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Economic Theory

I. V. Rozmainsky,

National Research University Higher School of Economics,

Russia, Saint-Petersburg

STAGFLATIONINTHEINSIDE MONEY ECONOMY:
THE POST KEYNESIAN PERSPECTIVE

1. Introduction

Stagflation is a comparatively new (35 — 40 years)
feature of the advanced market economy. The 2007 —
2012 Global Financia Crisis—whichwaslabeled by some
authors (Whalen, 2012) as the , Great Recession” — has
reminded again about this phenomenon (Alattar, 2011).
All famous theories of stagflation — Monetarist, New
Classical, and Traditional Keynesian ones — have one
common point. According to all thesetheories stagflation
isgenerated by exogenousfactors: the government policy
or (adverse) supply shocks. We shall try to show in this
paper that stagflation can be endogenously inherent to
the modern advanced market economy. In order to make
it we will follow the Post Keynesian approach. In
particular, this approach emphasizes both the very
important role of debt in the process of business cycles
and a cyclical character of the money supply dynamics
(Palley, 2002).

The starting point is that the modern advanced
economy isthe “inside money economy” (Dow and Earl,
1982, ch. 9). A huge part of the money supply is the
(private) credit money, that is, both asset and liability of
the private sector. In other words, in the inside money
economy money is simultaneously a debt. Such money
has endogenous nature: stock of inside money ,,... is
determined by the demand for bank credit, and the latter
is causally dependent upon the economic variables that
affect the level of output” (Fontana, 2003, p. 292).

The fact that money is a debt complicates many
relationships between macroeconomic variables. On the
one hand, monetary aggregates are the only means of
financing expenditures. The more is the money supply,
the more are aggregate expenditures, and aggregate
demand will be. On the other hand, money isadebt, and
the liquidation of this debt can absorb alot of financial
resources. In other words, the more is stock of the
outstanding debts (inside money) and the closer is
maturity date, the less financial resources available for
the expenditures will be. It turned out, that the relation
between macroeconomic situation and the (inside) money
stock is ambiguous.

This ambiguity appears in the phase of slump of
the business cycle. AsMinsky (1977; 1986) has showed,
the slumps in the modern advanced economies are the
causes and the consequences of the inability of the
business sector to meet cash payments commitments
that grow out of debts borrowed in the phases of
expansion and boom. The goals and purposes of the
majority of the households and the firms may be changed
during the slump. The immediate redemption of debts
becomes the main purpose of many agents in this phase
of the business cycle. Such change in the goals and
purposes can alter relationships between the main
macroeconomic variables in the output market and lead
to the stagflation.

We will describe it in the Section 2. The Section 3
considers the role of the money market for the process
of stagflation. The Section 4 touches upon the link
between the inside money economy and oligopolistic
competition. The Section 5 mentions about one of the
forgotten conceptions by Keynes. This conception is
relevant for our theme and supplements our approach.
The Section 6 concludes the paper.

2. The Output Market

a) Therelationship between aggregate demand and
the price level. The mainstream macroeconomic theory
proves the presence of negative slope of aggregate
demand curve by means of Pigou effect, Keynes effect
and net export effect. But Keyneseffect (the pricelevel —
the demand for money — the interest rate — investment —
aggregate demand) can be negligible if investments are
driven first of all by animal spirits and the state of
confidence. When trade barriers are strong, then the net
export effect (theinfluence of the pricelevel onthe export
and the import) also does not matter. In the phase of
slump Pigou effect (the price level — the real money
supply —consumption — aggregate demand) is outweighed
by Fisher effect. This effect consists in the increase in
the real debt burden because of thefall in the pricelevel.
Such increase causes the wave of bankruptcies and
economic collapse (Fisher, 1933; Minsky, 1986; see also
Wray and Tymoigne, 2008). It is clear, that it is in the
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phase of contraction that Fisher effect playsthe enormous
role. We believethat in this phase of business cycle Fisher
effect may become more than the sum of Pigou, Keynes
and net export effects. The slope of aggregate demand
curve can be a positive in the phase of slump. The idea
of positive relationship between the price level and
aggregate demand under the inside money was already
put forward in “non-Neoclassical” economic literature
(Fazzari and Minsky, 1984; Caskey and Fazzari, 1986).
We stress the importance of the phase of slump for the
emergence of this unusual relationship.

b) The relationship between aggregate supply and
the price level. As we mentioned above, the business
firms in the phase of contraction try to liquidate their
debts immediately. We believe that the firms do not
maximize profit inthat situation. Really, the business sector
aspires quickly to earn revenue which is sufficient for
the redemption of the debts. It means that the fall (rise)
of the price level causes the firmsto increase (decrease)
output for the provision of this sufficient amount of
revenue (Nozdran and Berezin, 1993). In other words,
the relationship between aggregate supply and the price
level can be anegativeinthe phase of ump. Thereasons
for this appear especially when househol ds as owners of
resources also desire (first of all) to redeem their debts.
Weshall explainthisrelationshipin the end of this section.

Such transformations of these essential
macroeconomic relationships are the key to the
explanation of the endogenous nature of stagflation in
the inside money economy. The domination of inside
money alters economic behavior in the phase of
contraction. In this situation any adverse demand shocks
(caused by the collapse of investment or consumption
confidence, theriseintheliquidity preference, theincrease
in the thriftiness, the share prices crash etc.) may not
only generate the decrease in output, but also become
the reason for the price level rise. It means that the
inevitable (during the slump) negative demand shocks
automatically lead to stagflation. In this fashion the
stagflation is inherent to the inside money economy. It
takes place without both adverse exogenous supply
shocks and the government stabilization policy.

We must, however, point out that these stagflationary
processes are not long-lasting. After the liquidation of the
debts and/or mass bankruptcies of the business firms the
relationships both between the price level and aggregate
demand and between the price level and aggregate supply
become ,normal”, , traditional”. Under these ,, normal”
relationships the endogenous sources of stagflation fade
away because the necessity of the debts redemption is not
aready dominating factor in the behavior of the firmsand
the households. If, however, the process of paying debts
continues in the ,, post-depression” and recovery phases,

some ,,unusua” macroeconomic relationships, possibly,
matter. In this situation Fisher effect may become less
than other (Keynes, Pigou and net export) effects, but the
negative relationship between aggregate supply and the
price level can persist. The business firms will decrease
prices or inflation rates in order to induce the increase in
demand, supposing that current level of that is low. The
example is the US economy in the 1980s. stagflation of
the 1980 — 1982 was offset by disinflationary expansion
in the 1982 — 1990.

In other words, the increase in aggregate demand
in the , post-crash” phase removes the threat of the mass
bankruptcies wave and weakens Fisher effect
importance; but at the same time, the redemption of
financial obligations, as before, is the big problem for
many businesses. Firms try to decrease the prices and
increase the output, because they aspire to provide not
maximal profit but sufficient amount of revenue. When
such measures are accompani ed by the aggregate demand
increase, disinflationary expansion takes place. The
necessary conditions for it are rooted in the use of roll
over credit, derivatives and other means to avoid the
bankruptcy without the final redemption of the debts.
The application of such instrumentsis a consegquence of
the financial evolution (creation of new monetary
aggregates, new banking , practices’ etc). It is in the
inside money economy that financial evolution is
developing and accelerating (Simons, 1936; Minsky,
1957; Chick and Dow, 1988; Niggle, 1991; Arestis and
Howells, 1992; Nozdran and Berezin, 1993; Wray, 2009).
Broadly speaking, we believe, that the speed of the final
redemption of debts negatively depends upon (a) the
aggregate inside money stock in the economy, (b) the
ratio of long-term debts to short-term debts. At the same
time, the frequency of the appearance of the ,debt
bankruptcies’ threat positively depends upon the former
factor and negatively upon the latter factor. Caskey and
Fazzari (1986) have brilliantly described the importance
of the latter factor.

We must take into account, however, that if
disinflationary expansion is not accompanied by the final
liquidation of debts or even istied up with the additional
inside money creation, new financial crisis becomes
inevitable. As Wolfson (1995) has showed, economic
recession in the USA in the 1990 — 1992 was generated
first of al by the enormous amount of the credit market
outstanding debt. Similarly, the 2007 — 2012 Global
Financial Crisis was induced by enormous use of
derivatives, securitization and other risky financial
practices implying enormous accumulation of debts
(Wray, 2009; 2011b). In particular, at the end of this
crisistotd financial derivatives,, ... reached perhaps $600
trillion — many times world GDP’ (Wray, 2011a, p. 7).
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These reasoning may change the character of some
other theories and hypotheses. Consider Minskian
approach to the analysis of stagflation (Minsky, 1985;
1986). According to this theory, stagflation appears
because of the attempts of the government to smooth
out ,a debt deflation”. , Stagflation is a substitute for a
big depression” (Minsky, 1985, p. 52). We think that
this statement is absolutely true only combined with
recognition of it as being endogenously inherent feature
of the inside money economy (in comparison with the
outside money economy). Broadly speaking, it can also
be true in relation to the effects of the expansionary
macroeconomic policy, if the problem of the redemption
of debts is important but not dominating factor in the
behavior of firms, and, at the same time, the firmstry to
solve their problems by means of decreasing output and
rising prices, for example, in order to maintain an
appropriate level of the mark-up.

But in the opposite case, if the firms do not pursue
the profit-maximizing goa at all, and aspire only to get a
sufficient amount of revenuefor the sake of theliquidation
of indebtedness, expansionary government policy in the
phase of slump generates not stagflation but the
disinflationary expansion. Why? As we have already
pointed out, the decreasing demand can force firms to
raise prices to escape from financial crash. We suppose
that the situation is possible when the increase in the
demand (caused by the government) can remove the
incentives to raise prices. If the firms simultaneously try
to stimulate the demand expansion by the prices decrease,
the emergence of disinflationary expansion becomes
evident. In the case of the US economy huge federal
budget deficit was, possibly, one of the factors contributed
to the disinflationary economic recovery in the 1980s
and an absence of another ,, Great Depression” after 2007
(but the ,, Great Recession” isturned out to be inevitable
(Whalen, 2012)). This conclusion can be used in the
controversies with the Monetarists and New Classical
economists arguing that any expansionary government
policy is either completely ineffective or stagflationary.
Actually the government can not only eliminate stagflation
in the inside money economy but also transform it into
non-inflationary prosperity. In such a , non-standard”
situation supply side policiesmay be... inflationary)! The
improvement of the production possibilities causes not
only the increase in output, but also inflation. The point
is that such event generates the increase in the output,
and this increase can be purchased by spenders only at
higher prices, because Fisher effect may matter! Inflation
can decrease the real burden of debts and allow the
businesses to dissave for the sake of the purchase of the
increased output produced by means of the improved
production possibilities.

We must repeat that these ,, miracles’ can end up
very quickly, after the majority of the firms and
householdswill meet their hugefinancial obligations. If a
slump is very severe and before the business firms were
able to redeem the debts, they had gone bankrupt, the
above events do not occur in reality and the , traditional”
macroeconomic relationships hold.

Moreover, the complicated macroeconomic
relationships of the inside money economy of the real
world cannot be fully described by the AS—AD model.
The point is that this model — as any supply-demand
model —isusually based on the assumption that producers
and spenders are price-takers. As we will remind below,
the modern inside money economy is oligopolistic and
the business firms possess the price control. This fact
makes the application of the AS — AD model in some
degree senseless. Therefore, the economists are forced
to make such special assumptions, as,, ratchet effect” (it
means the price level downward rigidity when aggregate
demand falls in the conditions of mass unemployment;
that isto say, aggregate supply curve is horizontal under
demand contraction), in order to retain realistic elements
of this model under imperfect competition.

Webelieve, however, that the above reasoning—using
thelanguage of ASand Ad rel ationships— can describe the
phase of recession with some degree of realism. The
decreases in the demand cause the business firmsto raise
their pricesin order to providethemselveswith therevenue
which is sufficient for the redemption of financial
obligations. At the same time, firms may abtain funds not
by the price rise but by the means of the output expansion
at the decreasing prices (or decreasing inflation rates). We
suppose, however, that the former strategy takes place
when the demand is falling: and the latter strategy takes
place when the demand is low or is rising and/or Fisher
effect become negligible. If the firms follow the latter
strategy, and Fisher effect dominates, the debt-deflationis
possible. But, it seems to us, this possibility seems very
unlikely. Fisher effect matters when the threat of financial
collapse and credit crunches is very likely to occur, and
the firms try first to raise their prices. The increase of
output at the lower pricesis carried out by the firms when
the above-mentioned threat becomes little less dangerous,
and Fisher effect is weaker than other (Pigou, Keynes and
net export) ones, but the redemption problem is still
important. These conclusions can be explained by means
of the fact of the demand inelagticity in the short run and
the one dasticity in the long run (Eichner, 1973). When
thedemandisfalling, and,, adebt-depressionisall around”,
firms are forced to obtain funds very quickly in order to
survive to liquidate their debts. They are ready to get the
immediate revenue gain (caused by the rise in the prices)
at the expense of the following decreasing revenue flow.
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When the redemption problem isimportant but not crucial,
firms can bring down prices in order to stimulate demand
and increase revenue in the , medium run”.

3. The Money Market

Thereis another reason for stagflation to take place
in the phase of contraction in the inside money economy.
Thedesireto redeem financial obligationsin the recession
means the increase in the demand for money and, in the
absence of infinitely elastic supply of money, therisein
the market interest rate. Interest rates become higher. As
Eichner (1973) has pointed out, the market interest rate
is one of the fundamental determinants of the markup
under oligopoly (we shall consider below the close
relationship between the domination of oligopoalistic
structures and the domination of inside money). The
higher is the rate of interest, the higher is the mark-up
and, naturally, the higher priceswill be. The point is that
the price in the conditions of ,, oligopolistic competition”
is a means of financing discretionary expenditures
(Eichner and Kregel, 1975). The price rise provides
additional finances for some or other oligopolistic firm.
As Eichner (1973) has believed, the interest rate is a
something like ,a floor” for the mark-up increase by
some or other oligopolistic company. The interest rate
rise makes external finance expensive. Such increase in
the cost of external finance may force oligopolistic firm
to increase prices in order to get additional cash inflow.
Needless to say, that the interest rates rise usually before
and in the beginning of recession. The cyclical phase of
slump isthe period of the rising and higher interest rates.
In the inside money economy (as we shall show below,
such economy cannot be , perfectly competitive’) the
rising and higher interest rates generate inflation. In the
phase of contraction any inflation becomes stagflation.
The process of creating new credit money can become
self-fulfillingin the inside money economy. Thistendency
can be intensified in the recession because the increase
in the inside money stock in the phases of recovery and
boom inevitably leads to the huge payments of principal
and interest in the contraction. Inthis situation somefirms
go bankrupt anyway, simply because these firms are
worsethan the ,, average” companies. Such bankruptcies
mean the emergence of bad loans for some commercial
banks and other financial institutions. Needless to say
that these events cause the increase in the lender risk
(Keynes, 1936, p. 145; Minsky, 1986, p. 193). It isthe
important factor of the rise of the ,new inside money”
price, that isto say, therise of the rate of interest. Banks,
of course, can provide new finances for the corporate
sector by means of managed liabilities, (and also
securitization and other financial practices). But the use
of such instruments is very expensive (Wolfson, 1995)
and inevitably forces banks to raise the ,retail” interest

rates. As we have pointed out above, the increase in the
»price of money” in the oligopolistic economy leads to
the increase in the prices of goods and services. The
severe slumps in the 1974 — 1975 and 1980 — 1982 (and
alsothe 2007 — 2012 Global Financial Crisis) inthe USA
and other advanced countries with the inside money
economy were (are) characterized by the decreasing
output and the rising interest rates and price level. The
slump of the 1990 — 1991 is the only exception with its
low inflation and interest rates (Wolfson, 1995).

4. Imperfect Competition and Thelnside Money
Economy

Why is the inside money economy oligopolistic?
We think that the emergence and the spreading of inside
money are the response to the increase in the capital-
intensity of the economy. The expensive investment with
long gestation period cannot beimplemented without more
or less stable external finances. It is possible only when
the bank deposits are money and banks can finance their
activity not only by excess reserves, but also by
purchased funds (managed liabilities), in other words, in
the endogenous inside money economy. Endogenous
inside money is an inevitable ingredient of the economy
in which an expensive, and long period gestation
investment ,, rulestheroost”. But thelarge-scale and long-
term investment cannot be performed by , perfectly
competitive”, , polypolistic” firms. Such small
»polypolistic” firms cannot control their prices and have
no market power at all, and also possess too small own
(,entrepreneurial”) capital (Kalecki, 1956, p. 91 — 95).
In such conditions these firms cannot obtain funds,
sufficient for the expensive and long-term investments.
The atomistic competition economy is first of all a
consumption-oriented economy. It can be often very
unstable, but the problems of long-term investments,
mergersand acquisitions, leveraged buyouts, and financial
evolution (implying liability management, securitization
and use of derivatives, see Wray (2009)) are not central
to this type of the economy. Capital-intensification and
corresponding changes in the banking sector occur under
oligopolistic and other ,,imperfect” structures. The idea
of close relationship between the imperfect competition,
high capital-intensity and inside money was put forward
for the first time by H.P. Minsky (1977; 1985; 1986).
For example, he wrote:

Oligopoly and monopolistic competition are the
natural market structures for capital-intense industries.
Sinceinvestors and bankers demand some guarantee that
price competition will not occur, the paper-oriented world
of Wall Street anathematizes price competition among
producers (Minsky, 1986, p. 167).

In a capitalist economy money is tied up with the
process of creating and controlling capital assets... the
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creation of money is part of the mechanism by which a
surplus is in a capitalist economy money is tied up with
the process forced and allocated to the production of
particular investment goods. (Minsky, 1986, p. 223 —224)
We cannot, however, agree that ,money is tied up
with the process of creating and controlling capital assets’
inany , capitalist economy”. In the capitalist economy of
the X1X century money was outside and exogenous and
determined not by the actions of corporations and
financia institutions, but by the gold stocks. Likewise,
the money supply, for example, in Germany in the 1920s
wasalso outside and determined exclusively by the actions
of the government. In both cases the money creation
process was not tied up with physical and financial
investments at all. We think that the statement of Minsky
is true only for the inside money economy. This type of
money indeed appears and spreads with the capital-
intensification under imperfect competition. The inside
money economy can function successfully only when
the business firms are capable of controlling their prices.
We do not believe that atomistic competition and
the long period gestation investment are inconsistent at
al. As Boyd and Blatt (1988) have demonstrated, in the
economy with exogenous outside (metallic) money the
investment activity is financed through the very unstable
stock market. According to that model, the firms sell
sharesin order to finance their investment, and then issue
new shares in order to pay dividends on old shares (it is
a something like Ponzi finance!). The decrease in the
willingness of financial investorsto buy shares generates
rapid and heavy crisis. In this model the financial
investors' sector loses all money invested in the shares
in the phase of slump. It means that ,financial
investments are irreversible” (Boyd and Blatt, 1988,
p. 74). We supposethat thisirreversibility cannot belong-
run feature of the market monetary economy. And we
believe that the case described by Boyd-Blatt model was
realistic, but not typical for the atomistic monetary
economy. The long “latency times’ investments can be
executed systematically and without enormous|osses for
some classes of the society only inthe oligopolisticinside
money economy.
5. Keynes's Theory of , Artificial Borrowers’
Keynes has described in the end of the second
volume of the Treatise on Money (1930) his theory of
Lartificial borrowers’. According to the theory, in the
phase of recession , genuine borrowers’, who rely on
the expected yield of new investment, are displaced by
Lartificial” ones, who rely on the need to redeem old
debts (,,distress’ borrowers), or on the aspire to gain
from the (actual and expected) differences between
short-term and long-term interest rates (,, banking”
borrowers) or on the desire to make money on the stock

exchange (, speculative” borrowers). Keynes has
believed that such ,artificial borrowing”, especialy
»Speculative borrowing”, can exacerbate economic
instability.

