“Bank-centric nature of the financial system of Ukraine: analysis of the current

situation”

AUTHORS

ARTICLE INFO

DOI
RELEASED ON
RECEIVED ON

ACCEPTED ON

LICENSE

JOURNAL
ISSN PRINT
ISSN ONLINE
PUBLISHER
FOUNDER

NUMBER OF REFERENCES

31

Serhiy Frolov @ https:/orcid.org/0000-0001-9374-7274
I http://www.researcherid.com/rid/C-1635-2018
Fathi Shukairi @ https:/orcid.org/0000-0003-0381-4707

Serhiy Frolov and Fathi Shukairi (2020). Bank-centric nature of the financial
system of Ukraine: analysis of the current situation. Banks and Bank Systems,
15(3), 184-198. doi:10.21511/bbs.15(3).2020.16

http://dx.doi.org/10.21511/bbs.15(3).2020.16
Wednesday, 07 October 2020
Friday, 14 August 2020

Wednesday, 30 September 2020

@) ev |
This work is licensed under a Creative Commons Attribution 4.0 International
License

"Banks and Bank Systems"

1816-7403

1991-7074

LLC “Consulting Publishing Company “Business Perspectives”

LLC “Consulting Publishing Company “Business Perspectives”

NUMBER OF FIGURES NUMBER OF TABLES

12 0

© The author(s) 2025. This publication is an open access article.

<//~[| BUSINESS
PERSPECTIVES

businessperspectives.org



®®

Banks and Bank Systems, Volume 15, Issue 3, 2020

Ny
ol

BUSINESS PERSPECTIVES

LLC “CPC “Business Perspectives”
Hryhorii Skovoroda lane, 10,
Sumy, 40022, Ukraine

www.businessperspectives.org

Received on: 14" of August, 2020
Accepted on: 30™ of September, 2020
Published on: 7t of October, 2020

© Serhiy Frolov, Fathi Shukairi, 2020

Serhiy Frolov, Dr., Professor, Head of
the Department of Finance of Business
Entities and Insurance, University of
Customs and Finance, Ukraine.

Fathi Shukairi, Ph.D. Student,
University of Customs and Finance,
Ukraine; National Oil Corporation,
Libyan Arab Jamabhiriya.

This is an Open Access article,
distributed under the terms of the
Creative Commons Attribution 4.0
International license, which permits
unrestricted re-use, distribution, and
reproduction in any medium, provided
the original work is properly cited.

Conflict of interest statement:
Author(s) reported no conflict of interest

184

Serhiy Frolov (Ukraine), Fathi Shukairi (Libyan Arab Jamahiriya)

BANK-CENTRIC NATURE

OF THE FINANCIAL SYSTEM
OF UKRAINE: ANALYSIS

OF THE CURRENT SITUATION

Abstract

The formation and functioning of the country’s financial system depend on many fac-
tors, both endogenous and exogenous. The economic system of a country, as a higher-
order system in relation to the financial one, underlies the development of the financial

system model. The existing model of the financial system becomes significant in the

context of its impact on economic processes in the country. The main purpose of the

empirical analysis is to confirm the thesis about the signs of the bank-centricity of the

Ukrainian financial market. The share of assets of financial intermediaries in GDP is

determined, which indicates a significant decrease in the share of assets of all financial

intermediaries in Ukraine. Analysis of the loan-to-deposit ratio in the banking system

of Ukraine shows that the deposit base was far smaller than the size of loans throughout

the analyzed period. Analysis of non-performing loans by economic sectors shows that

the largest share of NPLs is formed in the corporate sector of the economy. Analysis of
the structure of banks’ assets, taking into account their owners, shows that at the end of
the analyzed period the share of state-owned banks’ assets increased significantly. Thus,
having analyzed the functioning of the banking system of Ukraine, one can conclude

about the bank-centric nature of Ukraine’s financial system.

