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This thesis empirically investigates how price setting strategy influences bank performance in Ukraine during March, 2006-08. Instrumental Variables technique was employed in order to explore this effect. It was found that relationship between performance of the bank and its price setting policy is positive and statistically significant. According to these findings, banks with higher margins were more profitable. Also it was estimated that more profitable banks were characterized by strong capitalization level and high deposit-to-asset ratio. Such external factors as market concentration and inflation rate appeared to be insignificant in determination of bank performance in Ukraine.
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Chapter 1

introduction
Banking sector plays one of the most important roles in the economic life of country. It facilitates the production, distribution, exchange and consumption processes in the economic system, thus being an essential part of country’s sustainable development (Davydenko, 2006). The banking sector of Ukraine is not an exception. It is essential for the country with transition economy to have sound and developing banking system. Nevertheless, the variety of problems typical for transition economy is still the actual issue for the banking sector in Ukraine. This market can be characterized by relatively unfavorable investment climate, small amount of stable sources of financing, low income level of population, and a number of unprofitable enterprises.(Tymoshenko, 2007).

However, it might not be a mistake to believe that the transformation processes in the banking sector of Ukraine take the lead over the changes in other sectors of economic system. According to the World Bank report “Doing Business”, 2009 Ukraine can be considered as the country with relatively well developed banking market. In “Getting Credit” ranking it holds the 28th place (to compare, overall rating of Ukraine in the easiness of doing business ranking is only 145). One of the consequences of undertaken reforms is diversification of services that banks can provide, which, in turn, leads to strengthening of competition level on the banking market. As a result, diversification with competition jointly enforce banks to adjust structure of their financial portfolios so that they still can maintain sufficient amount of profits and, at the same time, keep risks at the manageable level.(Davydenko, 2006). Under these circumstances, banks are induced to find optimal relationship between its liquidity, solvency, reliability, and profitability, which let banks gain financial stability. But in order to solve this task banks should know the answer to the question what factors and to which extent are important in determination of bank performance.
There exists a large scope of economic literature, mostly non-Ukrainian, devoted to the identification of bank performance determinants. Briefly summarizing, it can be said that the key elements which are found to be the most influential in determination of bank performance are capitalization, liquidity, position on the market (measuring by bank size and its market share), diversification level of the provided services, and external factors such as growth rate of the economy, inflation rate, market concentration level, tax and legal conditions.

However, in the above mentioned literature little attention is paid to the price factor as the determinant of bank performance. There are few authors (for example, Kosmidou et al.,2004) who point out importance of prices which bank sets on its services in explanation of  bank performance. 

In order to understand the importance of price factor as the determinant of bank performance, the following cases can be considered. In first case when banks set considerably low interest rates on their deposits, they risk facing the decline in amount of deposits at the bank; this, in turn, may cause shortage of available financial resources, so that, the banks will not be able to maintain their loan supply at the previous level. In the second case, too high loan interest rates might cause drop in loan demand, subsequent decrease in profits, and, as a result, excess of liabilities holding by the bank and, at the same time, lack of resources in order to pay these liabilities back. In both considered cases banks incur losses due to inappropriate price setting strategies, thus proving the importance of price issue in explanation of bank performance. Banks should find optimal level of the prices they set on their services in order to maintain financial stability and avoid possible risks of going bankrupt.(Suchok, 2007).

Thus, the main goal of this thesis is to explore whether price setting strategy does have influence on bank performance and if it is so then it will be reasonable to answer the question whether the price setting strategies employed by the Ukrainian banks are efficient  (in terms of increasing bank profitability) or not.
Also, in addition to the major task, we test for significance the relationships between set of internal variables (bank size, its market share, liquidity, and capitalization levels), external variables (inflation and concentration) and bank performance at the Ukrainian banking sector.
Empirical estimation of the model in this research is based on two unbalanced panel data sets with financial data about Ukrainian banks over the period from March, 2006 till March, 2008. First data set contains information about financial results of 88 banks operating on the Ukrainian market, while second set includes 41 banks. Instrumental variable technique will be used in order to estimate the model. This method is employed with the purpose of overcoming endogeneity problem that exists.
The rest of this thesis is organized as follows: Chapter 2 provides review of the literature related to the issue of bank performance determinants; in Chapter 3 methodology employed in the analysis is described; Chapter 4 contains description of data used in the analysis; obtained empirical results are discussed in Chapter 5; and Chapter 6 concludes.
Chapter 2