Unfortunately, this theory has been overlooked or
forgotten by many (may be even all) the Post Keynesians
(of course, | do not mention any mainstream
macroeconomic approaches). By the way, by means of
developing this theory, we can explain stagflation in the
period of recession in the inside money economy.
LArtificial borrowing” is by and large a feature of such
an economy in the phase of lump. It is a consequence
of the inside money supply growth in the expansion and
it can be carried out only if money are created inside the
economy. The actions of , artificial borrowers’ generate
the interest rates rise, and under imperfect competition
such arise is the reason for inflation in the recession,
that is to say, for stagflation. Furthermore, as we
mentioned above, ,artificial” borrowers displace the
»genuine” ones; it means the decrease in the degree of
availability of finances for the long-term investment.
Aggregate demand falls, and if relationship between
aggregate supply and the pricelevel hasanegative slope,
stagflation takes place. In the outside (metallic or fiat)
money economy such events are impossible, because
the economic expansion is by and large not financed by
private debts, and there are no incentives and conditions
for the , artificial borrowing”.

It is interesting that Keynes has assumed the
exogeneity of money in his magnum opus (1936). The
endogenousinsidemoney werein hisfocusinthe Treatise
on Money and some articles published after the General
Theory in 1937 and 1939 (1937a; 1937b; 1939). The
theory of ,artificial borrowing” had disappeared in the
works of Keynes after 1930. And the Post Keynesians
have ,lost” this theory. Even Paul Davidson, who often
stressed (1972) the importance and the meaning of the
Treatise on Money, never mentioned this theory in his
brilliant works.

6. Summary and Conclusions

We can point out that stagflation is endogenously
inherent to the inside money economy. It is not always a
consequence of adverse supply shocks (according to the
Traditional Keynesians) or of the expansionary
government macroeconomic policy (according to
Monetarists and the New Classical economists).
Stagflation can take place in the inside money economy
without any exogenous shocks or ,,interventions’. It can
appear only in the cyclical phase of slump because of the
intentions of ,,imperfectly competitive” firms to avoid
immediately the ,debt bankruptcies’ in the conditions of
a ,debt crisis” and the decrease in demand. The
domination of Fisher effect and the ,, very strong” desire
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to redeem the debts are the reasons for the inflation after
the demand contraction. Moreover, stagflation can also
take place in the inside money economy under the rising
and higher interest rates because in this situation the
business firms raise prices with the same above-
mentioned goals owing to the increase in the cost of
external finance. At the same time, stagflation is not
endogenously long run process in the inside money
economy. The redemption of debts by some firms and
the bankruptciesof other firms generate the , resurrection”
of the,, traditional”, ,, standard” macroeconomic relations,
behaviors and goals. In particular, Fisher effect does not
always matter, in contrast with the point of view of some
Post Keynesians (Caskey and Fazzari, 1986). Stagflation
endsup. If, however, the process of the debts' redemption
is slow and continues in the phases of ,, post-depression”
and , recovery”, therewill be possibility of disinflationary
expansion. In any case inside money is the condition for
an existence of stagflation only in the , cyclical context”.

The common point in the Post Keynesian literature
istheimportance of the difference between the,, monetary
economy” and the , barter (or real exchange) economy”
(Keynes, 1973, p. 408 — 411; Chick, 1983, p. 1 — 12,
Carvalho, 1992, p. 1 — 53). We tried to show in this
paper that the difference between the ,inside money
economy” and the ,, outside money economy” is not less
important. Involuntary unemployment is endogenously
inherent to the monetary economy and is not
endogenously inherent to the barter or real exchange
economy. Likewise, stagflation isendogenously inherent
to the inside money economy and is not endogenously
inherent to the outside money economy. It can appear in
the latter type of the economy, but only due to the
exogenous,, shocks’, , interventions” and ,, disturbances’.
We think that the picking out of the meaning of inside
money can help to understand the causes of many
important problems of the modern advanced economies,
in particular, the causes of stagflation. It isvery important
today, in the period of the 2007 — 2012 Global Financial
Crisis.
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Po3maincokuii I. B. Crardgusinisi y BHyTPillIHbO-
TPOIIOBiii eKOHOMIlli: MOCTKeHHCIAHCHKMIT OIS/

VY crarti 3po0neHo crpoly po3poOku Teopii, 1Mo
0a3yeTbCs Ha MOCTKEWHCIaHCHKOMY MiIX0/i. ABTOp TO-
SICHIOE, YOMY CTarquisiisi Moxxe OyTH BJIACTHUBA BHY-
TPIIIHBO CyYaCHOMY PHHKOBOMY TOCIONapcTBy. Jlyxe
BaXXJIUBHUM € T€, 1[0 TaKe TOCIOAAPCTBO TPAKTYIOTh 5K
» BHYTPIITHEO-TPOIIOBY €EKOHOMIKY" . ABTOp MOKa3ye, 110
cTarQmsIis HEeMUHYyYa B TaKiii EKOHOMIIIi, KOJIU KOHTPO-
JIFOIOY1 3HAYEHHS I[iH (ipMU HAMararoThCsl YHUKHYTH OaH-
KPYTCTB B YMOBax ,00proBoi Kpu3u”, BUCOKHX i/abo
TaKKX, 110 POCTYTh BiJICOTKOBUX CTABOK 1 3MEHIICHHS
CYKYITHOTO TOMUTY. [HITMMH CIIOBaMH, Y BHYTPIIIHBO-
TPOIIOBIN €EKOHOMIIII pelecis 3aBK/IU € cTarQisiero. Y
CTaTTi TAaKOX MOKA3aHO, 10 IUKJIIYHA eKCIIAHCIs, YKYTI
3 TIoralIeHHsM O0OpriB OTHUMHU QipMaMu i OAHKPYTCTBOM
iHIMX (HipM, MOXKE T030aBUTH EKOHOMIKY BiJI cTArQusilii,
ajie JuIIe A0 MOSBM HACTYIHOI perecii. Yci mi Mipky-
BaHHsI HA CHOTOJ/IHI Ty’Ke BaXKIIMBI, 0COOIMBO B Yac TII0-
6anpHOI (PiHAHCOBOT KPH3H.

Knrouogi crnoea: crargusmisi, BHyTPiIIHEO-TPOIIOBA
€KOHOMIKa, JUIOBI KU, OOproBa Kpu3a, riaobanbHa
(hinaHCOBa KpH3a.

Po3maunckuii M. B. Crarduisiuus Bo BHyTpeHHe-
NEeHEKHOH YKOHOMHKE. NMOCTKeHHCHAHCKUH B3IJIAX

B craTthe ocymiecTBieHa MONbBITKa pa3paboTku Oa-
3HPYIOIICHCS Ha MOCTKEHHCHAHCKOM MOXO0E TCOPHH,
00BsICHAOIIEH, TTOUeMy CTardUIsIiiisl MOXET ObITh BHY-
TPEHHE MTPUCYIIIA COBPEMEHHOMY PHIHOUHOMY XO3SHCTBY.
O4YeHb BaXKHO, YTO TAKOE XO3THCTBO TPAKTYETCS KaK ,, BHY-
TpEeHHe-JICHeXKHast SKOHOMHUKA” . ABTOp MOKAa3bIBAET, UTO
crardusiiys Hen30eKHa B TAKOH SKOHOMHUKE, KOT/Ia KOH-
TPOJUPYIOIIKE 3HAYCHUS [IeH (DUPMBI MBITAIOTCS H30€XkKaTh
OaHKpPOTCTB B YCIOBHSX ,, JIOJITOBOTO KPHU3KCa” , BLICOKUX
U/WIM pacTyIIUX MPOIEHTHBIX CTABOK U YMCHBIICHHUS
COBOKYITHOTO cripoca. IHBIMHU CJIOBaMH, BO BHYTPEHHE-
JICHE)KHOW SKOHOMHMKE PEIECCHUs BCETa MPEACTABISIET
co0oii crardusmnuio. B craThe Takke MOKa3aHO, YTO
[MUKIMYECKash SKCITAHCUS BKYIIE C MOTalIeHHEM JOJITOB
onHUMU (uUpMaMu U OAHKPOTCTBOM JpPyrux Qupm
MOXET W30aBUTh SKOHOMHUKY OT CTar(uisiiuu, HO JIUIIb
JI0 TIOSIBJICHUS CIIeAyIoIel pereccuu. Bee atu paccyx-
JICHUSI MOTYT OBITh OYEHb BAXKHBIMU B CETOIHSIIHEE
BpeMs I00aNbHOTO (PMHAHCOBOTO KPU3HCA.

Kuouesvle cnosa:. ctar¢usnus, BHyTpeHHE-ICHEK-
Has PKOHOMHKa, JEJIOBbIC IHKIBI, JOJTOBOW KPHU3HC,
[100aTBbHBIH (PHHAHCOBBIN KPH3HC.

Rozmainsky I. V. Stagflation in the Inside
Money Economy: the Post Keynesian Per spective

The paper contains attempt to devel op theory which
try to explain —in the Post Keynesian ,, spirit” —why can
stagflation be inherent in the modern market advanced
economy. The treatment of such economy as the ,,inside
money economy” is very important. The author shows
that stagflation is the inevitable feature of any recession
in the inside money economy, when price-controlling
firms try to avoid immediately the bankruptcies in the
conditions of a, debt crisis’, higher and/or rising interest
rates and decrease in the aggregate demand. In other
words, a recession in such economy is always a
stagflation. The paper al so showsthat cyclical expansion
together with redemption of debts by some firms and
the bankruptcies of other firms can deliver the economy
from stagflation, but only until the beginning of a next
recession. All this reasoning can be very important in the
current period of the 2007 —2012 Global Financid Crisis.

Key words: Stagflation; Inside Money Economy;
Business Cycles; Debt Crisis; the 2007 — 2012 Global
Financia Crisis.
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STATE SUPORT OFAGRARIAN SPHEREASKEY COMPONENT OF FORMING
OFFOOD SAFETY

Theproblem. Inthe current global conditionsfood
shortage is one of the national security issues for most
countries of the world.

To achieve economic and social balance of national
and regional food markets is the ultimate goal of
macroeconomic control of the agriculture and a
prerequisite of food security. Therole of significant food
security formation components should be performed by
the increase of the manufacturers’ income share in the
produce price aswell as economic accessibility of food.

Food security is a major component of national
security, sinceit provides sustainable production of staple
foods and their availability to the public. Ensuring food
security is a prerequisite for creating a favorable social
climate in the society. In case required reserves and
suppliesintheregion are absent there may develop social
tension; due to this fact food supply issue claims
attention on the part of the State both on reginal and
national levels.

The analysis of the last researches and
publications. Paid alot of attention to the study of threats,
that promote the problems of lack of food at global level,
inparticular they wereinvestigated in the scientific labours
by such foreign scientists as Dzh. Alstron, T V'yatt.,
K. Dzheyli, S. Karr, And. Krettiger, And. Volodin,
In. Kashin, A. Magomedov, A. Merzlov, N. Stukanova
and others. On the problem aspects of functioning and
development of domestic Agro Industrial Complex (AIC)
sharpened attention in the scientific labours
M. Dem’yanenko [3], V. Zbarskiy[4], V. Mesdl’ -Veselyak
[5], Yu. Nesterchuk [6], T. Oliynik [8], B. Paskhaver [9],
P. Sabluk [11 — 12], O. Shpychak [14] and others.

Questions which touch national food safety are
examined in the scientific labours of such domestic
scientists as O. Goychuk, N. Basyurkina, O. Borodina,
I. Lukinova, O. Pavlova, A. Prokopa, O. Reznikova,
V. Yurchyshynaand others. At the same time, taking into
account many-sidedness and complication of this
problems, plenty of its aspects still is not a sufficiently
made clear, and the separate from them need permanent
analysis and monitoring.

Aftewards, the purpose of the article is to ground
directions and forms of state support of development of
agrarian sphere for forming of food safety in Ukraine

and its regions, and also competitive advantages of
domestic economy in the world market.

The main material. The raise of domestic regions
food security ought to be mainly ensured by intensive
development and enhancing competitiveness of
agriculture, taking into account regional peculiarities,
especially the region’s climate and environment, which
will lead to the decrease of import competitivenessts.
Import administrative restriction by prohibitivetariffsand
guotas proved to beincapableto utterly solvethe problem.

The regional food market works against the
background of competitive struggle among manufacturers
for more favorable conditionsto sell goods. In order to
detect and control competitive advantages in a regional
market the following actions would be reasonable:
to systematically identify competitive domestic
manufacturers in the region, to strengthen material-
technical basis of agricultural producers and produce
processors in the region, to expand production capacity
for increasing arange and amount of food production,
to change the legal basis so as to comply with the
international food quality standards.

The conceptual scheme of manufacturers’
competitiveness appraisal should be divided into five
stages. sampling firms that offer similar products in the
region’'s market; calculating the share of import
manufacturers in the regional market; analyzing the
correlation between domestic and foreign food producers;
determining factors which affect consumers’
preferences; finding the most powerful competitors;
ranking companies by the results. The task of improving
the regional food sector competitiveness ought to be
resolved by enhancing intersectoral integration processes.
While choosing appropriate for the established conditions
forms of intersectoral integration priority should be given

Another strategic objectiveto enhancefood security
of the region is reforming agricultural sector towards a
rational combination of area self-governing and sectoral
control systems of comprehensive development of
agriculture and rural areas.

While building agricultural market management
system the use of market regulatory measures on the
regional level is to be intensified, which meets the
requirementsfor priority control of the food market and
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for strengthening the regional component of economic
policy aswell as satisfiesthe immediate crops producers
interests. To achieve this balance of interestsis possible
through the implementation of pricing policy, based on
the government actions which are directed to: supporting
areasonablelevel of purchasing pricesfor grainand grain
crops, limiting their transportation and processing
expenditures, restrictingmonopoly effectsof agricultural
raw materials processorsand deal ers, preventing excessive
trading price premiums. The main emphasis of the
government policy for rural development should be placed
onitssocial character, efficient agriculture which would
provide food security, deruralisation and protecting the
natural environment.

It will be difficult to provide the necessary level of
food security in the regions of Ukraine unless efficient
measures are assumed: such as related to restructuring
agriculture, following successful foreign experience in
rural areas control, urging rural population to seek
innovative approaches to farming and enhancing its
effectiveness. If the current situation is not drastically
changed, in several yearslosses entailed by reduction of
agricultural production will be felt, and the need for
increased import of food at risingworld priceswill cause
more problems with both ensuring food security and
payment balance of the country.

To strengthen the government’s role in providing
the favourable conditions for agriculture development is
one of the of the national economy priorities. After all,
agrarian economy isby itsnature socially oriented market
economy; besides, stabilizing and intensifying its
development will provide Ukraine with food security and
reduce the growth of external debt [2]. It should be noted
that the revival of agriculture will precipitate the end of
recession. The significance of agrarian economy in the
economic and socid life of the country and regions ought
to be always born in mind.

Institutional control at the regiona level should be
understood asasystem of legidative, legal, organizational
and economic measures on the part of state ingtitutions,
which ensure auniform devel opment and balanced stable
functioning of economy and social sphere of theregion. Its
purpose is to eliminate disparities in the regions’
development; thisinitsturnreflectstheinstitutional control
purpose (in a simplified way) to solve complex issues
that arise [1]. The main target of the ingtitutional control
over the economy consists in  the economic and social
stability, sustainable economic growth, economic self-
sufficiency and food security in the region. However, the
government should not only help to eliminate disparities
but ensure rational and equitable allocation of industry,
uniform regions development, avoiding any imbalances
intheleve of their economic and social development [13].

One of the most difficult questions is the one of
delimitation of competences, powers and responsibilities
between the national and regional authorities, on whom
the efficiency of al the system depends. There are no
law regulations that clearly determine the range of
responsihilities and scope of the economic functions of
national and regional authorities. The main functions of
the institutional control over agriculture at the present
stage are: supporting prices and farmers' income,
adjustment of supply and demand, implementing inner
and socio-economic structural changes, promoting
scientific and technological advances, ensuring the
national needs for food etc.

These functions are to be performed by different
tools, the major ones being as follows: fixing quota for
areas and for production and sales; payments per area
unit and per head of livestock; government procurement,
sadle and storage; guaranteed prices over market prices,
preferential loans, tax relief; facilities for medium class
subsidization of investments and others.

At the regional level adjustments in the process of
agriculture management are made by the appropriate
regional state administrations units. For the sake of state
order fulfilment, strengthening food security of theregion
and encouraging local farmersregional authoritiesareto
carry out the following:

— implementation in the region of a unified state
policy on food security, taking into account loca conditions;

— development and maintenance of their own
targeted programs of food security in not comprised in
the national target program;

— organization of quality control of food, materials
and goods produced and circulated in the region;

— drafting regional food order scheme for the
following year considering local authorities' proposals;

— attraction of government contracts funded from
the regional budget, especialy of local farmers;

— collection and analysis of data on availability of
food supply for the population, as well as prediction of
the regional food market development dynamics,

— workingout recommendationsfor the government
tointroduce legidation and economic incentivesaimed at
replacing imported agricultural products and foods with
domestic ones.

Local governmentsintheir turn, inorder to increase
food security within the territory of the corresponding
municipality, need to support farmers and food and
processing industries in the production and marketing of
their products, participate in decision making about the
location of production facilities etc.

Regional authorities in order to monitor food
security state and trends may and should gather statistics
on food production, its supply and consumption,
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regional balances between the required and actual levels
of food production.

Under current transformational circumstances
agriculture sector formation and functioning are
complicated by the reduction of government control
level as well as by strengthening of the regions’
independence. Various economic and socia conditions
of theregions' development led to the emergence of new
aspects of control over the food market, which require
theoretical and practical solutions.

To summarize, in order to improve food security
both of Ukraine wholly and its regions, as well as to
provide favorable grounds for the development of the
national agro-industrial and agricultural products market
itisrequired [7]:

— to complete the process of the land reform and
land market infrastructure;

— to elaborate a scientifically justified evaluation
system for agricultural land;

— to focus efforts on promoting bulk farming
facilitiesasone of the most effective formsof agricultural
production;

— to support theformation of integrated cooperative
structures in manufacturing, storage, distribution and
processing of agricultural products;

— toimprovethe system of state support for farmers;

— topromote theintegration of banking, agricultural
and industrial capital through forms of joint venture
investment funds and mortgage lending system;

— to bring into conformity with WTO mechanisms
for financial support to agricultural manufacturers;

— to create and maintain the required amount of
national producereserve, tointervene onthe government
level in order to stabilize prices at regional agricultural
markets;

— to establish national monitoring and forecasting
of regional agricultural markets conditions;

— to improve the state system of food safety
supervision, to integrate it with international food safety
systems;

— tocomply nationd standardization and certification
system with the international standards;

— to provide state support (legal, organizational,
financial, etc.) for technical re-equipment of the
agricultural sector and application of new modern
agricultural production and processing technologies;

—to raise socia standards for the rural population,
to improve their living conditions so as to stimulate the
inflow of working age population, to reproduce human
resourses and to strengthen rural communities;

— to promote active participation of domestic
producersin international agrarian exhibitionsand fairs.

Farmers and personal subsidiary housekeepings

require the special attention from the side of the state on
the modern stage of development .

Tothetraditional problems of the domestic farming:
lacks of circulating money, high level of wearing out of
agriculture machinery, regular rising in price of fuel and
mineral fertilizers, complication and bonding of conditions
of bringing in of credit resources, low efficiency of
menage and efficiency of work, in comparing with the
foreign producers, the new was added — active growth
at themarket of agricultural produce of amount of various
mediators.

Such situation stimulates growth of avacation cost
of products for an eventual user, that as a result of low
solvency of majority of population predetermines falling
of demand on it, complicates forming of adequate price
on produced product for a direct producer through the
not always grounded pressure on him from the side of
mediators. All of it negatively affects food safety, as
consumer goods of food group become inaccessible for
the wide layers of population. Except for that, for small
agriculture producersdirect accessisclosed to theforeign
markets, basic incomes from the export of grain-growing
get various traders, dealers, regional representatives. In
opinion of experts, through an existent situation only
domestic farmers lose from 50 to 60 milliards of grn.
annually [17].