Keywords financial systems, bank-centric, banking system

JEL Classification

INTRODUCTION

In advanced market economies, the concepts of “financial system”
and “financial market” are considered as analogues. In Ukraine, they
differ, since the financial market is considered part of the financial
system. This is due to the important role of public finance and a cer-
tain imbalance in their direction. The development of the financial
market reflects the flexibility of the financial system and the speed
with which it can adapt to changes in the economic and political life
of the country, as well as to various processes taking place outside of
it (Nikolyshyn & Zizyak, 2014). Its state and prospects for its func-
tioning are influenced by the state of public finance, the financial po-
sition of economic entities in the real sector and the state of finan-
cial intermediaries. The financial market in Ukraine is just emerging.
“Soundness of banks along with the ease of access to loans and a low
level of confidence in national banking system are the main reasons
of instability in financial market in Ukraine” (Slav’yuk, Shkvarchuk,
Kondrat, 2017). At the same time, the low level of global competitive-
ness in Ukraine is largely a consequence of the underdevelopment of
the financial market (Stetsko, 2016). In the process of analyzing the
current situation and identifying trends in its further development, it
should be borne in mind that the financial market itself is a multilevel
system with a complex internal structure, “as a system of intercon-
nected segments, which differ in their close relationship and pace of

G18, G21, E44, E58
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development” (Prymostka, Krasnova, Kulish, Nikitin, & Shevaldina, 2020), as well as the fact that it can
effectively perform all its functions, primarily distribution, information, liquidity support and others,
only with the coordinated interaction of all of its participants - financial intermediaries in the form of
banks, insurance companies, non-state pension funds, investment funds and others, the infrastructure
subjects, including securities traders, organizers of an auction - stock exchanges, payment systems, de-
positories, etc., and financial regulators. In addition, an important role is played by the availability of
investment-attractive and high-quality financial instruments, as well as the formed effective demand
and supply of financial instruments, the ability to apply various risk management methods, including
the use of derivatives. The basis for this is the formation of an appropriate regulatory framework that
would reduce the level of speculative nature of the Ukrainian financial market.

1. LITERATURE REVIEW

“The financial system of the advanced countries
develops according to two basic models - a bank-
based system and a market-based system, de-
pending on the level of protection of the rights
of owners, investors and lenders” (Chernadchuk,
Sukhonos, & Shkolnyk, 2017).

Initially, the main arguments were that mar-
ket-centric systems are more efficient due to great-
er flexibility and relative reduction in agency costs.
However, in the classic work of Allen and Gale
(2000), it has been proven that the answer to this
question is not so clear. Although the authors tend
to agree with the thesis of a relatively higher effi-
ciency of the market-centric system in terms of its
contribution to economic growth, they emphasize
that this conclusion is the result of a positive anal-
ysis rather than normative. It’s just that countries
with the most developed financial systems are
market-centric (primarily the United States and
the United Kingdom), but this does not necessari-
ly indicate the existence of a causal link.

At the theoretical level, scientists have reached a
certain understanding. When comparing many
national financial systems, it was found that
both types have both advantages and disadvan-
tages. On the one hand, many scholars, such as
Gerschenkron (1962), Diamond (1984), Stiglitz
(1985), Boyd and Prescott (1986), Bencivenga
and Smith (1991), Bhide (1993), Stulz (2002), and
many others, believed that a bank-centric finan-
cial system was superior to a market-centric one.
According to this approach, banks perform the
function of reducing information asymmetry and
solve the problem of interim transaction costs and
risks, and therefore have comparative advantages

http://dx.doi.org/10.21511/bbs.15(3).2020.16

in terms of information collection, valuation of
companies and ensuring relationships with com-
panies (Gerschenkron, 1962; Opler, 1993; Rajan &
Zingales, 2003, Cihék, Demirgii¢-Kunt, Feyen, &
Levine, 2012).

On the other hand, Holmstrom and Tirole (1993),
Jansen and Murphy (1990), Booth and Thakor
(1997), Wenger and Kaserer (1998), as well as many
others take the opposite view, advocating the ben-
efits of a market-centric system. It is rightly em-
phasized that the direct transfer of funds reduces
agency costs. However, this increases the costs as-
sociated with information asymmetry. “The mar-
ket-based methods often react differently, as their
reactions to the actual market developments are
more flexible” (Chovancova, Arend4s, Slobodnik,
& Voznakova, 2019).

However, Merton and Bodie (1995), and Levine
(2002) believe that the level of provision of eco-
nomic entities with financial services is a critical
factor for economic development in general, rath-
er than the structure of these services; they also
emphasize the complementarity of banks and
markets as producers of such services for house-
holds and companies.