LITERATURE REVIEW

The investigation of bank performance determinants has been conducted in the context of different theories. Structure-Conduct-Performance paradigm was the first framework applied in the research in order to investigate factors which influence bank performance. The main idea in this theory is that market “structure” (i.e., concentration level of the market) through “conduct” link determines the “performance” (profitability) of firm. Put it differently, markets with high concentration level induces firm to behave (“conduct”) in a collusive way. As a result, “performance” of the firms grows up.(Goddard, 2004).
Initially, Structure-Conduct-Performance theory was widely used in the industrial organization literature with aim to explain the profitability of a firm. The idea that profits of firm are determined by concentration level of the market firstly was proposed by Bain(1951). Based on data of American manufacturing industry in period between 1936 and 1940 he showed that the profits of firms operating in the industry with significant level of concentration on the average are higher than of firms from industry with less degree of concentration.

One of the earliest empirical tests of validity Structure-Conduct-Performance paradigm for banking market was performed by Kaufman (1966). In his research of Iowa banking market for 1959-1960 period the author found statistically significant positive but not strong relationship between concentration level of the market and performance of banks operating at this market. Also based on his empirical results, he suggested that relationship between market concentration and bank profitability is of non-linear form.

Shortly after, a number of empirical works related to testing Structure-Conduct-Performance hypothesis for banking market appeared. Rhoades(1982) made a complete survey of all these studies released before 1982. In total, 53 out of 65 empirical tests were found to confirm the theory about existence of positive relationship between market concentration and bank profitability. But, as well as in the Kaufman’s (1966) study, weak relationship was observed mostly in all cases.

A theoretical attempt to explain this “weakness” was provided by Demsetz(1973). He stated that higher profits of banks are not due to their collusive behavior but because of high efficiency level, which, in turn, leads to larger market shares that banks possess. In other words, profitability of bank is determined not by the market concentration but by bank efficiency.  Market share of the bank is assumed to be a measure of efficiency here.

Empirical examination of this hypothesis (“Efficient-Structure” theory) was performed by Smirlock(1985). Using data set over 2700 banks, he found no relationship between market concentration and bank profitability, while significant positive correlation between bank profitability and market share was present. Therefore, according to this empirical work, Structure-Conduct-Performance paradigm was considered to be wrong. However, Rhoades(1985) doubted that positive relationship between market share and profits is due to bank efficiency. He stated that this pattern might occur because of product diversification and, correspondingly, ability of some banks to set higher prices on their services. 

Further empirical investigations did not bring clarification to the issue which of the mentioned above theories is best in explaining bank profitability: Ahmad et al.(1998) and Yu et al.(2005) confirmed Structure-Conduct-Performance theory, while Mamatzakis et al.(2003) and Naceur(2003) found evidence for Efficient-Structure hypothesis.

In the theories described above profitability of the bank is taken as a proxy for performance. There are alternative theories, in which factors other than profitability are taken as a measure of performance. Expense-Preference behavior theory is one of the most employed in the research. In this theory it is proposed that the main goal which managers pursue is to maximize not profit but own utility or utility of the firm, which is usually achieved via increasing salaries or other staff expenses (Williamson, 1963).

Edwards(1977) in his research employed Expense-Preference behavior theoretical concept to investigate the determinants of performance at the banking market. Natural logarithms of wages and number of bank employees were taken as proxies for performance. The author found that there is the positive correlation between wage expenses and market concentration. Based on this evidence, he concluded that Expense-Preference behavior theory has more power in explaining determinants of bank performance than the theories which are based on profit-performance assumption. However, Ahmad et al.(1998) showed that it is not always true. In the research devoted to Islamic banking systems he revealed that Expense-Preference behavior theory does not work for Islamic banks.

Listed above Structure-Conduct-Performance, Efficient-Structure, and Expense-Preference behavior hypothesis are the theories that most widely used in the empirical works dedicated to bank performance investigation. Doing research in the framework of mentioned theories many of the authors do not restrict themselves to employing only market share and concentration ratio as the possible explanatory variables of bank performance. Capitalization level, service diversification, lagged profitability, macro variables (inflation, GDP per capita growth) are the most commonly employed factors in empirical research which may explain bank performance.