Unconsidered liberalization of outer economic
activity at the food market caused weakening of food
safety of both the state on the whole and its separate
regions. Domestic producers more and moreloseinternal
markets, the imported products successfully compete
and oust domestic, nonsense, however recently Ukraine
imported, for an example, potato from Egypt, buckwheat
from China. Domestic users along ago have already got
used, that in supermarkets and markets are offered not
only exotic bananas and oranges, but also traditional for
our agriculture apples, tomatoes, vine of the Polish,
Spanish or Turkish producer. The governments of the
foreign states stimulate own agriculture producers in
production and export of food to other countries. Due to
protectionism support as export subsidies, grant of
different sort of grants and otherslikethat the real prices
on the food imported to Ukraine in countries-exporters
is perceptibly higher, than in countries-importers.
Considerable harm to forming the competition
environment causes the illegal, including the so-called
»grey import” which takes place at opague procedure of
registration of the imported commaodities (understating
of custom cost or volume of the brought in food stuffs
and otherslikethat). Fully obviously, that small domestic
argicultural producers, not having necessary support
from the side of the state, are unable adequately answer
on competition threats from the side of both foreign and
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large, domestic producers (agrokholdingiv), and also are
not ready to become the active participants of market of
agricultural lands.

One of main directions of increase of efficiency of
functioning of domestic AIC, providing its steady
development must become innovative modernization.
Owing to it AIC would have to grow into a sector of
economy, able to generating and commercialization of
innovations and developments, with a scientific content.
Next tothat, increase of level of innovation of this sphere
is complicated taking into account of the specific of
agriculture as to the type of entreprising activity (it is
biological essence of AIC) which shows up through the
unique natural terms of realization of economic activity
in the different regions of the state.

Redlization of scientifically innovative developments
requires state support; the most effective method of
attraction additional financial resource for providing this
processis the general financing both from the side of the
state and commodity producers, first of al thelarge ones.

Except for that, the state must stimulate not only
the increase of the labour productivity, where large
agrarian structures have a lot of advantages, but aso
comprehensively promote and support development of
small agricultural producers, however their bankruptcy
simply will entail growth of unemployment and, asaresult,
not only the profits of budget will diminish but also their
charges will grow.

During the last twenty years domestic AIC actually
functionsin crisisterms, that are conditioned by the row
of factors, which have already been remembered higher.
However, it is necessary to realize expressly, that
agriculture unlike certain spheres of industry, which can
fall into adecay or even disappear in transformationterms,
will always be the strategic resource of domestic
economy, as it is chronically not enough foods in the
world and thistendency only increases from year to year.
Today, in opinion of experts of Food and agricultural
organization, only Ukraine, Russia, Canada and aught
Brazil own possihilities in relation to the considerable
increase of production of agricultural goods volumes
without causing harm to an environment. In other
countries of the world such possibilities are already used
fully or amost fully. Therefore the products of Ukrainian
lands will always have a demand, not looking on any
crises, that it is impossible to say, unfortunately about
most commodities of other industries, tentative to the
export.

Crisis terms must become the catalyst of
development of the domestic agrarian provision system.
It is necessary for the state to spare the proper attention
on functioning of domestic AIC, not only on macro- and
mezo- but also on a microlevel, at what to carry out an

agrarian policy, accenting attention on stimulation of
development of small agricultural producer.

Taking into account a strategic necessity for
strengthening of competitiveness of agriculture, it is
necessary to inculcate tax vacations for small agriculture
producers and farmers for the sake of grant them of
possibility to accumulate afinancial resource onthe basis
of which they will be able to conduct modernization of
own park of agriculture machinery and finance building
of capital buildings (granaries, cowsheds and etc.) and
development of infrastructure. It is necessary to develop
and systemredizethe state policy of gradual replacement
of import, guarding a national producer from bad quality
food stuffswhich areimporting from abroad and realizing
on the understated prices. As Ukraine is the member of
WTO and application of increased rates of customs on
theimported food stuffsislimited enough, it is necessary
to strengthen control of quality of such products, establish
new state standards, that will assist in not only defence
of domestic market from a cheap and bad quality import
but &l so realization of competitive advantages of domestic
AlC.

Conclusion. In the modern terms of approaching
the second wave of world economic crisis domestic AIC
in a counterbalance to other industries of national
economy owns substantial advantages, however in spite
of the forecast falling of consumer demand for goods of
necessity of people in food will not amost change.
Permanent demand on food stuffs predetermines the
necessity of stable production, practically the unchanging
volumes of requirement in food do not form objective
terms to reducing of scales of agriculture. Taking it into
account, stimulation of development of domestic AIC
will provide not only the increase of national food
security, but also will allow to form the additional
competitive advantages of national economy intheworld
market.
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Mymaxk 5. 5. /lepxkaBHa minTpuMka arpapHoi
cepu K KIHOY0BA KOMIIOHEHTa ()OPMYBaHHSA MPO-
J0BOJIbYOI Oe3neKH

V¥ craTTi po3NIIHYTO OCHOBHI HamlpsAMHU Ta GopMu
JeprKaBHOI MIATPUMKH HAI[IOHATBHOT arpapHoi cdepu sk
KJIFOYOBOI CKJIaI0BO1 (hOpMyBaHHS IIPOIOBOIBIO] Oe3Ie-
KU nepxkaBu. OKpecIeHO KOMILIEKC IepKaBHUX 3aXO0IiB,
CIPSIMOBAaHHUX Ha MOCUJICHHS MPOAOBONBYOI Oe3meKn
BITYM3HSHHX PETiOHIB.

Kntouogi cnosa: mponoBoikda Oe3reka, HallioHa b-
Ha Oe3rieka, Iep>KaBHa IMiITPUMKA, PEeTiOH, IHCTUTYIIIHHE
PETYJIFOBaHHS, TPOIOBOIBYUI PHHOK.

ymak . 5. TocynapcTBeHHas1 MOAAePKKa
arpapHoii cgepbl Kak KJI04eBasg KOMIIOHeHTa ¢op-
MHMPOBaHHS NPOJ0BOJIbLCTBEHHOH 0€30MaCHOCTH

B craThe paccMOTpeHbl OCHOBHBIC HAllPaBJICHUS U
(OpMBI TOCYTapCTBEHHOW TOJJICPKKN HallMOHATBHOU
arpapHoi cepbl Kak KIIUEBOH cocTaBisromen popmu-
pOBaHUS IPOJOBOJIBCTBEHHOM O€30macHOCTH rocyaap-
cTBa. PaccMOTpeH KOMILIEKC rOCyAapCTBEHHBIX MEpO-
MPUATUN HAPaBJICHHBIX Ha YCHJICHHE POJIOBOJIbCTBEH-
HOIi 0€3011aCHOCTH OTE€UECTBEHHBIX PETHOHOB.

Kniouesvie cnosa. mpomoBOIBCTBEHHAs Oe3omac-
HOCTb, HalIMOHAJIbHAsI 0€30MaCHOCTh, TOCYIapCTBEHHAS
MOJ/IEP)KKA, PETUOH, HHCTUTYLIMOHHOE PETyIHpOBaHUe,
TIPOIOBOJILCTBEHHBIH PHIHOK.

Pushak Ya. Ya. State Support of Agrarian Sphere
as Key Komponent of Forming of Food Safety

The articles basic directions and forms of state
support of domestic agrarian sphere are Considered as a
key congtituent of forming of food safety of the state.
Outlined complex of state measures of directed on
strengthening of food safety of regions.
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STRUCTURAL TRANSFORMATIONAND ECONOMIC GROWTH

Statement of problem. The one-sector growth
model has become the workhorse of modern
macroeconomics that is used for measuring aggregate
economic activity and for addressing a wide range of
important positive and normative issues. The popularity
of the one—sector growth model is at least partly due to
thefact that it capturesin aminimalist fashion the essence
of modern economic growth, which Kuznets (1973) in
hisNaobel prizelecture described asthe sustained increase
in productivity and living standards. By virtue of being a
minimalist structure, the one—sector growth model
necessarily abstracts from several features of the process
of economic growth. One of the most important onesis
structural transformation, that is, the reallocation of
economic activity across agriculture, manufacturing and
services.

Kuznets listed structural transformation as one of
the six main features of modern economic growth.
Structural transformation hasalso received alot of attention
inthe policy debate of devel oped countries where various
observers have claimed that the sectoral reallocation of
economic activity is inefficient, and calls for government
intervention. Understanding whether structural
transformation arises as an efficient equilibrium outcome
requires enriching the one— sector growth model to
incorporate multiple sectors[1]. More generaly, thisraises
the question whether incorporating multiple sectors will
sharpen or expand the insights that can be obtained from
the one-sector growth model. Several researchers have
recently begun to tackle these questions, and the objective
of this chapter is to synthesize and evaluate their efforts.

Description of main material. The term
»Structural transformation” has been used regularly in
the economic literature over several decades. However,
different meanings have been given to this concept. It
will be used in this work to refer to a process in which
the relative importance of different sectors and activities
within a national economy changes, in terms of both
composition and factor utilization, with arelative decline
of low-productivity agriculture and low value added
extractive activities and a relative rise of manufacturing
and high-productivity services. Thisprocessalso involves
upgrading within sectors as production becomes more
skill-, technology- and capital-intensive. Moreover, the
sectoral shifts also tend to increase the predominance of
sectorsand activitieswith ahigher growth potential, both
in terms of income elasticity of demand, the presence of
increasing returns to scale and the potential of
technological progress.

Structural transformation occurs through factor
accumulation, factor reallocation and innovation, which
refers to the introduction of products and processes

which are new to a national economy. In dynamic
economies undergoing structural transformation, there
is a continual process of creative destruction, as some
activities wither away whilst others mushroom. In
general, structural transformation is also associated with
changes in the form of integration into the global
economy, in terms of both export and import composition,
and also theincreasing urbani zation of the population [2].

A first step in the broad line of research on structural
transformation isto devel op extensions of the one-sector
growth model that are consistent with the , stylized facts’
of structural transformation. Accordingly, we begin this
chapter by presenting the stylized facts of structural
transformation and then we develop a multi—sector
extension of the growth model that serves as a natural
benchmark model to address the issue of structural
transformation. Given the prominent role attributed to
theories of balanced growth in the literature using the
one-sector growth model, we start by asking whether
it is possible to simultaneously deliver structural
transformation and balanced growth. Recent work has
identified several versions of the growth model that
achieve this, and we present the results of this work in
the context of our benchmark multi-sector model.

It turns out that the conditions under which one
can simultaneously generate balanced growth and
structural transformation are rather strict, and that under
these conditions the multi-sector model is not able to
account for the broad set of empirical regularities that
characterize structural transformation. We therefore
argue that the literature on structural transformation has
possibly placed too much attention on requiring exact
balanced growth, and that it would be better served by
settling for approximate balanced growth instead. Put
somewhat differently, we think that progressin building
better modelsof structural transformation will come from
focusing on the forces behind structura transformation
without insisting on exact balanced growth.

As mentioned before, structural transformation is
defined as the reallocation of economic activity across
three broad sectors (agriculture, manufacturing, and
services) that accompanies the process of modern
economic growth. Carnai (2005) and Restuccia et al.
(2006) argue that the proximate cause of much of the
large differences in living standards across countries is
attributable to two simple facts [3]:

— developing countries are much less productive
in agriculture relative to developed countries;

— developing countries devote much more of their
labor to agriculture than do developed countries.

These two facts suggest that in order to understand
why developing countries are so poor it is of first-order
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importance to understand the forces that shape the
alocation of resources between agriculture and the other
sectors. A version of the growth model extended to
incorporate structural transformation is the natural
framework to be used in this context.

Work by Gollin, Parente, and Rogerson (2002, 2007)
illustrates how low agricultural productivity can be the
source of large cross-country differences in aggregate
productivity. For ease of exposition wefocusonthe simpler
presentation in the 2002 paper, which uses a two-sector
version of our benchmark model, with the two sectorsbeing
agriculture and non-agriculture. They assume that the
population is constant and normalize it to one. Preferences
are such that thereisasubsistencelevel ¢ of agricultural
consumption a whichindividuasareaso satiated. Thenon—
agricultural production function is essentially a Cobb-
Douglasproduction functionin capital and labor. In contradt,
therearetwo agricultural production functions: atraditiona
and a modern one. Both agricultural production functions
arelinear in labor, though the analysis would be unaffected
by assuming afixed quantity of land and decreasing returns
toscaleinlabor. Thetraditional productionisassumed to be
the same across countries and to be sufficiently productive
to exactly meet subsi stence agricultura needswhenall labor
is dlocated to it. The modern production function has a
country-specific total factor productivity parameter and it
istheonly production function that issubject to technological
progress. In this model, only the agricultura technology
withthelarger productivity will beusedinequilibrium. Initialy
this is the traditional technology. Since the modern
technology is subject to technological progress, at some
point the modern technology will replace the traditional
technology as the only technology that will be used. The
somewhat extreme structure of the model then yieldsavery
simple solution method for determining theequilibrium. Total
food production must be. As long as the traditional
technology is used, this means that all labor will be in
agriculture. When the modern technology startsto dominate
the traditional technology, labor will start to flow from
agriculture to non-agriculture. With the time seriesfor labor
allocations determined, the remainder of the model becomes
agtandard growth model with an exogenously given process
for labor. The growth rate of labor in the non-agricultura
sector is completely determined by the exogenous growth
rate of labor productivity in the modern agricultural sector.
Sinceall countrieshavethe sameoutput of agriculture, cross-
country differences in aggregate output are entirely driven
by differences in non-agricultural output.

Several implicationsfollow. First, countriesthat use
the modern technology in agriculture but have low
productivity in it will have to devote more labor to
agriculture. This leads to less labor, and capital, in non-
agriculture, and hence to less aggregate output. Given
the observed differences in the amount of labor that is
devoted to agriculture, show that this mechanism can
account for alarge part of the cross-country differences
in aggregate output. This is interesting because in their
model the only difference across countriesisthe level of
productivity of agriculture.

Second, assuming that productivity growth rates

are constant over time, the model necessarily impliesthat
transition dynamicswill belong-lived, thereby addressing
apoint emphasized by King and Rrebelo (1993) that in a
standard one-sector growth model transition to the steady
state capital level israpid. This point does not carry over
to the two-sector model because labor allocated to the
non-agricultural sector only slowly converges to its
asymptotic level. Third, themodel impliesthat (in aclosed
economy setting) advances in agricultural productivity
are a precondition for growth. This view was a central
argument of Schultz (1953), and figured prominently in
later contributions by Johnston and Mellor (1961),
Johnston and Kilby (1975), Timmer (1988), and Yang
and Zhu (2009), among others. Morerecently, it hastaken
a central state in the writing of non-economists such as
Diamond (1997).

Laitner (2000) considers a similar framework as
Gollin et al. (2002) but focuses on a different issue. He
notes that in the time series data there is evidence of an
increase in savings rates early in the industrialization
process. Whereas some have argued that the increase in
savingsrateisthedrivingforce behind theindustrialization
process, Laitner shows that, in a model of structural
transformation, this apparent increase in savings rate is
simply an artifact of how NIPA measures saving. Early
in the development process most labor is employed in
agriculture, and so most savings take the form of realized
capital gainsin the value of land, which is not recorded
assavings by the NIPA. Aslabor moves out of agriculture
and agriculture becomesasmaller part of aggregate output,
thisissue becomeslessimportant quantitatively [4]. Laitner
argues that viewed from the perspective of his model of
structural transformation, one should not attach any
significance to the apparent increase in savings rates that
occur in the early stages of development.

Our moddl of structural transformation allows for
the possibility that different sectors have different levels
as well as growth rates of labor productivity. Herrendorf
and Vaentinyi (2011) provide evidence from the 1996
Benchmark Study of the Penn World Tables on sectoral
TFP differences across countries. They find that there are
large sectoral TFP differencesrelativeto the United States
not only in agriculture, but also in manufacturing, and that
the sectoral TFP differencesin these two sectors are much
larger than in the service sector. Aggregate labor
productivity may then be affected by the sectoral
composition of the economy. In particular, to the extent
that different countriesare at different stages of the process
of structural transformation, sectoral reallocation associated
with structural transformation could generate significant
changes in aggregate productivity growth. In principle,
episodes of acceleration or slowdown in aggregate
productivity growth may occur even if in each country
sectoral productivities are growing at constant rates [5].

In arecent paper, Duarte and Restuccia (2010) have
investigated the importance of these effects in a sample
of 29 countries for the period of 1956 — 2004. They
employed a somewhat simplified version of our
benchmark model in which labor is the only factor of
production (and production functionsare linear in labor).
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They assumed that each sector’s labor productivity
grows at a constant rate, but that level and growth rates
differ across economies as dictated by the data.

The preference structure of Duarte and Restuccia
(2010) assumes a period utility function which is a two-
period version of (1):

Ct = W|Og(Cat - C_a) + W, |Og(Cm)

— stands for non-agricultural consumption and it is
a CES aggregator of manufactured goods and services.
Preference parameters are calibrated so as to match the
behavior of the economy and are assumed to be the
same across countries. The initial productivity levels of
all countriesrelativeto the USareinferred from the model
by requiring that the model match the observed
employment shares in the initial period. Inputting the
sectoral productivity growth rates from the data, Duarte
and Restuccia (2010) then simulate the model and compute
the implied series for aggregate labor productivity.

Even though their model assumes constant
productivity growth rates at the sectoral level of each
country, it generateslarge movementsin relative aggregate
productivity across countries over time. Key to this
finding is that differences in the levels and growth rates
of labor productivity between rich and poor countries
arelarger in agriculture and servicesthan in manufacturing.
This implies that during the process of structural
transformation, the reall ocation of labor from agriculture
to manufacturing leads to a catch up of aggregate
productivity relativeto the USA, and thereallocation from
manufacturing to services leads to a falling behind of
aggregate productivity relative to the USA.

In related research, Bah and Brada (2009) study
the countries from Central Europe which have recently
entered the European Union. The point of departure of
their analysis is the stylized fact that central planning
during communist times resulted in ,, over-agrarianism”
and , over-industrialization”, and the neglect of service
sector in these countries. Bah and Brada document that
even today employment in the service sector is
considerably smaller in Central Europe than in the core
countries of the European Union. Moreover, they find
that in all of these countries the service sector has lower
TFP than the manufacturing sector. This implies that
structural transformation into the service sector will lead
to losses in GDP per capita, unless reforms are
implemented that make the service sectors more
productive.
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Meapbnuk O. C. CTpykTypHi TpaHnchopmamii i
€KOHOMiYHe 3POCTaHHSI

VY crarTi po3WIHYTO iCHYIOUY TEOPETUYHY OCHOBY
CTPYKTYpHOI TpaHchopMaIlii eKOHOMIKH SIK OCHOBY JUIS
JOCSITHEHHS HOBOI SIKOCTI €eKOHOMIYHOTO 3pocTaHHs. [Ipo-
[eC CTPYKTypHUX IEPETBOPEHBb PO3IISIHYTO B SIKOCTI
OJTHOTO 3 OCHOBHHX (PAaKTOPiB €KOHOMIYHOTO PO3BHTKY
KpaiHu. ExoHOMiIUHE 3pocTaHHS MOXke OyTH BH3HAYEHE,
SIK 3pOCTAIOYHH TOTEHIIIA HA OCHOBI PO3BUTKY TEXHOJIOT I
Ta IHCTUTYIIOHATLHUX TA IJICOJIOTTYHHUX 3MiH, SKUX [TOTpe-
Oye eKOHOMiKa KpaiHH.

Kniouosi crnosa: cTpykTypHa TpaHC(hOpMAILis, po3-
BHUHEHI KpaiHu, BUCOKA POYKTUBHICTh IOCITYT, IHHOBAIIi1
Y IIPOMHUCIIOBOCTI.

