture and world economy in general. In terms of their volumes, international portfolio investment
substantially increases foreign direct investment flows, external assets of banks and other globally
significant ratios (table 1). International portfolio investment is not very large considering separate
transaction volumes but it is very mobile and liquid, which promotes its ability to be quickly transferred
from one market to another becoming an important instrument of the so-called contagion.

Table 1 Dynamics of Global Capital Flows Positions and Other Global Financial Data, in $billion
at year-end

Flow Type / Data 2010 2011 2012 2013
FDI Outward Stock 21 130 21 913 23 916 26 313
International Portfolio Assets 40 633 39 330 43 581 46 686
External Assets of Banks 29 758 29 841 29 211 28 741

Notes:
1. The data on FDI outward stock has been taken from the UNCTAD World Investment Report (2014) for years 2011 2013
and from the UNCTAD World Investment Report (2013) for 2010.
2. The data on international portfolio assets has been taken from the IMF Coordinated Portfolio Investment Survey.
3. The data on external assets of banks has been taken from the Bank of International Settlements Quarterly Review (September
2014) for years 2011 2013 and from the Quarterly Review (December 2012), for 2010. Only BIS reporting banks are
considered.

3 Ph.D. (economics), Associate Professor, Department of International Finance, Institute of International Relations of Taras
Shevchenko National University of Kyiv, Melnikova 36/1, Kyiv, Ukraine. e-mail: pavlo.dziuba@gmail.com
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With respect to global portfolio flows geography they are predictably distributed mostly among
developed economies with 10 largest holders accounting for almost 80 % of the global assets. Developed
economies are also major debtors in terms of international portfolio investment while their shares in assets
and liabilities differ insignificantly in favour of the first. Although developed economies seem to be
heavily invested and have invested themselves the way they do, the general framework of their investing
differs and often substantially. Moreover, less developed countries, like those with emerging and frontier
markets, also have rather different patterns of investment, composition and formation of their international
portfolio liabilities, and their investment patterns definitely differ substantially from those of developed
economies.

In the sense of empirical research, it is extremely important to find out the crucial issues of
differentiating between the mentioned patterns and models to discover their common and distinctive
features, to define the models and their characteristics as such and to present their quantitative estimates.
To our mind, this will allow to better understand the explored processes on the theoretical level and
develop the improved methodology of international portfolio investment analysis in empirical sense.
Certain clusterization of countries according to their international portfolio investing pattern will obviously
have not only explanatory but considerable predicting power. Furthermore, these patterns and models
specifically alter during the instability and crisis periods and probably change after the crisis. Solving the
mentioned problems is the core goal of the present research.

Literature review

The issue of international portfolio investing particularly in part of portfolio flows has been heavily
explored in the contemporary scientific literature. Beginning from Solnik (1974) who for the first time
empirically proved the benefits from international diversification of investment portfolios the research has
continued to develop and new approaches and theories have appeared.

With regard to the latest scientific research in the field we should discuss Syriopoulos (2011) who
explored international portfolio equity flows from Germany and the USA to such Balkan countries as
Greece, Cyprus, Romania, Bulgaria, Croatia and Turkey. He proved that in the long run the benefits from
diversification for international investors are limited but they are still significant in the short run
particularly considering the arbitrage reasons. De Santis (2010) empirically studied the conditions of
international CAPM and showed that they were confirmed only partially. Verification was carried out on
the basis of 23 developed markets and 7 developing markets that in 2001 accounted for 84 % of global
equity investment and 71 % of global debt securities investing. The developed regression models proved

lobal portfolio positively influenced the portfolio flows
to these countries. He also calculated special international portfolios elasticity ratios that showed
dependence on world market capitalization. They are respectively 0.4 and 0.2 for equities and debt
securities. It means that the global equity market is more integrated than the global debt securities market.
Ray (2013) showed that international diversification of investment portfolios allows improving the

rives global portfolio flows in the era of globalization. Sarno,
Tsiakas and Ulloah (2014) brought forward the idea that two groups of factor drive global portfolio flows.
Common factors are push factors and country specific factors are pull factors. Using the data on flows
from the USA to 55 other countries they showed that 80 % of portfolio flows were due to push factors.

Methodology

The discovery of different countries international portfolio investment models can be carried out on
the basis of 4 identifiers. The first of them is based on risk and return that primarily drive international
portfolio flows. It is reasonable to carry out the quantitative estimation of this identifier on the basis of a
modified information ratio that is calculated using the following formula

,
)( W

C
M

W
C

M
I

rr

rr
R

i

i

(1)



JOURNAL OF GLOBAL ECONOMY REVIEW 15

where
iC

Mr is the return of market portfolio in country i,

Wr is the world market portfolio return.
This ratio actually shows the excess level of a certain country market return over the global market

per unit of abstract risk measured as the mentioned excess return standard deviation.
The second identifier grounds on the level of market development. The basic criteria used in our

study is the MSCI equity markets classification, according to which they are divided into 23 developed, 23
emerging and 32 frontier markets.

The third identifier is based on how much a country relatively invests internationally. To our mind,

deviation

assets from the share of its assets in
ratio will be reasonably calculated as the percentage of the share in global portfolio assets.

The quantitative estimation of the third and fourth criteria is to be carried out in the following way.
First, for every given year we calculate the two above mentioned percentage differentials. Second, having
seven yearly differentials (the 2001-2007 pre-crisis period for models identification), we calculate the
average using the linear weighted average method. This method allows solving the problem of equal
shares of all observations. The matter is that the closer the observation to the present day is the more
substantial influence it has on the explored processes and calculated figures. Moreover, since the absolute
volumes of global portfolio assets permanently grow except for the crisis periods later assets figures will
influence the explored processes much more than the earlier ones. Thus, weighing by simple natural
numbers that is implied by the mentioned method is quite justified in this case.

This average formula is
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where
LIN
DIFR is the linear weighed average of differentials between the explored ratios,

n is quantity of observations,
N are the natural numbers,

DIFi is the differential between the explored ratios in observation (year) i.
Considering the two data sets of MSCI indices and CPIS flows, we must mention that they do not

match directly. We shall include only those countries that are presented in both sets. All 23 developed
markets from MSCI classification are included in the CPIS data. From 23 countries of MSCI emerging
market group only 18 are presented in the CPIS data. It means that we exclude other 5 countries from our
analysis: Peru, Qatar, Taiwan, China and the United Arab Emirates. From 32 MSCI frontier markets only
12 are presented in the CPIS data. Other 20 markets are excluded from the analysis. Moreover, from 80
countries in the CPIS database 27 are not classified by MSCI. Thus, our selection consists of 53 countries
that account for major part of global portfolio flows. Two more countries Luxembourg and Cyprus will
be treated separately, since their flows are rather substantial and the above-mentioned statistical sources do
not provide enough data.

Methodologically in our research we shall try to define international investing models for all
mentioned countries from 2001 till 2007 that is the pre-crisis period. The survey of the crisis 2008-2009
period and the post-
included in the present study.

The mentioned modified information ratio will be calculated based on MSCI monthly index
returns. The ACWI index will be used as a benchmark. It covers all developed and emerging markets and
represents actually the global market. Therewith a country index for every explored market will be also
considered. All index values are in euros on the gross index level that implies the maximum reinvestment
of potential dividends. The standard deviation will be calculated on the basis of 84 observations and the
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return will be taken as the simple average of returns under question. Finally, we will divide the calculated
ratio range into three equal parts and thus form three groups of markets according to its level.

Results

Three equal parts of the range of each of the calculated deviation ratios will form three groups of
countries in each. Now we finally have four classification criteria. One criterion is defined qualitatively
(the market development level) and three quantitatively (the average information ratio criterion, the
average total assets deviation criterion and the equity assets deviation criterion). The calculations of the
ratios are presented in table 2.

Table 2 Identificators quantitative and qualitative meanings

RANGE FEATURES
I D E N T I F I E R S

1 2 3 4

Range Start -0,26 -99,94 -92,63

Range End 0,51 345,18 131,04

Range Pitch 0,26 148,37 74,56

Range Part 1 [-0,26; 0) D [-99,94; 48,43) [-92,63; -18,07)

Range Part 2 [0; 0,26) E [48,43; 196,8) [-18,07; 56,49)

Range Part 3 [0,26; 0,52] F [196,8; 345,18] [56,49; 131,05]

# COUNTRY 1 2 3 4

1 United States -0,26 D -38,17 73,85

2 Bahrain -0,19 F 226,95 -50,03

3 Ukraine -0,1 F -99,91 117,84

4 Japan -0,06 D -18,98 -51,42

5 Israel 0,02 D -68,99 -23,93

6 Finland 0,02 D 42,93 1,04

7 United Kingdom 0,04 D 81,10 5,79

8 Netherlands 0,04 D 206,12 3,20

9 Switzerland 0,04 D 262,59 13,90

10 Ireland 0,04 D 966,51 -22,41

11 France 0,07 D 57,80 -32,88

12 Italy 0,08 D -4,78 9,04

13 Argentina 0,09 F -87,16 49,63

14 Sweden 0,09 D 44,48 63,22

15 Portugal 0,11 D 18,64 -50,66

16 Bulgaria 0,12 F -93,71 -76,09

17 Kuwait 0,12 F -63,39 52,15

18 Belgium 0,12 D 161,80 -10,02

19 Philippines 0,13 E -91,60 -92,63

20 Lebanon 0,13 F -83,01 12,19

21 Germany 0,13 D 7,41 -9,05

22 Hong Kong 0,13 D 345,18 34,27

23 Greece 0,15 E -52,53 -64,84

24 Singapore 0,15 D 297,91 9,11

25 Turkey 0,16 E -99,37 -82,62

26 Malaysia 0,17 E -93,67 30,89
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27 Poland 0,19 E -94,55 -33,59

28 Romania 0,21 F -98,75 7,17

29 South Africa 0,23 E -55,92 131,04

30 Canada 0,23 D -26,78 102,73

31 Pakistan 0,24 F -99,63 110,30

32 Thailand 0,24 E -95,51 -32,48

33 New Zealand 0,25 D -56,25 83,03

34 Estonia 0,26 F -63,09 -25,65

35 Hungary 0,27 E -94,06 64,89

36 Kazakhstan 0,27 F -68,63 -60,67

37 Chile 0,27 E -54,12 99,96

38 Brazil 0,28 E -98,40 8,92

39 Spain 0,28 D -15,77 -41,99

40 Denmark 0,28 D 33,15 15,52

41 Indonesia 0,29 E -99,10 -61,89

42 Egypt 0,31 E -96,47 -2,67

43 Korea, Republic 0,31 E -88,34 -6,97

44 India 0,32 E -99,94 68,42

45 Mexico 0,35 E -98,31 -18,25

46 Austria 0,35 D 61,40 -42,90

47 Norway 0,35 D 80,07 4,02

48 Russia 0,36 E -97,60 -82,99

49 Australia 0,41 D -43,74 72,01

50 Colombia 0,42 E -93,48 -46,08

51 Czech Republic 0,51 E -73,62 -21,94

52 Slovenia F

53 Lithuania F

54 Luxembourg 8549,15 6,84

55 Cyprus 56,23 -52,25

Notes:
1. Calculated and composed by the author.
2. Slovenia and Lithuania are in fact also excluded from the study since they do not have the complete data sets. Thus, the
research considers only 51 countries.
3. The countries in the table are graded according to the level of identifier 1 values.

ging

5. The range of identifier 3 is divided without Ireland that has extremely high value of 966.51. Its inclusion would be of no sense
since in that case all countries will be located in the first part of the range. Ireland thus requires special approach.

We can finally develop a 4-dimension cluster matrix of 3 by 3 by 3 by 3 size. This matrix would be
a cube in a 3-dimension system of coordinates that contains 27 clusters. In our case we do not have a
certain 4-dimension figure or any other way to represent a 4-dimension system so we will reflect it in the
form of a 3-dimension matrix where each cluster is in turn divided into three groups. So our 4-dimension
matrix includes all in all 81 clusters where 51 countries are located. We definitely realize that many
clusters in our matrix will not contain any countries at all and neither investment model will be detected
for them. Other countries have extremely small international portfolio assets. That makes their
identification senseless since they do not have any substantial influence on global portfolio flows. The
matrix is presented in fig. 1.
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Fig. 1 Cluster matrix of national models of international portfolio investing identification

Notes:
1. Developed and composed by the author.
2. The matrix represents four dimensions reflecting four above discussed identifiers. Identifiers 1 and 4 are coordinate axes that
compose nine classification sectors. Each of the nine sectors is imaginary divided by a subsystem of coordinates (identifiers 2
and 3) that in turn forms nine clusters. The matrix thus contains 81 clusters.
3. The countries in the matrix are indicated as two-letter internationally accepted abbreviations.
4. Identifier 2 is reflected as one of three shapes: circle for developed markets, square for emerging and triangle for frontier
economies.
5. Identifier 3 is indicated in the following way. In the first part of its range that represents the overwhelming majority of
countries under question, all countries are on the regular white background. The countries in the second part of the range are
indicated in the shapes with the double circuit (e.g. France in sector 2 or Norway in sector 6). The shapes of the third part of the
range are shaded like the Netherlands in sector 5 or Bahrain in sector 1.
6. For some countries the data for certain years was not available. While calculating averages respective summands were
omitted.

We can propose two basic approaches to analyze the matrix. The first one is pure mechanical and
implies the identification of as many models as there are filled clusters (out of 81 possible) in the matrix.
Such approach will define probably 20 or 30 or even more models of international investing. It can be
valid and even give relevant results that depend on certain research needs and goals. For example, one
might need to identify just the models for countries with emerging markets. Another goal might be the
identification of such models for frontier markets only. Actually, in this sense we suggest the general
methodology that can be realized in different ways and with different methods. Moreover, it is possible to
determine the models defining the satellite countries depending on the sample range.

Since we do not have any specific goals as mentioned above we suggest the second approach that
implies detecting only globally significant investing models. In this case we should consider only globally
important investing countries. Their detection is again an ambiguous task but to our mind 0.5 % of global
portfolio assets is the relevant frontier to consider the country as a significant global investor in case of the
mentioned frontier exceeding. Thus, considering the 2013 global portfolio assets figures there are only 20
countries that exceed the 0.5 % frontier of the global assets. We now slightly modify the matrix excluding
all the other countries (fig. 2).
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Fig. 2 Cluster matrix of national models of international portfolio investing identification for major
investing countries

Notes:
1. Developed and composed by the author.
2. Norway is formally not presented in the matrix since the data for 2013 was not available though it usually was among largest
investors. Its share typically fluctuated around 2 % of global assets.
3. Bermuda deserves special treatment since it accounts for 0.95 % of global assets but was not originally included into the basic
version of the matrix.

The matrix analysis finally allows identifying 10 national models of international portfolio
investing:
1. American model USA.
2. Japanese model Japan.
3. French model France.
4. Canadian-Australian model Canada, Australia and Sweden.
5. Austrian-Spanish model Austria and Spain.
6. British model United Kingdom and Belgium.
7. German model Germany, Italy, Finland and Denmark.
8. Dutch-Asian model the Netherlands, Switzerland, Singapore and Hong Kong.
9. Irish model Ireland and Luxemburg.
10. Off-shore model Bermuda and Cyprus.

Such identification has been carried out on two basic principles. First, the belonging of a country to
one of 81 possible clusters. Following this principle, we accurately identified American, Japanese, British,
Dutch-Asian and French models. This principle actually means that selecting a country is based on all four
identifiers. Second, the geometric closeness of countries in the matrix. This principle is a very relative one
but we use it for only identifier 1, since its range is relatively small compared to other identifiers. This
principle allowed us to join Australia to Canada and to identify the Canadian-Australian model. In this way
we also added Denmark to German model and did not point out Spain as a separate model considering its
evident closeness to Austria.

By selecting only globally substantial investors we again came only to countries with developed
markets. It means that identifier 2 is not a very suitable one since it can be reached on the basis of other
fundamental principles. It excludes the combination of developed, emerging and frontier markets within
the same cluster. It can be reasonable but sometimes there can be a strong need to combine different
markets under the same investing model which can be clearly seen in fig. 1. Generally speaking we can
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suppose that qualitative identifiers as such are not very suitable under the proposed methodology.

Conclusions

Concluding the present study, we must note that a unique American model of international
investing is characterized by extremely high share of equity assets and relatively low level of excess
return per unit of respective risk that is explained by the US market low return and low risks in general.
Thus, American investors mostly seek for higher returns and invest their capitals abroad. The Japanese
model is also a unique one and is generally characterized by rather low level of excess return per unit of
abstract risk (but higher than under the American model). It is because Japanese market has low risks and
extremely low returns. Japanese investors invest abroad for higher returns as well but mostly in fixed
income securities. That is one of the core distinctive features between American and Japanese models
though both economies are capital intensive and export portfolio investments. The third unique model is a
French one. It has moderate excess return per unit of risk compared to the global market and relatively
low share of equity assets.

