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The article investigates approaches to the interpretation of the notion “financial stability” and the features of its assessing as an important instrument of macro-
prudential financial supervision. It is emphasized that the existing tools for assessing the financial sector stability have their advantages and disadvantages, which
are defined by the authors. In the paper there applied the method of convolution of criteria to assess financial stability in Ukraine. The calculation of the composite
indicator is based on values of financial soundness indicators determined by the IMF, which for the purpose of the research are divided into three groups. As a result
the indicator of financial stability includes the components of capital adequacy, credit risk and liquidity. It allows using the regression procedure for evaluation of
the influence of these components on financial stability of the country. The interpretation of the results indicate that raising the level of financial stability in Ukraine
requires, first, improving approaches to managing credit risk, then increasing liquidity rates and, ultimately, improving the capital adequacy of financial interme-

diaries.
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KpemeHo B. M., Ozonb 4. O. Cmilikicmb chiHaHcoso20 cekmopa:
CymHicmb ma OyiHIBAHHA
JocnidmeHo nidxodu 0o maymayeHHA cymHocmi moHAMMA «piHaHcosa
cmilikicmb» ma ocobausocmell ii OUIHIOBAHHA AK BAXAUB020 IHCMPYyMeEHMY
MakponpyderuiliHo2o ¢iHaHC08020 Ha2aA0y. AKUEHMOBAHO ysazy Ha Momy,
WO HaABHI iHCMpymeHmu 0718 oyiHKU HadiliHocmi iHaHcoBo20 cekmopa
Marmo nepesaeu ma HedoniKu, AKi Byau 8u3HaveHi asmopamu cmammi.
Y pobomi 3acmocosaHo memod 320pmKu Kpumepiig 0713 NpogeodeHHs ouiH-
Ku cmilikocmi ¢hiHaHcogo20 cekmopa YkpaiHu. O64YUCAEHHA KOMMO3UMHO20

iHOukamopa 30ilicHoeMbCA 8UXO0AYU i3 3HAYEHb iHOUKamopie iHaHcosoi

cmilikocmi, aKki 6ynu nodinexi Ha mpu epynu. B pesynsmami komnosumnuli
IHOUKamop 8K/t0YAE KOMMOHEHMU docmamHocmi Kanimany, KpedumHoeo
pu3uKy ma nikgioHocmi. Takuli nioxio 0o380s1us sukopucmamu pezpecitiHuli
iHcmpymeHmapili 014 U3HAYEHHSA 8MNAUBY YUX KOMITOHEHMIg Ha cmilikicmb
hiHaHCc08020 cekmopa KpaiHu. OmpumaHi pesyabsmamu 3acgiovunu, wo
cnovamky nidsuweHHs pigHa giHaHcosoi cmilikocmi 8 Ykpaii nompebye
MOKpaweHHA nioxodig 00 ynpasiHHA KpeOUMHUM pU3UKOM, nomim — 36inb-
WeHHA HopM nliksidHoCMi ma, 3pewmoto, noainweHHa docmamHocmi Kani-
many ¢iHaHcosux nocepedHuKig.

Kntouosi cnoea: giHarcosa cmilikicme, cmilikicme giHaHcoso2o cekmopa,
iHOuKkamopu gpiHaxcosoi cmitikocmi, Komno3umHuli iHOukamopu cmilikocmi
(hiHaHC08020 CEKMOpa.
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KpemeHo B. M., Ozonb []. A. Yemoliiyugocmb (huHaHC08020 ceKmopa:
CYyWjHOCM®b U OYeHusaHue