Capitalization level. The most complete study on relationship between bank performance and capitalization level belongs to Berger (1995). Although from the theoretical point of view relationship between profitability and capitalization should be negative (highly capitalized bank may omit attractive business opportunities), in his empirical analysis based on the US bank units data over the 1983-1989 period Berger showed significant positive correlation between bank capitalization and profitability. Also, Goddard et al. (2004) and Abreu et al.(2001), Kosmidou et al.(2004), Naceur (2003) found the same empirical evidence of positive relationship for EU, UK, and Islamic bank systems, respectively. The most common explanation provided by the authors is that by increasing its capital level bank reduces expected costs of bankruptcy, and, consequently, improves profitability.

Service diversification. Under the conditions of competitive environment banks seek for opportunities to diversify their product range so that it will be possible to reduce potential risks. Demsetz et al.(1997) investigated larger banks are better diversified than smaller ones. However, the authors emphasized that it does not reduce risks of the large banks since they tend to have small capitalization, and, as a result, risk reduction due to diversification is offset by risk growth caused by low level of capital. Thus, the direction of service diversification influence on bank profitability is not straightforward. This conclusion is verified by empirical results obtained by Goddard et al.(2004).: the direction of relationship between bank diversification and profitability differs from country to country in the EU.

Lagged profitability. This factor is added to the list of possible bank performance determinants in order to control for validity of Persistent-of-Profits hypothesis. According to this hypothesis, under the conditions of free entrance on and exit from the market the bank’s profits tend to steady state in the long-run period. Then, abnormal profits (deviations against the equilibrium) observed on the markets are caused by asymmetric information or technological advantages that some firms may have. In other words, high profits of bank can be explained by the market inefficiencies (for example, entry barriers). (Baumol et al., 1982). The Persistent-of-Profits theory was verified to be correct for the US banking market (Berger, 2000).

Macro variables. In their work Demirguc-Kunt et al.(1998) performed the exhaustive analysis of variables which are not under the control of bank management and may have significant effect on bank performance (i.e., external variables): inflation rate, GDP per capita, GDP per capita growth, taxation level, overall financial structure, various legal and institutional factors. Using country data for 80 countries over period 1988-1995, they found positive relationship between inflation and profitability, which may signify (1) about higher level of profits which bank could gain from float under the condition of inflationary environment; (2) that bank expenses caused by inflationary processes are lower than bank profits obtained due to the same reason. There was not observed any correlation between GDP per capita growth and bank profitability, while some evidence of positive relationship between GDP per capita index and profitability was noticed. The influence of structural and institutional factors on bank profitability was found to be more significant in developing countries than in developed.

Other empirical works which investigated influence of the external factors on the bank performance in most cases did not find any significant relationship between macro variables and bank performance (Kosmidou et al., 2004, Mamatzakis et al., 2003, and Naceur, 2003). Nevertheless, Abreu et al.(2001) did explore negative correlation between bank profitability and inflation in some EU countries, which is in contrast with findings of Demirguc-Kunt et al.(1998).

In local literature and literature devoted to the banking market of Ukraine there are few empirical works devoted to the investigation of bank performance determinants. Among them it is worth mentioning the work of Baum et al.(2007), where ownership characteristic of the bank as possible explanatory variable of performance is included in the empirical analysis. Based on the data set of Ukrainian banks over period 2003 – 2005, the authors showed that performance of politically-connected bank is significantly distinguished from the performance of bank without political linkages. Thus, ownership factor appeared to be the important determinant of bank performance in Ukraine.

Despite the importance of price setting strategy in the determination of bank performance (Kosmidou et al., 2005, Demirguc-Kunt et al., 1998, and Suchok, 2007), there are no empirical investigations exploring this issue in details. This lack of empirical works might be explained by (1) statistical implications of using prices in estimation. According to Demirguc-Kunt et al.(1998) interest/exchange rates may be biased since they include manager ability component. Taking into the consideration that manager skills differ from bank to bank, the comparison of rates then is inappropriate; (2) data unavailability. Interest/exchange rates are usually presented only at the aggregate industry level, which makes it impossible to receive the data necessary for research.