Developing modern financial system in Ukraine
is based on the privatization process, which was
the basis of the formation of the country’s stock
market. This had both a positive and a negative
effect on further development. In particular, the
positive effect is in the fact that during the pri-
vatization, there was an exchange of privatization
certificates for enterprises’ shares, which formed
the basis for the emergence of the stock market. It
is specified that it was an “artificial” formation of
the stock market, since the exchange of privatiza-
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tion certificates for the stock took place without a
real movement of capital, and, therefore, from the
very beginning the stock market did not fulfill its
key function of transforming savings into an in-
vestment. At the same time, banking institutions
developed rapidly, and given that the role of the
banking system in the development of the econ-
omy was more understandable, including for the
population, and taking into account highly skilled
specialists from the National Bank of Ukraine,
who developed the main legislative documents
regulating the functioning of banks in Ukraine,
the financial system model, based on banks as
the key financial intermediaries, was historically
developed.

2. METHODOLOGY

This study used statistical data on the share of assets
of financial intermediaries in GDP, the relationship
between the income level in the country and the
share of bank assets in GDP, dynamics of loans and
deposits in the Ukrainian banking system, dynam-
ics of the structure of deposits and loans by curren-
cy, indicators of the asset structure of Ukrainian
banks and all other indicators. The studied peri-
od is from 2007 to 2019. All data is taken from the
websites of the NBU, the National Commission for
State Regulation of Financial Services Markets and
the International Monetary Fund.

The study includes the following stages: determin-
ing the share of assets of financial intermediaries
in GDP, analysis of the loan and deposit ratio in

the banking systems, analysis of non-performing
loans by economic sectors, determining the dy-
namics of the number of banks in Ukraine, anal-
ysis of the structure of banks’ assets, determining
the dynamics of NPLs in terms of bank groups
based on ownership.

3. RESULTS

To confirm the thesis about the signs of bank-cen-
tricity of the financial market in Ukraine, the
share of assets of financial intermediaries in GDP
was determined (Figure 1).

First of all, it is necessary to note a significant de-
crease in the share of assets of all financial inter-
mediaries in Ukraine’s GDP. During the analyzed
period, their share significantly decreased near-
ly twice, from 85% in 2007 to 44% in 2019. “The
Ukrainian economy and its banking system, ac-
cording to certain parameters, still do not corre-
spond to the global dynamic processes of move-
ment of monetary resources and capital, which
slows down Ukraine’s integration into the global
economic space” (Kozmenko & Korneev, 2014).
Meanwhile, the steady downward trend in this in-
dicator began to form in 2014 and was associat-
ed with political events, the outbreak of hostilities
in eastern Ukraine, as well as the loss of control
over the Autonomous Republic of Crimea. These
events also led to a decrease in the country’s GDP,
as noted above. It should be noted that the max-
imum value of the share of financial intermedi-
aries in the country’s GDP was observed in 2008

Source: Compiled by the authors based on the NBU and the National Commission

for State Regulation of Financial Services Markets.
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Figure 1. Share of financial intermediaries’ assets in Ukraine’s GDP
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and 2009 and amounted to almost 99%. The bulk
of financial assets belongs to banks, which deter-
mines the dynamics of assets of all financial inter-
mediaries. The share of bank assets for the peri-
od decreased more than twice compared to 2007,
and if we compare the value of 2019 (38.6%) with
the 2008 maximum value (93.5%), then the de-
crease was more than 2.4 times. According to the
International Monetary Fund 2017 data, the max-
imum share of bank assets in GDP (this year, the
value of the indicator for Ukraine was more than
44%) was 256.63% in Hong Kong, while it ranked
second in China (174.54%), with a significant gap
of more than 80%.

It should be noted that there is a significant dis-
crepancy in this indicator in European countries,
because “financial development, global financial
transformations have different manifestations in
these countries” (Bulatova, Marena, Chentukov,
& Shabelnyk, 2020). We assumed that the share of
bank assets as % of GDP may be related to the level
of income in the country. It should be noted that

Banks and Bank Systems, Volume 15, Issue 3, 2020

in 2019 the classification of countries by income
level was adjusted. However, the changes were not
significant and therefore did not affect the group-
ing of analyzed countries. This hypothesis is being
tested using European countries as an example.
The grouping results are shown in Figure 2.

Analyzing the results, one can conclude that low-
er-middle-income economies, namely Ukraine
and Moldova, show one of the lowest values of the
share of bank assets in GDP, while upper-mid-
dle-income countries (Turkey, Bulgaria, Russia,
Belarus and Romania) show values below the av-
erage (84%) in the sample.