Measnuk E. C. CTpykTypHbIe TpanchopmManuu
U IKOHOMHUYECKHIi pocT

B nanHoii ctaTbe paccMaTpUBaeTCs CYIIeCTBYIOIIAS
TeOpeTHYecKasi OCHOBA CTPYKTYpPHOU TpaHCOpMaIiu
OKOHOMHUKH KaK OCHOBA JOCTHKCHHA HOBOI'O Kauc€CTBa
9KOHOMHUYECKOro pocra. Ilpouecc CTpyKTypHBIX Ipe-
00pa3oBaHHUll pacCMaTPUBACTCS B KaueCTBE OJHOTO U3
OCHOBHBIX (DaKTOPOB SIKOHOMHUYECKOTO Pa3BUTHUS CTPAHBI.
DKOHOMHYECKUN POCT MOXKET OBITh OTIPEJIeNICH, KaK pac-
TYLIUI MOTEHLHAN HAa OCHOBE Pa3BUTHs TEXHOJIOTHI U
WHCTUTYIUOHAJIBHBIX U UIACOJIOTUICCKUX I/ISMGHGHI/Iﬁ,
KOTOPBIX TPeOyeT SKOHOMHUKA CTPaHBI.

Kurouegwvle cnosa: cTpykTypHas TpaHchopMalus,
pa3BUTHIE CTPAHBI, BBICOKASI POU3BOIUTEIHLHOCTD YCIIYT,
WHHOBAIMH B IPOMBIIUIEHHOCTH.

Melnyk O. S. Structural Transformation and
Economic Growth

In this article, under review there are the theoretical
basis of structural transformation of economy as basis of
achievement of new quality of economic growth. Inarticle
process of structural transformations as one of the main
facts of economic development of the country is
considered. A country’s economic growth may be defined
asalong-termrisein capacity to supply increasingly diverse
economic goods to its population, this growing capacity
based on advancing technology and the ingtitutional and
ideological adjustmentsthat it demands.

Key words: structural transformation, developed
countries, high-productivity services, industrial
innovation.
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SYSTEM OFINDICATORSOF GOVERNANCEAND INSTITUTIONAL QUALITY:
UKRAINE’'SPERFORMANCE

Introduction

While new global standards of governance are
emerging, and developing countries increase their
awareness of costs of corruption and poor management,
Ukraine isdemonstrating bel ow-average performance on
arange of ingtitutional and governance quality indices.
This paper covers main institutional indices, which show
Ukraine'sperformancein termsof institution devel opment
and governance over last decade.

Indicators of institutional and governance quality
are covered by World Bank papers [6; 8] or other non-
governmental organizations, a number of foreign
researchers Barro, Robert, Beck, Thorsten, George
Clarke, Alberto Groff, Philip Keefer. In Ukraine and CIS
instutionalism is dealt with by Kachala T. M. [1],
Freikhman L. M., Dashkeev V. V. [2] Yarosh O. B. [3; 4]
and others.

Aim. The aim of the research is to determine
Ukraine's position on world governance indicators scale
and its dynamics in comparison with different groups of
countries.

Methods. The research is based on Inductive and
deductive Methods of Economic Analysis, dialectical
method of knowledge and systematic approach, abstract
logic, historical comparison.

Results. World bank experts[2] classify dimensions
of governance indicators as those concentrating of
performance measures and process measures (Fig. 1).
Freinkman Dashkeev, Muftyahetdinovain their research
on institutional dynamics in transition economies [1]
distinguish four ways of measurement of institutional
characteristics:

— Based on macroeconomic data, for instance, for
measurement of development of financial sector (loans
to GDP ratio, etc.);

— Based on surveys of users of governmental
services (companies and individuals);

— Based on interviews of experts;

— Based on measurement of some qualitative data
like education quality (results of tests), competition level
on elections (election statistics).

In general, governance is constituted by the
traditions and institutions such as the process by which
governmentsare selected, monitored and replaced, ability
of the government to effectively formulate and implement

policies, socia interactions among citizens, state and
institutions.

World bank inits Worldwide Governance Indicators
(WGI) distinguishes six broad dimensions of governance
(for more detailed descritpition of these dimensions and
methodology please refer to [3]):

Voice and accountability which captures
perceptions of the extent to which a country’s citizens
are able to participate in selecting their government, as
well as freedom of expression, freedom of association,
and a free media;

Political stability and absence of violence —
measures perceptions of thelikelihood that the government
will be destabilized or overthrown by unconstitutional or
violent means, including political ly-motivated violence and
terrorism;

Government effectiveness which captures
perceptions of the quality of public services, the quality
of the civil service and the degree of its independence
from political pressures, the quality of policy formulation
and implementation, and the credibility of the
government’s commitment to such policies,

Regulatory quality — captures perceptions of the
ability of the government to formulate and implement
sound policies and regulations that permit and promote
private sector development;

Rule of law — captures perceptions of the extent
to which agents have confidence in and abide by the
rules of society, and in particular the quality of contract
enforcement, property rights, the police, and the courts,
aswell asthe likelihood of crime and violence;

Control of corruption which captures
perceptions of the extent to which public power is
exercised for private gain, including both petty and grand
forms of corruption, aswell as , capture” of the state by
elites and private interests;

Country’s performance is measured from—2.5t0 2.5
on these dimensions based on surveysof firms, individuals,
agencies, and other non-governmental organizations.
Ukraine's performance across all of these six indicesis as
indicated on Fig.2. One can see that in general there was
dight decline after 1998, then recovery in 2000 — 2002,
then till 2007 — 2008 political stability and voice and
accountability significantly improved, while other indices
wereonthesameleve, and after 2009 al indices deteriorated.
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Fig. 1. Classification of gover nanceindicator sby dimension
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Fig. 2. Ukraine sperformanceagaing WGI indices

Also, one can note that during 1996 — 2011 all
Ukraine'sgovernance quality indicatorswerein negative
area, which itself is negative. For better understanding
of Ukraine's position let uslook at country’s rank across
other 200 countries (Fig.3)

Fig. 3. showsthat Ukraine sgovernance characteristics
liefar below averagein 100 —180 range (among almost 200
participants). The country is in worst 30% in control of
corruption, rule of law, government effectiveness and
regulatory quality. Moreover, inlast yearsUkraine' sposition
had negativetrend. Consistently with Fig.2. Ukraine'srating
by voiceand accountability and political stability and absence
of violenceis dightly better, but still below 100.

To extend research, one can view comparison of
Ukraine with countries from different groups (Fig.4. —
Fig.6.). The following countries were chosen for
comparison:

— Russian Federation — as former member of
Soviet Union and usual peer of Ukrainein such research;

— Poland — as another example of transition
economy, ,,more successful” neighbor of Ukraine;

— Brasil, China — components of famous BRIC,
world leaders by growth rates and overall significant
economies,

— Greece—current example of badly run economy
with negative GDP growth and bunch of problems in
finance sector;

— United States—the biggest economy inthe World.

Fig. 4. Shows trends of governance indicators of
control of corruption and rule of law for 1996 — 2011. It
can be noted that during this period Poland and Brasil
improved both their indices, China, Brasil, Russia and
United States demonstrated mixed performance, while
Greece worsened its indicators. It is interesting that
Greece'sindicators have had a negative trend since early
2000.

Interestingly, per United Nations classification [2]
Greece and Poland are now classified as ,, Developed
economies’. Greece became EU member in 1999 and
since then its performance was negative, while Poland
obtained such statusin 2004 and till 2011 improved results
significantly. Also all developed economiesarein thetop
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Fig. 4. Control of corruption (left) and ruleof law (right) indicesof chosen countries

part of the chart, while developing and transition
economies are in the bottom.

Ukraine together with Russian Federation are on
the bottom of the selected sample with indicesfluctuating
around -1.0 and negative trend since 2006 — 2007.

Second set of graphs (Fig. 5.) shows performance
of the same group of countries from regulatory quality
and government effectiveness pointsof view. The situation
is roughly the same: United States are well above other
members of the group, Greece and Poland were on the
same level, with Poland outperformed Greece starting
from 2009. Brazil and Chinafluctuate around zero value,
and Ukraine and Russia are on the bottom of the graph.

Andthelast set (Fig. 6.) represents political stability
and voice and accountability indices. Surprisingly, United
States are not such a confident leader here, asin Fig.4.
and Fig.5. Political stability and absence of violenceindex

of US is average, being under pressure of wars. In this
field Poland istheleader, while Ukraine, Brazil and Greece
met near zero value in 2011. Chinaand Russiaare on the
bottom of both graphs. In this field Ukraine achieved
highest ratings compared to its performance in other
directions.

Conclusions. Research had shown that Ukraine
demonstrated poor performance in all dimensions of
governance indicators with some minor improvement in
recent years. At the same time other countries from
research group performed (demonstrated improvement
of indicators) clearly better (Poland, Brazil), on the same
level (Russia, China) or worse (Greece). In the absolute
terms Ukraine's governance and institutional quality is
assessed as poor.

The correlation among economic growth and
institutional quality trendsisalso not clear. Whilethereis
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positive correlation in Poland, Brazil (improvement of
quality and economic growth) and Greece (deterioration
of quality and crysis), China, Russiaand Ukraine’sresults
arenot so obvious. In the next research these correl ations
will be studied more thoroughly.
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JIsmwenko C. B. CucreMa noka3HMKiB sKOCTI
YIPaBJiHHS TA IHCTUTYLiHHOI SIKOCTi: NOKAa3HUKH
Ykpaian

VY crarTi po3MIAHYTO 3HAYEHHS 1HAEKCIB SIKOCTi
YIIPaBJIHHS Ta IHCTUTYLIHOI sikocTi CBiToBOTO BanKy st
VYkpainu nporsrom 1996 — 2011 pp. Anani3 npoBeaeHo
Ha OCHOBI TEHJEHLIH MPOTATOM BU3HAYEHOTO nepioay i
BITHOCHO PI3HUX TPYH MOPIBHSIHHS. PO3BHHEHI KpaiHH,
KpaiHH, 1[0 PO3BUBAIOTHCA, KPalHH 3 IEPEXiJHOI €KOHO-
MiKo10. JlocIiKeHH S T0Ka3aly, o YKpaiHa MpoAeMOH-
CTpyBaJla HU3bKi pe3yIbTaTh 3a BCiMa BUMipaMHu ITOKas3-
HUKIB SIKOCTI JIEPKaBHOTO YIIPABITiHHSI 3 IEBHUM TOJIIIIICH-
HSIM B OCTaHH1 POKH. Y TOM XKe Yac, iHIII KpaiHu 3 JOCHiJI-
HUIIBKOT IPYITH MPOIEMOHCTPYBAJIM TaKi TCHCHIII1: 3Ha4-
ne nosmmerns (ITonbia, Bpaswsiis), 36epekeHHs Ha TOMY
x piBHi (Pocist, Kuraii), moriprrenss (I'perist). B a6co-
JFOTHOMY IIpOSIBi SIKICTB YIIpaBIIiHHA B YKpaiHi Ta iHCTH-
TyIiAHA SKICTh OLIHEHO SIK TIOTaHi.

Kniouosi cnoga: THCTUTYHIOHATI3M, YIPaBIiHHS
AKICTIO, TTOKa3HUKN CBiToBOro BaHKy, sSiKicTh perysro-
BaHHS1, KOPYIIIis, MONITUYHA CTA0UTBHICTh, €PEKTHBHICTD
poboTH ypsy.

JIsmenko C. B. Cucrema mokasareneii kadec-
TBA YNPaBJeHUS 1 HHCTUTYIHOHAJILHOIO Ka4ecTBA!
NoKa3aTeJli YKpPauHbI

B crathe paccMaTpHUBalOTCS 3HAUEHUS] UHJIEKCOB
KauecTBa YIPaBJICHUS U UHCTUTYLIMOHAIBHOIO Ka4eCTBa
Muposoro banka st Ykpauns! B teaenne 1996 —2011 rr.
AHanu3 NpoBOJUICS HA OCHOBE TEHAEHLUN B TEUEHHE
Ha0II01aeMOro MepUoAa U B OTHOIIEHUU Pa3IMUHBIX
TPYIN CPaBHEHUS. Pa3BUTHIC CTPAHbI, PA3BHBAIOIINCCS

CTpaHBI, CTPaHBI C MEPEeX0oHON SKOHOMHKOH. Mccneno-
BaHMA [MOKA3aJM, YTO YKpawHa MPOJEMOHCTPUpPOBaa
HU3KHE MTOKA3aTeNI BO BCEX M3MEPCHUSIX MOKazaTelel
KayecTBa FOCYAapCTBEHHOTO YIPaBICHUS C HEKOTOPBIMH
HE3HAYUTEJILHBIMH YITy4IlIeHHE B ITOCIIeHNE TOAbL. B TO
e BpeMsl, APyTUE CTPAHBI U3 UCCIEIOBATEIBLCKOM Ipym-
TIBI IPOAEMOHCTPHPOBAIIH CIISIYIOLINE TEHICHIIUH  IBHOE
yinyutuenue (ITonsia, Bpasuiust), coOXpaHeHHe Ha TOM JKe
ypoBHe (Poccus, Kurait), yxynmenue (I'peunsi). B a6co-
JIFOTHOM BBIPQ)KCHUH YIpaBJICHHE YKPAWHbBI U MHCTUTY-
IIHOHAJIFHOE KaueCTBO OLICHUBAETCS KaK IJI0X0E.

Kntouegvie cnoéa: MHCTUTYIIMOHAIN3M, YIIPaBICHHUA
KayecTBOM, Nokasarenu Bcemuproro banka, xauecTBo
PEeryanpoBaHusl, KOPPYIIIHS, HOIUTHYECKast CTaOUIIBHOCTb,
3¢ eKTHBHOCTH pabOTHI TPABUTENHCTBA.

Lyashenko S. V. System of Indicators of
Governance and Institutional Quality: Ukraine's
Performance

The article covers Ukraine's performance on world
governance indicators scales during 1996 — 2011. The
analysis was performed based on trends during the
observed period and against different groups of peers:
developed countries, developing countries, transition
economies. Research had shown that Ukraine
demonstrated poor performance in all dimensions of
governance indicators with some minor improvement in
recent years. At the same time other countries from
research group performed (demonstrated improvement
of indicators) clearly better (Poland, Brazil), on the same
level (Russia, China) or worse (Greece). In the absolute
terms Ukraine's governance and institutional quality is
assessed as poor.

Keywords: ingtitutinalism, governance quality, World
Bank, governance indicators, regulatory quality,
corruption, political stability, government effectiveness.
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PROBLEM SOFECONOMIC GROWTHAND DEVELOPMENT
OF THE SECURITIESMARKET INEMERGING ECONOMIES

The economic growth and the development of the
securities market are interrelated issues. The economic
growth contributes to the development of the securities
market, making investment opportunities and increasing
both supply of and demand for investment resources.
On the other hand, the development of the securities
market may contribute to the economic growth, creating
conditions for realization and stimulation of investment
opportunities. The issue of economic growth and
development of the securities market is of higher
importance in emerging economies. Here the economic
growth is seen as a main factor for heightening the
subsistence level of population and decreasing poverty.
TheRepublic of Armeniaisatypica examplefor studying
the problems of economic growth and development of
the securities market in emerging economies.

The changes in the amounts of gross domestic
product, the volume of the stock market capitalization,
the amounts outstanding for the debt securities market
and bank assetsin the Republic of Armeniaare shownin
Fig1[1; 2; 4, 5; 6; 7].

As it can be seen from Fig.1, the amount of the
stock market capitalization and outstanding debt securities
in the Republic of Armeniais substantially less than the
volume of the gross domestic product and bank assets.
The relation between bank assets and gross domestic
product in Armenia is amost on the same level as the
mean for Eastern Eurpean counties. The bank assets in
the Republic of Armeniamake up morethan forty percent
of the gross domestic product. However, we have to
notice that the bank assets exceed the world output more
than by 1,5 times.

For revealing the current situation and overwhelming
conditions in the securities market in the Republic of
Armenia, it is also important to study and analyse the
structure of the investment securities market by distinct
instruments of the market.

The changes in the volume of the stock market
capitalization and the amounts outstanding for the debt
securities market in the Republic of Armenia are shown
inFg2[1;2; 4;5; 6, 7].

As it can be seen from Pic.2, the volumes of the
debt securities market have been steadily increasing

during the last decade. As in the world, in the Republic
of Armenia the volumes of the debt securities market
had been increasing even during the last economic crisis.
Moreover, theincreasein the volume of thedebt securities
was significantly higher in the period of 2007 — 2011.
Nonetheless, the chart shows that the debt securities
market in the Republic of Armenia is completely
overwhelmed by the government securities. Moreover,
the market of corporate debt securities showd decrease
in volume in the period of 2008 — 2011.

Fig. 2 shows that the stock market capitalization is
also lower than the amounts outstanding for the
government securities but exceeds the amounts
outstanding for the corporate debt securities. However,
thisisdueto the methodology for calculation of the stock
market capitalization used in the Republic of Armenia.
Actualy, this methodology does not represent the red
picture in the stock market and may not be used for
international comparisons.

Comparing the above figures with the figure of the
gross domestic product in the Republic of Armenia we
get the real picture of the stock and debt securities
markets in the Republic of Armenia.

The changes in the amount of the gross domestic
product per capitain the middle income countriesand in
the Republic of Armeniaare shown in Fig.3[3; 4; 8; 9].

As it can be seen from Fig.3, the indicator of the
gross domestic product per capita in the Republic of
Armeniawas lower than the same indicator for the lower
middle income countries before 1998. Due to high rates
of growth of the gross domestic product during 2001 —
2008 and the decrease in the exchange rate of the US
dollar, the gross domestic product per capitain Armenia
exceeds the same indicator for the middle income
countries in 2008. However, due to the global economic
crisis the volume of the gross domestic product
decreased in the Republic of Armenia with higher rates
than in the middle income countries. As aresult of this,
the gross domestic product per capitabecame lower than
the same indicator for the middle income countries.

Fig.3 shows that during the last decade the growth
rate of the gross domestic product per capita in the
Republic of Armenia was significantly higher than the
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sameindicator of the countrieswith lower middle, middle
and upper income.

The changes in the amount of the gross domestic
product per capita in the Republic of Armenia, Regiona
Countriesand in the World are shownin Fig.4 [3; 4; 8; 9].

As it can be seen from Fig.4, the indicator of the
gross domestic product per capita in the Republic of
Armeniawas significantly lower than the same indicator

for the countries of Eastern Europe and Central Asia as
well as the world indicator. The indicator of the gross
domestic product per capitawasalso almost always lower
than the same indicator for the countries of Middle East
and North Africa. Due to higher rates of growth of the
gross domestic product, the gross domestic product per
capita in the Republic of Armenia surpassed the same
indicator for the countries of Middle East and North
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Africa. However, due to deeper impact of the global same indicator for for the countries of Middle East and
financial crisis on the economy of the Republic of ~ North Africain 2009.

Armenia, the indicator of the gross domestic product Fig. 4 shows that during the last decade the growth
per capitain the Republic of Armeniadropped below the  rate of the gross domestic product per capita in the
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Republic of Armenia was significantly higher than the
same indicator of the countries of Eastern Europe and
Central Asia, Middle East and North Africa, as well as
the world indicator.

The changes in the amount of the gross domestic
product per capita in the Republic of Armenia and in
Selected Eastern European Countries are shown in Fig.4
[3,4,8,9].

As it can be seen from Pic.5, the indicator of the
gross domestic product per capita in the Republic of
Armeniawas significantly lower than the same indicator
for Slovenia, Estonia and Macedonia. The indicator of
the gross domestic product per capitain the Republic of
Armeniais higher only than in the neighboring Georgia.

The figures derived for the Republic of Armenia
may be generalized for most emerging economies,
especially for those in the Eastern European region and
with small and open economy. As it can be seen from
Fig.5, the indicators of the gross domestic product per
capita for the Republic of Armenia, Georgia and
Macedonia may be viewed as relatively comparable (all
these countriesare small and open emerging economies).