Canadian-Australian model is characterized by moderate level of excess return but extremely high
share of equity assets (for Canada even higher that for the USA). Austrian-Spanish international portfolio
investing model implies extremely high level of excess return and small share of equity assets with debt
securities domination.

British, German and Dutch-Asian models are all characterized by moderate level of excess return
and average share of equity assets with equity and debt tend to be distributed proportionally, similarly to
the global market. However, British model includes markets that are heavily engaged in international
portfolio investing compared to their share in global economy. Dutch model implies extremely high
engagement in international portfolio investing, e.g. the respective figure for Hong Kong is 345.18.
German model includes countries that are moderately or weakly engaged in international portfolio
investing compared to their share in the global economy. This is also true for Canadian-Australian model
and formally for American and Japanese models whose portfolio assets are huge in absolute dimension.

Irish model includes Ireland and Luxemburg. Ireland was not included into the range of identifier
3 and Luxemburg was to be analyzed separately since it was not classified by MSCI. Their quantitative
values are respectively 966.51 and 8549.15. These markets would be located in sector 2 and thus would
be similar to French model but they have extremely high shares in international portfolio assets
comparing to their shares in global economy. This is mostly explained by the specificity of these

conditions for buying securities by residents.
Off-shore model includes Bermuda and Cyprus that was to be treated separately as one not

classified by MSCI. This model implies relatively high shares in global portfolio assets that can be
explained by the specificity of off-shores functioning in general. Technically we can expect these markets
to be located in sectors 3, 6 or nine, though the accurate location requires more data. These countries also
have large absolute volumes of international portfolio assets, though Cyprus substantially concedes to
Bermuda.

Further research is required for international organizations that are important international investors
accounting for more than 10 % of global assets, including reserve assets. They occupy the second place
after the USA in absolute volumes of their assets.

REFERENCES

BIS (2012) Quarterly Review. International Banking and Financial Market Developments / Bank for International Settlements,
Monetary and Economic department. Bank for International Settlements. 241 p.

BIS (2014) Quarterly Review. International Banking and Financial Market Developments / Bank for International Settlements,
Monetary and Economic department. Bank for International Settlements. 229 p.

De Santis R (2010) The Geography of International Portfolio Flows, International CAPM, and the Role of Monetary Policy
Frameworks. International Journal of Central Banking 6(2):147 197

IMF Coordinated Portfolio Investment Survey. International Monetary Fund Online Database.
http://www.imf.org/external/np/sta/pi/cpis.htm. Accessed 5 November 2014.

Morgan Stanley Capital International Market Classification.



JOURNAL OF GLOBAL ECONOMY REVIEW 21

http://www.msci.com/products/indices/market_classification.html. Accessed 5 November 2014.
Morgan Stanley Capital International. Statistical on-line index database.

http://www.msci.com/products/indices/size/standard/performance.html. Accessed 5 November 2014.
Ray S (2013) Overviewing the Scope of International Portfolio Investment. Advances in Applied Economics and Finance

4(1):634 638.
Sarno L, Tsiakas L, Ulloah B (2014) What Drives International Portfolio Flows? Unpublished Working Paper. 43 p.
Solnik B (1974) Why Not Diversify Internationally Rather than Domestically? Financial Analysts Journal 30(4):48 54
Syriopoulos T (2011) Financial Integration and Portfolio Investments to Emerging Balkan Equity Markets. Journal of

Multinational Financial Management 21(1):40 54
UNCTAD (2013) World Investment Report. Global Value Chains: Investment and Trade for Development / United Nations

Conference on Trade and Development, United Nations. New York & Geneva : United Nations. 236 p.
UNCTAD (2014) World Investment Report. Investing in the SDGs: An Action Plan / United Nation Conference on Trade and

Development, United Nations. New York & Geneva : United Nations. 228 p.
World Bank. Statistical online database on different countries GDP. http://data.worldbank.org/indicator/NY.GDP.MKTP.CD.

Accessed 5 November 2014.
World Federation of Exchanges. Statistical Database. http://www.world-exchanges.org/statistics. Accessed 5 November 2014.



VOLUME 1, ISSUE 1, DECEMBER 2014 22

Journal of Global Economy Review, Volume 1, Issue 1, December 2014, pp. 22-32.

Global Imbalances: Theoretical Review
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Abstract: Global current account imbalances have been at the forefront of policy debates over the past
few years. Many observers have recently singled them out as a key factor contributing to the global
financial crisis. Current account surpluses in several emerging market economies are said to have helped
to fuel the credit booms and risk-taking in the major advanced deficit countries at the core of the crisis, by
putting significant downward pressure on world interest rates and/or by simply financing the booms in

reconsideration. We highlight two conceptual proble -
border financing activity based on observations of net capital flows; and (ii) explaining market interest
rates through the saving-investment framework. We trace the shortcomings of this perspective to a failure
to consider the distinguishing characteristics of a monetary economy. We conjecture that the main

international monetary and financial system: the monetary and financial regimes in place failed to restrain
the build-
defining feature of a monetary economy, plays a key role in this story.

Keywords: Global imbalances Saving glut Money Credit Capital flows C Interest
rates Financial crisis

Introduction

Flow imbalances have narrowed substantially since their peak in 2006, diluting their
concentration, reducing the size of systemic deficit and surplus and, therefore, diminishing concerns
about these imbalances. But stock imbalances have continued to widen, leaving some debtor economies
vulnerable. In the process, a new constellation of current account deficits and surpluses has emerged. The
large US deficit shrank by almost two-thirds as a percent of world GDP, and some European economies
that had had large deficits moved to small surplus positions. In the meantime, advanced economy
commodity exporters and major emerging market economies (Brazil, India, Indonesia, Mexico, and
Turkey), some of which had run surpluses in 2006, moved to be among the largest deficit economies in
the world in 2013.

already large surplus positions. While large surpluses present fewer systemic risks than deficits do, they
too can be problematic if they arise in a world of deficient aggregate demand which has been the case
since the global financial crisis.

The research finds that much of the reduction in flow imbalances was driven by expenditure
reduction in deficit economies after the global financial crisis and by growth differentials related to the
faster recovery of emerging markets and commodity exporters after the Great Recession compared with
that of advanced economies.

Corrective movements in real exchange rates played a surprisingly limited role, with few
exceptions (China and the United States being two important ones), and hence so has expenditure

4 PhD, Research Fellow, Research Department, Institute of International Relations of Taras Shevchenko National University of
Kyiv. e-mail: olgaanisimova@ukr.net
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switching that is, changes in
Factors that have acted against anticipated exchange rate realignment include changes in investor

mic and monetary
union includes both large surplus and large deficit economies.

The study notes that much of the observed narrowing in flow imbalances can be expected to last
because the decrease in output due to subdued demand has likely been largely matched by a decrease in
potential output in most advanced deficit economies. But there is some uncertainty about the latter, and
there is the risk that flow imbalances will widen again.

The paper is related to several strands of literature: on current account reversals and sudden stops
(e. g. Calvo, 1998; Milesi-Ferretti and Razin, 2000; Calvo et al, 2004); causes and consequences of global
imbalances (e. g. Obstfeld and Rogoff, 2005, 2007; Blanchard and Milesi-Ferretti, 2010; Klyuev and
Kang, 2013); and the cross-country impact of the global financial crisis (e. g. Rose and Spiegel, 2010,
2012; Frankel and Saravelos, 2012; Lane and Milesi-Ferretti, 2012). Also in relation to these
contributions, the longer post-crisis time period provides a clearer perspective on the medium-term
dynamics of current account balances and output performance.

Global Imbalances: Long Term Trends

External imbalances are a central topic in international economics and a powerful driver of change
in economic history. Under the gold standard, trade balance adjustment was typically very slow and
costly for deficit countries, which triggered a search for a better international monetary system. During
the interwar period, growing imbalances ended in dismantling free international trade and monetary
arrangements, adding to geopolitical tensions in the run-up to the Second World War. In the early 1970s,
tensions over external imbalances caused the fundamental overhaul of the international monetary system,
marking the end of the Bretton Woods system. In the 1980s, widening current account positions led to
intensive international coordination with certain policy commitments under the G5/G7 Plaza (1985) and
Louvre (1987) agreements focusing on exchange rates.

In the 1990s, external imbalances in emerging economies were a key source of concern, with a
series of financial crises sweeping across nearly all large emerging economies. Today, the world again
faces large external imbalances. Aggregate current account positions as a share of global output are twice
as large as in the mid-1980s. Gross foreign asset positions have increased fourfold since this period, while
net foreign asset positions have increased threefold. Reserve accumulation has reached a never-seen pace
in the past decade, a seeming paradox in a world of increasingly freely floating exchange rates. The
fundamental operation of the international monetary system is again under discussion, and the strategic
role of the IMF within that system is being debated.

Current external imbalances have appeared in a fundamentally new economic landscape with three
key features. First, the global economy includes new players that were once at the periphery of global
trade and financial flows. Ten years ago, the global economic sphere was not truly global. It was limited
largely to a tripolar world consisting of the United States, Europe and Japan. Emerging markets were
largely peripheral areas of production and in some cases exotic niches for financial investors. Economic
liberalization and post-cold war political transformation have removed borders between the centre and the
periphery. Falling transportation costs, the growing use of information technology and deepening
financial markets have reduced spatial and temporal distances. Slicing up production chains has allowed
emerging economies to specialize in specific parts of the value-added ladder.

Second, intensifying financial links have altered the character of globalization. Ten years ago,
international financial flows, at least in the emerging world, were largely the counterpart of trade flows.
Today, financial globalization has prompted the strong increase in gross financial flows. Gross
international asset positions rose above global GDP in the early 2000s and are now around 1.3 times as
large. This surge in international portfolios was made possible by a strong rise in overall financial wealth,

Third, the growing imbalances occurred in a phase of improving macroeconomic and financial
conditions, with record high economic growth and record low financial market volatility. Ten years ago,
the global macroeconomic environment was still characterized by considerable uncertainty. High business
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cycle volatility, financial crises in emerging markets (Asia, Russia, Brazil, Turkey), instability in pockets
of the developed industrial financial markets (Long-Term Capital Management) and concerns about
inflation still plagued the global economy. From 2004 to at least until early 2007 the global
macroeconomic environment looked very stable, with global economic growth about 5% per annum over
the period 2004-07. Business cycle volatility decreased, at least among the industrial countries. Inflation
was tame in spite of the strong growth environment. Financial market volatility and risk aversion were at
record lows. Having said that, a number of market corrections (for example in May 2006 and February
2007) as well as the financial market turmoil that started in August 2007 signalled that markets
considered some repricing of risk necessary. Still, emerging markets appear to have been more resilient to
financial turmoil in the mid-2000s than a decade earlier.

Good understanding and close monitoring of global imbalances are important for two reasons.
First, large and protracted external imbalances can be linked to distortions in economic decision-making,
especially to the extent that such imbalances deviate from the levels at which they would be in a world
with full price flexibility and perfect competition. Such deviations may be caused by public policies or
private sector decisions.

Second, external imbalances entail risks, both under a scenario of unwinding (disruptive
macroeconomic developments) and under a scenario of further increasing imbalances (protectionist
pressures). Unwinding is likely to affect all areas of the global economy, given the unprecedented scale
and unique geographical reach of the imbalances. The large stock of international financial portfolios
increases the potential fall-out from large asset price changes. Financial transmission channels have

ted to the entire spectrum of global financial
markets, or in July-August 2007, when tensions in a specific sub-segment of the US financial markets
(mortgage loans) triggered a generalized re-pricing of risk across nearly all asset classes.

But risks may also appear if the external imbalances continue at present levels. For instance, the
persistence of imbalances may have induced markets to take a complacent view of these imbalances and
to take excessively risky investment positions. Also, the existence of imbalanced trade flows intensifies
calls for protectionist responses.

balances, in
particular in the late 1990s and early 2000s, when the academic and policy community focused mainly on
understanding the drivers and sustainability of the US current account deficit. While such definition
would be convenient, the focus on current account deficits or surpluses does not do full justice to the
phenomenon of global imbalances. In particular, it misses out the important financial dimension of
imbalances, as captured for instance by gross and net international capital flows and the build-up of
international investment positions. Also, a focus on widening deficits or surpluses is not helpful in

positions are not in line with their long run equilibrium value. Therefore, a definition of imbalances

external positions.
With these considerations in mind, we define global imbalances as: External positions of

systemically important economies that reflect distortions or entail risks for the global economy.
The definition includes several elements:

is crucial in view of financial globalization, which implies that the financial dimension is more than the
current account dimension with an inverted sign.

developments may have a significant impact on the global economy. While the concept of systemic
importance is not fully unambiguous, it is useful because it contains the notion that economies participate
in global goods and financial markets, and that may have a global impact either because of their size or
because of other factors (e.g. important financial centers, key regional players).

-up of external positions may (partly) reflect distortions, i.e. deviations
from the equilibria that would prevail in an environment of full price flexibility and perfect competition.
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The distortions can be introduced by economic policies, for instance fixed exchange rate policies,
structural policies (e.g. lack of economic flexibility), or macroeconomic policies (e.g. public saving
policy-induced distortions in private saving decisions or the influence of cartels on oil prices).

economy, both under a scenario of unwinding (risk of disorderly unfolding with disruptions to
macroeconomic and financial stability) and a scenario of further increasing imbalances (risk of a
protectionist backlash). The reference to distortions and risks captures the extent to which external
positions are unbalanced, as opposed to balanced. These two notions are particularly helpful from a policy
viewpoint (Bracke T. et al 2008).

Since the outbreak of the world financial crisis, the phenomenon of global imbalances (the
coexistence of large current account deficits and surpluses in the global economy) has taken center stage
in the debate on the international economic outlook. Academic and policy scholars have pondered the
nature of the imbalances and have offered contrasting views about their role in the inception of the crisis,
their potential threat to future global economic stability, and the policy measures that should be taken
towards what has been termed the "rebalancing" of the global economy.

Global imbalances are not a new phenomenon. In fact, the 1980s witnessed a situation
qualitatively similar to that observed in recent years, characterized by large U.S. current account deficits
that were persistently funded by other countries. There are two important differences, however. One is the
magnitude: the US deficits of the 1980s did not reach the scale of those observed more recently, and the
episode was also briefer. The other is the geographic distribution: in recent years, the US external deficits,
as well as those of other advanced countries, have been funded primarily by emerging economies, unlike
in the 1980s, when such funding came mostly from other rich countries (with Japan as the primary lender)
(Bruha J., Podpiera J. 2008; Serven L., Nguyen H. 2010).

The global imbalance phenomenon has become the object of special attention since the middle of
the current decade, because it reflects a whole set of problems which could not be explained by means of
the standard economic theory. The problems we refer to appear as a structural break in the international
economic relationships at the beginning of the new millennium and can be described as follows: a) big
and increasing deficits in the US current account balance; b) big surpluses in the current account balances
of China, Southern Asia and oil exporting countries; c) a massive accumulation of reserves in the surplus
countries, accompanied with resistance to appreciate their currencies; and d) massive capital inflows in
the US economy and low world interest rates.

In 1980 the total sum of world current account deficits rose to 173,200 million dollars, less than
1.5% of the world GDP, whereas the addition of surpluses reached 115,000 million dollars, 0.98% of the
world GDP. Although during the nineties, absolute values of disequilibria increased, their relative values
decreased. However, from the mid-nineties, the absolute and relative value of these disequilibria
increased rapidly. In 2008, accumulated deficits rose to 1.6 billion dollars (2.7% the world GDP) and
accumulated surpluses exceeded 1.8 billion dollars (3% the world GDP).

Global imbalances are commonly presented as a generalized phenomenon on a global scale, where
a large number of (developed) countries with deficits in their current account balances (surpluses in their
financial account balances) have to confront with a large number of (developing) countries with current
account surpluses (financial account deficits) (Altuzarra A. 2010).

In other words, recent global imbalances involve a flow of capital from poor countries to rich
countries, against the prediction of conventional economic theory that developing countries should be net
capital importers. These distinguishing features of the global imbalances of recent years raise the
presumption that the factors behind them are likely different than those at play in the 1980s.
Understanding such factors is important to assess how global imbalances may evolve after the world
crisis.

In spite of their recent rise to prominence in the debate on the roots of the crisis, global imbalances
are hardly a new feature of the world economy. The US current account deficit grew virtually without
interruption since the mid 1990s, to exceed 1% of the world GDP after 1999. It peaked in 2005 and 2006
at over 1.5 % of the world GDP. Thereafter, the U.S. external deficit declined, to about 1.2% in 2008, and
preliminary estimates suggest that it fell under 1% in 2009. The world economy is obviously a closed
system, and the deficits of some countries have to be matched by the surpluses of others. During the late
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1990s, the counterparts to the U.S. deficits were the large surpluses of Japan and emerging Asian
countries, excluding China, as well as the surplus of the EU during the years of the Asian crisis
(1996 97). After 2000, however, the situation changed radically. While the U.S. remained the country
with the biggest current account deficit relative to world GDP, the biggest surpluses were now those of
China and oil- d the combined
surpluses of Japan and the rest of emerging Asia, and during 2007 2008 the bilateral deficit with China
accounted for an increasing fraction (around 40%) of the US overall current account deficit (Adams Ch.,
Jeong H.Y., Park C.-Y. 2010; Adams Ch., Park D. 2009; Serven L., Nguyen H. 2010; Whelan K. 2010).