The largest discrepancy in the analyzed indicators
is observed precisely among the countries that are
classified as high-income economies, which are the
majority of European countries. The range of var-
iation of the indicator for this group is more than
120% (the maximum value is 172.28% for Denmark
and the minimum value is 44.63% for Lithuania).
At the same time, for this group of countries, it

Source: Author’s calculations based on the International Monetary Fund data.
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should be noted that, as a rule, below average val-
ues are shown by countries with relatively new fi-
nancial markets, which belong to frontier markets,
namely Lithuania, Latvia, Estonia, and Slovakia. A
special case can be noted in Poland, because, on
the one hand, the share of bank assets in GDP is
below average (70.11%), but the country’s financial
market belongs to a developed market, along with
other countries such as the UK, Germany, France
and others. On the other hand, this situation may
explain the lower activity of banks, since the main
segment of the financial market is not the banking
sector, but the stock segment with a strong interna-
tional stock market, which is primarily represented
by the Warsaw Stock Exchange. So, in general, it is
possible to confirm a certain relationship between
the analyzed indicators, but not strong enough.
The calculated pairwise correlation coeflicient
(0.59) indicates the presence of a relationship, but
not significant enough.

Given that banks are the main financial interme-
diaries in Ukraine, the process of forming banks’
capital on the one hand through the formation of
a deposit portfolio, and on the other, by lending
to both business entities and the population, be-
comes important.

Analysis of the loan-to-deposit ratio in the bank-
ing system of Ukraine shows that the deposit base
was far smaller than the size of loans throughout
the analyzed period. But since 2018, the gap be-
tween the volume of loans and deposits has grad-
ually decreased, and since November 2019, the
situation has changed to the opposite, namely, the
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'€ 800000
£ 600000
= 400000
200000
0

N~ o0 (@)} (@] — o

o o o — — —
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volume of deposits exceeded the volume of loans
by UAH 1,275 million. On the one hand, the coor-
dination of the deposit and credit base is a positive
phenomenon, but the excess of deposits over loans
indicates that the demand for credit resources in
the economy decreases.

On the other hand, the use of loans by economic
entities is extremely limited, since the profitabil-
ity of operating activities of economic entities is
much lower than the interest rate on loans (Figure
3). This situation means that for businesses, the
use of loans automatically leads to unprofitable
activities, since the profit from operating activi-
ties is not enough to reimburse the financial costs
incurred by organizations in servicing debt.

Analysis of the dynamics of the rate on loans shows
that the interest rate on loans to business entities is
much lower than the rate on loans to households.
Thus, according to the NBU, the average value of
interest on loans to businesses for the analyzed pe-
riod is 14.82%, while the magnitude of variation is
4.9%, and there is a significant unevenness in the
values of indicators. The average value of interest
rate on loans to households is 26.15%, that is, 1.7
times higher than the rate on loans to business-
es. It should also be noted that the interest rate on
loans to individuals has a steady upward trend. If
in 2007 the interest rate was 15.6%, then in 2019 it
almost doubled to 32%. On the other hand, there
is no cardinal difference in deposit rates.

A comparison of the structure of deposits and
loans made it possible to draw a conclusion about

Source: Compiled by the authors according to the NBU of Ukraine.
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Figure 3. Dynamics of loans and deposits in the Ukrainian banking system
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Source: Compiled by the authors based on the NBU and the State Statistics Service of Ukraine.
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Figure 4. Dynamics of rates on deposits and loans and operating profitability of economic entities

the structural mismatch. Based on the NBU da-
ta on the volume of deposits and loans formed by
basic sectors of the economy for the period from
2007 to 2019, the average structure of deposits and
loans was calculated (Figure 4).

Funds raised from the population are the main
source of formation of the banks’ deposit base.
This situation is stable compared to other sectors

. 2,2
Deposits 18 / 20

&

61,5

® [nsurance corporations and pension funds

= Other financial corporations
= Public administration sector
= Non-financial corporations

= Households and non-profit organizations

and has no significant deviations between the
minimum (53.7%) and maximum (68%) values.
Non-financial corporations form an average of
32.5% of the deposit base. Indicative of the state of
Ukraine’s financial system is also the indicator of
the share of insurance companies and private pen-
sion funds in the deposit structure. They account
for only 1.8%, which characterizes them as rather
weak financial intermediaries. At the same time,

Source: Author’s calculations.
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Figure 5. Structure of deposits and loans by economic sectors, the averaged 2007-2019 value
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in countries with developed financial markets,
insurance companies and private pension funds
are among the main institutions that provide the
economy with long-term financial resources by,
among other things, placing them on deposit ac-
counts with banks. And given the fact that bank
deposits are one of the main assets of insurance
companies and taking into account legal restric-
tions on the placement of assets, these intermedi-
aries accounted for 35% in 2019.