Main conclusionsand suggestions: Thestudiesand
analyses show that the gross domestic product per capita
in the emerging economies is significantly lower thanin
developed economies as well as the world indicator.
Studies show also that in emerging economies, in contrast
to the devel oped economies and the world mean figures,
the volume of bank assets is smaller than the gross

domestic product. The volume of the securities market,
in turn, is much smaller than the amount of bank assets
in emerging economies. Moreover, the structure of the
securities market in most emerging economies, especialy
onesin the Eastern European region, isdominated by the
government securities. Thus, the main instruments of
the securities market and financing of long-term
investments, the corporate stock and debt securities are
underdeveloped in emerging economies. On the other
hand, the higher growth rates of gross domestic product
in emerging economies|ay opportunitiesfor development
of the securities market in those countries. In such
situation it isimportant to devel op mechanisms of making
benefits from higher GDP growth rates and translating
them into development of the securities market and,
ultimately, regaining interrelation between the economic
growth and the development of the securities market.
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Bbarnacapsin A. M. IIpo6ieMu eKOHOMIYHOTO
3pOCTAaHHS Ta PO3BUTKY PHUHKY HiHHHUX NamnepiB B
KpaiHaxX 3 pUHKOM, 110 opMy€eThCH

VY cTaTTi po3MIAHYTO NPOOIEMU €KOHOMIYHOTO
3pOCTaHH 1 pO3BUTKY PUHKY I[iHHUX IaIlepiB B KpaiHax 3
puHKOM, 110 popmyeThes. PecnyOniky Bipmenito po3-
IJSIHYTO SIK THIOBHH MPUKIAJ Ui BUBYCHHS IpoOIeM
€KOHOMIYHOTO 3POCTAaHHS 1 PO3BUTKY PHHKY IiHHHX
rnamnepis B KpaiHaX 3 pUHKOM, 110 (POpMY€eThCA. 30KpeMa,
Oynu BHBUEHI Ta NPOAHAI30BaHI OCHOBHI €KOHOMIYHI
NIOKa3HUKY 1 TTOKA3HUKK PUHKY IIHHUX nanepiB y Pec-
myouniti Bipmenis. Bymo nmpoBeieHO MOpiBHSIBHAN aHaTi3
€KOHOMIYHUX MMOKa3HUKIB y Pecrryomiii Bipmewis, y kpai-
HaxX pPETiOHY, Y CBITI.

Kniouogi cnosa: eKOHOMIYHE 3pOCTAaHHS, PO3BUTOK
PHUHKY I[IHHUX TArepiB, KpaiHU 3 PUHKOM, 110 (POPMYETHCSI.

Barpacapsn A. M. [Ipo61eMbI 3KOHOMHYECKOTO
pocTa M Pa3sBUTHS PHIHKA IeHHBIX OyMar B CTpaHax
¢ (hopMHUPYIOIIUMCSI PHIHKOM

B crarbe paccmarpuBaroTcst ipoOeMbl SJKOHOMHYEC-
KOTO POCTa M Pa3BUTHS PHIHKA LICHHBIX OyMar B cTpaHax
¢ (opMUPYIOIIIMCS PEIHKOM. PeciryOmmka A pMenus pac-
CMaTpHUBAETCs B KaUueCTBE THITHMYHOTO IPUMepa JUlsl H3y-

YeHUs po0JieM SKOHOMHYECKOTO POCTa U Pa3BUTHS PHIHKA
LEHHBIX Oymar B CTpaHax ¢ (POPMUPYIOIIUMCS PHIHKOM.
B wactHOCTH, OBUIH M3Y4YEHBI U TMPOAHAIN3UPOBAHBI
OCHOBHBIE KOHOMUYECKHE MOKa3aTeIu U MOKa3aTelH
PBIHKA IIeHHBIX Oymar B PecryOmnmke Apmenust. Beut rmpo-
BEJICH CPaBHHUTENBHBIA aHATH3 YKOHOMHUYECKUX MOKa3a-
teneil B PecnyOnuke ApMeHUs, B CTpaHax peruoHa v B
MHUpE.

Kniouesvie cnosa: 3KOHOMUUECKUHN POCT, pa3BUTHE
pbIHKa LIEHHBIX OyMmar, cTpaHbl ¢ (GOPMUPYIOLIIUMCS
PBIHKOM.

Baghdasaryan A. M. Problems of Economic
Crowth and Development of the Securities Market
in Emerging Economies

Thearticle considers problems of economic growth
and development of the securities market in emerging
market. The Republic of Armenia was regarded as a
typical example for studying the problems of economic
growth and development of the securities market in
emerging economies. Particularly, the main economic
indicators and indicators of the securities market in the
Republic of Armenia were studied and analyzed.
Comparative analysis of economic indicators in the
Republic of Armenia, in the regional countriesand inthe
world was done.

Key words: economic growth, development of the
securities market, emerging economies.
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PROBLEM SOF SOCIAL AND ECONOMIC DEVELOPMENT
AT THE ,,DONETSKOBLGAZ” ENTERPRISE

Introduction

The gas branch is one of the most important
branches ensuring the industrial potential of Ukraine. The
largest national company of oil and gas branchisNational
Joint-Stock Company , Naftogaz of Ukraine”. It is
realizing the state foreign and domestic policy as for
provision of the delivery of oil and gas resources to
various categories of the consumers in Ukraine and
abroad.

The Donetsk region represents a highly advanced
industrial and energy complex, where the important role
played by gasindustry providesits stable functioning. In
Donetsk region thefirst activities on supplying citiesand
industrial objects with gas started the late 1930s.
However mass gas supply campaign began in 1958, when
the plan of gas supply for dwellings in Donetsk region
was approved for the period of 1959 — 1965. In 1959
due to gasification of 17 cities of Donetsk region the
self-supporting regional gas company ,, Oblprombytgas’
was created within the municipal service for control of
gaslocal enterprises. Thefirst industrial consumerswere
Khartsyzsky steel wire rope and pipe producing plants,
Kontantinovsky metallurgical and glass producing plants,
Kramatorsky metallurgical plant, Novokramatorsky
machine-building plant, Artemovsky plant of rolled metals.
In 1975 the reorganization of the management systemin
regional gas industry was carried out, and the trust
»Oblprombytgaz” was liquidated. Then the Donetsk
industrial association of gas supply named
»Donetskoblgaz” was founded and it was subordinated
to Republican association ,, Ukrgaz” .

According to the Decree of the President of Ukraine
,On formation of enterprises corporation” from
15.06.1993 Ne210/93 and Order of State Committee of
Ukraine on oil and gas from 11.03.1994 in 1994 the
Donetsk regional state enterprise on gas supply
»Donetskblgaz” was transformed in the Open Joint-Stock
Company ,, Donetskoblgaz”.

Structure of this company includes 19 branches:
17 departments on gas supply, departments on
construction works and repair-shop ,, Gas — service” and
Donetsk gas filling station. The privatization of the
enterprise was carried out by the central body of State
Property Fund of Ukraine.

In June 2011 Open Joint-Stock Company
»Donetskoblgaz” wastransformed into Public Joint-Stock

Company ,, Donetskoblgaz”. About 38% of the shares of
the PJSC , Donetskoblgaz” belong to NJSC ,, Naftogaz
of Ukraine”. Nowadays the territory of the licensed
activity of the company includes numerous economic
institutions, namely: 49 cities, 108 settlements of urban
type and 808 villages, 382 industrial enterprises, 3529
municipal household installations, 853902 apartments,
1379107 household units of gas equipment, 265426
household gas counters. Over 12 thousand km of gas
pipelines, including about 5 thousand km of underground
gas pipelines, are under the authority of PJSC
»Donetskoblgaz” enterprise.

The PJSC ,, Donetskoblgaz” is one of the leaders of
gas branch; more than 4,5 thousand employees work at
this enterprise. New technologies and innovations are
developed here, the specialized |aboratories and service
centres are created. The own educational center of
professional training and improvement of professional
skill of the employees is established. There are some
campings, sports centers and health facilities at the
disposal of the employees of the , Donetskoblgaz’
enterprise.

Taking into account social and economic importance
of PJSC , Donetskoblgaz” for gas branch and Donetsk
region, the long-term history of the given company
functioning, the research was carried out with the
purpose of studying corporate and organizational culture
at the ,, Donetskoblgaz” enterprise.

1. The economic and financial activity of the
PJSC , Donetskobgaz” enterprise

The PJSC ,, Donetskoblgaz” is one of largest gas
supply enterprises of Ukraine. The basic tasks of the
enterprise are: maintenance of gas pipelinesand equipment
in a technically serviceable condition; maintenance of
reliable and safe gas supply for all categories of the
consumers, designing and construction of gas transport
systems. Priority trends of the company activities are:
application of innovation technologies; attraction of new
industrial consumers; increase of volumes of the gas
supply. The strategy of the PISC , Donetskoblgaz” is
aimed at designing and construction of gas pipelinesfrom
polymeric materials.

The results of industrial output of the PJSC
»Donetskoblgaz” for 2009 — 2010 are given in table 1.

In 2010 volume of natural gas transportation by
PJSC , Donetskoblgaz” amounted to 2449,181 million
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cubic meters. It increased by 408,972 mill. cubic meters
or by 20% as compared with 2009. However in 2010 the
supply of natural gasprovided by ,, Donetskgaz” enterprise
to the various consumers was 4.54% less as compared
with 2009 and amounted to 814,978 million cubic meters.
The volume of liquefied gas supply has grown in 2010
and amounted to 2402 tons, it is 30.2% more as compared
with 2009.

The cost of the enterprise production in 2010 has
considerably increased due to the growth of volumes
supplied to customers and growth of prices. In 2010 the
cost of gas transported by the enterprise made 272891
thousand of UAH, that is 69.93% more as compared with
2009. The cost of natural gas supplied by enterprise to
the various consumers made 38162 thousand UAH in
2010, that is 3.48% more as compared with 2009. The
cost of the liguefied gas supply increased in 2010 and
amounted the 15971 thousand UAH, that is 39.75% more
as compared with 2009. The cost of other services
delivered by the ,Dontskgaz” enterprise” increased by
43.54% in 2010.

However, as it is seen from the last column of
tab. 1, the structure of production cost in 2010 did not
essentialy differ from the structure in 2009. So, in total
amount the share of gas transportation cost increased by
6,3%, the share of natural gasddliveriescost to thevarious
consumers decreased by 4,4%. In 2010 the share of other
kinds of services decreased by 1,49% in the structure of
production cost.

In table 2 the basic economic indicators of the
PJSC ,, Donetskoblgaz” are shown for 2007 — 2010. In
2007 the income from production sold has amounted
to 688055 thousand UAH, and in 2010 this index was
1077312 thousand UAH. The growth of the income
from production sold amounted to 389257 thousand
UAH for the period of 2007 — 2010 or 56.76 % as
compared with 2007.

The net income of the enterprise was 568024
thousand UAH in 2007, and in 2010 thisindex hasamounted
to 898782 thousand UAH. The growth of the net income
of the enterprise was 330758 thousand UAH for the period
of 2007 — 2010 or 58.23% as compared with 2007.

The cost of production sold was 539491 thousand
UAH in2007, andin 2010 thisindex hasamounted to 870028
thousand UAH. The growth of the cost of production sold
amounted to 330537 thousand UAH for the period of 2007
— 2010 or 61.27% as compared with 2007.

The gross profit of the enterprise was 28533
thousand UAH in 2007, and in 2010 thisindex amounted
to 2854 thousand UAH. The growth of the gross profit
was 6237 thousand UAH for the period of 2007 — 2010
or 0.77% as compared with 2007.

In 2010 the enterprise received net profit equal to
2154 thousand UAH for the first time for the period of
2007 — 2010.

In table 3 the annual changes and growth rates of
the basic indicators of economic activity of the PJISC
»Donetskoblgaz” are given.

From tables 3 it follows, that the highest values of
growth rates of economic activitiesindexeswere observed
in 2007 — 2008, that is period before the beginning of
economic crisis. But the lowest values of mentioned growth
rates were observed for the period of 2008 — 2009, that is
period during at the height of economic crisis.

It should be noted, that the cost of realized
production grew by higher rates, than gross income and
net income in the , Donetskoblgaz” enterprise, and it
negative impact on profitability of the enterprise.

In table 4 some financia indicators presenting a
financial status of the PISC , Donetskoblgaz” are given.

In 2007 the assets of the enterprise accounted to
435021 thousand UAH, and in 2010 thisindex amounted
to 589839 thousand UAH. The growth of assets of the
enterprise was 154818 thousand UAH for the period of
2007 — 2010 or 35.59% as compared with 2007.

The non-current assets amounted to 257364
thousand UAH in 2007 or 59.16% of total assets. In 2010
the non-current assets amounted to 301337 thousand
UAH or 51% of total assets. Non-current assetsincreased
by 43973 thousand UAH for the period of 2007 — 2010
or about 17% as compared with 2007.

The current assets amounted to 174739 thousand
UAH in 2007 or 40,16% of total assets. In 2010 the current
assets were 288026 thousand UAH or 44.16% of total
assets. For the period of 2007 — 2010 the growth of
current assets amounted to 113287 thousand UAH or
64.83% as compared with 2007. The value of total assets
of the,, Donetskoblgaz” enterprise wasincreased basically
due to expansion of current assets in the period of
2007 — 2010; more than half of these current assets were
trade and other receivables for the goods, activities and
services provided by the enterprise.

The equity of the enterprise amounted to 18934
thousand UAH in 2007, and in 2010 thisindex amounted
to 44777 thousand UAH. For the period of 2007 — 2010
the growth of the equity amounted to 25843 thousand
UAH or 136.49% as compared with 2007.

In table 5 the annual changes and growth rates of
the basic financial indexes of the PISC ,, Donetskoblgaz”
are given.

In table 6 the structure of operational costs from
sold products (works, services) of the ,, Donetskoblgaz’
enterprise is given.

In 2007 the material costs of the enterprise
amounted to 65575 thousand UAH or 27.82% of total
operational costs. In 2010 thisindex amounted to 105326
thousand UAH or 27.06% of total operational costs of
the enterprise. For the period of 2007 — 2010 the growth
of material costs amounted to 39751 thousand UAH or
60.62% as compared with 2007.

Thelabour costs amounted to 83895 thousand UAH
in 2007 or 35.59% of total operational costs. In 2010
thisindex amounted to 128722 thousand UAH or 33.07%
of total operational costs. For the period of 2007 — 2010
the growth of the labour costs amounted to 44827
thousand UAH or 53.43% as compared with 2007.
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Table 1.

Table 2.

Parameter sof industrial activity of thePJSC ,, Donetskoblgaz”

Nq  Indicator Industrial outputs Production at the Share of Change | Changeof [ Change
current prices, productionin of in- productio the
thous. of UAH % dustrial natthe | shareof

outputs current produc-
prices tion, %
2009 2010 2009 2010 2009 | 2010 2009/ 2009/ 2009/
2010 2010 2010
1| Servicesin | 2040,209| 2449,181| 160589, | 272891, | 59,28 | 65,59 | 408,972 | 112302,00 6,31
transportati | min.m® | min.m® | 00 00 min. m®
on of
natural gas
2| Servicesin | 853,725 | 814,978 | 36880, | 38162, 13,61 | 9,17 -38,747 1282,00 -4,44
natural gas | min. m® | min.m*® | 00 00 min. m*
supply
3|Servicesin | 1845t 2402t 11428, | 15971, | 4,22 | 384 |557t 4543,00 0,3
the 00 00
liquefied
gas supply
4| Other kinds | - - 62024, | 89028, | 22,89 | 21,40 | - 27004,00 -1,49
of services 00 00

Thebasicindicator sof economic activity in the PJSC ,, Donetskoblgaz” for 2007 —2010, in thousand UAH

| ndicators 2007 2008 2009 2010

Production sold (works, services) 688055 877919 944675 1077312

Net income 568024 708003 772470 898782

Cost of production sold 539491 702183 775425 870028

Gross profit 28533 5820 -2955 28754

Table 3.

Annual changesand growth ratesof basic economicindicatorsinthe PJSC ,, Donetskoblgaz” for 2007 —2010

Table 4.

| ndicators Annual changes, thous. UAH Annud growth rates, %
2007/2008] 2008/2009| 2009/2010| 2007/2008] 2008/20092009/2010

Production sold (works, services) 189364 66756 132637 27.59 7.6 14.04

Net income 139979 64467 126312 24.64 911 16.35

Cost of production sold 162692 73242 94603 30.16 1043 12.2
Basicfinancial indicatorsin the PIJSC ,, Donetskoblgaz” for 2007 — 2010, in thousand UAH

I ndi cators 2007 2008 2009 2010

A ssets 435021 494607 525370 589839

Non-current assets 257364 281534 284046 301337

Current assets 174739 208760 232007 288026

Equity 18934 27045 17602 44777
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In 2007 the social contributions amounted to 28766
thousand UAH or 12.2% of total operational costs. In 2010
this index amounted to 45341 thousand UAH or 11.65%
of total operational costs. For the period of 2007 — 2010
the growth of the social contributions has amounted to
16575 thousand UAH or 57.62% as compared with 2007.

In 2007 the depreciation was 25647 thousand UAH
or 10.88% of total operational costs. In 2010 this index
amounted to 23517 thousand UAH or 6.04% of total
operational costs. For 2007 — 2010 the depreciation
decreased by 2130 thousand UAH or by 8.31% as
compared with 2007. It should be noted, that the
depreciation isan important item of the operational costs
for given enterprise, because more than 40% of fixed
capital is out-dated and should be modernized.

The value of other operational costs amounted to
31857 thousand UAH in 2007 or 13.51% of total
operational costs. In 2010 this index amounted to 86351
thousand UAH or 22.18% of total operational costs. For
the period of 2007 — 2010 the value of other operational
costs increased by 54494 thousand UAH or by 171% as
compared with 2007.

Whole, thetotal operational costsamounted to 235740
thousand UAH in 2007 andin 2010 thisindex increased by
65.12% and amounted to 86351 thousand UAH.

The growth of operational costs for the period of
2007 — 2010 wasdetermined by arisein pricesand tariffs
in connection with inflation and economic crisis in
Ukraine. The growth of operational costs resulted in the
increase of the production cost and to the decrease
profitability of the ,, Donetskoblgaz” enterprise.

2. Study of social development at the
»Donetskoblgaz” Enterprise

Nowadays expertsin management science consider
socia development using analysis of organizational and
corporate culture. Corporate ethics and behavior are
defined asimportant components of the corporate strategy
and social policy for the leading enterprises.

The cornerstone of a success for enterprise is a
well-defined and implemented corporate strategy, which
is accepted and redlized by all staff, from workers to
top-managers, and vice versa. The performance of
employers corresponds to how the work and rewards
(both financial and non-financial) meet the employee's
needs. The employee behavior isrelated to organizational
culture, whichisacomplex network of valuesand norms
created by individuals in the enterprise.

Organizational culture, corporate governance and
corporate behavior are related. It is possible to consider
the corporate governance and corporate behavior as
components of corporate culture. D.Crowther (2011)
considered corporate governance as environment of trust,
ethics, moral values and confidence, which reflect
synergic effect of all kinds of stakeholders.

Corporate governance is concerned with creating a
balance between the economic and social goals of a
company including such aspects as the efficient use of
resources, accountability in the use of its power, and the

behavior of the corporation in its social environment
(D.Crowther, 2011). Good corporate governanceis based
on realization of four principles: transparency,
accountability, responsibility and fairness. Good
governance can improve the performance of enterprise
and help to increasing shareholders' satisfaction.

Corporate behavior involveslegal rules, ethical codes
and sacial responsibility. Development of corporate social
responsibility creates the platform of dialogue between
the government, business and civil society. Corporate
socia responsibility can help to improve the image of
corporation and solve the common socia problems,
which are important for enterprise and its stakeholders.

Taking into account the theoretical background of
corporate and organizational culture and peculiarities of
Ukrainian corporations we developed the two-stage
scheme of research study of corporate and organizational
culture at the ,, Donetskoblgaz” enterprise.

First stage is based on study of official industrial
and financial reports and statements described the
current activities of PJSC , Donetskoblgaz” for last
three years. We focused on analysis of the dynamics
and characteristics of employees in this enterprise
during last three years and studied the financial
motivation for the personnel. In addition, we analyzed
the Social Contract (Collective Agreement) and social
policy provided by PJSC , Donetskoblgaz” for their
employees and stakeholders in the framework of
corporate social responsibility. First stage of research
allowed us to describe the visible components of
corporate and organizational culture at the
»Donetskoblgaz” enterprise.