MccnedosaHbl mo0xo0bl K MOAKOBAHUK CYUHOCMU MOHAMUSA «(UHAHCO-
8aA ycmolivyugocme» u ocobeHHocmeli ee OUEHKU KaK 8aXHO020 UHCMPY-
MeHma MakponpydeHyuanbHo20 (YUHAHCOB020 HAd30pa. AKyeHmupo-
8GHO BHUMGHUE HA MOM, YMo UMeIOWUeca UHCMpyMeHmMbl OUeHUBAHUA
ycmoliyueocmu (hUHAHCOB020 CEKMOPA UMerom Mpeumyusecmsa U Hedo-
cmamku, Komopble 6binu onpedeneHsl agmopamu cmameu. B pabome
npumeHeH Memod ceepmku kpumepues 014 nposedeHus oyeHKU ycmol-
yugocMUu (PUHAHCOB8020 CeKMOpPa YKPauHsl. Pacyem KOMMO3UMHO20 UH-
duKkamopa ocywecmeanaemcs Ucxo0A u3 3Ha4eHull UHOUKAMOpPOB UHAH-
cosoli ycmoliyusocmu, komopele paccyumoigaromea MB®, u 0ns yeneli
uccnedosaHus bbinu pasdeneHsl HA Mpu 2pynnbl. B pesynbmame Komro-
3UmHbI UHOUKaMOp BK/K0YAEM KOMMOHeHmMsl 00CMamMoYHOCMu Kanu-
mana, KpedumHo20 pucka u AukeudHocmu. Takol modxod no3eoausn npu-
MeHUMb pe2peccuorHbIli uHcmpymeHmapuli 0aa onpedeneHus 8AuAHUA
3MUX KOMIOHEHMOo8 Ha ycmoliyusocms (hUHAHCOBO20 CEKMOPA CMPAHbI.
[MonyyeHHble pe3yabmamel MOKA3GAU, YMO CHAYAAA MOBbILEHUE YPOBHA
¢uHaHcosol ycmoliyusocmu e YkpauHe mpebyem cogepuieHCMBoBAHUA
n00X0008 K ynpasneHuto KpeoumHsIM pUucKom, 3amem — K y8enuyeHuto
HOPM AIUKBUOHOCMU U, 8 KOHUE KOHY08, y/y4weHuto ocmamo4Hocmu Ka-
numana UHAHCO8bIX MOCPEOHUKOB.

Knrouesvle cnoea: duHaHcosas ycmoliiyusocmes, ycmoliyusocms (UHAH-
€08020 CeKMopa, UHOUKAMOopb! (UHAHCOBOL ycmoliyusocmu, KOMno3um-
HbIli UHOUKaMOPbI ycmoliyusocmu hUHAHCOB020 CEeKMOopa.
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Introduction. Analysis of the financial sector stability
in the context of macroprudential financial supervision has be-
come extremely important today, as new and powerful waves
of financial crises showed that both theory and practice of
macroprudential financial supervision failed to grasp the phe-
nomenon of financial stability and apply the systemic approach
to identifying the mechanisms that violate it. At a country level,
this hampers effective and well-grounded selection of preven-
tive actions by supervisory and regulatory bodies, whereas fi-
nancial stability at an international and global level is hardly
attainable.

Assessment of financial stability involves analysis of
the financial sector capacity to ensure the balanced economic
development under effects of various internal and external
shocks. Conventional theoretical and methodological tools for
the analysis are based on studies of the ratios between the fi-
nancial sector parameters. The number of the parameters can
change over time depending on the structure of the financial
sector and significance of its components in a given period.

Therefore, development of theoretical and methodologi-
cal tools for assessing financial stability is complicated due to
the structuring of an object under study, which is the financial
sector, and due to underdeveloped systems for statistical ob-
servation of its components.

The aim of the article is to study the essence of financial
stability and improvement of its assessing by compiling com-
posite indicator and evaluating the influence of capital adequa-
cy, credit risk and liquidity on financial stability.

Presentation of basic material of the research. Prob-
lems of the financial sector stability have long been subject to
intensive theoretical and practical studies in the field of financ-
es, but financial stability does not have a simple or universally
accepted definition. The conventional approach to defining
the meaning of the notion “financial stability” in the financial
supervision practice today is its interpretation by a set of cri-
teria.

The critical analysis of approaches to interpretation of
the essence of the concept “financial stability” in the finan-
cial science and supervisory practice in Ukraine and former
Soviet countries showed that financial stability is considered
at different levels — a feature of the financial system, financial
sector, monetary system, banking system, national and global
economy.