In the context of the structure of loans by sectors
of the economy, the main share among the sectors
is occupied by non-financial corporations, that is,
economic entities of the real sector. For the ana-
lyzed period, their share in the averaged value is
more than 70%, which is more than twice the de-
posit base they formed. Thus, we can conclude that
the population’s savings is the main sector that
provides the economy with financial resources.

Figure 5 shows the dynamics of integrated indi-
ces of structural changes by sector of the economy.

0,16
0,14
0,12
0,1
0,08
0,06
0,04
0,02
0

2007
2008
2009
2010
2011
2012
2013

The presented graphs allow drawing conclusions
about significant structural mismatches between
the sectors of the economy, both in terms of de-
posits and loans. In particular, the greatest struc-
tural changes in the deposit base occurred in 2008,
and they were primarily provoked by insurance
companies and private pension funds, caused by
the effects of the global financial crisis. On the
other hand, fluctuations in deposits are almost in-
significant compared to fluctuations in structural
changes in loans.

Structural changes in loans are much larger, with
the greatest fluctuations observed between 2007
and 2009. This happened due to the crisis in the
Ukrainian economy, which was largely a conse-
quence of the global financial crisis of 2007-2008.

Given the high level of dollarization of the
Ukrainian economy, it is important to study the
structure of deposits and loans in the context of
currencies in which they were formed. A high lev-
el of dollarization has negative consequences for

Source: Author’s calculations.
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Figure 6. Dynamics of integrated indices of structural changes by sectors of the economy

190

http://dx.doi.org/10.21511/bbs.15(3).2020.16



the economy, which primarily manifest them-
selves in a decrease in the effectiveness of mone-
tary policy, as well as a significant dependence on
the influence of external factors. The main factors
of dollarization are inflation, the weakness of the
national currency due to incomplete supply of lig-
uid commodity mass, exchange rate fluctuations,
distrust of the population in their own currency;,
unstable political and economic situation in the
country, the threat of social upheaval (Ganusyk,
2014).

Figure 6 shows the dynamics of the structure of
deposits and loans between 2007 and 2019 by
main currencies, namely, the hryvnia, the US
dollar and the euro. These three currencies are
the main ones in the structure, the rest make up
a small share. So, in the structure of deposits, on
average for the analyzed period, other currencies
account for 0.48%. A more detailed analysis of the
structure shows that the structure of the currency
as a whole for the analyzed period has undergone

Banks and Bank Systems, Volume 15, Issue 3, 2020

significant fluctuations, which is confirmed by the
calculated integrated indices of structural changes
(Figure 7).

It should be noted that there have been significant
changes in the currency structure of deposits and
loans due to the use of the Russian ruble. Thus, at
the beginning of the analyzed period, the share of
the Russian ruble was only 0.02%, and this indica-
tor remained until 2008 and 2009 with slight fluc-
tuations from 0.02% to 0.4%. From mid-2009 to
March 2014, the share of the Russian ruble grew
steadily, and in March 2014 it amounted to 0.21%.
This was followed by a steady decline in the share
of this currency in deposits, and at the end of 2019,
their share was 0.03%.

The reasons for such structural changes are po-
litical events and the aggression of the Russian
Federation, as a result of which banks with
Russian capital were closed and left the market.
The dynamics of the Gatev index confirms these

Source: Compiled by the author.
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0,18

Source: Author’s calculations.

Deposits

0,13

0,08

0,03

-0,02

2007
2008
2009
2010
2011
2012
2013

0,14

2014
2015
2016
2017
2018
2019

Loans

0,09

0,04

-0,01

2007
2008
2009
2010
2011
2012
2013

2014
2015
2016
2017
2018
2019
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conclusions, therefore, the greatest structural
changes occurred during these periods. It should
also be emphasized that since 2016, the share of
deposits in hryvnia has been gradually increas-
ing, while the share in dollar terms has been de-
creasing, which confirms the gradual restoration
of confidence in the national currency.