The main issue with large current account deficits is obviously their sustainability, that is, whether
they will be met by sufficient, timely and affordable inflows of foreign capital. In the case of the US for
instance, it bears on the questions of (i) the size of the financial obligations that the deficit reflects, (ii) the

production with the risk of reducing current consumption and investment, and (iii) the confidence in
creditor nations or in the low probability of sudden swings in the mood of foreign investors.
Macroeconomists usually come to one of the following two opposite conclusions:
+ Global imbalances represent an anomaly and a major threat to the stability of the world economy. First,
they may reflect domestic problems or distortions (lack of social insurance, poor firm governance or
financial repression in surplus countries and excessive public borrowing in deficit countries); or problems
with the international monetary system and exchange rate regimes (large accumulation of reserves for
self-insurance purposes). Second, they may lead themselves to significant domestic problems such as
capital flows volatility, especially when the exchange rate is fixed. Action should therefore be taken to cut

increase in the US and a decrease in China). If one assumes that there is an upper limit to growth in
China, an increase in the growth of domestic demand must be associated with a decrease in the growth of
foreign demand, even not in the exact same proportion. This would require a change in relative prices.
+ Global imbalances may not be as threatening as they appear because they reflect a general trend in
world economic history and the structural changes associated with globalization. In a way, they are just
the logical outcome of a world that is increasingly characterized by the increased integration of real and
financial markets. The low US saving hypothesis should be seen therefore as unconvincing, not least
because the national account data underestimates savings by excluding purchases of consumer durables
and expenditure on education and research and development from the definition, and because the US
current account deficit started in the 1990s precisely when the external account balance swung into
surplus (Monga C. 2010).

Since the current account surplus is identically equal to the difference between saving and
investment, the trends in these two variables in different countries and regions provide some information
about the sources of changes in their respective external imbalances. In the case of the United States, the
most remarkable factor is the uninterrupted fall in saving after 1997, at an accelerating pace since 2006.
As a result, in 2008 the saving rate reached its lowest level in two decades, a full seven percentage points
below its value in 1990. This reflected both declining public saving owing to expansionary fiscal policy

and falling private saving facilitated by financial innovation and improved access to consumer credit.
In turn, investment followed a cyclical pattern, with peaks in 1999 and 2006. Comparison of the trends in
saving and investment reveals that from the end of the 1990s to 2003 falling saving was the principal
cause of the increasing external deficits of the U.S., while after that year the trends in the current account
were dominated by those of investment rates increasing until 2006 and decreasing later. The low saving
of the United States stands in sharp contrast with the extremely high levels observed in China, where
saving currently accounts for over half of GDP. Since 2000 both saving and investment rates rose in

account surplus, which peaked at 10 % of GDP in 2007. Aside from the US, in other industrial countries
saving and investment rates have undergone only relatively modest changes. In the EU, the slightly
decreasing trend in saving over the last decade led to a gradual reduction, and eventually a reversal, of the

Japan, both saving and investment rates followed a downward trend
over the 1990s, but they remained fairly stable in the last decade, during which the current account
continued to show a modest surplus.
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The trends in saving and investment in industrial countries stand in contrasts with those observed
in Asian and oil exporting countries. In both groups, saving followed an upward trend. In Asia this

exporting countries the reason was
the persistent rise in world oil prices. Rising saving led to widening current account surpluses in both
groups of countries especially among oil exporters, whose combined surplus exceeded 15 % of GDP in
2008 (Belke A., Dreger Ch. 2011; Serven L., Nguyen H. 2010).

Theoretical Approach to Global Imbalances

The roots of global imbalances have attracted massive interest from academics and policy
analysts. We can distinguish two basic views:
1. The disequilibrium approach considers global imbalances an unsustainable phenomenon, whose
impending correction must entail US current account adjustment and a major depreciation of the dollar.
These could come in the form of a sudden stop of capital flows into the US and collapse of the exchange
rate.

Excluding the possibility of default and abstracting from capital gains and losses on external assets
and liabilities, the intertemporal budget constraint of a country dictates that its net liability position
against the rest of the world at any given time cannot exceed the present value of its future current
account surpluses.

Whether the deficits reflect intertemporally optimizing behaviour or, as argued by many
observers, excessive private and public spending, the fact is that the US net foreign asset position has
undergone a steep decline. From a creditor position amounting to 10% of its GDP at the beginning of the
1980s, it has turned into a debtor position that was approaching 25% of GDP in 2009. In absolute terms,
this is the biggest debtor position in the world. According to the disequilibrium approach, this is an
unsustainable trend, and the country at some point needs to change the sign of its trade balance. This in
turn entails depreciation of the dollar to increase US net exports.

The disequilibrium view dictates that the correction of the external imbalances demands a real
adjustment a reversal of the trade balance. But recent literature has underscored a potentially important
role that financial adjustment can play. Such role arises because the change in the net foreign asset
position of a country consists of (1) the trade balance and (2) the total return on net foreign assets,
inclusive of changes in the prices of assets and liabilities. This means that the depreciation of the dollar
has a double effect on the external asset position of the United States. On the one hand, it generates a real
adjustment, through an improving trade account balance. On the other hand, it generates a financial
adjustment through capital gains (losses for the rest of the world) (Cheung C., Furceri D., Rusticelli E.
2010; Serven L., Nguyen H. 2010).
2. The equilibrium approach takes a diametrically opposed perspective, according to which global
imbalances represent an equilibrium situation that, absent changes in its deep determinants, can be
self sustaining. The equilibrium approach explains global imbalances as the result of structural factors
and/or policies adopted by economic authorities in other countries that have led to a steady accumulation
of assets in the US by the rest of world. Absent changes in such structural factors and policy choices,
global imbalances could persist. Although details vary in different versions of the equilibrium approach,
one feature common to all of them is the emphasis on the capital account, in contrast with the emphasis
placed on the current account by the disequilibrium approach.

Within this general perspective, it is necessary to distinguish two main versions. The first one
underscores international asymmetries in the supply of and/or demand for financial assets. Its key
ingredient is the financial underdevelopment of emerging countries, which prevents them from generating
financial instruments attractive for their savers because the yields on local assets are too volatile, or
because of the expropriation risks that they bear, as made clear by the recurring financial crises of the
1990s. The result is that international savers tilt their portfolios towards assets of countries with more
advanced financial markets the United States in particular. A growth acceleration in emerging countries
(or an oil price boom) that increases their wealth and saving

leads them to expand their holdings of the US assets. The only way this can be achieved is
through US current account deficits that raise the volume of US assets available to international investors.
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This process can persist as long as its driving force the underdevelopment of financial markets in
emerging countries remains unchanged. As a result, the capital flows 'uphill' from poor to rich
countries.

An analogous line of reasoning stresses international asymmetries in the demand for assets, rather
than their supply. These may arise from the limited appropriability of the returns on emerging market
assets or, alternatively, from the shortcomings of the social protection system of these countries, which
force individuals to save more for retirement or to protect themselves from the risk of unemployment. In
either case, the result is that savers in emerging countries tend to save more than those in industrialized
countries. In the context of international financial integration, this leads to a global equilibrium in which
emerging countries acquire a creditor position, whereas advanced countries are net debtors. If the ultimate
determinants of this equilibrium the underdevelopment of financial markets or the weakness of the
social protection system, respectively remain unaltered, global imbalances and uphill capital flows can
persist indefinitely (Artige L., Cavenaile L. 2011; Artige L., Cavenaile L. 2010; De Mello L., Padoan P.C.
2010).

e main
cause of the accumulation of external assets by emerging markets. Again there are two options of this
argument. One attributes foreign asset hoarding to the so
the attempt of a number of emerging markets particularly in East Asia, with China among them to
pursue export led growth. Such objective calls for an undervalued real exchange rate to preserve export
competitiveness. The best way is to achieve this is by compressing domestic spending, particularly
consumption, which inevitably leads to persistent current account surpluses and foreign reserve
accumulation. This strategy defines the so called 'Bretton Woods II' system, in which emerging Asian
countries play the role of producers of last resort, and advanced countries led by the United States are
the consumers of last resort whose current deficits are financed by capital inflows from Asia.

Another option of this argument justifies the accumulation of external assets as a precautionary
policy. In the absence of mechanisms for international diversification of aggregate risk, emerging
countries integrated in the global financial system need to resort to self insurance against external shocks
such as disruptions of international capital flows of the kind observed in the crises of Asia and Russia in
the 1990s. They accumulate external assets, preferably short term instruments, from which they can draw

diversification mechanisms, this precautionary foreign asset accumulation is unlikely to stop. The
massive accumulation of international reserves of emerging economies during the last decade seems to
confirm that the policy of deliberate hoarding has played an important role. Between 1998 and 2008,
reserve holdings of the latter, measured at constant prices, increased fourfold, while those of industrial
countries rose only 50 percent. As a result, the volume of international reserves held by emerging markets
at pr
reserve stock was almost as large as that of all industrial countries combined. The rest of emerging Asia
has also increased its reserve holdings dramatically. But the phenomenon is not confined to Asia. Latin
American economies (with Chile at the top) and oil exporting countries have also accumulated large
volumes of international reserves over the last decade.

Net purchases of US assets by official entities (central banks and other government bodies) from
emerging markets in Latin America, Asia and the Middle East have grown increasingly large in the
2000s. After the onset of the crisis in 2007, they became the sole source of inflows from these countries.
However, over the decade as a whole the total volume of emerging market official inflows to the US was
roughly on par with that of private inflows.
Thus, the big role played by private capital in the total flows from emerging markets in the run up to the
crisis seems to lend some support also to the first version of the equilibrium approach summarized earlier,

demand for international assets.
The role of global imbalances in the inception of the world crisis has been hotly debated. Some

observers view the imbalances as one of the key causes of the crisis, and make their elimination an urgent
priority to safeguard the stability of the world economy. Others think that the imbalances have played, if
anything, a secondary role, and that the roots of the crisis have to be found instead in the shortcomings of
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financial regulation, and possibly also in misguided macroeconomic policies in rich countries, both of
which may have caused, in turn, widening of global imbalances (Serven L., Nguyen H. 2010).

The literature has identified a number of channels through which monetary policy might have
contributed to the build-up in financial imbalances. Most of these are thought to have worked through
policy rates that were kept low for too long. Loose monetary policy (a low short-term rate) may have (i)
reduced the cost of wholesale funding for intermediaries, leading those intermediaries to build-up
leverage; (ii) may more generally have caused banks to take more risks, including credit and liquidity
risks; and (iii) may have increased the supply of and demand for credit (mortgages), causing asset (house)
prices to rise.

Rising global imbalances are associated with a greater dispersion of current account positions
across countries and larger net flows of capital between countries. At the level of an individual country, a
current account deficit is matched by net capital inflows, as foreign investors build up claims on the
domestic economy. High capital inflows in turn (i) can reduce the cost of wholesale funding for domestic
banks in international markets; (ii) may reduce long term interest rates (and thus compress spreads),
causing financial institutions to lever up and investo
total supply of credit to the domestic economy, causing local asset (house) prices to rise.

Supervision and regulation of the financial system is a key means to prevent crises, by controlling
moral hazard and discouraging excessive risk-taking on the part of financial institutions. Inadequate
supervision and regulation are therefore prime candidates to have caused the global financial crisis
(Merrouche O., Nier E. 2010).

According to the first view, global imbalances helped trigger the financial crisis because they put
international financial intermediation under stress. On the one hand, the financing of large international
imbalances forced financial institutions to intermediate huge masses of resources. On the other, the

Under weak financial regulation, these two forces fueled excessive risk taking by financial
intermediaries and asset bubbles, whose explosion triggered the global financial meltdown. Upon closer
scrutiny, however, these arguments seem questionable. It is not obvious why the stresses on the financial
intermediation system should relate to net capital flows, which are the counterpart of current account
deficits. It seems more logical to think that such pressures depend, if anything, on the volume of gross
resources intermediated, which bears no systematic relation with net flows. In this regard, it is important
to note that the order of magnitude of the U.S. current account deficit (around of 5 6 % of GDP at its
peak) is very modest in relation to the size of its financial system, so that changes in the deficit of a few
percentage points of GDP are very unlikely to have any material effect the pressures that the financial
system has to withstand.

In theory, large current account imbalances are not themselves a problem. Current account
imbalances can reflect the optimal responses of economic agents to changes in, e.g., the anticipated
profitability of investment. In reality, however, the experience of past crises has shown that large external
imbalances often represent a major source of aggregate fragility. Economies with large current account
deficits may be left at the mercy of swings in capital flows. Also, large external imbalances facilitate
international contagion when their funding takes the form of volatile short term capital.

On a global scale, the crisis led initially to an abrupt fall of international capital flows, and to the
collapse of world trade and oil and commodity prices. The latter in turn caused a large reduction in the
surplus of oil exporting countries, which is estimated to have fallen from over 2% of world GDP in 2008
to about 0.5% in 2009. But in some important ways the impact of the crisis was very different than
expected. Instead of the depreciation that many had predicted, the dollar experienced an initial

in low risk US
Treasury debt, at the expense of all risky assets from corporate debt to emerging market assets. The
dollar became the reserve currency of last resort, and the government of the United States the borrower of
last resort. Paradoxically, the United States, undeniably the source of the crisis, turned out to be also

Global imbalances may well be restored after the crisis. To the extent that the deep determinants
of the imbalances remain largely unchanged, the post crisis configuration of current account deficits
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might not be very different from the pre crisis situation. Several ingredients contribute to make this a
likely scenario. First, from a global perspective, the crisis has underscored the effectiveness of the
self insurance strategy pursued by emerging markets, as countries that had amassed big volumes of
external assets managed to weather the global storm better than the rest. In fact, this may encourage these
and other countries to intensify their accumulation of foreign assets, especially given the fact that even
at the height of the turmoil some emerging economies were reluctant to use up their vast reserves
because they feared weakening the confidence of international investors. This in turn may prompt them to
hold even bigger stocks of liquid foreign assets in the future.

Second, in the same vein, barring deep and, to date, unforeseen reforms to speed up the
y likely

continue to demand large volumes of financial assets from more developed markets. Moreover, while
international savers may increase their degree of diversification away from U.S. assets, a massive sell off
of dollar assets by large investors (such as China) is unlikely, as they would incur big capital losses on

persist. In turn, from the US perspective, a quick rebound of the economy from the crisis could lead the
way to the recovery of world trade and commodity prices, and firm up the comeback of capital flows
from emerging countries. Further, the record high US public deficits could well prevail over the rise in
private saving prompted by the fall in asset prices and household net worth, halting (although perhaps not
reversing) the decline of the current account deficit.

Though less likely, other forces might push to significantly narrow global imbalances. From an
international perspective, the new mechanisms of international risk diversification (such as the contingent
credit facility recently established by the IMF) might begin to reduce the incentives for self insurance and
stop the buildup of foreign reserve stocks in emerging economies. This in turn would bring a double
benefit. It would relieve these economies from the need to hold low-yield short term foreign assets and
allow them to diversify their portfolio into more profitable investment opportunities. Moreover, for the
global economy a reduction in developing country reserve holdings would help to limit the excess
demand for safe assets that many observers place at the core of the crisis. It would also contain the

hat liquidation of major currency
assets by countries in distress would impose on other countries.

A shift in portfolio diversification by international savers away from US assets would also
contribute to narrowing of global imbalances. While such trend has been at play since the late 1990s, it

and the dollar, or if the recent turmoil in the US financial system which rendered worthless a great
volume of assets were to weaken the perceived appeal of US assets. However, there is little indication
that such accelerated shift is taking place. An early withdrawal of the fiscal stimuli by the economic
authorities in the US and other advanced countries would have similar consequences. Such course of
action, however, could also delay the world recovery, and put in jeopardy the export led growth strategy
pursued by a number of emerging markets. Although China and other major emerging countries have so
far weathered the crisis reasonably well, they did so in the context of aggressive fiscal stimuli in advanced
countries. A reversal of the fiscal expansions in rich countries, and a longer lasting global slump, would
imply a further slowdown in global demand for developing country exports.

From the perspective of low income countries, the increase in import demand from middle income
economies could pick up some of the slack, and help them offset, at least in part, the slowdown in

wever, the export led growth strategy pursued by a number of
middle income emerging countries, notably in East Asia, would come under stress in a context of reduced
global demand (Eichengreen B., Rua G. 2011; Obstfeld M., Rogoff K. 2005; Serven L., Nguyen H.
2010).

