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The financial crisis resulted in the devastationtbé financial sector of Ukraine. The
banking sector was hit severely. The numbers in@icthat the losses of the banks as of
01.01.2010 amounted to 38 billions UAH. The proce$bank liquidations speeds up: today 14
banks are being under liquidation because of umgdented losses. Foreign banks operating in
Ukraine were not an exception in this major chaos.

The share of the foreign capital in the bankingteys of Ukraine - 35% - is significant,
although smaller compared to Central and Eastemofi@an countries. (Bank Austria, 2008) It is
usually assumed that if the bank is foreign, itmere reliable, safer, since it has strong support
from parental bank; it is less exposed to liquididy credit risks because of better risk
management practices. The international brand iy aétractive. The range of services it offers
is much wider than of those offered by domestic ksarHowever, there are also concerns about
foreign banks: they usually cherry-pick the besedits, tend to lend in good times but stop
lending in bad times. They are very competitive duese of the access to the cheaper resources
from abroad. Borrowing from abroad results in er@dr debt accumulation of a country.
Consumer lending is used for financing the impavtesening the trade balance.

It is interesting to check who is performing betduring the financial instability. This
paper examines the difference between domestic faneign bank performance in Ukraine in
years 2006 and 2009. The analysis shows that farbanks were less affected by the crisis than
domestic banks.

The main data source used in this study is the lhkaa National Bank’s Statistics on
financial state of banks in Ukraine. The data coisgs 179 banks which have the license of the
National Bank of Ukraine to perform banking tranSacs. There are 51 banks with participation
of foreign capital, out of which 18 banks with 10G&reign capital. However, the National bank
does not distinguish between truly foreign bank$eeing the Ukrainian banking sector with
highly developed management practices, particulaibk management, and banks which are
owned by entities registered in offshore regionsd &imerefore these banks do not belong to the
group of interest. For example, there are sevematks owned by companies with limited
liability from Cyprus, one of those belonging toethtop-ten Ukrainian banks. To remain
consistent with the purpose of this study thoseklsaare not considered as foreign.

The analysis focuses on a limited number of vaeablAs an indicator of the bank
performance the Return on Assets (ROA) is useds ttomputed as a net profit (loss) of the bank
divided by total assets. The point of using a ROérnfula is to measure a company’s
profitability by comparing its net income to itssads. The ROA formula does just that; it
divides net income by total assets, which includdsareholder’'s equity plus all borrowings.
Thus, the bank’s size can be accounted for, as sggbao just comparing net profits (losses) of
the bank which would cause inconsistency of thelysia. To account for the ownership the
binary variable is introduced which is going to the main explanatory variable. A crisis dummy
variable is also introduced.



The basis of the analysis is two cross-sectionsh dats, collected before and
after the event of interest - the crisis. The yeaossidered are 2006 and 2009: a stable
time in the banking sector and the crisis periodw®-year panel data set is also con-
structed. There is a difference in the number cderbations in 2006 and 2009 due to
the fact that there were some fluctuations in theking sector: new banks were regis-
tered and several banks went out of business. kample, as of 01.01.2010 there
were 14 banks being liquidated.

The model is estimated by OLS the following equatio

ROAit = 0 + 60*2009dt + 1 *foreignit + f2*foreignit*2009dt+uit
where index refers to the bank in a samples a time indexROAIt is the return on assets (ROA:
profit after tax/total assets) of the bank i at¢iinThe intercept30 is a constant and reflects the
average ROA of the bank in 2008009dt is a crisis dummy variable which equals zero when
2006 and one wheh= 2009. It does not change acrdssvhich is why it has na subscript.60
captures the change in all banks’ ROA from 20062f09. foreignit is an ownership dummy
variable for banki at timet which takes values 1 if the bank is foreign andf @amestic. The
coefficient 31 measures the effect of the foreign ownership befdre crisis occurred, i.e. the
difference in ROA of foreign and domestic bank2006foreignit*2009dt is the interaction of two
dummies described earlier. The parameter of intef&on this interaction term measures the
difference between ROA of domestic and foreign madlring the crisis.