Second stage is based on sociological research for
samples of respondents from 19 departments of PISC
»Donetskoblgaz” located in different cities of Donetsk
region. Sociological research was carried out by
means of questionnaire. This questionnaire contained
32 questions and included some personal data (sex, age,
education, occupation, etc.) and groups of questions
focused on personal attitudes of respondents to different
components of organizational culture, corporate social
policy, corporate governance in the , Donetskoblgaz”
enterprise. 190 respondents (or 10 representatives from
each department) took part in this sociological research.
The samples of respondents were balanced on gender
group and categories of personnel (managers, specialists
and professionals, technicians and workers). All
guestionnaires were statistically elaborated in Statistica
and total data set was created for econometric modeling
in Eviews. Some hypothesis about the influence of
individual characteristics and personal attitudes to
organi zation culture were checked by means of the Binary
Dependent Variable Models. We revealed group of socia
and economic factors, which had significant impact on
evaluation of corporate and organizational culture by
respondents. This stage was useful to reveal the non-
clear visible (or latent) components of employee’s
behavior and their expectations.
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Table 5.
Annual changesand growth ratesof basicfinancial indicators inthe PJSC ,, Donetskoblgaz” for 2007 —2010
I ndicators Annual changes, thous. UAH Annud growth rates, %
2007/2008| 2008/2009 2009/2010| 2007/2008] 2008/20092009/2010,
IAssets 59586 30763 64469 13.7 6.22 12.27
Non-current assets 24170 2512 17291 9.39 0.89 6.09
Current assets 34021 23247 56019 19.47 11.14 24.15
Equity 8111 -9443 27175 42.84 -34.92 154.39
Table 6.

Thestructureof operational costsfrom sold products(works, services) of the PJSC ,, Donetskoblgaz”
for 2007 —2010, in thous. UAH

Elements of operational costs 2007 2008 2009 2010

Material costs 65575 89067 69021 105326
Labour costs 83895 107205 93857 128722
Sodal contributions 28766 36807 32479 45341
Depreciation 25647 26673 23683 23517
Other operating costs 31857 35865 43864 86351
T otal 235740 295617 262909 389257

According first stage of our research we anayzed
dynamics and characteristics of human resources at the
»Donetskoblgaz” enterprise.

As mentioned earlier human resources are the
important component in formation of corporate and
organizational culture at the enterprise. A condition of
human resources, their motivation and expectation in
standards of labour and socia policy at the enterprise
influence existing values and behaviour of the employees,
their attitude to image of the enterprise and tendencies of
its devel opment.

In this connection the analysis of human resources
in the PIJSC ,, Donetskoblaz” was carried out.

In table 7 the average number of the employees
who are employed full and part time or temporary in the
»Donetskoblgaz” enterprise is shown.

In 2008 average number of the employeesamounted
to 4863 persons, and in 2009 in the negative impact of
economic crisis the number of the employees reduced
by 3.33% as a compared with 2008. In 2010 average
number of the employees amounted to 4638 persons or
1.34% less as compared with 2009. At the
»Donetskoblgaz” enterprise more than 96% of total
personnel is a full-time employees. In 2008 average
number of full-time employeesamounted to 4761 persons,
and in 2009 this index reduced by 246 persons and
amounted to 4515 persons. In 2010 average number of
full-time employees amounted to 4519 persons.

In table 8 the structure of wages fund for full-time
employees is given. The wages fund consists of two
parts. base wage fund and variable pay fund.

Base wage is based on the minimum salary level
(tariff or minimum of the range). Usually it depends on

external competitiveness and internal equity in the
enterprise and branch. Variable pay fundincludes bonuses
and compensations. Bonuses and compensations are
results of corporate and team performance or results of
individuals.

In 2008 total wage fund amounted to 105155.5
thousand UAH, and in 2009 this fund decreased by
13331.4 thousand UAH. For the period of 2008 — 2009
the reduction of total wage fund was 12.68%. In 2010
total wage fund amounted to 128119.2 thousand UAH,
that is 36295.1 thousand UAH more as compared with
2009. For the period of 2009 — 2010 the increase of total
wage fund was 39.53%. In 2008 the base wage fund
amounted to 68955.5 thousand UAH, and in 2009 this
index decreased by 5925.3 thousand UAH and amounted
t0 63020.2 thousand UAH. For the period of 2008 — 2009
the reduction of the base wage fund was 8.59%. In 2010
the base wage fund amounted to 87303.5 thousand UAH
or that is 38.51% more as compared with 2009.

In 2008 the variable pay fund accounted to 36200
thousand UAH, andin 2009 thisfund decreased by 7406.1
thousand UAH or that is20.46% as compared with 2008.
In 2010 the variable pay fund accounted to 40815.7
thousand UAH or 41.75% more as compared with 2009.

It should be noted that the average monthly wage
of employees in the , Donetskoblgaz” was less than
similar indexes in gas branch and industry in Ukraine
and it was less than average monthly wage in Donetsk
region (table 9).

In 2008 the average monthly wage in the
» Donetskoblgaz” enterprise was 13.45% lessthan in gas
branch. It was 9.42% less than in industry and 9.33%
lessthan in Donetsk region. In 2009 the average monthly
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Aver age number of theemployeesin the, Donetskoblgaz” enter prisefor 2008 —2010, in persons

Indicator 2008 2009 2010

Average
number of
full-time
employees
Average
number of
part-time
empl oyees
and
temporary
employees
Total
average
number of
employees

4761 4515 4519

102 186 119

4863 4701 4638

Table 7.

2008/2009 2009/2010
Annual Annual Annual Annual
change, in | growth change, in | growth
persons rate, % persons rate, %

-246 -5.17 4 0.09

84 82.35 -67 -36.02
-162 -3.33 -63 -1.34

wageinthe, Donetskoblgaz” enterprise was 30.42% less
than gas branch. It was 21.32% less than in industry
and 21.28% less than in Donetsk region. In 2010 the
average monthly wagein the,, Donetskoblgaz” enterprise
was 18% less than in gas branch. It was 9,67% less than
in industry and 8.57% less than in Donetsk region.

Thus, relatively small averagewagesinthe enterprise
resulted to high number of employees, which have left
the PJSC , Donetskoblgaz”. In 2008 — 2009 this index
was 14 — 15 % of number of total staff, and in 2010 it
decreased and amounted to 9,7%. Intable 10 the structure
of the personnel of the enterprise is given.

The managers amounted to 10% of all personnel. In
2008 the number of managers amounted to 519 persons,
and in 2010 this index decreased and amounted to
497 persons. The specialists and professionals amounted
to 12% of al personnel. In 2008 the number of specialists
and professionals amounted to 567 persons, and in
2010 this index decreased and amounted to 534 persons.
Technicians and clerks are less than 1% of al personnel.
In 2008 the number of technicians and clerks amounted
to 25 persons, and in 2010 this index amounted to
27 persons. The main group of employees in
»Donetskoblgaz” enterprise are workers (about 77% of al
personnel). In 2008 the number of workers amounted to
3650 persns, and in 2010 this index decreased and
amounted to 3461 persons.

About 40% of theemployeesin the,, Donetskoblgaz”
enterprise are women, most of them (about 75%) are
the specidlists, professionals and clerks. About 20% of
the employees in the ,, Donetskoblgaz” enterprise have
complete tertiary education and about 35% of the
employees have basic tertiary education. About 27% of
the employees are group aged up 34 years and about
18% of the personnel are the pensioners. The number of

the women and men of pre-pension age are about 14%
of total personnel.

At the ,, Donetskoblgaz” enterprise the trainings on
improvement of professional skills for technicians and
workers are regularly organized, special topic is
instruction on safety regime for working equipment and
people.

The own educational centres are created on base
on department n Gorlovka and Kramatorsk. In 2008 in
these educational centres 212 workers and technicians
have passed professional preparation. In 2009 489
workers and technicians have passed training at these
centres, and in 2010 this number has amounted to 326
workers and technicians.

During each three yearsthe managers and engineers
improve their professional skill and pass tests for
certification.

In the framework of corporate social
responsibility PJSC , Donetskoblgaz” regularly
supported some cultural and sport events for employees
and local communities. Some own cultural traditions
are created at the ,, Donetskoblgaz” enterprise, such as
hymn, cultural meetings for veterans, charity concerts
for talented youth, etc.

Nevertheless, it is quite important task to revea
the needs and expectations of employees by means
sociological research. Thissociological researchisaimed
to study the individual attitude of respondents to some
elements of corporate and organizational culture at the
»Donetskoblgaz” enterprise. The main results of
sociological research and characteristics of respondents
are presented below.

In table 11 the distribution of respondents by aged
groups is shown.

Itis seen that small proportion of respondents from
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Table 8.
Wage Fund in the, Donetskoblgaz” enterprisefor 2008 —2010, in thous. UAH
Indi cator 2008 2009 2010 2008/2009 2009/2010
Annual Annual Annual Annual
change, in growth change, in growth
thous.UAH rate, % thousUAH rate, %
Base wage fund 68955.5 63020.2 873035 -5925.3 -8.59 24273.3 3851
Variable pay 36200 28793.9 40815.7 -7406.1 -20.46 12021.8 41.75
fund
Total wage fund 105155.5 91824.1 128119.2 -133314 -12.68 36295.1 39.53
Table 9.
I ndexesof averagewagesfor theperiod of 2008 -2010, UAH
Indi cator 2008 2009 2010 2008/2009 2009/2010
Annual Annual Annual Annud
change, in | growth change, in | growth
UAH rate, % UAH rate, %
Average monthly 2111 234 2943 283 1341 449 18.76
wage in  gas
branch
Average monthly 2017 2117 2580 100 4.96 463 21.87
wageinindustry
Average monthly 2015 2116 2549 101 5.01 433 20.46
wage in Donetsk
region
Average monthly 1827 1665.7 2330.6 -161.3 -8.83 664.9 39.92
wagein "Donetsk-
oblgaz” enterprise
Table 10.
Structureof thepersonnel in the,, Donetkoblgaz” enter prisefor 2008 — 2010, in per sons
Indi cator 2008 2009 2010 2008/2009 2009/2010
Annual Annua Annual Annual
change in | growth change, in | growth
persons rate, % persons rate, %
Managers 519 501 497 -18 -3.47 -4 -0.8
Spedalists and 567 544 534 -23 -4.06 -10 -1.84
professionals
Technicians and 25 22 27 -3 -12 5 22.73
derks
Workers 3650 3448 3461 -202 -5.53 13 0.38

aged groups of 20 — 25 years and up to 19 years, these
respondents amounted to 6.5% of all sample. Also the
small proportion of respondentsfrom aged group 55 years
and more was observed, only 14.21% of total number.
The main group of respondents was represented by
persons aged 25 — 55 years.

According to the information from the
guestionnaires the majority of respondents (57.89%) had
tertiary education, 6.32% of respondents had a second
tertiary education. The proportion of respondents with
secondary education amounted to 7.89%. About 22.63%
of respondents had secondary vocational education and

5.26% of the respondents had incomplete or basic tertiary
education.

In table 12 the distribution of respondents by
occupation is given.

It is seen from the table 12 results that managers
amounted to hruppuvannya respondents to 57 persons
or 30% of the al respondents. There were 21 female
respondents and 36 mal e respondents among this group.
Other group included specialists and professionals,
number of respondents from this group amounted to 76
people or 40% of al respondents.

In this group 63 female and 13 male respondents
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were. The group of workersincluded 57 persons or 30%
of all respondents. Among them 23 female and 34 male
respondents were.

Overall, in this survey 107 female ad 83 male
respondents took part, and proportions of female and
male respondents amounted to 56.32% and 43.68%
relatively.

Among female respondents about 19.62% were
managers, 58.88% were professionals and specialists,
and 21.5% were workers. Among mal e respondents about
43.37% were managers, 15.67% were professionalsand
specialists, 40.96% were workers.

Most of managers supervised small number of
employees (up 20 persons), but managerswho supervised
100 and more persons also took part in survey.

In survey respondents have been asked about
reasons of choice of jobs in gas branch.

In table 13 the reasons explained the choice of jobs
in gas branch according the opinion of respondents is
given.

Asit is seen from the table 13 only 21 people (or
11.05% of respondents) said that their reason was
concerned with family tradition. Among these
21 respondents 7 persons (or 33.33%) were managers,
9 persons (or 42.86%) were professionalsand specialists,
5 persons (or 23.81%) were workers.

Number of respondents who choose reason aswish
to work at big enterprise was 59 persons (or 31.05%).
Among thisgroup of respondents 23 persons (or 40.35%)
were managers, 23 persons (or 30.26%) were
professional and specialists, and 13 persons (or 22.81%)
were workers.

The high wages as reason for choice jobs in gas
branch was selected by 20 respondents (or 10.53%).
Among them 6 persons (or 10.53%) were managers,
9 persons (or 11.84%) were professionalsand specialists,
and 5 persons (or 8.77%) were workers.

Thesimilar distribution wasfor group of respondents
who chooselack of other opportunitiesasreason of choice
of jobs in gas branch.

About half of respondents indicated other reasons
when they choose jobs in gas branch.

Other task of survey was aimed to evaluation of
the attractive sides of , Donetskoblgaz” enterprise by
respondents.

In table 14 the results of evaluation of attractive
sides of ,,Donetskoblgaz” enterprise by different gender
group of respondents is given.

It is seen that 46 (or 24.21%) noted high wage as
oneattractive sidesof ,, Donetskoblgaz” enterprise. Among
these 46 respondents there were 26 women (56.52%)
and 20 men (43.48%). Nevertheless, 144 respondents
(or 75.79%) did not support this view.

43 respondents (or 22.63%) indicated career
development as one of the attractive sides of the
»Donetskoblgaz” enterprise, but 147 respondents (or
77.37%) had another opinion.

141 respondents (or 74.2%) indicated stability of

material statusasone of attractive side of ,, Donetskoblgaz”
enterprise.

Availability of social programwasindicated by 134
respondents or 70.53% of total number.

It should be noted that stability of material status
and availability of social program were more important
for female respondents than for male ones.

78 respondents (or 41%) indicated on opportunity
to have creative work as one of attractive side of
» Donetskoblgaz” enterprise.

In table 15 the results of evaluation of attractive
sides of , Donetskoblgaz” enterprise by different
occupation group of respondents is given.

It is seen that 17 managers (or 29.82% of 57
managers) noted high wage, but 40 managers (or 71.12%)
had another opinion. 19 professionals and specialists
indicated high wage as attrctive side of ,, Donetskoblgaz”
enterprise and only 10 wokers had similar opinion.

Career development as attractive side of
»Donetskoblgaz” enterprise was noticed one third of
respondents from different occupation group.

Most of respondents from different occupation
group noticed the stability of material statusand social
program as attractive sides of , Donetskoblgaz”
enterprise.

More than half respondents from different
occupation group indicated opportunity to have reative
work as attractive side of ,, Donetskoblgas’ enterprise.

In survey the respondents have been asked about
importance of different corporate events such as corporte
holidays, corporate trainings, corporate health and sport
support events, corporate cultural events. Respodents
ranged these options according their preferences. For
majority of all respondents from different aged,
occupation and gender group the organization of
corporate health and sport support events were more
important than other kind of social corporate activity.

In survey about 55.26% of respondents noted the
importance of corporate culture as factor of stable
functioning of enterprise. About 56.32% respondents
were convinced that visible elements of corporate culture
are important in their work. More than half respondents
supported reforms in gas branch and in the
» Donetskoblgaz” enterprise.

Conclusions

Successful strategy of corporate development
depends on the good corporate governance and
competitive organizational culture. In Ukrainian industrial
corporations organizational culture is connected with
heritage of Soviet period, percularities of national
economy and traditional mentality of employees.
Organization culture at the ,, Donetskoblgaz” enterprise
has attributes of technical-bureaucratic type and is
characterized by strong role of formal leaders and
managers. Current status of organizational culture at
the,, Donetskblgaz” enterpriseisat the stage of maturity.
But outcoming reforms in gas branch, transformation
of public and state corporations are a signal that some
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Table 11.

Distribution of respondentsparticipated in sociological resear ch in the,, Donetskoblgaz” enter priseby aged groups

Aged groups Counts Frequency, in %

Up to 19 years 1 0,53
20-25 years 11 5,79
25-35 years 49 25,79
35-45 years 52 27,37
45-55 years 50 26,32
55 years and more 27 14,21
Total 190 100

Table 12.
Distribution of respondentsparticipated in sociological resear ch in the,, Donetskoblgaz” enter prise by occupation
Occupation female male Total
Managers 21 36 57
Specialists and professionals 63 13 76
Workers 23 A 57
Total 107 83 190
Table 13.
Reasonsof jobsin gasbranch accor ding the opinion of respondents
Occupaion Family Wishto work at High wage Lack of other Other Total
tradition big enterprise opportunities
Yes No Yes No Yes | No Yes No Yes No
Managers 7 50 23 34 6 51 3 54 21 36 57
Specialists and
professionals 9 67 23 53 9 67 8 68 27 49 76
Workers 5 52 13 44 5 52 10 47 25 32 57
Total 21 169 59 131 20 170 21 169 73 117 190
Table 14.
Resultsof evaluation of attractivesidesof , Donetskoblgaz” enter priseby different gender group of respondents
Gender group High wage Career Stability of Social Opportunity to
development material status program have creative work
Yes No Yes No Yes No Yes | No Yes No
Female 26 81 21 86 84 23 76 31 43 64
Male 20 63 22 61 57 26 58 25 35 48
Total 46 144 43 147 141 49 | 134 56 78 112

significant changes of organizational culture at the
»Donetskoblgaz” enterprise will be appeared. Themain
task of enhauncement of organizational culture at the
»Donetskoblgaz” enterpriseis connected with financial
and non-financial motivation of human resources. More
employees should be involved in participation in the
mangerial processes and leadership skills should be
developed for different target groups of young
employees. An important role should play informal and
non-formal education of employees such as mentor

assistance, team work, trainings, etc. More transparent
information policy should be implemented at different
departments of ,, Donetskoblgaz”, it will improve image
of this enterprise, motivation and responsibility of
employees. Periodical sociological research at the
»Donetskoblgaz” enterprise should be provided for
monitoring of social needs and expectations of personnel,
resultsof social monitoring of personnel should be used
for development of social programs in framework of
corporate social responsibility.
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Table 15.

Resultsof evaluation of attractivesidesof , Donetskoblgaz” enterprise
by differ ent occupation group of respondents

Occupation High wage Career Stability of Social Opportunity to
group development material status program have creative work
Yes No Yes No Yes No Yes | No Yes No
Managers 17 40 14 43 44 13 39 18 33 24
Specialists and
professionals 19 57 17 59 55 21 57 19 26 56
Workers 10 a7 12 45 42 15 38 19 19 38
Total 46 144 43 147 141 49 | 134 56 78 112
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Kocrin FO., Mace M., /lyoposina H. IIpo6aemu
COMiaJbHOT0 Ta €KOHOMIYHOTr0 PO3BUTKY Ha
nignpuemctsi ,, JOHEIIbKOBJITA3”

VY craTTi nomaHo pe3yNbTaTh IOCIIiAHAIILKOTO MPO-
eKTY, 10 6a3yI0ThCs Ha BUBYCHHI COLIATBHOTO Ta €KOHO-
MIYHOTO PO3BUTKY Ha IiANPHEMCTBI ,, JloHenpko6Tras”.
[IpoanamnizoBaHO TEHACHI[II €KOHOMIYHOTO PO3BUTKY
mianpueMcTBa. s aHani3y colianbHUX mporieciB 0yo
PO3pOOIEHO aHKETY, IO MICTUTH IPO]iTh PeCIIOH/ICHTIB
Ta IXHIO OI[IHKY KOPIIOPATUBHUX 1 OpraHi3aIliiHuX KOMIIO-
HEHTIB KyJIbTypH B 3a3Ha4C€HOMY ITi [IIPUEMCTBI. byrno Bu-
SIBICHO YHHHHKH, [II0 BU3HAYAIOTh CTUMYJIU Ta OCOOHCTI
BiJTHOCHHH, €JIEMEHTHU KYIbTYPH BEICHHs 3arallbHOrO
Oi3Hecy 1 oprasi3amiifHo1 MOBEIHKU Cepe]l NPAaIliBHUKIB
pi3HOI cTarTi, BiKy 1 MpodeciiHUX TPpyI Ha MiJCTaBl CTaTh-
CTHYHOTO JTOCTIKEHHS.