One way out of this impasse would be for surplus emerging markets to rebalance their economies
through an increased reliance on inward looking growth. Such shift may have already started, as shown
by the massive fiscal stimulus implemented by China in 2009, one of whose stated objectives was to ease

China to maintain its high growth rate, but mounting concerns have arisen recently regarding the
(in)efficiency of the expenditures involved, as well as their possible contribution to the emergence of
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asset bubbles. In general, an orderly rebalancing of emerging economies with strong external positions
and sound macroeconomic frameworks would likely involve an exchange rate appreciation upfront to
reduce the accumulation of foreign assets and encourage domestic demand. Policy measures attacking
entrenched distortions, such as those causing excessively high saving rates in both the household and
corporate sectors, and those hampering financial development would help in this regard. The high saving
rates of China and other emerging Asian countries do not just reflect frugality and hard to-change cultural
values although these factors surely play their role. They are also partly attributable to the weak social
protection system. In this respect, the strengthening of social safety nets under way in China and other

r
consumption. The process may take a considerable time, but it should eventually allow a substantial
increase in domestic demand (Beaton K. et al 2010).

Conclusions

Although global imbalances have diminished to some extent during the ongoing financial crisis,
the phenomenon of high and persistent current account imbalances will stay with us since the structural
reasons behind them have mostly not been resolved. In East-Asian countries like China financial markets
will remain underdeveloped and precautionary saving will continue to play an important role in the

Oil exporting countries are likely to be net savers in the foreseeable future as well. Conversely, in
countries that have run large current account deficits so far, structural reasons such as relatively
favourable demographic trends or a particularly flexible and dynamic economy may remain relevant. In
addition, unsustainably high levels of domestic absorption in some countries may be supported to some
extend by governments running large fiscal deficits for an extended period of time.

In general, government policy should probably not try to focus on the external balance of a
country or on global imbalances in general as net exports and associated changes in net foreign assets can
be seen as the natural outcome of individual agents' economic decisions governments should only
carefully interfere with. However, high and persistent current account imbalances may indicate structural
problems in an economy which should be approached in the interest of the economy. For example, in the
case of China the extremely high level of the household savings ratio which is behind the high current
account surplus suggests that there may be policy options available which increase the welfare in the
Chinese economy and at the same time work in the direction of more balanced external accounts. In
particular, an improvement of social security systems could decrease the need for private savings and
provide a rather quick alignment of current accounts. However generally, emerging market economies
need investment to build up a suitable capital stock.

Thus, a more important step is the improvement of financial institutions in emerging markets. The
inability of financial systems in emerging markets to provide suitable assets and thereby to intermediate
savings and investments on a national level increased the demand for assets denominated in dollars

more developed
and integrated financial system in emerging economies could change the situation.

Probably even more importantly, the regulation of financial markets on a global scale and in
particular in countries with highly developed financial markets is necessary to reduce the probability of
re-occurrence of asset price bubbles. Apparently financial institutions took on too much risk. Some of the
underlying faults that led to financial crises also supported global imbalances to rise. Therefore an
institutional framework that stabilizes financial markets at a global level could be one cornerstone in
preventing unsustainable global imbalances as well as global financial crises in the future. Reasonable
steps towards a better regulation of financial markets are a ban of off-balance-sheet liabilities,
implementation of a new structure in the field of rating agencies in order to prevent moral hazard, or
introduction of a compensation scheme for bank managers orientated at sustainable developments, among
others.
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The Effectiveness of the Mechanism of Interaction of
Monetary and Exchange Rate Policy in Ukraine in the
Context of Integration Processes

IULIIA KORNIEIEVA5

Abstract: This paper analyses the effectiveness of the mechanism of interaction of monetary and
exchange rate policy in Ukraine in the context of integration processes. In order to investigate the impact
of monetary shocks on the exchange rate, to analyze the effects of capital inflows on the effectiveness of
monetary and exchange rate policies, to study the effectiveness of the basic transmission channels vector
autoregression was used. The analysis used quarterly data on the level of the discount interest rate,
inflation, money supply, exchange rate (nominal exchange rate) and capital account for the time period of
1997-
exist, and real interest rates due to the significant imbalances of the economy were sometimes negative.
The econometric estimation of the effectiveness of the main transmission channels of the monetary policy
in Ukraine gives the empirical results. They show that the fixed exchange rate system is not suitable for
providing independent monetary policy. The main consequent of empiric testing is that the floating
exchange rate system creates conditions for providing independent monetary policy; such situation will
allow resisting against impact of external shocks and will create conditions for the growth of real
economy.

Keywords:

Introduction

While investigating the effectiveness of the interaction of monetary and exchange rate policies
transmission channels of monetary policy play an extremely important role. The effectiveness of monetary
transmission mechanism is related to one of the most important factors that ensure the effectiveness of
monetary policy regulation. The last global financial crisis allowed seeing how significant the impact of
financial globalization processes on the monetary system of the countries in the modern world was.
Integration into the global financial system, liberalization of capital markets in the context of integration
into the European Union led to significant inflows of financial capital from the developed countries of
Western Europe to Central and Eastern European countries with lower levels of economic development.
Nowadays the influence of capital movement on the effectiveness of stabilization programs gained
particular importance in the analysis of macroeconomic regulation processes. Also, integration processes
lead to the situation when the country loses its independence in the conduct of monetary and exchange rate
policy, and this is an important prerequisite for the effectiveness of monetary transmission mechanism.

Literature review

through a systematic focus on price stability is one of the central shifts in policy behaviour and
macroeconomic modelling over the last quarter of the XX century. Considerable attention to the analysis
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of impact of financial globalization on the effectiveness of the monetary system was paid by such
Ukrainian scientists as Y. Bilenko, V. Mishchenko, R. Lysenko, A. Rogach, A. Somyk and A. Filipenko
and others. For example Alexander Rogach believes that systemic deficiencies in the global financial
architecture led to a "fictitious economy", when the profits of financial institutions do not actually depend
on the condition of the actual production and financing of the real sector of the economy has turned into a
secondary task. Anton Filipenko thinks economic globalization to be one of the fundamental factors of the
last global financial crisis. The question of impact of financial globalization, namely its culmination - the
last global financial crisis on the monetary transmission mechanism of Ukraine was investigated by V.
Mishchenko, A. Somyk, R. Lysenko. O. Petrick and S. Nikolaychuk paid great attention to the analysis of
effectiveness of monetary transmission mechanism and to the development of monetary transmission
model for Ukraine.

O. Blanshard, D. Wilcox, A. Worms, M. Woodford, L. Hambakorta, B. Ehert, M. Ermann, K.
Katner, A. Kashyap, L. Christiano, F. Coricelli, T. Opiela, P. Sevestre, K. Sims, J. Stein, R. Feldmanare
are the world's leading economists who have studied the problem of providing of effective work of
transmission mechanism in modern conditions.

Results

Monetary policy has become substantially more focused on inflation stabilization in developed
market-oriented economies, and this shift has importantly affected the volatility of inflation and the
response of output to non-monetary disturbances. Indeed, the systematic component of monetary policy is
the most important monetary factor in economic fluctuations (Boivin J., 2010).

Problems that are relevant for Ukraine, namely - high fiscal deficit, external debt, negative balance
of payments, are putting the country in significant dependence on external sources of funding. The
financial flows halt because of the crisis that led to a significant crisis of liquidity in the banking system.
This situation gives reason to see clearly that the mechanism of interaction of monetary and exchange rate
policy is inefficient and does not allow fighting effectively against external shocks and in some cases even
deepening them.

The aim of our work is to assess the efficiency of the main transmission channels in Ukraine with
the help of econometric model. And also to develop practical recommendations aimed to improve the
monetary transmission mechanism in the context of financial globalization and integration process, which
will help to introduce effective stabilization program under negative impact of external factors, such as the
recent global financial crisis.

The practical value of this study is to develop recommendations for implementing optimal
mechanism of interaction of monetary and exchange rate policy in Ukraine. Such recommendations can be
used by the monetary authorities to develop an effective system of monetary regulation to ensure the long-
term macroeconomic stability and sustainable economic growth in Ukraine in the context of financial
globalization and integration process.
Certain practical recommendations can be reflected in the mechanism of state regulation in the post-crisis
period and in creation of programs of economic structural reforms in the context of development of new
and improvement of existing macroeconomic models.

In order to evaluate the effectiveness of the monetary transmission mechanism in Ukraine in terms
of financial globalization and in the context of integration processes the econometric analysis that
examines the effectiveness of this mechanism for the effects of external financial flows will be conducted.
In order to investigate the impact of monetary shocks on the exchange rate, to analyze the effects of
excessive capital inflows on the effectiveness of monetary and exchange rate policies, to study the
effectiveness of the basic transmission channels vector autoregression (VAR) is used. VAR is effective
even for small amounts of data, and that is a characteristic feature for countries in transition.

According to the neoclassical approach to ensure the neutrality of money in the long run, the
impact of monetary policy is considered in the medium term.

Vector autoregression (VAR-analysis) is used for time series and has the following form:
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constant vector,
Bo...Bp - matrix coefficients,

t errors.
It is a dynamic linear model that relates the current and past values of the vector Yt n-dimensional

time series. One of the main advantages of VAR-analysis is the absence of need to determine the
exogeneity of variables that means that in vector autoregression model the dependent variable is from the
right side, and all the variables from the left side are endogenous (Greene W., 2000).

The presence of Bo in the equation matrix means the simultaneous interaction between n variables
and that means that Bo can make these variables related to the same time and be determined jointly. From
the theory of identification of simultaneous equations we know that for identifiable elements Bo should
have some identifying restrictions. Structural VAR provides these identifying restrictions based on
economic theory. Number of structural VAR - that is, a set of assumptions that identify the
contemporaneous relationship between the variables - is limited only by the ingenuity of the researcher.

Vector autoregression (VAR) was developed by Christopher Sims in 1980. At first glance, VAR -
no more than a one-dimensional generalization of autoregressive-dimensional case, and each equation in
the VAR - no more than the usual regression by least squares of one variable on lagged values of itself and
other variables in the VAR. But this seemingly simple tool enables to capture systematically and internally
consistent the rich dynamics of multivariate time series; and statistical tools, which accompanies the VAR,
proved to be suitable and, what is most important, it is fairly easy to be interpreted.

Researchers have found VAR to be very effective and convenient for the analysis of
macroeconomic situation, for creating forecasts and study the impact of external shocks or changes in
government economic policy compared with larger systems of structural equations.

VAR-analysis is widely used for the study of monetary and exchange rate policies by economists
from all over the world. For example, T. Jacobson, P. Jason, A. Verdin, A. Varna have used this approach
to analyze the effectiveness of monetary policy in a small open economy under the inflation targeting
monetary regime.

The econometric model used in this study is different from all the previously submitted. We
propose to use the inflow of foreign financial capital to be a new element of the transmission mechanism.
Prior to that, the financial capital was regarded as one of the factors of influence on main transmission

Evaluating the effectiveness of key elements of the monetary transmission mechanism will be
conducted with the help of the structural VAR-analysis in econometric program E-views.

The economic interactions among the model parameters will be checked by establishing the
correlation dependence and their verification for multi-collinearity.

Since the matrices of estimated VAR coefficients are difficult to interpret directly, VAR estimation
results are usually represented as some of the functions of these matrices. The statistics Granger causality
test and impulse response functions are related to these statistics. With the help of Granger causality
statistics we can determine whether lagged variable, such as Yjt, can predict another variable Yjt, on
condition that lagged values of all other variables except Yjt are used. Granger causality statistics is the F-
statistic for the hypothesis that lagged values of j-th variable can be excluded from the i-th equation in the
reduced form of VAR. Deviation of this hypothesis suggests that these lags can be useful for predicting Yjt
(Greene W., 2000).

The analysis used quarterly data on the level of the discount interest rate, inflation (CPI), money
supply (M2), exchange rate (nominal exchange rate) and capital account for the time period of 1997-2013,
because since the early stages of transition to marke
real interest rates due to the significant imbalances of the economy were sometimes negative.

The method of quantitative comparison provides quantitative data synchronization, and that is the
main methodological principle of this work. In order to bring all values in a linear format for developing
regression equations the logarithmic form of quantitative indicators is used.

The results for Ukraine are presented in Figure 1. As it shown in Fig. 1 the main determinant of
changes in money supply in Ukraine during 1997-2013 was the exchange rate, which explained about 52%
change in money supply. Also, inflation has a very significant impact, while capital inflows and interest
rate hardly play a weighty role in the dynamics of changes in the money supply. Therefore, the main tool
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of influence is the exchange rate, provided by a fixed exchange rate regime which actually has worked in
Ukraine for many years and monetary strategy exchange rate targeting. This analysis also clearly
demonstrates the weakness of the interest rate channel in transitional economies.

Fig. 1 Results of VAR-analysis of the impact of macroeconomic indicators on the money supply in
Ukraine during 1997-2013.
Source The chart was developed by the author.

Fixed currency regimes were not only ineffective in overcoming the consequences of the last global
financial crisis, but created the conditions for significant domestic financial deregulation of the economy,
which only intensified the situation. Inefficient mechanism of interaction of monetary and exchange rate
policy, provided by the existence of fixed exchange regimes only contributed to the massive inflow of
foreign capital. That disturbed the macroeconomic equilibrium, because of the absence of exchange rate
adjustment mechanism to the new conditions and challenges. On the one hand, the inflow of foreign
capital neutralized the negative current account balance, however, these revenues were mainly in the form
of loans rather than investment in the real sector of the economy and this will lead to further significant
problems in the future.

For sure, the exchange rate channel plays an important role in how monetary policy affects the
economy. The exchange rate channel describes the effect of the exchange rate on the domestic economy
through both aggregate demand (net exports) and supply (domestic value of imports). When the central
bank lowers interest rates, the return on domestic assets falls relative to foreign assets. As a result, the
value of domestic assets relative to other currency assets falls, and the domestic currency depreciates. The
lower value of the domestic currency makes domestic goods cheaper than foreign goods, thereby leading
to expenditure switching and a rise in net exports. The rise in net exports then adds directly to aggregate
demand (Boivin J. 2010).

Similar results can be seen by analyzing the situation in Latvia, a country that for a long time had
been using a fixed exchange rate regime.
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Fig. 2 Results of VAR-analysis of the impact of macroeconomic indicators on the money supply in Latvia
during 1997-2010.
Source The chart was developed by the author.

Exploring the effectiveness of the basic transmission channels, it was found that the situation in
Latvia may be a vivid example of ineffective regulation. The study was conducted for the period from
1997 to 2010, as we can see from Fig. 2 changes in the money supply were influenced mostly by exchange
rate (60%), and also by changes in capital account (for about 10% of fluctuations in the money supply) and
interest rate (for about 15%). Thus it led to the situation where the exchange rate acts as a specific anchor
of the economy around which everything revolves.

On the contrary in Poland the country with a flexible exchange rate regime - results are quite
different as it is shown in Figure 3. We can see that the growth of money supply in Poland can be
explained by the interest rate (40%), and also capital inflows have some impact, but the exchange rate does
not play any important role in this process. The results suggest that the interest rate channel in Poland
works significantly better than in Latvia and Ukraine, and that gives reason to believe in a higher level of
market instruments.

The most traditional channel of monetary transmission embedded in macroeconomic models
involves the impact of interest rates on the cost of capital (Boivin J., 2010). Direct interest rate effects on
investment spending, wealth and intertemporal substitution effects on consumption, and the trade effects
through the exchange rate have remained the core channels in macroeconomic modelling (Boivin J.,
2010). In emerging countries the interest rate channel, narrow lending channel, exchange rate and
expectations channels are more powerful than others. Undeveloped financial market weakens monetary
policy impulses and, sometimes, blocks their transmission to the real sector of economy.

Conclusions

So our results suggest that fixed currency regimes were not only ineffective in overcoming the
consequences of the last global financial crisis, but created the conditions for a significant domestic
financial deregulation of the economy, which only intensified the situation. Inefficient mechanism of
interaction of monetary and exchange rate policy, provided by the existence of fixed exchange regimes
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only contributed to a massive inflow of foreign capital. That disturbed the macroeconomic equilibrium,
because of the absence of exchange rate adjustment mechanism to the new conditions and challenges. On
the one hand, the inflow of foreign capital neutralized the negative current account balance, however, these
revenues were mainly in the form of loans rather than investments in the real sector of the economy and
this will further lead to significant problems in future.

Fig. 3 Results of VAR-analysis of the impact of macroeconomic indicators on the money supply in Poland
during 2000-2013.
Source The chart was developed by the author.

Using a fixed exchange rate regime for a long period of time causes the transfer of interest rate`s
function on the exchange rate, that means that the main monetary control is provided by changes not in
interest rates but in the form of exchange rate fluctuations (often devaluation of the national currency).
This policy leads to a significant revaluation of the real possibilities, to the overheating of the economy,
also converging and forming of aggregation monetary and exchange rate policy took place. During
investigation it was determined that in case of fixed exchange rate regime capital inflows had the main
influence on the value of exchange rate and only later interest rates. Under the fixed exchange rate regimes
the impact of foreign capital on the value of the exchange rate to 50-60% in the transmission increases, in
case of flexible regimes this rate averages at 10%. The effectiveness of monetary policy in Ukraine is
limited to underdeveloped financial market, which affects the action of the lending channel, interest rate
and equity price channels of monetary transmission mechanism.