Based on the data set that overcomes the problem with data availability and using IV estimation method in order to account for the possible endogeneity problem caused by dependence between price setting strategy and managerial skills, the author contributes to the existent literature by exploring the issue of price setting influence on the bank performance in Ukraine.

Chapter 3

METHODOLOGY

In order to test the influence of price setting strategy on the bank profitability the following model is estimated:
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where Pr is a variable assumed to be a measure of the bank profitability. In our analysis annualized Return-on-Assets (ROA) ratio is taken for this purpose. ROA can be considered as a valid proxy for bank profitability since it measures how efficient bank is in utilizing its assets.(Kosmidou et al., 2004). Moreover, in his survey of the literature related to the bank profitability, Molyneux(1993) concludes that ROA is the variable which causes the minimal number of measurement shortcomings during estimation;
Price includes margin rate on the services provided by the bank. In our estimation we use two kinds of prices that bank may set. First of them is the margin interest rate, (i.e., difference between interest rates on loans and deposits), and, second, the margin exchange rate (difference between what rate bank asks when selling currency and what rate it bids when buying);
INT stands for the group of internal variables. It includes Size of the bank, Capital-to-Assets Ratio (CAR), Total Loans-to-Assets Ratio, Total Deposits-to-Assets Ratio, and Ratio between Demand and Time Deposits, Market Share;
EXT is a group which contains factor with aim to control for the external environment. There are two variables in this set which we use during our estimation: Inflation Rate and Concentration level of the banking market;
uit – error term.
PRICE.
In order to set their prices at the optimal level, banks should solve the following maximization problem:

Ms(P) = a*P + b – supply of money from the customer side

Md(P) = d – c*P – demand for money from the customer side

P – price (deposit rate or bid)
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In other words, bank should choose margin (
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) in such way that the area of the shaded region (B(
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Setting their prices, managers of the Ukrainian banks choose from one of the following strategies:

Risk strategy. Applying this kind of strategy bank hopes to maximize its profits in the short term. At the same time, the risk of incurring losses increases substantially. Bank margin may appear to be significantly higher than optimal one (
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 is not maximized and bank gains losses it could have avoided setting margin closer to the optimal level;

Moderate strategy. Risk of losing profits is at moderate level. As a result, this strategy leads to the decline in profitability if optimal margin level appears to be higher than it is estimated by the bank;

Minimal risk strategy. Bank sets its rates in a way that risks of going bankrupt are insignificant. In case of this strategy, profits of the bank are at the lowest level. 
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 of the bank is almost insignificant and is far below the 
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*.(Suchok, 2006).

Thus, the relationship between price margins and the bank profitability which we expect to observe on the Ukrainian banking market is not clear. On the one hand, if banks mostly prefer risk strategy, the negative relationship occurs. In this case, decrease in margins may lead to increase in the profitability level. On the other hand, the positive relationship is present if banks prefer minimal strategy. Here an increase in margins is accompanied by the growth of profitability.
INT group of variables.
Size. This variable is included in order to control for possible existence of economy of scale. There may be expected positive relationship between bank profitability and its size. However, this relationship is not evident since a large portion of empirical investigations did not verify the hypothesis. (Goddard et al., 2004). Also, following estimation technique employed by Mamatzakis et al.(2003), we include squared bank size in our model. In case when scale economy is present, this variable may indicate whether increase in size is profitable for the bank infinitely or only to some point after which further growth brings losses to the bank.
CAR. From the theoretical point of view relationship between profitability and CAR is somewhat ambiguous. On the one side, excessive capitalization of the bank shows that it is less inclined to risk, and, low risk is usually associated with lower profits. On the other side, from the point of view of the signaling theory, well-capitalized bank are more attractive for the customers. Thus, under this condition, high CAR positively correlates with the bank profitability.(Berger,1995).