Experts of the Research Centre of the National Bank of
Ukraine (V. Mishchenko, O. Kireeva, M. Shapovalova, 2005)
believe that financial stability is a state of a dynamic financial
system in which any shocks to the financial system (or some of
its elements) do not affect the effective reallocation of financial
resources and a system for making payments in the economy.
They also emphasized the ability of the financial system to
absorb and mitigate these shocks. They posited that financial
stability has a great influence on the economy - it has effect
on stable economic development, improving welfare and social

protection, termination of demographic and intellectual deg-
radation, prevention of negative impact of prices for real and
financial assets [11].

The Strategy for Development of the Financial Sector
of Ukraine until 2015 (2009) states that financial stability is
sustainable development of the financial sector and its ability
to lessen impact of other countries upon the financial policy
of Ukraine and combat global financial threats. However, the
document does not state the methodology for assessment of
financial stability [5].

P. Kallaur (2007) defined financial stability as a property
of the financial system to return to an equilibrium state after
removing the impact that brought it out of this state. He found
that the monetary and financial stability should become the
main goal of the central banks. In addition, financial stability
means development of the banking system and effective and
secure payment system [9].

L. Shkolnik (2008) claimed that a stable financial system
has three significant features. First, it facilitates the allocation of
financial resources in space and time as well as other financial
and economic processes, such as storing and investing, lend-
ing and borrowing, maintaining the liquidity, pricing of assets,
which results in increasing the productivity of the economy
and improving the well-being of each member of the society.
The second feature of a stable financial system is its ability to
evaluate and mitigate financial risks. The last feature implies
the potential of the financial system to perform the mentioned
functions even in the face of political, social, economic upheav-
als; external financial instability; strengthening of some imbal-
ances in the economy. This definition is notable in interpreting
the linkage between financial stability and the real sector and
emphasizing the key functions of the financial system [15].

In the paper of experts from the Institute for Economy
in Transition (S. Drobyshevsky, P. Trunin, A. Paliy, A. Knobel,
2006), there analysed factors influencing the financial sector
and causing its imbalance, including banking panic, irresponsi-
ble behaviour of banks, information asymmetries, effect of con-
tagion, and fluctuations of asset prices in financial markets [3].

According to B. Pshyk (2013), the most common ap-
proaches to interpreting financial stability are direct and in-
verse. The direct approach defines a set of functions and fea-
tures of the financial system in a stable condition. In accordance
with the inverse approach, financial stability is the absence of
instability [13].

M. Foot (2003) developed the concept of financial stabil-
ity and stated that we can speak about financial stability of a
country if there is monetary stability, employment levels close
to the economy’s natural rate, confidence in the operation of
the generality of key financial institutions and markets in the
economy, there is no relative price movements of either real
or financial assets within the economy. His definitions accen-
tuated the importance of monetary stability and confidence of
players in financial market [6].
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G. Schinasi (2004) suggested that the financial system
operates within a corridor where stability and instability are at
the opposite ends. He came up with the idea that financial sta-
bility is a range of states of the financial system [14].

Some authors (E. Kozarevi¢, N. Poli¢, A. Peri¢, 2017)
discussed the issues concerning liberalization and regulation in
the process of bank-oriented financial system transformation
in developing countries. They found out that the key to success
is in determining the appropriate balance between the level of
financial liberalization and a sufficiently flexible and effective
regulatory framework [10].

A. Crockett (1997) described financial stability as a
stable state of financial institutions and financial markets. It
requires that the key institutions in the financial system are
stable, in that there is a high degree of confidence that they can
continue to meet their contractual obligations without inter-
ruption or outside assistance; and the key market are stable,
in that participants can confidently transact in them at prices
that reflect fundamental forces and do not vary substantially
over short periods when there have been no changes in fun-
damentals [2].

According to R. Ferguson (2003), the divergence of fi-
nancial asset prices from fundamentals; distortion of market
functioning and credit availability, domestically and perhaps
internationally; and noticeable deviation in aggregate spending
are the main reasons for financial instability [4].

T. Padoa-Schioppa (2002) proposed defining financial
stability as a condition where the financial system is able to
withstand shocks without giving way to cumulative processes
which impairs the allocation of savings to investment opportu-
nities and the processing of payments in the economy. He also
emphasizes the significance of shock-absorbing capacity of the
financial system and carrying out its key functions [12].