Kniouosi cnosa: mianpueMcTBO, PO3BHTOK, MIEPCO-
HaJl, COLIIOJIOTIYHE JOCIIKEHHS.

Kocrun 10., Macc H., lyoposuna H. IIpo6.ie-
MBI COIHAJIBHOTO0 U YKOHOMHYECKOTO Pa3BUTHS HA
npexnpusatun , JOHEIIKOBJITA3”

B cratbe mpencrapiaeHbl pe3yabTaThl HCCIISHOBATEb-

Y 9KOHOMHYECKOTO Pa3BUTHS B MPEAIPHUATHH ,, JJOHEIK-
obnras”. [IpoaHa3upoBaHbl TSHICHIIMN SKOHOMHUYECKOTO
pa3BuTHUs NpeanpuaTys. s aHanu3a coluanbHbIX Ipo-
IIECCOB B 3TOM IIpeANIpUATHH OblTa pa3paboTaHa aHKeTa,
coziepkaiast Ipouib PECIOHCHTOB U UX OLIEHKY KOp-
TOPAaTUBHBIX U OPraHU3allHOHHBIX KOMIIOHCHTOB KYJIBTY-
PHI B YIIOMSHYTOM IIPEANPHSTHH. BeUN BHISBIICHEI (Dak-
TOPBI, OMpPEACISIOIIHE TO0YKACHNUE U IMIHBIC OTHOLIC-
HUSI, 9JIEMEHTHI KYJIBTyphbl BeJeHHs1 00Liero OusHeca u
OpraHU3allMOHHOTO TOBEICHUS Cpen pabOTHHKOB pas-
JIMYHOTO TOJIa, BO3pacTa U MpodecCHOHAIBHBIX TPYIII
Ha OCHOBAHHH CTATHCTUYECKOTO UCCIICIOBAHMS.

Knrouegvie crnosa: mpennpusTue, pa3BUTHE, IEPCO-
HaJl, COL[HOJIOTNYECKOe UCCIIe0BaHHE.

Kostin Yu., Mass M., Dubrovina N. Problems
of Social and Economic Development at the
»Donetskoblgaz” Enterprise

The results of the research project based on the
study of social and economic development at the
»Donetskoblgaz” Enterprise are presented. The trends
of economic development at the , Donetskoblgas”
Enterprise are analysed. For analysis of social processes
in this enterprise the questionnaire containing the
respondents’ background and their estimation of
components of corporate and organizational culture
components at the mentioned enterprise was created. The
various factors determining the motivation and personal
attitudes to separate elements of corporate and
organizational culture among the employees of different
gender, age and professional groups were revealed on
the basis of statistical research. By the results of the
carried out research the priority tendencies and
recommendations for the social and economic
development at the , Donetskoblgaz” enterprise are
revealed.

Key words: the enterprise, development, personnel,
sociological research.
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THE ROLE OF THORNTONAND BAGEHOT FORTHE DEVELOPMENT
OF LENDER OF LAST RESORT CONCEPT

The emergence of the lender of last resort concept
isclosely related to the emergence and institutionalization
of the Bank of England as a Central Bank for England.
Theterm,, lender of last resort” wasused by Sir Francis
Baring in his , Observations on the Establishment of the
Bank of England and on the Paper Circulation of the
Country”?, published in 1797, in which hereferred to the
Bank of England as the der-nier resort?, from which all
banks could obtain liquidity in times of crises.

The concept itself was developed and systematized
in the works of Henry Thornton and mainly in the book
»An Enquiry into the Nature and Effects of Paper Credit
of Great Britain”3, published by him in 1802 where he
identified the Bank of England’s distinguishing
characteristics as a lender of last resort. Thornton
distinguished between the macro- and microeconomic
aspects of thisfunction as well asitsrole for preventing
and absorbing macroeconomic shocks. He investigated
what influence the banking sector liquidity support would
have on the monetary control in the economy carried out
by the Central Bank, incl. to what extent these two
functions contradict each other. Besides, for thefirst time
intheworld literature the author enunciated and examined
the ,moral hazard” problem arising from the presence of
alender of last resort for the banking sector.

The main characteristics of a lender of last resort
according to Thornton are*:;

—Key and last resort of liquidity for the financial
system;

— Guard of the central gold reserves and the
responsibilitiesarising thereof;

— Specific social responsibilities, as a result of its
particular role in the economy.

The Central Bank asaspecial type of bank maintains
a strategic reserve of gold stocks and along with this —
asamonopoly note-issuing bank —it can create unlimited
amount of banknotes®, which are accepted as legal
currency and complete replacement of gold coins. Thus
it is an unlimited source of liquidity for the whole
financial system, whichinturn enablesit to giveliquidity
support in times of crises. In Thornton’s view it is this
ability that is the first and key characteristic of alender
of last resort. In this way he proves that only a Central
Bank of issue can perform this function as, otherwise,
any other institution would not have access to unlimited
sources of liquidity, i.e. it would not be able to give
unlimited liquidity support in crisis periods.

The second distinguishing characteristic of alender
of last resort defined by Thornton relates to special
responsibilities as a keeper of the central gold
reservesd. In his opinion this institution not only has to
keep considerable reserves through which to inspire
completetrustin their actual availability intimesof crisis,
but it al'so has to have enough own resources, as being a
»last resort” it cannot turn to other sources of liquidity.

In addition to this characteristic Thornton adds that
the Central Bank needs to be ready at any time to issue
the necessary amount of banknotes to prevent the panics
leading to internal drain of gold reserves’. Thus, themain
purpose of the lender of last resort is not only to deal
with the primary shock, but rather to prevent secondary
shocks that lead to hardships for the real economy. It is

! Baring, F. Observations on the Establishment of the Bank of England and on the paper circulation of the country. Minerva Press for
Sewell and Debrett, London, 1797. http://www.ier.hit-u.ac.jp/library/fr71-56/44-1.htm

2 Fromlega French —, last resort”.

8 The origina title: Thornton H. An Enquiry into the Nature and Effects of Paper Credit of Great Britain, 1802.
4 Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective. Working paper 84-03, Federal Reserve Bank of

Richmond, 1984, pp. 9-11.

5 The current study does not discuss the inflation problems resulting from over-issuing of banknotes unsecured with gold.
6 This characteristic of alender of last resort arises from the fact that at this historic moment England was in a gold standard, i.e. it
guaranteed 100% converting of banknotesissued by the Central Bank into gold coins.

" According to Thornton there are two scenarios possible:

1. Internal withdrawal of the gold stocks when the gold stocks are withdrawn from the bank system, but remain in the country.
2. External withdrawal of the gold stocks when, for one reason or another, the gold stocks leave the national economy.
For detailssee Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective. Cato Journal, Vol. 4, N 1 (Spring/Summer

1984), pp. 275 — 318,
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through willingnessfor additiona but still prudent issuance
of banknotes, that the Central Bank counteractsthe drain
of gold stocks. Thus it preserves the amount of money
in circulation, protecting the economy from the
unfavorable effects of the contractions in the money
supply.

Unlike the ordinary commercial banks whose
responsibilities spread only to the respective stockhol ders,
according to Thornton, the responsibility of the lender
of last resort spreads to the whole economy, i.e. it has
social responsibilities as well. To these he refers the
preserving of the aggregate amount and the purchasing
power of the national currency during bank escapes and
panics as well as the supporting of the entire financial
system in times of a crisis. It is namely these
responsibilities that predetermine the behaviour of the
lender of last resort during a crisis, when it expands the
range of extended credits and issued notes and creditsin
total contradiction to the policy of the commercia banks
during a crisis®. Every contraction of credit or money
expansionduring acrisisby thelender of last resort would
lead to an unfavourable impact on the entire economy.

All these specific requirements, described by
Thornton, alow for the role of alender of last resort to
beplayed solely by the Central Bank of issuein compliance
with the respective economy.

Along with the description of the specific
characteristics of a lender of last resort Thornton's
contribution to the studied issuesis supplemented by his
research on theinfluence which thisfunction would have
onthetraditional activity of acentral bank. Thisresearch
can be most generally summarized in the following four
trends”:

— possible conflict between the responsibilities of
the Central Bank as aregulator of the note component of
money stock and its function as a lender of last resort;

— degree of responsibility of thelender of last resort
to theindividual banks and the banking system aswhole;

—role of the lender of last resort in preventing the
shocks of the financial system;

— identifying the main purpose of the lender of last
resort in economy.

As long as one of the main tasks of the Central
Bank isto guarantee a stable non-inflation growth of the
note component with the aim to avoid devaluation of the

national currency and the drain of gold reserves, it hasto
follow a restrained policy regarding expansion of the
banknotesit issues. At the sametimein periodsof liquidity
crises it has to give credits freely and to issue such an
amount of banknotes as to cover the liquidity need and
thus — to overcome the crisis in its initial stage. This
leads, of course, to an apparent conflict between its
goals and responsibilities as a regulator of the note
component of money stock and as a lender of last
resort.

Thornton’s contribution in this direction is that he
was the first to distinguish clearly between the Central
Bank’s long-term policy for stable monetary growth and
the short-term measures for coping with liquidity crises.
In his opinion the short-term growth of the amount of
notes issued for coping with the liquidity hardships will
not affect the Central Bank’s long-term goals provided
that it takes them out of circulation after recovering its
gold reserves. In this way it can enable the long-term
growth of money in circulation to correspond to the
growth rate of economic activity in the country and at
the sametimeit will avoid the inflation processes caused
by the growth of the note component.

If the Central Bank respondsfast and firmly asearly
as the first symptoms of panic and liquidity hardships
appear, these negative trends can be overcome within
two days. The fast overcoming of panic will eliminate or
greatly reduce the need of issuing additional notes, thus
the deviation of the money from the long-term target
level will belittle regarding both time and amplitude.

As regards commitments and responsibilities of
a lender of last resort to individual banks, Thornton
simply and clearly expresses the view that the main
responsibility isfor the whole system or, ashe callsthem
»common interests’°, but not for the state of the
individual banks. Besides, every bank that findsitself ina
crisisdueto poor and incompetent management, reckless
risk-taking or negligence should be left to go bankrupt,
i.e. to pay for its imprudence through the loss suffered
by its shareholders.

Accordingto himaiding distressed individual banks
is justified only when the bankruptcy of the respective
bank can lead to wide spreading problemsfor the banking
system and the economy as awhole. Even in these cases
the aid has to be meager and difficult to access, as a

8Alogical step of commercia banksduring acrisisisto limit the extended credits, to raise the collectibility of credits already extended
as well asto contract the issuing of notes, with the aim to raise the liquidity and stability of the respective bank.

9When discussing Thornton’s views on these problems we should bear in mind the historical erain which helived and worked aswell
asthe fact that these considerations mainly relate to the role of the Bank of England in the English economy.

0 Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective. Working paper 84-03, Federal Reserve Bank of

Richmond, 1984, p. 14.
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policy of fast and generous lending to problem banks
would create stimuli for poor management and excessive
risk-taking in the lending policy of the other banks
without fear of the consequences of such a policy and
management. Thus, Thornton was the first to formulate
the issue of the so-called ,,moral hazard”.

Regarding the question whether a lender of last
resort has to try to prevent the shocks for the
financial system, Thornton replies negatively —
according to him a lender of last resort exists not to
prevent shocks but to minimize their secondary echo.
This statement is completely logical asthe Central Bank
is not able to control all triggering events; the only thing
it can do is create a set of measures for limiting and
reducing the negative impact of these events.

In this context if a particular bank goes bankrupt it
isonly the lender of last resort that can take measures to
provide the necessary market liquidity with the aim to
eliminate the secondary impact of that failure — liquidity
difficulties in the entire banking system and chain
bankruptcies among the other banks. From this point of
view the emergence of large-scale panic in the national
economy will be due not to the bankruptcy of aparticular
bank but rather to the failure of the Central Bank to protect
the economy from the impact of that event®2. In thisway
Thornton once again outlines the key role of the lender
of last resort for the stability of the banking system and
the economy as awhole and the price of every mistakeit
has made.

According to him the actions of a lender of last
resort for preventing liquidity crises and bank escapes
are subjected mainly to the task to preserve the money
supply and stability of the national currency. The
impossibility of alender of last resort to fulfill its purpose
would lead to asharp decreaseinthe money supply, which
in turn would result in a drop in the level of economic
activity in the country. Thus he views a lender of last
resort as monetary rather than bank function.

Summarizing his points of view Thornton defines
the role and purpose of a lender of last resort?3;

— preventing large-scale bank failures;

— preserving the confidence in the bank system;

— preventing collapsein the prices of assetsintimes
of crises;

— counteracting the danger of mass withdrawal of
currency;

—ensuring the ability of banks and other lending
institutionsto meet their liabilities.

Walter Bagehot!* devel oped Thornton’sideas about
lender of last resort. He extended and complemented the
functions and commitments of the lender of last resort
and gave a modern interpretation of the problem, which
has remained unchanged over the past two centuries.

The contributions and innovations in Bagehot's
views can be summarized in the following five areas';

First, a clear distinction is made between
preventive and subsequent support of the Central
Bank duringacrisis. In hisopinion therole of thelender
of last resort is not restricted only to the interference
during a crisis, but to the giving of a clear and
unambiguous sign to society that it will interfere
unconditionally in any case of necessity and will lend
freely to al institutions concerned. The presence of
confidence for a future support in case of crises calms
the population and helps to generate stabilization
expectations reducing the stimuli for panicked
withdrawals of gold from the bank system.

Second, last resort lending should be done with
a penalty interest rate. In thisway the distressed banks
will receive the necessary liquidity support but will pay
the price for their imprudence, i.e. they will pay for the
protection provided by the Central Bank. At the same
time the penalty interest rate will restrict the banks in
using that form of lending, stimulating them to look for
alternative sources of liquidity. Thusthe credits obtained
from the Central Bank will really be of last resort after
exhausting all other options.

Third, it should be clearly defined which
borrowerswill have accessto last-resort lending, and
what the acceptable collateral for this will be.
According to Bagehot the Bank of England should lend
to everybody who offers good collateral. Thus he
extends the range of the lender of last resort, going
beyond the frameworks of the banking system and

2 Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective. Working paper 84-03, Federal Reserve Bank of

Richmond, 1984, p. 19.

2 Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective. Working paper 84-03, Federal Reserve Bank of

Richmond, 1984, p. 19.

18 Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective. Working paper 84-03, Federal Reserve Bank of

Richmond, 1984, p. 20.

4 Bagehot W. Lombard Street: A Description of the Money Market. http://www.econlib.org/library/Bagehot/bagL om.html
15 For details see Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective. Working paper 84-03, Federal Reserve

Bank of Richmond, 1984, pp. 26 — 28.
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covering the whole economy — banks, traders, firms and
peopl€e’.

This can be explained with hisview that the Central
Bank must give liquidity to the market rather than to the
distressed banks. In this sense whether it will lend to
banks or their clients, it satisfies the market's demand
for liquidity.

Asfar asthe acceptable collaterals against that kind
of lending are concerned, according to Bagehot the Central
Bank hasto accept all quality assets (policies, securities,
shares, bonds, etc.), which later can be cashed without
any problems. The price at which these assets are to be
evaluated should betheir price at normal timesregardless
of the fact that at that moment their market price has
temporarily fallen below the nominal, due to the drop in
the securities market. Besides, according to him the
Central Bank should rely mainly on the penalty interest
rate and restrain from administrative caution, moral
beliefsand other quality restraining measuresin last-resort
lending.

Fourth, Bagehot outlines precisely the scope of
responsibility of the lender of last resort — only the
banking system but not the insolvent banks. He thinks
that only healthy banks should be helped and the others
should be left to go bankrupt. Thus he specifies that the
lender of last resort does not have to prevent individual
bank failure at any cost but rather to limit itsimpact only
to the unhealthy institutions creating a healthy and
competitive environment in the banking sector. There is
no exception from this rule even for the big and key
banks whose failure could lead to a loss of public
confidence and subsequent cascading financial collapses
if they are poorly managed or have led an imprudent
policy. In this way he declares unambiguously that the
function of alender of last resort should not be viewed
as a guarantee that banks will not be allowed to fail, but
rather that the failureswill not betransferred to the healthy
institutions.

Fifth, directly related to the above said is the view
that the lender is not a substitute of prudent banking
practices. Banks have to rely mainly on their own
resources and soundness and not only on the liquidity
assistance by the Central Bank. Thus he emphasizes the
need of consolidation of individual banks. In compliance
with his philosophy of non-interference in the private
institutions and free market he thinks that the key power
of the banking system hasto be based not on the existence

of alender of last resort but on the individual banks
resources and health.

In his opinion the banking system must be organized
in such a way that every individual bank is obliged to
maintain certain cash reserves to ensure that it can meet
a certain growth in the liquidity demand without any
problems. In order to achieve such asystem, he proposes
that the banks have to face punishment for forced
bankruptcy if they do not maintain appropriate levels of
reserves. In this way he launches for the first time the
prototype of the idea of mandatory minimum
I eser ves.

The role of the penalty interest rate in last-
resort lending takes a special place in Bagehot's views.
As has already been indicated the Central Bank has to
give liquidity support in case of crisis but the loans it
extends must necessarily include an element of
punishment in the form of penalty interest rate for the
liquidity support it gives. Moreover, Bagehot thinks that
the use of penalty interest rate will have a favourable
impact as'’:

—it protects the gold reserves by encouraging
the import and preventing the export of gold coins
from the country. The high interest rate will help to
attract short-term capitals from abroad and at the same
time will have a deflationary influence on the level of
economic activity improving the balance of trade;

—the high interest rate on the credits extended by
the Central Bank makes them unfavourable for the
commercial banks and thus stimulates the prompt
repayment of loans after the crisis period is over. This,
in turn, helps the rapid contraction of the note
component, which during the crisis has increased
sharply as a result of the issuance of emergency
banknotes. In this way the Central Bank avoidsinflation
risk and returns to pursuing its goals to maintain
sustainable growth of the note component of the money
supply, the deviations from these goals during the crisis
being minimal both in duration and amplitude;

—the high interest rate will reduce the amount
of the precautionary cash reserves, which the banks
maintain. According to Bagehot the Central Bank must
impose apenalty interest rate as early as the beginning of
the panic in order to prevent the obtaining of creditsfrom
it, too as an additional precautionary measure by the
commercial banks and thusto additionally protectitsgold
reserves,

16 Bagehot W. Lombard Street: A Description of the Money Market. http://www.econlib.org/library/Bagehot/bagL om.html
17 For details see Humphrey T., R. Keleher. The Lender of Last Resort: A Historical Perspective, Working paper 84-03, Federa Reserve

Bank of Richmond, 1984, pp. 29-30.
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—the penalty interest rate will provide an
incentive for the banksto exhaust all market sources
of liquidity and even to develop new sources before
going to the Central Bank. In this way, he thinks, the
commercial banks will be encouraged to develop better
techniquesfor managing their available resources, aswell
as to develop new channels for mobilizing the existing
liquidity through the capital market.

According to Bagehot the penalty interest rate can
also be used as a test for the soundness of the
borrowersin trouble. The highinterest rate set at several
points above the market one will stimulate non-liquidity
banksto turnfirst to the market for providing the liquidity
they need. If the banks are in a good condition and only
have temporary problemsas aresult of the sharp increase
in the demand for liquidity, then the lenders will assess
this and will extend them the credits they want. On the
other hand, if the market decidesthat the respective bank
istoo risky to be credited, then it will be forced to turn to
alender of last resort to get the liquidity support it needs.
Thus the turning itself of the distressed banks to the
Central Bank for liquidity assistance will indicate the
presence of serious weaknesses in the respective
ingtitutions.