Based on conclusions made in (Tymoshenko, 2007), it is naturally to assume positive relationship between capitalization level and profitability of the bank on the Ukrainian market.
Total Loans-to-Assets Ratio. This ratio may be considered as a proxy for the bank liquidity. Taking into the consideration that loans usually are the main source of the bank profits, it can be said that the higher amount of loans bank gives, the higher liquidity it has, and, consequently, more profitable it is. However, causing increase in the risk, significantly high loan-to-asset ratio may reduce bank profitability (Naceur, 2003). Using panel data of Greek Commercial Banks for 1989-2000 period, Mamatzakiz et al.(2003) empirically confirmed positive relationship between bank profitability and loan-to-asset ratio.
Total Deposits-to-Assets Ratio. Naceur(2003) showed that best performers on the market are those banks which have higher Deposits-to-Assets Ratio. Thus, it is reasonable to expect positive relationship between this ratio and bank performance in our estimation.
Ratio between Demand and Time Deposits. It is taken in order to control for the structure of bank deposits, which may influence the liquidity level of bank, and, correspondingly, bank profits.(Fraser et al., 1974)

Market Share. As it was discussed in the previous section, according to Efficient-Structure hypothesis Market Share has positive effect on bank performance. In this case Concentration level should influence bank performance insignificantly. In contrast, if one receives statistically significant effect of concentration on bank performance, then it is a sign of Structure-Conduct-Performance theory correctness.
EXT group of variables. 
Concentration. See Market Share subsection.
Inflation. The question of relationship between inflation and performance of the Ukrainian banks is ambiguous. Many empirical studies found different effect of inflation on bank performance.(Abreu et al., 2001 and Demirguc-Kunt,1998). The direction of influence depends on correspondence between profits and costs that bank may have due to inflation. Thus, it is the question of scientific interest what type of effect of inflation on bank performance one may observe on the Ukrainian market.

In order to estimate our model Instrumental Variables (IV) technique is employed. Motivation of using IV is explained by necessity to control for endogeneity caused by correlation between bank price setting strategy and unobservable managerial skills (Demirguc-Kunt et al., 1998). Lagged variables from Internal group of factors are taken as IVs. It is assumed that they represent a good proxy for managerial ability since they keep track of bank performance history, which is believed to be determined to some extent by skills of the manager. In order to avoid problems with heteroskedasticity and intra-group autocorrelation in error terms clusterization technique is used.

The following tests are using in order to test employed IV for relevance:

Underidentification test (Kleibergen-Paap Statistics)

                 H0: Instruments are underidentified;

Overidentification test (Hansen J Statistic)

                 H0: Instruments are valid instruments.  (Baum et al., 2003)

Chapter 4
DATA DESCRIPTION

Our empirical estimation is based on two unbalanced panel data sets. First data set contains monthly financial information of 88 banks operating on the Ukrainian market over 25-month period (from March, 2006 till March, 2008). Also this set includes monthly exchange rates (both ask and bid) for every bank and monthly inflation rates.

Second data set includes observation on 41 banks operating in Ukraine. As well as the first data set, this one consists of financial information and inflation rates on monthly basis over period March, 2006-08. In addition, it contains monthly interest rates on deposits (in USD and EUR) and loans (in USD and EUR) for companies with duration 6 months.

Financial information was collected from www.aub.com.ua (Association of Ukrainian Banks’ website), information on exchange and interest rates from www.finance.ua, and inflation rate was obtained from http://www.bank.gov.ua (National Bank of Ukraine).

Description of the variables:
USD_Jur_6 – Interest rate margin for companies on loans and deposits denominated in USD with 6-month duration;

EUR_Jur_6 – Interest rate margin for companies on loans and deposits denominated in EUR with 6-month duration;

USD – Exchange rate margin (difference between what bank asks and what it bids for USD);

EUR - Exchange rate margin (difference between what bank asks and what it bids for EUR);

ROA – Net Income after tax over Assets;

MarketShare – Bank Assets over total sum of assets in the banking sector;

Size – Log of Bank Assets;

sqrsize – Square of Log of Bank Assets;

CAR – Bank Capital over Assets;

LoantoAssetsRatio – Total Loans over Assets;

DepositsToAssets – Total Deposits over Assets;

InflationRate – Consumer Price Index (on month-over-month basis)

DemandOverTimeDeposits – Total Demand Deposits over Total Time Deposits;

Concentration – Herfindahl-Hirschmann Index (HHI) is employed in order to calculate concentration ratio. The formula is of the following form:
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where N – number of banks in data set.