It is well known that interest rate policy operates effectively in developed market economies, while
as it was shown in our analysis markets in the transformation process are not very sensitive to the impact
of interest rates on domestic demand. Interest rate transmission channel was weak even in the face of
monetary inflation targeting strategy through easy access to foreign loans, so the strongest transmission
channel in Ukraine was the exchange rate channel. Due to the low level of financial intermediation and
monetization of the economy in transition the interest rate has weak impact on aggregate demand. Also,
significant impact on the effectiveness of interest rate transmission channel has a significant inflow of
capital into the country, creating easy access to foreign credit capital, making economic agents less
vulnerable to changes in domestic interest rates. The same negative impact also commits capital inflows on
credit channel as a result of growing access to alternative sources of funding that leads to the situation
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The analysis of the factors that influence the exchange rate shows that the main determinants of the
exchange rate in the period of fixed exchange rate regime were very strong capital inflows and only later
interest rates. This shows that the government underestimated the negative effects of excessive capital
inflows on the effectiveness of stabilization policy in Ukraine.

The impact of financial capital`s inflows on the effectiveness of main transmission channels in
Ukraine under a fixed exchange rate regime is actually very large. Monetary transmission mechanism in
countries with the fixed exchange rate regime is significantly different from that in developed countries
with flexible exchange rate regimes. Whereas in countries with fixed exchange rate regime the main
regulatory factor is the exchange rate, which plays a role of the anchor of the economy. In market
economies, a significant role in the regulation of economic processes is given to the interest rate; and
floating exchange rate regime allows interest rate channel to work efficiently.

Based on the econometric analysis, it was found how effective the interest rate in the CEE
countries with different exchange rate regimes was. The results of the study show that the interest rate in
countries with fixed exchange rate regime is much weaker compared to countries where flexible exchange
rate was introduced. In the first case, the impact of interest rates on the dynamics of money supply growth
on average exceeded 10%, and in some cases not traced. Instead, the exchange rate effect was significant
and amounted from 50 to 60% of fluctuations in the money supply. In terms of flexible exchange rate
regimes the effectiveness of interest rate increased to 20-40%. It is also worth noting that in countries with
the fixed exchange rate regime the impact of foreign capital on the value of the exchange rate increases to
50-60%; while in countries with flexible regimes this indicator is on average 10%.

So we can conclude that the mechanism of interaction of monetary and exchange rate policy, which
was based on a system of fixed exchange regimes and monetary strategy of exchange rate targeting was
ineffective. Fixed currency regimes restrict the independence of monetary policy; they create conditions
for the inflow of capital and cannot withstand external shocks, lead to significant macroeconomic
imbalance and to overheating of the economy, and thus create conditions for deepening crisis.
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Abstract:
insurance market. General analysis of marketing instruments on insurance market is done. Main features
of each element of marketing mix on insurance market are described. Priority directions in development of
marketing tools in current economic conditions on Ukrainian insurance market are recommended. During
research historical and logical, deduction, analysis and synthesis, consistency methods were used. The
main result is that in current economic conditions Ukrainian insurance companies should concentrate their
efforts on non-classic parts of marketing mix and develop the following activities: training of staff,
connecting and advertising via the Internet, communicating with corporate and government organizations.

Keywords: Insurance Markets Marketing C

Introduction

With the development of market relations in Ukraine competition on the markets (and particularly
on insurance market) is increasing, and this causes extension of marketing instruments by companies who
want to succeed. Interest in insurance services has been growing steadily over the past 10 years and this
allows consumers to receive a higher level of service. At the same time, companies start to use new tools
to attract and retain customers. Marketing approaches and solutions based on a thorough study of the
market and consumer needs become more important in insurance business and this makes possible to find

implementation of marketing insurance companies can increase the efficiency of service delivery.
Expanding marketing is one of the most promising directions of Ukrainian insurance market in the near
future. The topicality of the subject relates to increasing competition in the insurance market, expansion of
marketing tools, and lack of theoretical achievements in the specifics of the marketing mix in the

companies on Ukrainian market.

Literature review

time, but in Ukraine this is a new topic, because only several scientists had already researched the main
aspects of marketing on insurance market and none of th

-
insurance (G. Kalalmani 2005, p.1-
features of marketing on insurance market and evolution of its instruments on the Ukrainian insurance
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rance market clarified (Furman
and Udovychenko, 2008; Dannikov 2002, p.12) talked only about the role of marketing on Ukrainian
insurance market. Thus, in western literature instruments of marketing on insurance market are developed
and implemented in comp
lack of theoretical development in this sphere.

In solving the problem firstly we will shortly describe the main features of the marketing insurance
market. Then we will provide a detailed review of each element of 7 P of marketing mix on insurance

already used and recommend what exactly is necessary to use in modern conditions. Implementing the
mentioned instruments into marketing strategies will help insurance companies (especially on the
Ukrainian market) to succeed.

Results

Marketing plays a significant role while communicating with customers. The task of marketing for
the insurance company, in fact, derived from its principles: ensuring profitable business in an environment
that is constantly changing, ensuring the competitiveness of the company to comply with the clients;
support public image of the insurer; maximum customer satisfaction by volume, structure and quality of
services; creating conditions for sustainable business relationships, solving complex commercial,
institutional and social problems of insurance company staff.

Experience of marketing usage in Western insurance companies shows that the process of
marketing includes a number of actions that can be reduced to two basic functions: creating demand for
insurance services and meet the insurance interests. But the core of marketing, as well as any process in
the company, is planning (Kotler 2011, p.130). Currently, a prerequisite for successful development of the
insurance business is planning marketing activities, as market relations should involve the planning
process planners that improve relations to the functions and resources of the insurer. In the insurance
market, insurers commonly use planning, and this allows them to (Bazylevych 2005, pp. 102-105):
1) evaluate the goals and objectives;
2) concentrate resources on the priority areas of insurance that allows to use and to distribute them
efficiently;
3) determine the market share of the insurance company with consideration of changes in the
environment;
4) accurately allocate responsibilities and accountability of professionals, and enhance staff motivation of
insurance company;
5) reduce risks by reducing degree of their uncertainty.

Because of influence of many factors the marketing department can set goals in the marketing plan,
which involves the following:

e insurance market dynamics;
2) to avoid launching products that have no demand;
3) to achieve the competitiveness of the insurance company and to maintain its reputation on the insurance
market.

Based on these goals, while implementing the plan and deciding on the choice of specific
marketing tools it is necessary to solve the following problems:
1) establish baseline data for planning status and prospects of development of the insurance market;
2) identify key principles and criteria for evaluation of planning process;
3) determine the structure and provisions of the insurer;
4) regulate the organization of business-planning;
5) coordinate components of the plan, identify domestic reserves and potential of insurance marketing.

While analyzing the definite elements of 7 P marketing mix it is necessary to mention, that it has
the same structure on the insurance market as on regular markets. Its structure is schematically shown in
Fig. 1.
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Fig. 1 Marketing mix of insurance company

Marketing mix includes product, its price, place, promotion, people, processes and physical
evidence (Kotler and Keller 2012). These components of the marketing mix in insurance marketing should
be analyzed specifically to their features (Kalalmani 2005, pp. 1-4).

Obviously, the products of the insurance companies are different types of insurance services and
only clear formulation of the essence of services helps to plan successful marketing strategy. Most
insurance companies offer their users comprehensive insurance services, including underwriting and
consulting. When an individual or organization buys an insurance policy from an insurance company, they

of paper, but with it they receive support and consultation of agents, the consumer
also knows about the facility for possible claims and compensation to concrete company.

Naturally the users expect a reasonable return on their investment, and insurance companies want
to maximize their own profits. Thus, when deciding on a portfolio of products or product-mix, service or
scheme should be motivational for the customer.

As for the prices, insurance business pricing decisions are related to these components:
1) the premium charged by the established principles;
2) the fee for overdue payments;
3) the fee for underwriting and consultant services.

Pricing strategy is one of the determining factors in the formation of marketing policy in order to
influence the target market and capture new segments. In developing countries pricing decisions are
focused on how to turn potential customers into real ones. The main components of income are premiums.
The indicators taken into calculation are mortality, costs and interest.

Place is related to two important aspects: staff management and placement of agencies and
branches of insurance companies. Managing agents and insurance staff are essential to sustain all
standards relating to the providing of quality services. Proper placement can provide services to end
customers in an ideal way, when there is no difference between promised and actual services.

Managers, as well as recruitment agents, should give priority to local people and implement full-
scale training. At the same time agents, who directly contact with customers should additionally focus on
behavioral management.
branches. While planning locations managers should consider their accessibility, availability of
infrastructural facilities for effective management and function of the branch. Additionally, they have to
ensure safety of branches and consider additional factors: furniture, everyday amenities and facilities, a car
park. Thus, placement management of insurance company needs new vision, individual approaches and
innovative style.

Promotion of insurance depends on effective promotional activities. In Ukraine, the main problem
in the implementation of insurance is that people ignore the nature and benefits of insurance services;

companies. Therefore, while acting on insurance market companies should use those instruments that not
only draw attention to an insurance agent, but also point to the benefits that the consumer receives when
ordering insurance services from the relevant insurer.

The fifth component of the marketing mix in the insurance market is people. And insurance
companies should not only understand the needs of people, but also analyze the current economic situation

key is to build effective relationships between insurance agents and end-users, so it is critically important
to train, develop and build stable relations inside the company from managers to agents.

Product Price Placement Promotion

People Processes Physical evidence
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company when he needs insurance services next time. Therefore, the speed and accuracy of payment
should be at the highest level. Input information through the Internet pages and on paper should be
organized the way client will understand all of the items as unique and give a full informative answer.
Insurance companies can use the installment payment scheme to meet the needs of all customers. For large
customers and affiliates where there is the highest activity it is necessary to create separate IT products
and data storage for customers to make the data access simpler. This will not only facilitate the process of
maintenance, but also will reduce overall costs for the company.

Despite the fact that all of the above factors are important in promoting insurance products, all the
same, physical distribution at present is becoming significant for competitive leaders. Although the
construction of distribution network, branches and offices is financially and time-consuming process, the
effect of the presence of well-developed network is much higher, since it achieved higher territorial
covering, which in its turn contributes to better communication with potential customers. After all, when
buying insurance products consumers prefer to have an eye-to-eye interview with a representative of the
company, as well as they trust well-known and big companies.

Representatives of the financial sector successfully use remote channels to sell simple products.
Also, in many countries, the largest sellers of insurance services are banks, so cooperation with such
institutions should become an important issue for major insurance companies. Using alternative
distribution channels is also increasing the number of sales. For example, in the UK insurance services are
sold through retail stores of clothing manufacturers. Recently there is a tendency to expand the scope of
insurance. For example, one can not only insure a car, a house, but also gadgets, and although they are
much cheaper, which allows insurers to significantly increase the prevalence of their services.

In Ukraine real insurance market started to develop only after reaching independence in early
1990-s. However, on the first stage of its existence companies ordered only standardized sets of services
and no instruments of marketing were used. Then, after stabilization of national currency in 1996 and till
1999, insurance services started to diversify and some companies even started to use advertisement. But
real incipience of insurance market and its development started in 2000 and is continuing till nowadays.
Companies started to use various instruments of marketing, their number of branches is increasing
dramatically.

look throughout each of its elements:
1) a
ecological insurance or exotic types of insurance are not represented on Ukrainian market;
2) price competition is very high, and so the price level is the same in different companies;

also in regions. Local companies are oriented on having enough branches in local areas (states);
4) promotion of insurance services in Ukraine is organized through affiliates, agents, banks and directly by
communication with big corporate clients;
5) only international insurance companies in Ukraine thinks about the relations between people, including
staff and managers communication, however domestic companies try to save money on this aspect of
work;
6) processes are organized under the new pattern only in the most progressive companies, however IT-
technology is still not fully implemented into daily life of the companies;
7) physical distribution depends on the number of branches, level of communication with banks and so on,
so once again only big companies such as PZU, Oranta, TAS, Providna, Allianz, ASKA, Ingo,
Universalna have organized their physical distribution optimally.

companies are the following:
1) companies should focus on implementing and selling products, related to environmental, life, medical
insurance, opposing to the current situation, when in most companies more than 50% are car insurance
sales;
2) despite price level competitiveness it is necessary to implement motivational schemes (for example the
same as used in Canadian life insurance), when customers will be interested in buying insurance services;
3) in case of placement companies should target at the Internet connection with customers, so branches
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should become just consultancy centers. This will have to reduce costs on maintaining affiliates and at the
same time increase the quality of services and save time of customers;
4) the number of people who buy services via the Internet in Ukraine is increasing so it is necessary to
promote them via corporate web-sites, develop SMM and internet advertising;
5) companies have to spend more on staff training to improve the communication process between
managers and staff, staff and customers;
6) more processes should be conducted through the web and remote connections;
7) physical distribution should be organized to increase the amount of sales in high-profitable segments, so
communications with corporate and government organizations should become a priority.

So, generalizing, for Ukrainian insurance companies the major topics in marketing mix are people,
processes and physical distribution (as we can see, today non-
fore). Insurance companies, in case of marketing, should invest in the Internet advertising, streamlining
communication via the Internet, organizing relations with corporate and government clients and training
the staff.

Conclusions

turn are using these principles in their activity, including Ukrainian insurance companies. However, today
Ukrainian insurance companies are oriented on classic parts of marketing mix: product, price and
placement. Although, international experience and current situation show that more efforts should be
directed to non-classic instruments of marketing-mix: people, processes and physical distribution. They
have to strengthen such branches of activity as the Internet advertising, SMM, remote connections with
clients, communication with corporate and government organizations.

Most of Ukrainian scholars are focused on theoretical aspects of the insurance marketing problems.
They focus their research on historical aspects of their development, the way how it was functioning.
However, for practical usage normative recommendations are necessary on what instruments companies
should use in their activity to succeed.
aspects of marketing mix on Ukrainian insurance market were disclosed, it was also shown that marketing
instruments generally are the same as all over the world, but today the main efforts should be concentrated
on implementing non- Certainly, our conclusions and recommendations can be
applied by insurance companies during the crisis phase of economy, when internal development and non-
price factors play the most important role, while in process of economic growth and stabilization of
insurance market such factors as product, price, placement and promotion will play a more significant role
than today.
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Symbiotic Financial Systems under Global Structural
Transformations: a Comparative Study

ANTON NANAVOV8

Abstract: This paper analyzes the fundamental relations between the elements of financial system
structure under conditions of Global Financial Crisis of 2008. Substantial transformations of financial
system structure caused by liberalization of financial legislation, invention of brand new financial
instruments and special risk-transferring schemes (special purpose entities via special investment
vehicles) and the gradual process of banking universalization, specifically the approximation of business
models conducted by traditional commercial and investment banks created grounds for the review of

significantly enhanced degree of interconnection of national economies and increased financial flows of
speculative short-term financial resources, transforming modern finance in the unstable segment of

banks) change the established business models by means of wide application of innovative financial
instruments that consequently resulted in the reviewing of the functions they perform in the economy.
Dissimilarities of banking sector functioning in Anglo-Saxon, European, Scandinavian and Islamic
financial systems are thoroughly examined and pointed out.

Keywords: Financial system structure Symbiotic financial system Anglo-Saxon financial system
Islamic financial system Scandinavian financial system

Introduction

The problem of the optimal configuration of the financial system is crucial both from theoretical
and practical point of view. Determining the impact of the structure of the financial system on economic
development of the country and its financial stability is an important problem of modern economics.
Models of financial system structure describe the level of interconnectedness of the elements of the
financial system that allows us to determine the principles of functioning of its members. As a result, the
financial stabilization programs that are implemented by the monetary authorities and aimed at restoring
the financial system stability should take into account the changes caused by the resistance and
adjustments to external and internal instability.

Institutionalism theory, applied to the interpretation of financial system in the numerous publications of
American and European authors (Callier, 1991; Bossone, 1998; Schmidt, 2003). The financial system is
considered to be a set of institutions, organizational structures and regulatory authorities that exercise the
management and supervision over the financial relations in the economy (Figure 1). Finance is regarded
as a public institution whose primary purpose is to minimize transaction expenses when the intertemporal
exchange of obligations on real resources is carried out.

8 PhD., Assistant Professor, Department of World Economy and International Economic Relations, Institute of International
Relations of Taras Shevchenko National University of Kyiv, Melnikova 36/1, Kyiv, Ukraine. e-mail: ananavov@ukr.net
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Fig. 1 Financial system elements
Source The chart was developed by the author

G. Shinasi and R. Schmidt also point out that each part of the financial system constitutes its
independent element, but this autonomy is relative within the structure of the financial system (Schinasi,
1999; Schmidt, 2006). Thereby the financial system is a complex of different types of financial resources
concentrated by the state, non-financial sector, deposit institutions, financial markets, insurance and
pension companies, stock exchanges, payment and clearing systems and households in order to perform
their duties and to meet economic and social needs (Johnston, 2000).