As for the dynamics of the loan structure in terms
of foreign currency, the share of national cur-
rency is much higher than in other currencies.
Compared with deposits (average value 52%), the
average value of loans issued in hryvnia for the
analyzed period amounted to more than 75%. At
the same time, unlike deposits, loans in Russian
rubles were not issued during the entire analyzed
period. The share of loans in US dollars in the av-
eraged value for the analyzed period is half (19.5%)
compared with the share of deposits (almost 38%).
It is also worth noting that before the beginning of
2009 loans were also issued in foreign currencies
other than the US dollar and the euro, but since
2010 their share has also dropped to 0.

Analysis of Gatev’s integrated index of structur-

al changes allows drawing conclusions about the
consistency of the dynamics of currency fluctua-

192

tions for certain periods. The largest coincidences
were in 2009 and 2015, primarily due to political
factors (2015) and the consequences of the 2008
(2009) global financial crisis.

The bank-centric nature of the financial system of
Ukraine is determined not only by the significant
predominance of bank assets in the total finan-
cial assets of the economy, but also by the role that
banks play in other segments of the financial sys-
tem. Banks play a leading role in the functioning
of the stock market both as securities traders and
participants in payment systems and as depository
institutions. Thus, Blagun (2019) conducted an in-
depth analysis of the current state of the Ukrainian
financial market infrastructure and, in particular,
investigated the role of banks in its development.
About 60 banks are licensed to trade in securities.
Given that at the end of 2019, 75 banks operated
in Ukraine, this means that almost all of them are
participants in operations on the Ukrainian stock
market.

To assess the state of the banking system of
Ukraine, indicators characterizing the quality of
banks’ loan portfolios are of great importance.
In particular, what is the share of non-perform-

http://dx.doi.org/10.21511/bbs.15(3).2020.16



ing loans in banks’ portfolios, since a significant
increase in debt is a negative phenomenon for a
bank, as debt affects the bank’s liquidity, which
can lead to insolvency of a banking institution
and its bankruptcy. The presence of problem loans
(non-performing assets) requires banks to form
significant reserves (Kots, Ilchuk, & Karpin, 2018).

Analysis of non-performing loans by economic
sectors for the period from 2018 to 2019 (Figure
8) shows that the largest share of NPLs is formed
in the corporate sector of the economy, it accounts
for more than 50% and this value is quite stable.
The share of loans to individuals is also quite signif-
icant and averages 46.57% over two years, which
is 10% lower than the same indicator for the cor-
porate sector of the economy. Given that in 2019,
the largest share in the structure of loans - more
than 70% - fell on loans to the corporate sector, es-
pecially to non-financial corporations, it becomes
clear that the bulk of outstanding loans are loans
from real sectors of the economy. There is a posi-
tive trend in loans to individuals, as the share of
outstanding loans is gradually decreasing. If at the
beginning of 2018 the value of this indicator was
at the level of 53.51%, then by the end of 2019 the
indicator decreased to 37.22, that is, the reduction
is more than 30%. As for other sectors, given their
small share in the structure of the loan portfolio
as a whole, their value does not significantly affect
the state of the banking system.
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Analyzing the indicators of the Ukrainian bank-
ing system from the point of view of owners, it can
be noted that state-owned banks account for the
largest share in the structure of assets. In general,
during the analyzed period, there have been signif-
icant changes in the Ukrainian banking system
both in the number of banks and in the structure
of their ownership (Figure 9).

Thus, at the beginning of the analyzed period,
the total number of banks in Ukraine was 175,
while the vast majority of them (128) were do-
mestic banks. As of 2019, the NBU, namely the
Committee on Supervision and Regulation of
Banking, Oversight of Payment Systems, identi-
fied three groups of banks, namely:

1) banks with a government (state) share are
banks in which the state directly or indirectly
owns more than 75% of the authorized capital
of the bank;

2) banks of foreign banking groups are banks
whose controlling stakes are owned by for-
eign banks or foreign financial and banking
groups;

3) private capital banks are banks in which
among the ultimate owners of significant par-
ticipation are one or more private investors
who directly and/or indirectly own at least
50% of the authorized capital of the bank.