Descriptive statistics of the 1st and 2nd panel data sets is presented in Table 1 and Table 2, respectively.
TABLE 1

	Variable
	N
	Mean
	St. Dev.
	Min
	Max

	ROA
	1973
	.102
	.103
	0
	1.899

	MarketShare,%
	1973
	1.054
	1.907
	.013
	11.789

	CAR
	1973
	.178
	.117
	.057
	.999

	USD
	1294
	.030
	.028
	.005
	.747

	EUR
	1145
	.115
	.070
	.017
	.747

	LoanToAssets 
	1973
	.803
	.108
	.035
	.969

	DepositsToAssets
	1973
	.605
	.368
	0
	.989

	DemandOverTimeDeposits
	1972
	.588
	.969
	.006
	21.866

	Concentration
	2200
	374.502
	17.169
	341.333
	400.293

	InflationRate
	2200
	1.32
	1.156
	-.4
	3.8


TABLE 2

	Variable
	N
	Mean
	St. Dev.
	Min
	Max

	ROA
	902
	.088
	.072
	0
	.665

	MarketShare,%
	902
	.695
	1.161
	.015
	7.228

	CAR
	902
	.159
	.098
	.055
	.991

	EUR_Jur_6
	220
	7.290
	2.780
	3.5
	13

	USD_Jur_6
	164
	6.606
	2.518
	1
	11.9

	LoanToAssets 
	902
	.796
	.079
	.055
	.9783629

	DepositsToAssets
	902
	.627
	.273
	.0002
	.895

	DemandOverTimeDeposits
	901
	.394
	.464
	.011
	11.518

	Concentration
	1025
	66.002
	8.063
	48.864
	78.401

	InflationRate
	1025
	1.320
	1.156
	-.4
	3.8


Chapter 5

EMPIRICAL RESULTS

As a proxy for bank price setting strategy 4 margins are employed. Therefore, 4 model specifications are estimated. In Table 3 results obtained from regression with USD_JUR_6 as proxy are presented.

Coefficient near USD_JUR_6 appeared to be statistically significant having positive influence on dependent variable. It means that banks with higher margins on average were more profitable. Thus, conclusion is that under these circumstances the decision of banks to increase margin could have been beneficial for them. The moderate price strategy might be considered as the most widely used strategy employed by banks in setting loan and deposit rates for companies (loans and deposits are denominated in USD).

Size is also found to be positively correlated with bank profitability. This finding verifies the existence of economy of scale in the Ukrainian banking sector over the period 2006-2008. In other words, the larger bank, the higher profits it had. However, negative significant coefficient near sqrsize emphasizes the fact that the economy of scale was valid only up to some point upon reaching of which profitability of large banks began to decline.

Observed positive relationship between bank capitalization level and profitability is in line with empirical findings for other countries. In Ukraine this finding might be explained in the following way. According to Berger(1995), banks with capitalization level below the equilibrium have higher expected bankruptcy costs. Hence, taking into the consideration that over the period 2006-2008 the Ukrainian banking sector was characterized by relatively low capitalization level(Tymoshenko, 2007), it is reasonable to assume that expected bankruptcy costs were considerably high. Thus, by increasing capitalization ratio Ukrainian banks diminished expected bankruptcy costs, and, as a result, improved their profitability level.

Positive significant relationship between Loan-to-Assets with Demand-over-Time-Deposits ratios and bank performance signifies that banks with better liquidity are more profitable on average. Positive coefficient near Deposit-to-Assets ratio variable is due to the expectations outlined in Methodology section of this thesis and coincides with the results obtained by Naceur (2003).

Market Share is found to be a factor that has no effect on bank performance. At the same time, coefficient near concentration ratio is statistically significant, but too small, thus showing little influence on bank profitability. Based on these findings, it may be stated that neither Structure-Conduct-Performance nor Efficient-Structure hypothesis could be applied for explaining bank profitability in Ukraine.

According to estimation results, inflation is appeared to have negative influence on bank performance, which means that due to inflation over the period 2006-2008 in Ukraine banks incurred more costs than gained revenues. However, the value of this coefficient is too small.

The p-value in Hansen overindentification test is 0.24, so that H0 (= instrumental variables are not overidentified) can be accepted. At the same time, Kleibergen-Paap underindentification test has p-value equal 0.15, which allow us to reject H0 (instruments are underindentified) only at 15%-level of significance.

In table 4 regression with EUR_JUR_6 employing as a proxy is presented. Obtained results are similar to the findings from the previous regression. Margin rate on loans and deposits denominated in EUR had the same positive effect on bank profitability. Conclusions similar to the inferences from the previous model could be made here:  high margin was typical for more profitable banks.