J. Chant (2003) proposed distinguishing financial in-
stability from other kinds of macroeconomic instability. He
pointed out that financial stability is the opposite of financial
instability, that is, a situation in financial markets, which in-
terferes or threatens an economic activity. Finally, J. Chant
suggested that price volatility and changing conditions are the
main features of financial markets and it could not be a source
of financial instability [1].

Our review of theories and methods for interpreting the
notion «financial stability» gives grounds to conclude that, first,
the definitions feature apophaticism, meaning that the analysis
is based on the method of contraposition, with financial stabil-
ity defined as absence of financial instability. Second, the defi-
nitions tend to characterize the economic impact of financial
stability (or financial instability) rather than the meaning and
essence of stability of the financial sector.

The most comprehensive and substantiated approach to
defining financial stability is the one contained in the Interna-
tional Monetary Fund Working Paper «Toward a Framework
for Safeguarding Financial Stability», where the financial stabil-
ity is interpreted as the condition or the situation in the finan-
cial sector that allows for effective and timely redistribution of
financial resources, adequate evaluation of risks and effective
risk control, absorption of financial shocks, suggesting the ca-
pability of the financial sector to absorb financial shocks with-
out essential stresses (Houben, Kakes, Schinasi, 2004) [7].

The studies of algorithms for the financial sector assess-
ment show that the system of financial soundness indicators
is the best elaborated and most conventionally used one. We
believe that the system of financial sustainability indicators
should be constructed base on several sequential phases: con-
structing an information base containing indicators to be used
to produce indicators of financial sustainability and monitor
the financial sector; inventorying indicators, setting the period-
icity and sources of their production, building an information
base; setting limit values of indicators. It should be noted that
setting limit or normative values of indicators remains to be the
least elaborated point.

For assessing and supervising the stability and strength
of the financial system as part of macroprudential analysis, the
IMF has developed a system of financial soundness indicators
(FSIs). According to the IMF, FSIs are a set of indicators mea-
suring the current financial health and strength of financial
institutions in a country and their agents, which are corpora-
tions and households. They include aggregated information
characterizing the performance of individual institutions and
indicators characterizing the functional markets of these finan-
cial institutions.

According to IMF, analysis of tender spots of the finan-
cial system covers:

* an extended set of indicators: 12 main and 10 recom-
mended indicators pertaining to the performance
of depository corporations, which measure the suf-
ficiency of capital in banking institutions, quality and
structure of assets and liabilities, liquidity, profitabil-
ity rate, credit and market risks;

* performance indicators of other financial corpora-
tions (insurance companies, pension and investment
funds, bond dealers and other financial intermediar-
ies), measured as the ratio of their assets to the total
financial sector assets and GDP;
indicators of soundness of non-financial corporations
(corporate clients of banking institutions), which
measure debt burden, profitability rate of capital, ca-
pability to repay interests and debt, capability to take
currency risk, and dynamics of bankruptcies in this
segment;

* indicators of soundness of households (private cli-
ents of financial institutions), measured as the ratios
of the total amount of households’ debt on consumer
and mortgage loans to GDP, and the total households’
expenditures to serve these loans to the households’
total income;
indicators of market liquidity for analysis of the bond
market performance;

* parameters of the real estate market: prices on com-
mercial and dwelling estate and shares of mortgage
loans and commercial loans in total loans [8].

The results of the detailed analysis of the FSIs proposed
by the IMF and experiences of their applications in many coun-
tries allowed us to outline their weaknesses and strengths. The
strengthens are the quarterly and annual basis of calculations,
relation of the indicators not only to performance of the fi-
nancial sector but also to performance of non-financial cor-
porations, households and the real estate market, use of the
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indicators as systems for early detection of potential financial
stresses. The disadvantages are that the calculation of most
of the indicators is impossible or difficult. Another drawback
is that most of the indicators to some extent duplicate each
other.

For the purpose of our research, we propose using a re-
gression procedure to obtain standardized coefficients. At the
beginning, we selected some financial soundness indicators
and divide them into three groups (Figure 1).