This definition of the financial system is quite widespread in the economic literature, however, the
lack of one acknowledged concept, as well as a variety of theoretical approaches to the treatment of
finance and financial relations, is an actual problem of modern economics.

The examination of the main features of the financial system allows to carefully analyze its
separated elements, but its complete universal definition at the present moment is absent (Bain, 1996;
Buckle, 1998) because of the complexity of economic nature, components and boundaries (Schmidt,
2001) of the financial intermediation. The differences in the financial structure create the prerequisites for
their further classification. The discussion on principles of typology of financial systems in accordance
with the mechanisms of interaction between their structural elements (Goldsmith, 1969) has taken place
for nearly 50 years. In broad terms, financial system structure is the coordinated interaction of financial
instruments, markets and institutions that function in a strict accordance with accepted at a specific period
of time legislative rules and financial technologies (Fase, 2003; Levine, 1997; Stulz, 2000). The definition
of the concrete type of financial structure is traditionally based on an assessment of dependence of the real
sector of equity or loan funding.

The peculiarities of various financial system models observed in certain groups of countries
(Anglo-Saxon, European, Islamic, Scandinavian) are associated with significant cultural and religious
differences, which are directly reflected in the interconnection of their elements. In this context, the
generalized understanding of financial system should take into consideration the diversity of financial
funds whose distribution in the economy may differ depending on the type of economic system and
financial system structure.

Methodology

The influence of global structural transformations on financial systems with different types of
financial structure.

In September 2008 one of the most notable crises of the global banking system in recent economic
history broke out. Financial and economic instability gripped the financial systems of many developed
countries that consequentially affected the economies of The vast majority of
national and international monetary authorities were forced to review one of the fundamental principles of
financial market functioning their internal ability to stay self-regulated under extreme conditions. After
the era of deregulation in the spheres of finance and banking, the international community began to
consider the possibility to return to stricter supervision over financial markets and banking systems. Some
of the financiers call the current global crisis "The very Great Depression", drawing attention to the
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possibility of restoring legal provisions imposed in the USA in 1930s.
One of the first measures taken to improve the financial stability of banks was to increase bank

capital adequacy requirements, which, however, led to considerable reduction in the profitability of
banking operations estimated at the level of 30% of world banking system total assets. Furthermore, the
new capital requirements have increased the cost of credit resource attraction and contributed to the

-Frank Act) was adopted, which is widely considered to be one of the
largest complexes of changes in the financial supervision in the USA after Glass-Steagall Act of 1933.
One of the key provisions of the Dodd-Frank law is the establishment of separation of investment banking
from traditional commercial banking principle ("Volcker Rule"), which aims to prevent the use of
commercial bank deposits for speculative trading with securities.

In the UK, a commitment to limit the extent of bank lending has been, without any exaggerations,
unprecedented. The Governor of the Bank of England M. King said at a meeting of the Basel Committee
on Financial Supervision in November 2008 that there is an objective need to strictly prohibit banks from
using deposits to fund loans (The Economist, 2011). In October 2012 representatives of the Financial
Services Authority (FSA) of Bank of England initiated the introduction of additional bank capital
adequacy ratios to limit the use of deposit accounts for financing active operations of banks (The
Economist, 2011). At the G-20 Summit in November 2008 the President of France N. Sarkozy said that
under global financial changes the world was "turning the page of liberal Anglo-Saxon model".
Regulatory agencies in the US and leading EU countries are facing the need to exercise additional
regulatory control over banks that were "too big and too important for the whole economic system, so

transactions and the revision of standards of financial regulation in the leading countries of the world
create grounds for the comparative study of the basic principles of construction and functioning of various
types of financial systems observed not only in one single country, but in the whole groups of different
countries (Figure 2).

Fig. 2 Symbiotic financial systems
Source The chart was developed by the author

In this context we find advisable to study the practical experience of the financial system
functioning, whose elements are common for different countries. Generalization of the main mechanisms
of their internal organization gives the possibility to identify the basic relations inside the financial

system. In other words, we propose to use the term "symbiotic financial systems" to define those models
of financial system organization that are common for whole groups of countries; have developed
historically and have the general regularities of functioning, but the basic relations of their financial
structure may differ, especially taking into account national peculiarities and economic circumstances.
Special attention should also be paid to the problem of classification of financial systems according to the
existing typology (Figure 3).

Among the studied countries are those whose banking systems operate in the conditions of
legislative separation of investment and commercial banking activity. Thus, the banking systems of the
US and Japan are separated banking systems while in Germany, France, Netherlands, Belgium and
Switzerland the model of a universal bank is used, in GB, Australia and Canada a mixed model is used
that represents both universal, commercial and investment banks. Special attention should be paid to the
financial systems of the USA and GB, as these countries are classical representatives of market-based
financial systems, have the same model of the stock market (Anglo-Saxon), the real sector of the economy
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predominantly absorbs the investment through market mechanisms on a short term basis but the banking
system models in these countries are different. We can assume that the legislative differentiation of
various types of banking activities can make a notable difference in the volume of market transactions of
banks, and therefore, at least theoretically, can be grounds to deepen the traditional classification.

Fig. 3 Classical typology of financial systems with different types of financial structure
Source The chart was developed by the author

Equally important is the issue of classification of the financial systems of Islamic countries. The
absence of developed stock markets in most Islamic countries, legislative restrictions on the purchase of
shares by citizens of other countries (primarily non-Islamic) and investment in shares of companies that
are engaged in the production of goods prohibited by the Quran give reasons to review their place in
traditional typology.

A special place in the system of international finance is taken by the Scandinavian countries. A
large part of GDP is distributed through the budget that is a sign of the crucial role of the public sector in

from the established practice of other European countries, and therefore there is a need to investigate the
basic mechanisms of banks entrepreneurship in Scandinavia.

Anglo-Saxon financial system

The analysis of major trends in banking sector of GB and the USA, as well as regulatory changes
that have occurred in the financial systems of these countries over the past 20 years, gives confidence to
believe that the gradual liberalization of the banking sector supervision has contributed to the orientation
of the commercial ban
approach to the classification of financial systems, the USA is market-based. Thus, the ratio of bank
assets to GDP is the lowest among developed countries, and bank loans account for only a small share of
financing attracted by the corporate sector (85% and 41%, respectively). However, removal of legal

sheets by means of buying new shares.
In GB, on the contrary, the volume of bank lending to non-financial companies has grown

significantly since 1999, while funding from investment decreased in 1999-2003 and 2007-2009 (banks
did not buy shares, so companies were forced to buy their own portfolios to stop the fall of capitalization).
For GB banks different dynamics may be noticed: since 1999 the volume of lending has grown faster than
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investments in portfolio securities, and starting from 1980 the growth rate of bank assets has been about 5
times as high as the growth rate of GDP. A significant part of issued loans, however, has been
redistributed or resold at financial markets so GB commercial banks can be considered to be the active
participants of the global credit markets. Thus, the financial systems of the USA and GB should be
compared, firstly, according to the types of institutions that are involved in various types of market
activities, and secondly, according to the prevailing market mechanisms of banking intermediation.
Among the common features of both financial systems, in our opinion, are: the nature of the exchange,
risk concentration and mechanisms of the banks liquidity provisioning (Figure 4).

Fig. 4 Anglo-Saxon financial system model
Source The chart was developed by the author

Islamic financial system

The financial and banking sector of Islamic countries was relatively less affected during the global
financial crisis, so its investigation might be of substantial interest. The classical typology of the financial
systems based on the comparison of bank assets and stock market capitalization to GDP, as noted above,

are considered to be bank-based just because the stock market is not formed and it is not a sign of
developed banking system in a particular country. In the case of the Islamic financial systems the stock
market is not historically inherent (Figure 5).

Fig. 5 Islamic financial system model
Source The chart was developed by the author

An example of Islamic countries is important not only because the stock market actually does not
function properly (prohibition to receive dividends in accordance with the religious rules of Sharia), but
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also because there are reasons to believe that Islamic banks were more resistant to financial shocks than
traditional commercial during the crisis. Implementing Sharia-compliant religious principles preclude
Islamic banks from investment in speculative instruments and wide securitization of assets, which were
the triggers of instability in the USA and in many countries of Europe. However, the global financial
crisis has drawn attention to a number of important issues for Islamic banks: infrastructure and
instruments for managing liquidity remain underdeveloped in many countries of the Islamic world; lack of
uniform standards of financial reporting and regulatory framework for financial regulation as well as
absence of standardized financial markets contracts.

Scandinavian financial system

Scandinavian financial system, the typical representative of which is Sweden, is an important
subject of study from the standpoint of understanding the impact of financial structure on the economic
growth. As is known, Sweden is one of 9 countries where the welfare state is built, so the problem of
poverty is nearly eliminated. The main features of this model include: the level of social expenditure (%
of GDP, Sweden has held the first place in the world since 1970's), the overall poverty rate and the size of
the middle class. The Swedish economic model is also classified as a budget-based, paying attention to
the social orientation of economic policy. The social balance in the country is achieved through budgetary
reallocation of financial resources of enterprises (up to 60% of GDP) in favour of employees, which
allows the state to provide high-quality education that suits the needs of the economy, provide citizens
with appropriate medical services and encourage implementation of scientific innovations. The banking
sector is aimed to stimulate consumer demand by means of lending on order to increase the level of
household sector expenditures, which is one of the most important parts of Scandinavian economic model.
In the financial systems discussed earlier, the banks did not play such a role. The characteristic feature of
Swedish banks is their awareness of social responsibility that at least theoretically would have led to a risk
reduction of active operations and funding primarily through deposits (Figure 6).

Fig. 6 Financial system elements
Source The chart was developed by the author

The Swedish financial system has a number of differences from the other Scandinavian financial
systems. The ways of market funding, as well as the leading role of big banks and financial
conglomerates, draw the attention to the problem of evaluation of interconnectedness of Swedish banks
with their counterparts in the USA and Europe.

Conclusions

The investigation of symbiotic models of financial systems makes it possible to determine the
characteristic features of their functioning that do not correspond to the classical typology and existing
theoretical approaches to their division. We assume that fundamental changes in the practice of banking
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financial intermediation caused by Global Financial Crisis affected the basic relations inside the structure
of financial system. Emerging differences in the mechanisms of risk distribution and diversification, wide
implementation of new schemes of liquidity provisioning and assets securitization among countries
whose financial systems have always been considered to be the typical examples of market-based or
bank-based financial systems create prerequisites for the overall review of theoretical approaches toward
their classification. In our opinion, one of the possible ways to rearrange the existing methodology is to

. Under
conditions of financial and economic turmoil banks used the specific schemes of market funding
(primarily by means of repurchase operations using shares as collateral) and market crediting (including
reselling of credits and credits securitization). In case of high volatility shares many financial institutions
were forced to cover additional margin calls that led to permanent lack of liquidity, especially in terms of

nancial systems
according to the ways of market funding and crediting reflects transformations currently taking place in
the sphere of international finance. One of the main drawbacks of the existing approach seems to be
eliminated since there is no necessity to compare bank assets with capitalization of local stock market.
Taking into consideration the fact that in many countries the stock market is just being formed or
additional legislation limits remain in effect the classification of financial systems due to dependence on
financial markets may be a suitable scientific approach.
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Perspective Directions of International Competitiveness of
Tourism Industry in Greece
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Abstract: The article analyzes the influence factors on the competitiveness of the tourism sector,
measured based on the dynamics of international tourism receipts, using regression-correlation analysis.
The models that demonstrate the impact indicators of quality educational system, development of hospital
infrastructure, the cost of starting a business, and ground transport infrastructure, quantified the impact of
the improvement in these indicators in Greece.

Keywords: Global, European and Greek tourism development international competitiveness tourism
industry

Introduction

In the opinion of Greek and foreign experts, development of the tourism industry in Greece should
become an engine of economic growth and Greece's exit from the economic crisis. Thus, the main
purpose of the article is to assess possibly efficient ways of raising international competitiveness of Greek
tourism industry.

The following researchers were involved in the study of the role of the tourism industry in the
economy of Greece and tourism competitiveness: Athanasiadis N., Andriotis K., Bahara O., Blanke J.,
Buhalis D., Chiesa
Igumenakis N., Louvieris P., Mangion M., Papadopoulos S., Papatheodorou A., Petrou A., Sinclair T.,
Tsartas P.

Methodology and results

We used the regression and correlation analysis to find possible factors of the competitiveness of
the tourism sector. We have included the following countries in our analysis:

countries which have close institutional links to Greece (EU, European Economic Area,
Switzerland);

countries which are located close to Greece (Europe, Mediterranean region);
countries which have a similar development level (OECD countries).

However, we excluded the following countries from the analysis:
countries with missing data;
Caucasus region (e.g. as for the dependent variable, Azerbaijan and Georgia are outliers with

383% and 191% increase in revenues from tourism, respectively, which can significantly affect the results
of the analysis);

countries with low share of international tourism in the economy (e.g. Algeria, Chile).
We use growth of receipts from international tourism in 2012 compared to 2009 (in percent) as a

dependent variable (source: World Bank World Development Indicators, 2014). We prefer this indicator
as a measure of the tourism sector competitiveness in a country, since it is an objective and simply
measurable indicator.

9 M.Sc. in Economic and Political Governance in Southeast Europe, TEI of Western Macedonia, Greece. e-mail:
darvidou@kastoria.teikoz.gr
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We consider the components of the index of competitiveness of the travel and tourism sector as
independent variables. For each variable we use the arithmetic meaning of values published in 2009 and

485 p.).
We further excluded several indicators from our analysis for the following reasons:
1. Missing data in 2009 (this creates the risk that the dependent variable is measured earlier than a

factor, which could call into question a direct causal link between them):
GATS commitment restrictiveness;
Government prioritization of the T&T industry;
Comprehensiveness of annual T&T data;
Timeliness of T&T data;
International air transport network;
ICT use for B-to-B transactions;
ICT use for B-to-C transactions;
Mobile broadband subscriptions/100 pop.;
Degree of customer orientation;
Marine protected areas, %.

2. Greece has already achieved absolute or relative values for the following indicators, making
further improvement difficult or impractical:

Environm. treaty ratification (24 of 25 agreements);
Physician density/1,000 pop. (1st place);
Access to improved sanitation, % pop. (98%);
Access to improved drinking water, % pop. (100%);
Hotel rooms/100 pop. (3rd place);
Presence of major car rental companies (7);
Fixed telephone lines/100 pop. (14th);
Mobile telephone subscriptions/100 pop. (106);
Primary education enrollment, net % (98.3%);
Secondary education enrollment, gross % (100.9%);
Life expectancy, years (80.4 years);
HIV prevalence, % adult pop. (12th);
Attitude of population toward foreign visitors (6.5 points out of 7 possible).

3. Strong dependence on the size of the country:
Airline seat kms/week, dom., millions;

No. of operating airlines.
4. Difficulty for detailed interpretation, including in terms of policy implications:

Threatened species, %;
Ticket taxes and airport charges;
Tourism openness, % of GDP;
Business impact of HIV/AIDS;
Extension of business trips recommended;
No. of World Heritage natural sites;
Total known species;
Terrestrial biome protection;
No. of World Heritage cultural sites.

Table 1 shows correlations between dependent variable (the growth of international tourism
receipts) and factors selected for further analysis. The first correlation coefficient was calculated for the
whole sample of countries, the second only for Europe and the Mediterranean countries (i.e. without
Australia, Canada, South Korea, New Zealand, and USA). We compare these ratios to find out whether
they are sustainable in smaller sample of countries geographically closer to Greece.
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Table 1 Correlation between international tourism receipts and independent variables
Independent variables Large sample Small sample

Prevalence of foreign ownership -0.11 -0.18
Property rights 0.23 0.19
Business impact of rules on FDI 0.13 0.07
Visa requirements, no. of countries -0.11 -0.19
Openness bilateral ASAs 0.24 0.05
Transparency of government policymaking 0.29 0.30
No. of days to start a business -0.06 0.04
Cost to start a business, % GNI/capita -0.37 -0.44
Stringency of environmental regulation 0.20 0.17
Enforcement of environmental regulation 0.25 0.21
Sustainability of T&T industry development 0.16 0.12
Carbon dioxide emission, metric tons/capita 0.27 0.13

-0.27 -0.29
Business costs of crime and violence 0.27 0.33
Reliability of police services 0.22 0.15
Road traffic accidents/100,000 pop. 0.19 0.12
Business costs of terrorism -0.06 0.04
Hospital beds/10,000 pop. 0.30 0.33

0.16 0.20
Effectiveness of marketing to attract tourists 0.13 0.07
Quality of air transport infrastructure 0.29 0.22
Departures/1,000 pop. 0.15 0.14
Airport density/million pop. 0.44 0.46
Quality of roads 0.20 0.09
Quality of railroad infrastructure 0.41 0.33
Quality of port infrastructure 0.37 0.32
Quality of ground transport network 0.33 0.27
Road density/million pop. 0.00 0.06
ATMs accepting Visa cards/million pop. 0.23 0.05
Individuals using the Internet, % 0.29 0.18
Broadband Internet subscribers/100 pop. 0.37 0.29
Purchasing power parity 0.27 0.28
Fuel price, US$ cents/litre -0.09 0.03
Extent and effect of taxation 0.05 0.01
Hotel price index, US$ 0.23 0.25
Quality of the educational system 0.45 0.42
Local availability specialized research & training 0.32 0.25
Extent of staff training 0.36 0.29
Hiring and firing practices 0.26 0.21
Ease of hiring foreign labour -0.17 -0.15
Quality of the natural environment 0.18 0.16
Sports stadiums, seats/million pop. 0.14 0.15

0.13 -0.02
Creative industries exports, % of world total 0.08 -0.03

Sources World Bank World Development Indicators 2014, The Travel & Tourism Competitiveness Report, 2009 and 2013.