Size and sqrsize are statistically significant with positive and negative signs, respectively, which again verifies existence of economy on scale up to some point in the banking sector of Ukraine over the period 2006-2008. CAR, Loan-to-Assets, Deposits-to-Assets, and Demand-over-Time-Deposits ratios also are statistically significant with positive influence on ROA, thus emphasizing importance of capitalization and liquidity factors for bank performance in Ukraine over the period under consideration. Structure-Conduct-Performance and Efficient-Structure hypotheses are not verified to be valid for the Ukrainian banking sector again. Market Share and concentration are found to be insignificant. In the same way, as it was estimated in the previous model, Inflation affected bank performance in this specification, but magnitude of this influence was negligible.

P-values of the underindentificaton and overidentification tests are 0.08 and 0.32, respectively, which is an evidence for validity of chosen instrumental variables.

In the next two tables estimations for models with margins of exchange rates as proxies for bank price setting strategy are provided. Table 5 contains estimated results for model with margin on USD/UAH exchange rate (in table - USD).

USD margin rate is found to be insignificant in determination of bank performance. CAR and Deposits-to-Assets ratios in this specification also had positive effect on profitability of the banks, while Size, Loan-to-Assets ratio, Demand-over-Time-Deposits ratio, and Inflation rate appeared to be insignificant. Again, existence of Structure-Conduct-Performance and Efficient hypotheses is not confirmed.

In case of model with margin on EUR/UAH exchange rate (in table – EUR), estimated results (Table 6) showed insignificance of all factors except for EUR in bank performance determination. Relationship between EUR and ROA is found to be positive and statistically significant, yet only at 10%-significance level. This result is in line with findings from the first two models. More profitable banks on average set higher margins.

Under- and overindentification tests revealed appropriateness of instrumental variables in the last two described models (Kleibergen-Paap test, p-val are 0.003 and 0.21, respectively; Hansen test, p-val are 0.21 and 0.32, respectively).

Thus, in 3 out 4 estimated models the positive significant relationship between bank profitability and margins was found. Therefore, based one these results one can infer that 1) bank setting strategy did influence bank performance; 2) banks with higher margins were more profitable in Ukraine over the period 2006-2008.

Estimations showed that CAR and Deposit-to-Assets ratio had positive statistically significant relationship with ROA in 3 out 4 models. Thus, these findings verified importance of the mentioned factors in determination of bank performance in Ukraine. Banks with high capitalization level and Deposit-to-Assets ratio on average were better performers. Influence of Loan-to-Assets and Demand-over-Time-Deposit ratios on bank profitability were found to be significant only in 2 out 4 models. Size of banks also was found to be significant only in 2 cases. According to the estimations where it was significant, bank size had positive effect on ROA, thus pointing on existence of economy of scale; however, further investigation is needed in order to verify bank size variable as a relevant determinant of bank performance. Macro variables (Inflation and concentration) as well as Market Share were found to be insignificant in all models.

Chapter 6

CONCLUSIONS
The issue of investigation factors which influence bank performance is not new in the economic literature. The effects of various internal as well as external determinants on profitability of the bank were explored. However, little attention was devoted to discovering the effect of price setting strategy on bank performance. Thus, the main task of this research was to verify that price setting strategy does have some effect on the bank performance and explore the direction of this influence on the Ukrainian banking market.
It was found that over the period March, 2006-08 in the banking market of Ukraine there was positive and statistically significant relationship between price setting strategy and bank profitability. Thus, one can infer that banks with higher margin rates had higher level of profits. It verifies the existence of influence of price setting strategy on bank performance. Then, it could be suggested that for banks with low margins it would have been beneficial to increase their spread.
Among internal variables only Market Share was estimated to be insignificant in all model specifications. Other variables appeared to have positive significant  effect on bank performance. Such effect of CAR on performance might be due to low capitalization level of the Ukrainian banking sector. Positive effect of Size with negative coefficient near sqrsize points on existence of economy of scale, but only up to some point. In other words, small-size banks benefit from economy of scale, while large-size suffer from diseconomy of scale. Positive coefficients near Loan-to-Assets and Demand-over-Time-Deposits are evidence of that banks with better liquidity were more profitable.
Variables from external group (Inflation rate and concentration) were found to be insignificant in performance determination.
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Appendix