To ensure a direct corelation between the indicators and
the level of financial stability, there should be calculated inverse
values for FSI 3, FSI 4, FSI 23 and FSI 24. Then the standardized
value is calculated using the following formula:

¢t = X; —min(x;) . (1)
max(x;)—min(x;)
The resulting indicator is calculated by multiplication of
the sums of financial soundness indicators of three groups:

FSCl, =Y CAXY CRx Y L, 2)

where FSCI, is the composite indicator of financial sector sta-
bility;

ZCA,ZCR and ZL are the sums of standardized
values of the indicators of capital adequacy, credit risk and li-
quidity.

FSI Indicators

—

—

Liquidity:
FSI10, FSI 11, FSI 24

Credit Risk:
FSI 3, FSI 4, FSI 23

Liquidity:
FSI10, FSI 11, FSI 24

Fig. 1. The groups of financial soundness indicators

Source: Developed by the authors

On the basis of the regression procedure, the correlation
between the composite indicator of the financial stability of the
country and the capital adequacy, credit risk and liquidity com-
ponents can be formalized:

FSCl =a, +a,CA+a,CR+a,l. (3)

Using the standardized regression coefficients, we esti-
mate the model:

FSCl = k,CA+k,CR+k,L, (4)
where K, k, and k; are standardized coefficients:

k=a2%; (5)
cTFSCI

k,=a, O ’ (6)
GFSCI

k,=a,—2 )
CsFSCI

It should be noted that standardized coefficients indicate
the number of standard deviations by which financial stability
composite indicator will change in an increase or decrease in
the value of the capital adequacy, credit risk or liquidity com-
ponent for one standard deviation. Thus, the influence of capi-
tal adequacy, credit risk and liquidity on the financial stability
of the country can be ranked.

Due to the low level of financial stability in Ukraine the
abovementioned approach to the estimation of the influence
of capital adequacy, credit risk and liquidity on the financial
stability was implemented on the basis of selected quarterly
values for 9 FSI for this country in the period of I quarter 2008-
[ quarter 2017 (Fig. 2). The data taken from IMF were used for
the calculation of financial stability and the sums of standard-
ized values of indicators of capital adequacy, credit risk and
liquidity.

These values allowed us to estimate the linear regression
for evaluating the correlation between the level of financial sta-
bility and capital adequacy, credit risk and liquidity:

FSCl=-2.25+0.90CA+0.93CR+1.39L, (8)
(0.22) 0,12)  (0.08) (0.13)
(p<005 (p<005 (p<005 (p<0,05)

The regression statistics show that the correlation be-
tween the level of financial stability and capital adequacy,
credit risk and liquidity is strong: Multiple correlation coef-
ficient R=0.946, R-squared=0.896. F-statistic equals to 94.54
and is higher than the theoretical one. Therefore, the model is
statistically significant. The standardized linear regression is as
follows:

FSCI =0.42CA+0.68CR +0.61L. 9)

Thus, we obtained the standardized coefficients. The in-
terpretation of the coefficients indicates that an increase in the
capital adequacy component for one standard deviation results,
on average, in an increase of the composite indicator of finan-
cial stability of Ukraine by 0.42 points, an increase in the credit
risk component for one standard deviation results, on average,
in an increase of the composite indicator by 0.68 points. An
increase of the credit risk component for one standard devia-
tion leads to an increase of the composite indicator of financial
stability by 0.6. Therefore, raising the level of financial stability
in Ukraine requires, first, improving approaches to managing
credit risk, then increasing liquidity rates and, ultimately, im-
proving the capital adequacy of financial intermediaries.

Conclusion. Financial stability is the condition of the
financial sector when the effects of any kind of shocks do not
hinder effective redistribution of financial resources across the
economy and absorption of shocks.

The constructed system of the FSIs is the most common
approach to assessing the financial system stability. The as-
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Fig. 2. The composite indicator of financial stability in Ukraine, | quarter 2008 - | quarter 2017

Source: Developed by the authors based on [16]

sessment of financial stability for Ukraine could be expanded
by compiling composite indicator and estimating the influ-
ence of capital adequacy, credit risk and liquidity over finan-
cial stability.

By using methodological tools of regression statistics in
assessing the financial sector stability, it is proved that although
the financial sector in Ukraine is unstable, the situation could
be improved primarily by developing credit risk management
and increasing liquidity rates.
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