We excluded the following groups of variables from the further analysis:
1. When either large or small sample correlation is close to zero:

Business impact of rules on FDI (Greece ranks 133rd among 140 countries surveyed in the
report);

Openness under bilateral air services agreements (65th);
Number of days to start a business (53rd);
Business costs of terrorism (85th place);
Quality of roads (71st);
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Road density (39th);
ATMs accepting Visa cards (23rd);
Fuel price (133rd);
Extent and effect of taxation (134th);
Number of international fairs and exhibitions (28th);
Creative industries exports (42nd).

As we see, despite importance of these indicators in theory for tourism sector competitiveness, we
do not find enough empirical evidence for that in our samples. Therefore, it is likely that the efforts of the
Greek government to improve these indicators would provide only a minimal positive effect. But we may
assume that improvements can still be appropriate for those indicators where Greece holds one of the
lowest places as the methodology of our study (correlation analysis) does not consider the possibility of
nonlinear relationships between factors and the dependent variable.

2. Some factors are strongly correlated with other factors. For further analysis we have selected
the following indicators (and excluded other indicators that are strongly correlated with them (with
correlation coefficient 0.8 or more) because it is difficult to distinguish their influence, but the
improvement of all these factors will likely have a positive effect on the development of the tourism
industry in Greece:

Quality of the educational system (114th) it has the highest correlation coefficient with a
dependent variable in this group of variables (0.45) instead of the following variables: Broadband
Internet subscribers (33rd), Extent of staff training (113th), Local availability specialized research &
training (91st), Transparency of government policymaking (118th), Purchasing power parity (112th),
Enforcement of environmental regulation (104th place), Property rights (71st), Reliability of police
services (82nd);

Quality of ground transport network (42nd) it does not have the highest correlation
coefficient with a dependent variable in this group of variables (0.33), but it is the most general measure
instead of Quality of railway infrastructure (67th place) and Local availability specialized research &
training.

Quality of air transport infrastructure (45th) it does not have the highest correlation
coefficient with a dependent variable in this group of variables (0.29), but air transport is the most
important for foreign tourist arrivals in Greece (in 2013, 68.7% foreign tourists arrived by air, 26.8% by
roads, 0% by rail, and 4.5% by sea.(Bank of Greece: 2014) instead of Quality of port infrastructure
(66th), Extent of staff training, Local availability specialized research & training, Purchasing power
parity, Enforcement of environmental regulation, Property rights, Reliability of police services,
Sustainability of T&T industry development (106th);

Individuals using the Internet (51st) it does not have the highest correlation coefficient with a
dependent variable in this group of variables (0.29) instead of Broadband Internet subscribers, Extent of
staff training, Local availability specialized research & training, Enforcement of environmental
regulation, Property rights, Reliability of police services, Stringency of environmental regulation (83rd).

Quality of the natural environment (31st) it does not have the highest correlation coefficient
with a dependent variable in this group of variables (0.18) instead of the previously excluded variables:
Transparency of government policymaking, and Enforcement of environmental regulation.

3. Signs of correlation for some factors contradict theoretical assumptions:
Prevalence of foreign ownership negative correlation means that foreign investment

discourages development of international tourism, but in any case, the correlation coefficient is
statistically insignificant.

Visa requirements negative correlation indicates that the simplification or abolition of visa
regime discourages development of international tourism, but it is statistically insignificant.

Carbon dioxide emission positive correlation means that the increase in emissions encourages
development of international tourism; probably the reason is a common cause of these indicators, such as
greater economic activity, or feedback larger tourist arrivals require more energy consumption.

Road traffic accidents probably a positive correlation is because of a common cause effect:
availability of road vehicles encourages development of tourism, but also causes road accidents;

Hotel price index we assume two reasons: rapid growth of tourist arrivals increases prices for
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hotel services; also the indicator does not consider quality of hotel services, higher prices may be
associated with higher quality.

Ease of hiring foreign labour the negative correlation means that easier access to foreign labour
and correspondingly lower wages discourage the development of foreign tourism.

We therefore refrain from any recommendations for this group of factors.
We must note that correlations with the dependent variable less than 0.28 are statistically

insignificant (p-level > 0.05), although we assume that the most likely effect of the respective measures
may be moderately positive:

reducing emissions of particulates in urban areas (Greece ranks 73rd by Particulate matter
concentration);

reducing business costs of crime and violence (79th);
increasing government spending to support the tourism sector (17th place) but Greece faces

budget constraint requirements, also Greece already ranks substantially above the average by this
indicator;

increasing the number of aircraft departures, but it depends on the demand for air services;
liberalization of hiring and firing regulation (108th);
improving quality of the environment (31st);
increasing the number of seats in sports stadiums (31st), but it is related to sporting events,

which can be costly for the state budget, and Greece already had improved this indicator before the
previous Olympiad.

Therefore, the following factors are the most suitable for further multivariate regression analysis
because their influence is the most reliable:

Cost to start a business, % GNI/capita (100th);
Hospital beds/10,000 pop. (36th);
Quality of air transport infrastructure (45th);
Airport density/million pop. (15th);
Quality of ground transport network (42th);
Individuals using the Internet, % (51st);
Quality of the educational system (114th).

As a result of the regression analysis we have obtained several linear models. The regression
coefficients in the models are significant according to the t-test, and their sign coincides with the sign of
the respective correlation coefficients. In all these regressions the distribution of residuals is close to
normal and we do not observe any significant heteroscedasticity. Below the regression coefficients we
show their t-statistics (we use * to indicate significance level p<0.10; ** for p<0.05; and *** when the

if p<0.01).
The first model is (R2 =0.35):

ITR= -23, 21 + 4,904E + 1,205A + 0,239H (1)
(-2,17)** (2,06)** (2,41)** (2,36)**

where ITR three-year growth of international tourism receipts;
E Quality of the educational system;
A Airport density/million pop.;
H Hospital beds/10,000 pop.
Thus, improving the quality of the educational system by 0.1 score, which is equivalent to

improvement for Greece by 6-13 positions in the ranking, may increase its international tourism receipts
by additional 0.49%. Once again we must note that it is difficult to distinguish the impact of improving
the quality of education from some other factors such as Broadband Internet subscribers, Extent of staff
training, Local availability specialized research & training, Transparency of government policymaking, as
well as Purchasing power parity, Enforcement of environmental regulation, Property rights, Reliability of
police services (i.e., it is the improvement in several areas: educational, informational, scientific, political,
monetary, environmental and legal). The relationship between the dependent variable and the factors is
shown in Fig. 1-3.
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Fig. 1 Dependence of three-year growth of international tourism receipts on quality of the educational
system

However, improving quality of education may be hampered by budget constraints in a difficult
financial situation, while the positive effect may be achieved only in the long run. The spread of
Broadband Internet and investment in training staff by companies are outside the direct control of the
government. Purchasing power parity (with the respect to the exchange rate) mainly depends on the
policy of the European Central Bank at the supranational level.

Fig. 2 Dependence of three-year growth of international tourism receipts on Airport density/million pop.

Increasing airport density by 0.083 (with a population of 12 million people in Greece this means
building one additional airport) may increase the growth of international tourism receipts by additional
0.10%. But it is also a costly event, and Greece is already significantly above the average by this
indicator. Increasing the number of beds in hospitals per 10,000 persons by 1 extra bed (within the
country this means additional 1200 beds) may increase growth of international tourism receipts by
additional 0.24%. But this means improving only one of the health system development (e.g. Greece has
the first rank by number of doctors per capita) and it is also a costly measure.
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Fig. 3 Dependence of three-year growth of international tourism receipts on Hospital beds/10,000 pop.

The second model is (R2 = 0.34):

ITR= 1,592 0,592CB + 1,460A + 0,221H (2)
(0,23) (-1,73)* (3,11)** (2,11)**

where CB Cost to start a business, % GNI/capita.
As we see, the regression coefficients for airport density and hospital beds are very similar to

values in the previous model. The coefficient for the new factor is only slightly statistically significant.
According to the model, reducing the cost of starting a business by 1% of gross national income per
capita (which is at about 250 dollars in case of Greece) could lead to higher growth of international
tourism receipts by additional 0.59%. The relationship between the dependent variable and the new factor
is shown in Fig.4.

The third model is (R2 =0.34):

ITR= -25,73 + 4,589G + 1,538A + 0,233H (3)
(-2,03)**(1,86)* (3,36)** (2,26)**

where G Quality of ground transport network.
According to the model, improving quality of ground transport network by 0.1 point, which is

equivalent to improvement by 1-7 positions in the ranking of countries, may increase growth of
international tourism receipts by additional 0.46%. It is also a costly measure. The relationship between
the dependent variable and the new factor is shown in Figure 5.

The inclusion of other factors in the multivariate models did not lead to statistically significant
results. Thus, in our opinion, the most promising measures to improve the competitiveness of the tourism
sector in Greece include:

promoting spread of Internet technologies;
promoting training staff by the companies;
enhancing transparency of government policymaking;
enforcement of environmental legislation;
strengthening protection of property rights;
increasing reliability of police services;
reducing the cost to start a business, preferably entering top 10 countries by this indicator;
privatization of all airports in Greece, especially in all the tourist spots;
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starting the process of long-term reform of the tourism business operations in Greece (which is
partly carried out at this stage) and development of strategies;

establishing a procedure for developing and implementing programs for the development of
investment activity, and promoting already existing system for investing in Greek tourism industry;

possibly liberalization in regulation of hiring and firing workers;
encouraging the development of tourism and recreation by establishing incentives, e.g.

establishing tax incentives for construction and development of hotel complexes;
reforms to decrease labour turnover in the tourism sector (this applies to seasonal work,

improving the skills of workers and the quality of service).

Fig. 4 Dependence of three-year growth of international tourism receipts on Cost to start a business, %
GNI/capita

Fig. 5 Dependence of three-year growth of international tourism receipts on Quality of ground transport
network

Subject to improvement of fiscal situation, the following measures may also be useful:
construction of additional air transport infrastructure, provided that positive dynamics of demand

is expected;
improvement in the health system, construction of new or improvement of old hospitals in all
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tourist areas;
improvement of land transport infrastructure, funding construction of modern new roads all over

Greece within European programs;
possibly further development of sports infrastructure;
development of education and research, introduction of training programs for workers in the

field of tourism within Lifelong Learning Programme, establishment of higher education programmes
taught in English in the field of tourism, investment in the new technologies of tourism business that will
allow the country to provide high quality services;

stimulating growth of demand for tourism in the country to provide influx of tourists and capital
into the country;

increasing the competitiveness of the tourism product by improving information for tourists,
comprehensive information policy in tourism industry of Greece;

reducing seasonality in tourism by differentiation of services, thus providing wider range of
tourism services, introduction of alternative forms of tourism;

improvement and expansion of the hotel sector to help to attract wider range of tourists and
improve the quality of service provision.

Conclusions

Estimating the effect of factors on the dynamics of international tourism receipts in the countries
similar to Greece enabled us to determine the possible measures to increase the competitiveness of the
tourism sector.

At the state level, this includes increasing transparency of governmental policymaking,
enforcement of environmental legislation, protection of property rights, improving reliability of police
services, reducing barriers to entry of new companies in the sector, liberalization of the labour market,
development of individual components of social and transport infrastructure. At a company level we
would advise wider use of Internet technologies to attract customers and training staff. At the
supranational level cheaper euro would stimulate tourism in Greece. However, it is possible that the effect
of these measures will be manifested mainly in the long run.

The regression models quantify the impact of certain possible improvements on the
competitiveness of the tourism sector and the dynamics of international tourism receipts in Greece in
the field of quality of the educational system, airport density, development of hospital infrastructure, cost
to start a business, quality of land transport infrastructure.

Greece in 2014 is at a turning point out of the crisis. It has GDP growth (0, 6%) for the first time
after 2009. In order to provide further growth of the Greek economy and achieve budget balance
sustainability it is necessary to take all possible measures to improve the competitiveness of the tourism
sector in Greece, and to attract more private foreign and local investment in all kinds of tourism industry
with the aid of national and European programs.
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The Algorithm for Evaluating the Effectiveness of IPO
Transactions

TARAS KUTOVIY10

Abstract: The initial public offering of securities in the stock market (or IPO) is an effective form of
attracting financial resources for corporations. A developed domestic IPO market and active participation
of resident companies on international IPO markets have positive influence not only on functioning of
individual companies, but also on the economy and image of the entire country. The lack of developed
securities market in Ukraine is forcing companies to place their corporate securities abroad. At the same
time, Ukrainian businessmen are often unprepared psychologically to increase transparency of their
business and investors have low interest to take part in the IPO market. In the author's view, the reduction
of negative symptoms and intensified search for investment resources will enhance approaches to
evaluating the effectiveness of IPO transactions. In particular, the article proves that it is incorrect: (i) to
mix the costs of the IPO transactions when turning them in the cost of capital, (ii) to compare prices of the
existing capital structure issue price to the price of the newly raised capital, thus distorting determination
of changes in operating performance. The algorithm for calculating the value of economic profit as a
criterion of IPO efficiency is suggested.

Keywords: Initial public offering IPO efficiency agreements Weighted average cost of capital
Discounted cash flow Return on invested capital

Introduction

Intensive development of the financial sector creates objective conditions for increasing the
number of joint stock companies, which is ahead of the formation of other organizational and legal forms
of business. In these circumstances, it is important to find and attract long-term resources for the
operation of public companies. Providers of such resources are debt obligations. However, with
increasing debt burden businesses are trying to use new promising forms of financing. One of these forms
is the initial public offering of securities in the stock market or IPO, which is effective not only in terms
of individual companies, but also has a positive impact on the economy and the country's image as a
whole.

Initial public offering (IPO) markets are one of the important sources of external financing for
corporations. Through fund raising on IPO markets corporations acquire feasibility for the strategy of
organic growth (production expansion, network development, opening branches) or financing mergers
and acquisitions, production modernization and debt restructuring (Rubtsov, 2011). Equally important
positive aspect is the company acquisition of public status. Publicity gives the company an opportunity to
get new links, to ensure annual growth, quality and production development, improve corporate
governance by introducing the positions of independent directors.

All this, with added problems with the state of the domestic financial sector, is vital for companies
from developing countries and emerging market countries, like Ukraine.

Attracting investment resources for IPO markets requires careful analysis of corporate
performance of these agreements in several respects:

use of a pricing method,

10 PhD student, Department of International Finance, Institute of International Relations of Taras Shevchenko National
University of Kyiv, Melnikova 36/1, Kyiv, Ukraine. e-mail: ukrholding@ukr.net
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considering the underestimating share phenomenon,
determination of cost of bringing in of capital.

The auction method is most often used to sell government bonds, which gives grounded minimum
charges on the estimation of papers, transparency of the process, preliminary known amount of
advantageous placing and regular investor participation in the auction. Auctions are also sometimes used
for privatization of leading companies that have a large number of employees and a large customer base
as the specific feature of auctions is to ensure broad access of potential investors to the meeting. The
method of forming a book of applications, as opposed to the method of auctions, is recognized worldwide
for IPO private companies, as it provides an opportunity to control the cost of information, the number of
bidders and the distribution of shares.

Underestimating shares takes place in the case when the closing price on the first day of trading is
higher than the bid price. The difference between the closing price on the first day of trading and the price
offer is primary profitability, it is called initial returns of IPO shares. Usually the issuing firm sets the
price so as to ensure the profitability on the first day.

Literature review

From a theoretical point of view, these two aspects of external funding using IPO are the most
developed, pricing at emission of actions (Ibbotson, 1998); perspective assessment IPO (Kimand and
Ritter, 1999); underestimation of the shares in the IPO (Karlis, 2000; Loughranand and Ritter, 2002);
maintenance issues of a part of property and after sale IPO liquidity (Mingsheng, Zheng and Melancon,
2005) and others.