TABLE 3
	
	(1)

	VARIABLES
	ROA

	
	

	USD_Jur_6
	0.0368***

	
	(0.00534)

	MarketShare
	-0.000255

	
	(0.00530)

	Size
	0.306***

	
	(0.0583)

	Sqrsize
	-0.0171***

	
	(0.00365)

	CAR
	0.280***

	
	(0.0631)

	LoanToAssetsRatio
	0.300***

	
	(0.0482)

	DepositsToAssetsRatio
	0.120***

	
	(0.0193)

	InflationRate
	-0.0187***

	
	(0.00441)

	DemandOverTimeDeposits
	0.260***

	
	(0.0305)

	Concentration
	-0.00187***

	
	(0.000561)

	Constant
	-1.791***

	
	(0.264)

	
	

	Observations
	183

	Underidentification test (Kleibergen-Paap rk LM statistic), p-val
	0.1585

	Hansen J statistic (overidentification test of all instruments), p-val
	0.2436

	First-stage regression F-stat
	110.90


TABLE 4

	
	(1)

	VARIABLES
	ROA

	
	

	EUR_Jur_6
	0.0352***

	
	(0.00617)

	MarketShare
	-0.000593

	
	(0.00566)

	Size
	0.321***

	
	(0.0820)

	Sqrsize
	-0.0175***

	
	(0.00524)

	CAR
	0.487***

	
	(0.0801)

	LoanToAssetsRatio
	0.687***

	
	(0.104)

	DepositsToAssetsRatio
	0.147***

	
	(0.0291)

	InflationRate
	-0.0194***

	
	(0.00533)

	DemandOverTimeDeposits
	0.187***

	
	(0.0173)

	Concentration
	0.000249

	
	(0.000758)

	Constant
	-2.357***

	
	(0.370)

	
	

	Observations
	135

	Underidentification test (Kleibergen-Paap rk LM statistic), p-val
	0.0798

	Hansen J statistic (overidentification test of all instruments), p-val
	0.3172

	First-stage regression F-stat
	127.32


TABLE 5

	
	(1)

	VARIABLES
	ROA

	
	

	USD
	-4.938

	
	(3.394)

	MarketShare
	0.0112

	
	(0.00736)

	Size
	0.0303

	
	(0.0465)

	Sqrsize
	-0.00157

	
	(0.00351)

	CAR
	0.364***

	
	(0.0741)

	LoantoAssetsRatio
	-0.0184

	
	(0.0664)

	DepositsToAssetsRatio
	0.0552***

	
	(0.0192)

	InflationRate
	-0.00248

	
	(0.00662)

	DemandOverTimeDeposits
	-0.00626

	
	(0.00530)

	Concentration
	-0.000421

	
	(0.000558)

	Constant
	0.181

	
	(0.292)

	
	

	Observations
	1146

	Underidentification test (Kleibergen-Paap rk LM statistic), p-val
	0.0400

	Hansen J statistic (overidentification test of all instruments), p-val
	0.2084

	First-stage regression F-stat
	30.92


TABLE 6

	
	(1)

	VARIABLES
	ROA

	
	

	EUR
	0.882*

	
	(0.512)

	MarketShare
	0.00727

	
	(0.00490)

	Size
	0.00330

	
	(0.0444)

	Sqrsize
	-0.000690

	
	(0.00309)

	CAR
	0.0721

	
	(0.0589)

	LoantoAssetsRatio
	0.0574

	
	(0.0674)

	DepositsToAssetsRatio
	0.0261

	
	(0.0327)

	InflationRate
	-0.00202

	
	(0.00369)

	DemandOverTimeDeposits
	0.00319

	
	(0.00388)

	Concentration
	0.000735

	
	(0.000490)

	Constant
	-0.357

	
	(0.251)

	
	

	Observations
	1007

	Underidentification test (Kleibergen-Paap rk LM statistic), p-val
	0.0039

	Hansen J statistic (overidentification test of all instruments), p-val
	0.2007

	First-stage regression F-stat
	19.69


_1304961200.unknown

_1304983857.unknown

_1305314575.unknown

_1304961290.unknown

_1304961168.unknown