Source: Compiled by the authors based on the NBU data.
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Figure 9. Dynamics of NPLs by sectors of the Ukrainian economy
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Figure 10. Dynamics of the number of banks in Ukraine

In 2013, 180 banks operated in Ukraine, which
was the largest number. Since 2014, the number
of banks has gradually decreased. This was due to
many reasons. First, as a result of political events
and the loss of control over the Autonomous
Republic of Crimea, as well as in the east of Ukraine
in Donetsk and Luhansk regions, some banking
institutions were lost. Also, banks have lost part
of their branch network, resulting in a significant
reduction in bank assets, as was mentioned above.
Second, starting from this period, the NBU began
to pursue a policy of “rehabilitation” of the banking
system, as a result of which a significant number of
banks were withdrawn from the market. As a re-
sult of this policy, the number of banks in Ukraine
sharply decreased and at the end of 2019 amount-
ed to 75, including 40 banks with domestic capital,
i.e. the number of domestic banks fell by more than
three times. It should be noted that the number of
foreign-owned banks also decreased, but not so sig-
nificantly. Compared to 2007, the number of banks
decreased by 12 institutions, but if we analyze in
comparison with 2010, when there was the largest
number of banks with foreign capital - 55, the re-
duction was 35%. A significant number of banks
with foreign participation that were withdrawn
from Ukraine were banks with Russian capital.
On the other hand, over the same period, against
the background of a decrease in the total number
of banks, including those with foreign capital, the
number of banks with 100% capital increases from
14 to 23. At the end of 2019, the ratio between banks
with domestic capital and banks with foreign capi-
tal was almost 1 to 1 (40 to 35, respectively).

Nowadays, it is difficult to assess the consequences
of the NBU’s policy of “cleansing” the banking sys-
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tem, since, on the one hand, the liquidation of in-
solvent banks and banks that violated Ukrainian
law should have a positive impact on the trans-
parency of the banking system. “Bank transpar-
ency as well as any other type of business is one
of the main priorities that closely correlates with
the concept of sustainable development and the
achievement of its goals” (Makarenko, Yelnikova,
Lasukova, & Barhagq, 2018). On the other hand, an
excessive reduction in the number of participants
in the banking sector may lead to a deterioration
of the competitive environment and conditions for
the provision of banking products (Zolotareva &
Galaganov, 2017).

Analysis of the structure of banks’ assets, taking
into account their owners, shows that at the end
of the analyzed period the share of state-owned
banks’ assets increased significantly (Figure 10).
The share of state-owned banks’ assets increased
sharply in 2016 as a result of the nationalization of
Privatbank. Thus, since 2016, the share of assets of
state-owned banks in the total assets of the bank-
ing system is more than 50%. This situation also
confirms the public orientation of the financial
system of Ukraine in terms of its banking sector.

At the same time, the total number of state-owned
banks at the end of 2019 was five institutions:
Ukreximbank, Sberbank, Privatbank, Ukrgasbank
and the Settlement Center. The Settlement Center
has a very specific status and is not a bank in the
full sense of the word, since its full name is Public
Joint-Stock Company Settlement Center for ser-
vicing contracts in financial markets. Of all bank-
ing services, this institution provides services for
opening current/correspondent accounts, open-
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Figure 11. Indicators of the asset structure of Ukrainian banks

ing accounts for settlements, carries out cash set-
tlements under securities agreements on a basis
of the “Delivery versus payment” principle and
makes payments of income accrued on securities.
The main services of the Settlement Center are
clearing operations, which include opening and
maintaining clearing accounts/sub-accounts, ac-
counting for the rights and obligations of clearing
participants under securities agreements, and net-
ting through the Central Counterparty. Having
the status of a bank, this institution does not car-
ry out classical banking operations and does not
form a deposit and loan portfolio. Based on this,
in fact, there are actually four banks with state
participation, that is, given that at the end of 2019
the total number of banks with domestic capital
was 40 institutions, four of them are banks with
state participation (10% of domestic banks and 5%
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of the total) that control more than half of all as-
sets of the banking system (Figure 12).

In this situation, the quality of the loan portfolios
of these banks is important, since the presence of
a significant share of non-performing loans large-
ly determines the stability and efficiency of the
banking system as a whole.

In addition, the activities of these banks have a
direct impact on the stock market, since the state,
represented by the Ministry of Finance of Ukraine,
recapitalizes them almost every year by placing
issued shares and issuing domestic government
bonds, thereby increasing public debt.