However, approaches to the estimation of cost of bringing in of capital through IPOs differ.
Sometimes authors incorrectly include the costs of IPOs in the cost of capital, combining them with
operating costs of the enterprise or unjustifiably compare the price of the pre-emission combined capital
cost to the price of the newly raised capital and do not take into account changes in operational efficiency.
In this context it is useful to analyse the formation of economic profit from the issue of shares, changes in
the value of bringing in of capital (its price) and return on invested capital.

Results

Ukrainian Companies in International IPO Markets
In 2005-

(24 deals), but no IPO happened in Ukraine. For comparison, in the US during the same period 1245
deals worth 348 billion dollars were made (Global IPO Trends Report, 2013), in China 1714 deals
worth 452 billion dollars (Global IPO Trends Report, 2013), in Poland 673 agreements worth 22 billion
dollars (WSE Main Statistics, 2014).

The programme of the stock market of Ukraine for 2012-2014 provides for measures to enhance
domestic IPO market. But the access to the local exchange is complicated by the lack of developed
securities market, lack of psychological preparedness of companies to increase the transparency of their
business, as well as low interest of investors to take part in IPO market. As a result, Ukrainian enterprises
are forced to place their securities abroad in Warsaw and London, and occasionally in Frankfurt. During
2005-2013 all out of 24 IPO transactions of domestic enterprises were conducted in foreign markets, 12
deals were done in Warsaw Stock Exchange (WSE) (including one on New Connect), ten transactions
(42% of transactions) took place at the London Stock Exchange (LSE) (including seven on AIM), one in
German Deutsche Boerse and one in Alternext Paris NYSE Euronext.

As the study of the sectoral structure of Ukrainian IPO for the period of 2005-2013 conducted by
the author shows that the leader is the agricultural sector (54%) due to a number of preconditions. Thus,
the agricultural sector is one of the few in the domestic economy showing positive performance. For
example, according to preliminary data of Astarta Agricultural Holding, the largest producer of sugar in
Ukraine, it may complete the year (2014) with the EBITDA profit of 116 million euros, 90% more than in
2013. Gross profit of the company for the last year is expected to be 135 million euros, 66% higher as
compared with the rate of 2013. "Astarte" also announced the reduction of net debt by 18% to 216
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million euro.
Agribusiness in Ukraine had overall success due to: record harvest in agriculture received in

recent years; higher than in other states domestic crop production efficiency; the desire of foreign
investors to establish or acquire existing agro holdings with large amounts of agricultural land under the
threat of the global food crisis; rapid growth in consumption of food in the world leading to record grain
prices.

The main sources of investment resources in agricultural sector are its own funds and bank loans,
including secured state guarantees, but they are limited. These circumstances urged many agrarians to
offer their shares to a wide range of investors, primarily through IPO. However, according to data in the
end of 2011, IPO transactions were used only by 13 local agrarians, who attracted only 1.13 billion
dollars (table. 1).

Table 1 List of IPO Transactions Conducted by Ukrainian Farmers in 2005-2011
Year Company Stock Exchange Located stake % Attracted $mln

1 2 3 4 5 6
1 2005 UkrproductGroup AIM 27.2 11.3

2 2006 AstartaHolding N.V. WSE 20 31
3 2007 LandkomInt. PLC 55 111
4 2007 KernelHolding S.A. WSE 33 218
5 2008 MHP SA LSE 19.4 322
6 2010 Avangard LSE 20 187.5
7 2010 Agroton WSE 26.2 53.7
8 2010 Milkiland N.V. WSE 22.4 78

9 2011 Agroliga WSE ( 16.7 1.4

10 2011 KSG Agro S.A. WSE 33 39.6

11 2011
IndustrialMilkCompany
(IMC)

WSE 23.9 29.1

12 2011 OvostarUnion N.V. WSE 25 33.4
13 2011 Agro-Generation NYSE Euronext 17.9 18

Attracted total 1 134
Source: compiled by the author based on CIS data (2010-2014).

Polish investors are showing great interest in investing into the agricultural sector of Ukraine.
Thus, the WSE housed eight Ukrainian agrarians and attracted total of 484 million dollars at the end of
2013 (33% of the total number and 21% of the total volume). Listing in Poland, a member of the EU,
opens the way for local issuers to other European stock markets. In addition there are additional
advantages for Ukrainian enterprises, such as no language barrier, the presence of WSE IPO-partner in
Ukraine, and low cost of listing. In addition, the WSE is the only foreign exchange, which has its office in
Ukraine

In 2011 WSE began the calculation and publication of national index of Ukrainian companies
WIG-Ukraine. This is the first and only index outside Ukraine, whose portfolio consists only of Ukrainian
shares. The composition of the index includes shares listed on the main market of the stock exchange,
with at least 10% free-float. According to the WSE (WIG-Ukraine Index Portfolio as at 01.01.2014), as of
01.01.2014 index WIG-Ukraine had the following structure: Kernel Holding SA (weight in the index
40.8%), Astarta Holding NV (30.1%), Ovostar Union N.V. (8.1%), Industrial Milk Company (6.3%),
KDM Shipping (5.5%), Milkiland NV (4.9%), KSG Agro S.A. (2.6%), Coal Energy (0.6%), Agroton
(0.5%), Sadovaya Group (0.3%), Westa ISIC SA (0.3%). The aggregate market value of the index was
655 million dollars (Exchange rate as of 01.01.2014: 1 US dollar = 3.0067 PLN).

Despite some progress in the IPO of domestic companies in international markets, the investment
potential of Ukrainian economy, including its agricultural sector, has not been used yet. Given the above,
it is necessary to intensify the process of investment attraction into the domestic economy. The Project of
the Stock Market Development in Ukraine for 2012-2014 defined the range of future problems: the

investors; the Ukrainian legal provisions for the protection of investors do not take into account the
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investment characteristics of individuals, in particular, there are no restrictions related to public
placement and circulation of securities among unskilled investors, persons constituting the emission
prospectus are not responsible to investors and individuals cannot receive compensation for the damage
they have suffered because of the lack of compensatory mechanisms, etc. Besides, according to the
author, the need to improve the approach to evaluating the effectiveness of agreements with external
funding using IPO should be added to this list of problems.

Evaluation of IPO Efficiency
al

arguments.
1. The price of capital is the company objective indicator characterizing the yield investors need to

invest on the basis of the risk of investment. Thus, the cost of capital cannot be calculated based on the
actually produced by current costs, but some expenses directly incurred in the issue, will reduce the
amount of capital attracted by increasing its price. We show this model to calculate the cost of capital
using Discounted Cash Flow, DCF:

- C) + g, (1)
where Ks
DPS0 is the share dividend in the current period,
Pr is the market price of the shares,
g is the internal rate of growth (annual percentage increase in income),
C is the cost of emissions.

Thus, the total amount of capital received by the corporation will be less than its market value by
the amount of costs incurred.

2. A comparison of the weighted average cost of capital to the issue of price raised at IPO capital
cannot be considered valid. After all, the company continues to use the combined capital and only
expands the list of elements of equity, not content with the accumulated profit. The emission process
consists of the so-called marginal cost of capital, which is the price of the last unit of the attracted capital,
and thus a financial theory interprets it as a weighted average, i.e. one that forms as a result of appearance
of new (often more expensive) elements of capital and capacity to increase the cost of the former, due to
an increase in their volume. The latter may be caused by involving, for example, in the form of equity
emission, the company will retain a share of debt and therefore proportionally increase its debt capital.
Thus, the average (marginal) cost of capital is higher. However, this is not a proof of fatuousness of share
issuing.

The author considers that the results of IPO process are:
the ability to attract new equity to implement long-term investment projects. This allows, on

the one hand, to increase return on equity due to the rise of financial results, on the other hand innovative
projects may increase the cost of capital because of their risk;

reducing the cost of capital, if the initial risk was excessive. On the other hand, if the IPO causes the
equity growth with limited amounts of debt, the average price will increase due to the increasing share of
more costly sources;

the company publicity, hence its informational transparency, compliance with corporate
governance rules will reduce its internal risk and lead to a change in the price of capital. Generally, lower
internal company risk is accompanied by lower rates in coupon yield at placement and increase in share
price, i.e. the price reduction of equity.

Thus, IPO has an ambiguous effect on the weighted average price it falls under the influence of
some processes (reduced financial and corporate risks) and increases under the influence of others (higher
total capital and the appearance of its more costly component). Along with this the financial results of the
issuer change.
A change in the value of the company should be considered the final result of the share issue (V):

(2)
where WACC is the weighted average cost of capital.

Revenues of the owners will grow through the introduction of new investment projects financed
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by IPO, and the price of capital may either decline or grow. In the latter case, the growth rate in the cost
of capital should not exceed the growth rate of income, or the issue will not be effective.

The same phenomenon can be more successfully demonstrated in a model that determines the
value of the annual increase in the cost of - Economic Value Added (EVA):

EVA = IC (ROIC - WACC), (3)
where IC is ,
ROIC is Return On Invested Capital.

As you know, the condition of efficiency in determining economic profit model is: ROE achieved
through emission should exceed the weighted average price prevailing in the issue. When the share
premium funding spent on effective projects (high internal rate of return) increases total return on
invested capital which offsets the increased costs in excess.

Using the formulated provisions we can define an algorithm for evaluating the IPO effectiveness:
1. Calculation of weighted average cost of capital before the issue.
2. Adjustment for capital cost considering corporate governance risk reduction after issue and re-
calculation of the weighted average cost.
3. Calculation of return on total invested capital before and after the issue on the basis of submissions on
the effectiveness of the involved capital investment. This takes into account an increase in "charges for
publicity" in the form of increased company running costs (reduced profit).
4. Determination of economic profit, by means of which one can judge the IPO feasibility.

At this stage of our analysis we use data on conventional indicators of the corporation (annual
revenues of 100 million dollars, equity book value of 135 million dollars, including 65 million dollars of
debt, via IPO attracts 45 million dollars). Costs of IPO are shown in Table 2.

Table 2 Corporation Costs

Items of expenses
Amount $
thousands

1 Direct costs

1.1
Services of investment bank (co-ordination of project, estimation of the financial state
of the company, development of investment brand, analysis of information, for
plugging in an informative memorandum, etc. (7% from the volume of emission)

3150

1.2
Services of legal consultant (drafting and reviewing the prospectus of emission,
informative memorandum, examination of contractual base)

125

1.3
Audit financial of reporting, examination and signing the prospectus of share emission
and information memorandum

255

1.4
Creating a reporting department, mandatory for public companies (purchase of office
equipment and the annual salary of employees)

12.25

1.5
Costs of information disclosure before public investors (policy documentation on
disclosure of corporate information, corporate website content, printing and
distribution of corporate reports)

30

2 Indirect Costs

2.1
Implementation of the corporate information analysis system for financial reporting
(IAS, GAAP)

3250

2.2 Tax losses in the reorganization of the legal structure of the holding 2750

2.3
Increased tax burden as a result of "transparent" financial model (an average of 1.7 to
3.5 times)

7316.34

2.4
Reorganization and improvement of corporate management (salary of independent
directors, development and improvement of the Code of Conduct in accordance with
international standards, procedures for holding meetings of shareholders, etc.)

85

2.5 Organization of Compensations 36

2.6 Organization of the internal control system 50
2.7 Organization of strategic planning 50

2.8 Building units of Investor Relations 240

The costs are divided into direct (directly accompanying emission) and indirect (required by
publicity building good corporate governance, increasing the tax burden in this regard, et al.). Part of
the costs in Table 2 is attributed to direct, that is, that are directly attributable to the issue, while others are
indirect (the cost of audit, tax increases, etc.). In the context of the proposed approach should be divided
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into one-time and current. Among direct costs the mandatory reporting department employees' salaries,
the cost of maintaining the site and distribution of corporate reports have the current character. Among
the indirect costs some may be partly one-time and partly current (paras. 2.5-2.8). Possibly, that 70% of
indicated in Table 1 corresponding amounts of indirect costs are related to operating costs, then they will
make:

12.25 + 30 + 7316,34 + 0,7 x (85 + 36 + 50 + 50 + 240) = 7681.29 thousand dollars.
These are the costs of the issuer going to the open market. They will increase the amount of

current expenses of the issuer and reduce his/her profit, profitability and net cash flow.
Total one-time costs determined by the residual method include the services of an investment

bank, auditors and lawyers, as well as investment in the creation of appropriate services and departments.
In our example, they may make

3150 + 125 + 255 + 3250 + 2750 + 0,3 x (85 + 36 + 50 + 50 + 240) = 9668.3 thousand dollars,
that is 21.5% of attracted capital. Therefore, these costs will reduce the amount received directly now,
instead of 45 mln dollars the company will get 45 - 9.6683 = 35.3317 million. However, this will increase
the price of emission capital.

To assess the effectiveness IPO we will use the data in Table 2 and defined stages of evaluating
the effectiveness of IPO.

The price of equity Ks is:
Ks (4)

1. To define the price of equity issuance we will use the modified capital asset pricing model (CAPM),
but specify the value of a number of components:

Ks = Kf (Km Kf) + Kk (5)
where Ks is equity price,
Kf is risk-free capital price,
(Km Kf) is stock market risk premium,
Km is the average market price of capital,

is a systematic risk coefficient,
Kk is a fee for non-systematic risks of the company (including risk information opacity).

Based on expert assessments, take the following values of the used indicators:
risk-free capital price Kf=5.67%,
risk premium of the stock market (Km Kf) =13.3,
risk premium for domestic companies 12%,
systematic risk coefficient (excluding capital structure) .

Systematic risk factor including capital structure of the company is determined by the equation:

1 = 0 + 0 (1 - T) D/S, (6)
where 1 and 0 are respectively, the beta coefficient of firms with debt and no debt,
T is a rate of income tax,
D is the amount of debt capital,
S is cuma equity (the amount of property asset).

1 = 0.8 +
The price of equity Ks is:

Ks

In this example, it was noted that before IPO the total capital of the company amounted to 135
million dollars, and the amount of loan capital attracted under 12% annual was 65 million dollars. Thus,
the weighted average cost of capital (WACC) is defined as follows (used in the calculation of the balance
valuation of capital):

WACC
2. Clarify the cost of capital following the public issue. Expert way, considering that most of the risks of
corporate governance have been eliminated in the public issue, we assume that the risk cost will decrease
by 7 points. Then the price of capital "accumulated profits" answering to the changing capital structure
will be equal to:

Ks

However, the price of additional sources of financing in the form of IPO will have a higher price,
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given the one-time emission costs that have been shown to have formed 21.5% of the total capital
received. So, to convert the cost of capital factor 1.27 can be used. Then the price of the newly raised
capital is equal to: 24.2 x 1.27 = 30.7%.

For a domestic company not having a fair market price of the shares using DCF model is difficult,
so a factor of 1/1-0.215 = 1.27 was used.

Then the average price is equal to:
WACC =

= 3.3 + 9.4 + 7.7 = 20.4%.
Thus, despite the more expensive new component of equity, the average price is lower than the

initial value by reducing the risks of the company.

dollars and carried the running costs of 75 million dollars. Return on capital (ROIC), which is determined
by the ratio of net income to equity reaches the level:

ROIC
Note that if the weighted average price is set at 22.7% the value of economic profit is negative:

EVA = 135 x (0 dollars.
After the emission the amount of capital increased to 180 million dollars. Return on equity in

situations when the emission does not bring increased efficiency, and significantly decreases and is equal
to:

ROIC
However, considering that the emission will be used to improve profitability, we will set the level

of this indicator necessary to establish the IPO efficiency.
The company will achieve the former economic value of profits if:

5,94 = 180 x ( 0.204) = 180 ROIC 36.72
ROIC = 17.1%.

Thus, achieving the level of return on equity higher than 17.1% has the characterizing effect in the
growth of economic profit. But the real emission effectiveness is to convert the economic profit positive
value. This can be achieved if the return on equity exceeds 36.72 / 180 = 20.4%.

Conclusions

Attracting financial resources using IPO deals is complicated for domestic corporations due to the
lack of a developed stock market, lack of psychological preparedness of companies to increase the
transparency of their business, as well as low interest of investors to take part in IPO market.
Consequently, Ukrainian enterprises are forced to place their securities abroad. Despite some progress in
the IPO of domestic companies in international markets, the investment needs of the Ukrainian economy,
including its agricultural sector, are still not satisfied. That means that the basic task is activating the
process of investment attraction in the domestic economy. One of the obstacles in this respect, which is
often ignored in theory and practice, is the need to improve the approach to evaluating the effectiveness
of agreements with external funding using IPO.

Evaluation of IPO should be carried out on the basis of economic profit, i.e. comparing return on
invested capital and its price resulting after emission.

Company owners can evaluate the effectiveness of emission either focusing on the goal of raising
the company's value (due to increasing economic profit) or focusing on intermediate goals (progressively
achieving growth through successive steps to improve efficiency).

In any case, the defining feature that ensures the growth of the company's value at IPO, is the
investment efficiency (internal rate of return) financed by attracted capital.
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