It is estimated that the average return on assketBeobank in 2006 was 1.2 %. Due to the
crisis in 2009 the banks experienced a 17% falthefir ROA on average. Average ROA of the
bank in 2009 can be calculated: 1.2-17=-15.8%. Hmwvebeing concerned that the estimation
results are influenced by one or several obserwatioso- called outliers or influential
observations (see Figure 1), let us see what happenhey are dropped out. Dropping four
outliers (those are domestic banks on the edgdaofidation, whose ROA fell sharply by more
than 300%: “Transbank”, “Arma”, “Ipobank”, “Dnist&r from the regression analysis makes the
OLS estimates change by large amount. Now, thergxte which the crisis hit the banking sector
is different, although main result stays the sanie=re is a significant difference between the
profitability of foreign and domestic banks.

After leaving out the outliers the change in themge ROA of all banks is - 12.9%. Note
that the effect of the foreign ownership before thrésis occurred is very small: foreign banks
have ROA higher than domestic by 0.043 % in 2006isTis not significant at all. So, on average
there was no difference in ROA between foreign dndiestic banks before the crisis.

The most important finding is the dif-in-dif estitoa: the difference between ROA of
domestic and foreign banks during the crisis wa4%@. ROA of foreign banks was higher by
9.4% than domestic bank’s, on average, althouglramge ROA of the foreign bank during the
crisis was negative: -2.311 %. We get our expeaesllt: foreign banks operating in Ukraine
were hit by the crisis to much lesser extent thamdstic banks were.

So far, the panel nature of the database has next heed. When first difference of ROA
is taken the equation becomes

AROAI = B0 + pI*foreigni +uit
where “A” denotes the change from 2006 to 2009. The intetrde actually the change in t
intercept from 2006 to 2009; however, the whole &tpn can not be firstifferenced since tt
foreign ownership dummy does not vary over timewNbe co-
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efficient on foreign can be interpreted as the difference between dtimesd foreign bank’s
change in ROA.

The model is estimated without the outliers as he previous case. As expected, the
results are very similar to those from pooled cresstions. They might be slightly different
because of the change in the number of observatsimse some data on banks was missing in
2006 for corresponding 2009 observations. On awerageign bank’s ROA decreased only by
2.3% while domestic bank’s by 11.7%. Again, the ules confirm our initial hypothesis of
foreign banks being more protected in the crisisquethan domestic banks.

How does the foreign ownership influence the prabbof going bankrupt, or at least
the probability of a bank to experience a relativirge change in ROA (10%)? The following
two models are estimated:

10%AROAIi = B0 + B1*foreigni + ui

bankrupti = p0 + B1*foreigni + ui
where the first equation shows the probability 01@% change in ROA10%4ROAI is a binary
variable which is 1 when the bank experienced a Tb#nge in ROA from 2006 to 2009 and the
coefficient on the binary variabl®reigni estimates the difference between domestic andidare
banks. The second equation looks at the extreme cdsthe first one, namely probability of
going bankrupt.

The main finding of this research suggests thateifgm banks operating in Ukraine
performed better than domestic during the crisisigok The difference in performance was
significant: ROA of foreign banks was higher by @%4han domestic bank’s on average. One
explanation for such difference is a strong parkstgport to foreign banks during the crisis.
Also foreign banks were more conservative in consutending. Consumer lending resulted in
non-performing loans and was the major cause okhasses.

It should be taken into account that the main emptary variable - binary variable
indicating foreign ownership - might not satisfyogeneity assumption. In fact, it is likely to be
endogenous because foreigners did not buy bankdoraly, but carefully studied the bank’s
performance and chose better ones. So the differbetween the banks’ performance during the
crisis might not be due to the fact that foreignn@ns did something great to do better than
domestic banks. There is a possibility of an upwhiak in the estimator of the main interest and
the estimated difference might be actually smaller.

Two linear probability models estimated during ttesearch indicate that due to the fact
that no foreign bank went bankrupt the correspogdinobability of a foreign bank to experience
bankruptcy is zero. However, there was a positingbpbility for domestic bank to go bankrupt -
almost 12%. Another finding was that due to thet filh@at some foreign banks experienced a 10 %
change in their ROA, the corresponding probabilitys positive but smaller relative to domestic
banks. Those were foreign banks which were activelplved in consumer lending.
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