An analysis of these indicators shows that banks
with a state share have a very low quality of the

Source: Compiled by the authors based on the NBU data.
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Figure 12. Dynamics of NPLs in terms of bank groups on the basis of ownership
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loan portfolio. On average, in 2018-2019, the
share of non-performing loans was more than
68%, that is, given the fact that these banks con-
trol more than 50% of all assets in the banking
system, then they significantly reduce its effi-
ciency and functioning. At the same time, for-
eign-owned banks also have a significant share
of NPLs in their portfolios — on average, almost
40%, but this indicator is positive, in particular, it
decreased to 34%, compared to the beginning of
2018. Banks with domestic capital show the low-
est value of NPLs - 23% on average. Meanwhile,
the value of this indicator could have been much
higher, given that about 50% of non-performing
loans as of early 2018 were concentrated in the
portfolios of banks recognized as insolvent and
withdrawn from the market.

Given the situation with the loan portfolio of state-
owned banks, it is worth considering their condi-
tion from the point of view of these banks. Thus,
according to the NBU and the Ministry of Finance
of Ukraine, the amount of NPLs of Oschadbank
at the end of 2018 amounted to UAH 93.6 billion
(67%), and for the year it decreased by UAH 20.6
billion and amounted to UAH 77.3 billion of the
size of the loan portfolio. A significant part of
these non-performing assets are loans issued pri-
or to 2014, mainly in territories not controlled by
Ukraine. According to the Ministry of Finance
of Ukraine, 94% of the volume of these loans are
loans to legal entities. The situation is quite similar
with Ukreximbank; the share of NPLs at the end
0f 2018 was 59% and at the end of 2019 it decreased

by only 1%, amounting to UAH 14.2 billion. As in
the case of Oschadbank, the largest share of NPLs
was also issued before 2014. It should be noted that
this bank has a loan portfolio that is formed only
by legal entities.

Of all the banks with state participation, the best
situation was in Ukrgasbank, since in 2018 the
share of non-performing loans was only 17%,
which was UAH 8.8 billion, but unlike other banks,
in 2019 the quality of the loan portfolio deteriorat-
ed, as there was a slight increase in the share of
NPLs - by 3%, amounting to UAH 0.4 billion.

The situation in Privatbank is not typical. This
bank has the worst loan portfolio structure, be-
cause, firstly, the volume of NPLs in 2019 amount-
ed to UAH 239.2 billion, and, secondly, it was
more than 80% of the total loan portfolio. Unlike
other banks, non-performing loans in this bank
are loans to legal entities that are related to the
Privat Group and the former owners of the bank.

It should also be noted that in the loan portfolios
of these banks, formed by legal entities, the share
of loans classified as Class 1 is minimal and ranges
from 0.4% (Oschadbank) to 4.3% (Ukreximbank).
This situation forces banks to form significant
capital reserves to cover credit risks. This, in turn,
leads to the need for recapitalization procedures,
which are periodically carried out by the Ministry
of Finance of Ukraine, issuing domestic govern-
ment bonds and converting the capital into shares
of these banks.

CONCLUSION

Thus, having analyzed the functioning of the banking system of Ukraine, one can conclude that, first,
it is the main segment of the financial system in terms of redistributing financial resources in the econ-
omy. Thus, it can be argued about the bank-centric nature of Ukraine’s financial system. Second, the
banking system of Ukraine largely depends on the state of public finances, on the one hand, and by itself
has a significant impact on the state of public finances. Third, in the banking system of Ukraine during
the analyzed period there were quite significant changes in the number of banks and their structure on
the basis of ownership. Thus, since 2016, the share of assets of state-owned banks in the total assets of
the banking system is more than 50%. This situation also confirms the public orientation of Ukraine’s
financial system in terms of its banking sector. Fourth, the quality of banks’ assets is quite low, which
does not allow the banking system to be defined as stable and efficient enough. An analysis of these
indicators shows that banks with a state share have a very low quality of the loan portfolio. On average,
in 2018-2019, the share of non-performing loans was more than 68%, that is, given the fact that these
banks control more than 50% of all assets in the banking system, then they significantly reduce its effi-
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ciency and functioning. Thus, analyzing the information obtained, one can conclude about the forma-
tion of a bank-centric model of the Ukrainian financial market. It was also concluded that the basis for
building the domestic financial market should be banks that have the ability to influence the country’s
economic growth, at least until the stock market begins to function effectively. This should determine
the appropriate economic contour of the Ukrainian financial market model.
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