Admittedly, the last arguments hold true only in
normal times or at the beginning of the crisis before the
market getsunder massiveliquidity pressure. The breakup
of the market during a severe financial crisis even the
healthiest banks would hardly get the necessary liquidity
support from it, which would make them turn to the
lender of last resort.

Walter Bagehot's points of view discussed above
supplementing and developing Henry Thornton’s
conceptual formulations enable us to view him as the
creator of modern concept of therole of the Central Bank
as lender of last resort in the national economy.

BoxinoB b. Poas I'. TopuTona ta Y. Bexxera B
PO3BHUTKY KOHIIENILil , KpeAUTOP OCTAHHbOI iHCTAHIIT"

BuHuKHEHHS 1 pO3BUTOK KOHLETILIIi , KPEAUTOP OCTaH-
HBOI IHCTAHIIII" BIPUTYI OB’ A3aHO 3 BUHUKHEHHSAM Ta
iHcTuTyIioHam3amiero Bank of England 8 sikocTi iieHTpais-
Horo 6aHky AHIIII. Ynepiie TepMiH , KpeAUTOP OCTaH-
HBOI iHcTaHMil" Oyno BUKopHucTaHo cepoM dpeHcrucom

Bepinrowm, inest orprMana po3BUTOK i Oyia CHCTEMATH30-
BaHa B pobotax ['enpi TopHToHa 1 Yonrtepa bemxera. ¥
CTaTTi A€TAIBHO MOKA3aHO PO3BUTOK KIIFOUOBHX XapaKTe-
PHUCTHK , KPEAUTOPA OCTAHHBOI IHCTAHINI B JOCIIKEH-
HAX 000X aBTOPIB Ta HOTO I'eHE3HC 10 CYy4aCHOTO TIyMa-
YEHHS.

Kntouosi cnosa:. 6aHKH, IEHTPAILHUN OaHK, KpEIH-
TOp OCTaHHKOI IHCTaHIIiit0, CTA0LIBHICTh OaHKY, HATIHHICTh
OaHKIBCHKOI MEpexi.

BboxunoB b. Poas I'. TopuTtona u V. bymxera
B Pa3BUTHHM KOHUENIHHU , KPeAUTOP MocaeaHel
HHCTAHIUHN

Bo3HUKHOBEHHE U Pa3BUTHE KOHIIEIIIIHNH ,, KPSUTOP
MoCJIeTHE HHCTAHIIMK ' BIUIOTHYIO CBA3aHO C BO3HUKHO-
BeHHEM M MHCTHTyIHOHanm3anuei Bank of England B
KaueCTBe [ICHTPAIbHOrO 0aHKa AHIITHK. BriepBbie TEpMUH
» KpeauTop nocJjieaHeil HHCTAHIUU" OBUT HCTIONB30BaH
capoM DpaHcrcoM BapuHToM, TIpH 3TOM Hes MOTydrIIa
pa3BUTHE U ObLTa CHCTEMAaTH3UpOBaHa B paboTtax [eHpu
TopuToHa u Yonrepa bamkera. B cratbe neranpHo mpo-
CJIEKUBAETCS Pa3BUTHE KITIOUYEBBIX XapaKTEPUCTHUK ,, Kpe-
JUTOpA MOCTIeTHEH HHCTAHIIMK B UCCIICAOBAHUIX 000UX
ABTOPOB M €r0 TCHE3HC JIO COBPEMEHHOTO TOJIKOBAHHUSI.

Kntouesvie cnosa:. 6aHKM, IIEHTPaTbHBINA OaHK, Kpe-
JUTOP TIOCTEIHEH MHCTaHIIMH, CTaOMIBLHOCTh OaHKa,
HAJIEXIHOCTh OAHKOBCKHI CETH.

Bozhinov B. The Role of Thornton and
Bagehot for the Development of Lender of Last
Resort Concept

The emergence and development of the lender of
last resort concept is closely related to the emergence
and institutionalization of the Bank of England asa Central
Bank for England. The term , lender of last resort”
was firstly used by Sir Francis Baring and the idea was
developed and systematized in the works of Henry
Thornton and Walter Bagehot. The present article makes
a detailed overview of the development of the key
characteristics of lender of last resort in the works of
the two authors, and its genesis to its modern
interpretation.

Keywords. banks, central banks, lender of last resort,
bank stability, bank safety net.
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THE ,WAVEAPPROACH” IN MIGRATION RESEARCH
WAVESOFIMMIGRATION TO ISRAEL, 1974 —-2001

Introduction

Every stream of migration starts, surges, and
eventually ebbs. The term ,waves of migration is
commonly used, and mechanism of migration waves is
repeatedly referred in theliterature. Faist (2000) describes
the formation of a migration wave and shows process
behind it. Massey (1988) proposes acumulative causality
approach that depicts the mechanism through which a
migration wave devel ops. It has been noted that migration
streams from most European countries in the nineteenth
century followed an inverted ,, U shape (Akerman, 1976;
Massey, 1988; Hatton, and Williamson, 1998). This was
accounted for the role of demographic factors such as
growing impending migrants stock, which was
responsible for the upswing of migrations, followed by a
weakening of these forces due to a strong convergence
of European real wages with those in the New World,
causing the migration to fade. It was also observed that
rates of out-migration follow a trajectory that moves
from low to high to low values, yielding an inverted
U-shaped curve which Martin and Taylor (1996) have
called the ,migration hump. Important efforts to
investigate migration waves have been made in order to
determine wave-like changes in the rates of emigration
(Locher, 2000, 2001, 2002). It is known that during the
development of a migration wave, both the volume and
the composition of the migration stream undergo
noticeable changes. The discovery of regularitiesin these
phenomenamay be useful not only in theoretical research
but also in the practical forecasting of migration
processes. This paper tries to pull attention to some of
such regularities checking them on Israeli immigration
data. The analysis of other data sets must check and
clarify the hypotheses formulated here.

Flows of information play an essential role in the
formation of migration streams. Hatton (1995) examined
this phenomenon with regard to emigration from the
United Kingdom in the nineteenth century. Epstein and
Hillman (1998) proposed a model of informational
cascades in migration, in which making decisions about
migration depends on information flows. Analysis of
informational flows at different stages of the migration
process indicates some critical steps, interactions, and
decision-making from the point of view of individual
migrants (Benson-Reaand Rawlinson, 2003). This model
aimsto explain an increase in migration rates over time.
There is an additional aspect of functioning of
informational flows in migration formation: the
information obtained by would-be migrants might be
imperfect. Such ,, mistaken migrants are frequently found

in the stream of return migration (Borjas and Bratsberg,
1996). In case, when the migration was planned to be
permanent, the volume of return migration may serve as
an indicator of the quality of information that was
available to people at the time of their emigration.
Selectivity in migration — that is, the composition
of migration streams — has received considerable
attention from researchers. Migrant selectivity is usually
understood as an array of migrants' demographic,
economic, social, and other characteristics, which are
measured with respect to relevant characteristics of the
sending and/or receiving populations. All researchers
agree that migration is selective in the sense that every
migration stream involves some population groups more
than others; Borjas (1999) presents theoretical models
of the subject. Numerous studies have been dedicated to
discovering regularitiesin migration selectivity, including
classic works on laws of migrations by Ravenstein
(Grigg, 1977), on migration differentials (Thomas, 1938),
and on migration theory (Lee, 1966). A long list of
migration generalizationswas provided by Pierson (1973).
Selectivity is frequently studied in the context of
differences between migrants and stayers or between
migrantsand natives of placesof destination (Borjas, 1987,
Chiswick, 1999; Zavodny, 2001). Numerous studies have
used the theory of Roy (1951), to demonstrate that
migrants are differed from the native population in non-
random ways. Within the framework of thistheory, Borjas
(1987) studied the skill differentials between immigrants
and nativesin wage distribution to emphasizethat migrants
are non-randomly selected from the native population.
The composition of the migration flows by skills is
determined by individuas' positionsin their home-country
wage distribution and the cross-country variance
differential. A method frequently used to examine whether
immigrants are selected from the high or low levels of a
skill is to compare them to natives in the destination
country. This method is based on the presumption that
there must be a strong positive correlation between the
earnings a worker may expect in the home country and
the earnings he or she may expect in the destination
country. Borjas (1987, 1991) and Cobb-Clark (1993)
estimated this for immigrants and natives in the United
States, using data from decennia censuses or from the
Current Population Survey. Jasso, Rosenzweig, and Smith
(2000) used asimilar method for legal permanent residents
inthe USA, using current data from the Immigration and
Naturalization Service. Positively selected migrants
expected to have greater success in their adjustment in
the destination country (Chiswick, 1999). Some studies
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have found a positive selection of migrants respectiveto
their former non-migrant compatriots (Bailey, 1993;
Borjas, 1987, 1991; Islam and Choudhury, 1990; Hvidt,
1975), while others have found a negative selection
(Borjas, 1990; Greenwood et al., 1996; Zavodny, 2001).
Similar finding were published concerning the sel ectivity
of migrants in respect to receiving populations. Some
studies allow for both sides of the selectivity process:
that is, they look at both the sending and the receiving
populations (e.g., Feliciano, 2005). There are fewer
references in the literature to possible relationships
between the development of migration waves and the
evolution of migrants' selectivity. Borjas and Bronars
(1991) suggest that in the case of sequential family
migration, family members who are best suited for
migration will bethefirst to move, withless-suited family
members then following.

Migration Waves and Wave-like Pattern of
Migrants Selectivity

The migration stream appears as response to real
and/or imagined pull and/or push factors under existing
conditionsin places of origin and destination, and along
routes of migration streams. The migration expands until
the region of arrival attains a point of saturation and/or
until the pool of prospective out-migrants in the region
of departure runs low. When this happens, the migration
stream gradually diminishes. This wave-shaped
phenomenon is accounted for by negative feedback in
the migration process, involving the demand/supply of
migrants, information flows, and other factors.

The migrants composition changes as a wave of
migration develops. Seemingly, these changes present
certain regularities, which generally speaking may be
described as follows. Selectivity of migrants evolvesin
wave-like manner in which the migrants' characteristics
align themselves with the factors of migration. At the
initial onset of amigration wave, several definite types of
people migrate — alienated persons that are weakly
connected with their place of residence, people motivated
by Wanderlust, ideological migrants, and the like. Next,
people who receive information about a place of
destination that they consider reliable, from previous
migrants or from other sources, begin to migrate. They
believethat migration will improvetheir living conditions
initsimportant aspects. These people conform maximally
to the specific type of migration stream, i.e., to the main
factors that generate the migration stream. If the main
factors attract qualified professionals, their per cent
amongthe migrantswill increase; if they attract unskilled
workers, this component will increase, and so on. Asthe
migration stream gathers strength, the degree of migrants
conformity to the migration factors rises. In the final
phase of the migration wave, the migration stream
includes, in greater part, people who for various reasons
could not or did not want migrate earlier and do not
correspond to the main factors of the migration stream.
Now the migrants' conformity to the main factors of the

migration wave becomes low. Thus, the conformity of
migrants' characteristics to the generating force of the
migration stream is higher near the peak of the migration
wave and lower at its beginning and its end. At each
stage, migrantswho have propertiesfitting the given stage
are selected. At the outskirts of migration wave may be
seen deviations from the expected pattern of wave
selectivity. It may be explained by interference with a
new beginning wave of migration between the same places
of origin and destination. During this process, two
interrel ated waves are emerging: awave of migration and
a corresponding wave of change in migrants' selectivity.
Positively selected migrants originate among
owners of higher human and social capital. They will be
more represented among the migrants at the peak of the
migration wave. Negatively selected migrants are those
with lower human and social capital in the place of origin.
At the closing stage of the migration wave, there will be
more persons with low socia capital, those who have
difficulties in decision-making due to various reasons —
personal, psychological, or socia. Thus, we suppose that
usually a share of the positively selected migrants grows
at the peak of migration wave though they may not
condtitute amajority. Consequently, definingif the observed
set of migrants has been selected positively or negatively
depends on the stage of migration wave from which the
studied set of the migrants has been drawn; and, therefore,
the conclusions about the character of selectivity in the
entire migration stream may turn out to be erroneous.
There is a supplementary basis for more positive
selection of migrants around the peak of a migration
wave. Each population has a socio-demographic core,
comprising those people who are maximally integrated
from the economic, societal, and demographic points of
view. For most populations of the developed countries,
the core may be defined as people who are educated,
married, and younger or middie-aged. They have higher
productive and reproductive potential, and are usually
less prone to migrate, due to possible problems with
transferability of their human and social capital. The
prospective migrants are ,heavier”, whether they carry
their considerable capital in all itsformswith themor are
compelledtoleaveit behind. This, burden” preventsthem
from leaving the places of origin until the generative and
shaping factors of the migration system does not bring
them into motion. The , heavier” migrants need more
information about transferability of their capital into the
place of destination in order to make amigration decision.
With amplification of the migration wave, the stream of
migration drags more persons out from the socio-
demographic core of the sending population; those who
would not have migrated with a lower strength of
migration. The share of ,heavier” migrants is growing.
These migrants are stronger than other in the stream,
and they can take more places in the migration channel.
The, heavier” migrants may not be leading migrants, and
they usually constitute aminority in the migration stream.
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»Heavier” migrants have more ability to seizeaplace
in themigration channel. They will also usually be strong
migrants, so their sharein the migration streamis expected
to grow with the surge of the migration wave. If there
exists a clear selective push/pull factor, the share of
responding migrantswill grow with asurge of migration.
When specific generative factors general demographic
pressures do not exist, the responding migrants cannot
be detected, but the share of stronger migrants will still
be higher at the peak of the wave.

Data

To examine the hypothesis presented above, we use
published statistical dataonimmigration to Israel between
1974 and 2001. Israel provides a good source of datafor
the research of migration streams, since datain machine-
readableform about all legal immigrants hasbeen gathered
insevera governmental ingtitutions, including the Ministry
of Absorption and the Israeli Central Bureau of Statistics,
since the late 1960s. We chose a number of migration
streams for which the data was maximally complete.
Naturally, these were the main migration streamsto Israel.
The data for immigration from the USSR/FSU (former
Soviet Union) was available for the years 1974 — 2001.
For other main migration streams, the published data that
are needed for the purpose of analysis were available
only for the period 1974 — 1991.

We briefly describe the waves of immigration to
Israel, and finally present the findings of our study. During
theyears 1967 — 2001, morethan 1.6 million people have
immigrated to Israel. We shall consider some of the main
streams of Jewish immigration to Israel, referred to in
Hebrew as Aliyah. These streams differed one from
another intheir volume, intensity, and composition. Since
most of the streams are characterized by acomparatively
high proportion of professionals among the immigrants,
we will confine our research to such waves. The socio-
demographic cores of all sending populations of
immigrants to Israel are similar. However, different
streams of immigration to Israel differ intheir percentage
of professionals.

The demand for professionals was important in all
periods of immigration to Israel, because human capital
is a staple resource in its economy, but the level of this
demand has changed during the years under consideration.
Flows of highly skilled migrants are driven largely by
industry and market requirements (Iredale, 2001).
Immigration to Israel resulted not only from such
requirements, but also by strong push factors, which
brought the mass exodus from the USSR/FSU. Israeli
researchers regard the immigration to Israel as mass
migration of skilled workers (Paltiel, 2001). In typology
of skilled migrations by migrants motivation (Iredale,
2001), Jewish immigration to Israel may be qualified as
»€thical emigration”, which falls somewhere between
»forced emigration” and ,,brain drain”, depending on the
country of origin.

Immigration from USA

The Jewish population of the USA through the years
under consideration stood at about 5.5 million. Jews in
the USA are an ethnic group that is highly integrated into
American society (Steinlight, 2004). The total number
of American immigrants who arrived in Isragl between
1974 and 1991 was 42,016. This volume is lower than
that from the Soviet Union, but higher than that from
France, the United Kingdom, or any single Latin American
country, includingArgentina. Takinginto account the size
of American Jewish population, the number of immigrants
looks rather low. The propensity to move to Isragl from
the USA isbased on Zionistic idealism, the development
of education programsin Israel, and the maturation of a
generation of graduates of Jewish day schools and other
intensive Jewish learning programs in the United States
(Rebhun and Waxman, 2000; Waxman, 1989). The
increase in the number of American immigrants occurred
when thetotal volume of immigration to Israel had slowed
down, thus producing significant growth in their relative
share of the total Aliyah. This was a consequence of
Israeli immigration policy, which sowed immigration
from secure countries at times when immigration from
distressed regions was possible. This policy is a major
cause of the origin of the waves of immigration from the
USA. Despite sharp fluctuations from the mid-1970s to
the 1990sin the annual number of American immigrants,
the overall pattern is one of decline, from almost 3,000
per year in 1974 — 1979 to an average of just over 2,000
in the following decade. The decline in the volume of
American immigrants in the 1980s was modest in
comparison to the trends of the total Aliyah. These
differences strengthened both the proportion of
Americans among all immigrants (with an unparalleled
value of 20.7 per cent of total immigrants in 1986) and
their influence on the Jewish population growth. The
growth in the volume of the Aliyah from the USA may
result from the decrease of the Aliyah from other places
of origin.

Immigration from Argentina

In 1982, there were about 230,000 Jewsin Argentina
(Schmelz and DellaPergola, 1985). The population
presented the modern demographic patterns characteristic
of more developed regions of the world. Financially,
Argentinean Jews belonged to the middle or upper class.
Argentinean Jewry does not suffer from anti-Semitism or
other forms of ethnic discrimination. Sum excesses,
however, had place in some years during the 1970s and
1980s. In the 1970s, Argentina was ruled by a military
dictatorship responsible for the disappearance of
innumerable Argentinean citizens, including many Jews.
After the Junta seized the power in 1976, the wave of
immigration to Israel surged, but it gradually faded by 1981.
Argentinean Jews were involved in a struggle against the
Junta, and about 15 — 20 per cent of guerrilla fighters
killed in the early stages of the , dirty war” were Jewish.
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In 1982, Argentinawas defeated in thewar with the United
Kingdom over the Falkland Islands (Malvinas), and this
forced the collapse of the Junta and led to calsin favour
of free electionsto re-establish alegally constituted civilian
government. Economically, 1982 was hard for Latin
America, and it resulted in a new wave of immigration to
Israel. The next wave was connected to worsening
economic conditionsin Argentina. In an effort to improve
Argentina’s public image, marked as it was by anti-
Semitism and the presencein the country of Nazi criminals,
in 1988 the parliament passed a law against racism and
anti-Semitism. The Jewish collectives were highly
assimilated from their beginning in Latin America. Jewish
communities were shrinking at the rate of about one per
cent ayear (Schmelz et a., 1985). Religion did not play an
important roleinthelifeof highly secularized Latin American
Jewry (Elkin, 1985). In the absence of areligious nucleus
inthe communities, Zionismtook itsplace asan organizing
ideology. Inthe period considered, 23,902 immigrantsfrom
Argentinacameto Isragl. On average, about 1,000 people
moved to Israel from Argentina each year, a stream of
rather high migration intensity relative to the size of the
Jewish population. The intensity of immigration to Israel
was highest for Argentina, apart from the almost total
exodus of Soviet Jewry.

Immigration from France

In the early 1980s, the Jewish community in France
comprised approximately 535,000 people (Benbassa,
1999). The majority of the community, approximately
350,000 people, lived in Paris and the surrounding areas.
In the 1980s, 45% of French Jews held university
degrees, 25% had secondary education, and 12% had
technical or commercial training. The majority of Jews
bel onged to the middle class, with ahigh proportion (about
30%) of salaried employees, tradespeople, and
shopkeepers.

During the period under consideration in this paper
(1974 — 1991), 22,976 Jews immigrated from France to
Israel . Immigration to Israel was relatively attractive to
French Jews, only immediately after the Six Day War.
However, someyoung French Jewswere deeply involved
in the student unrest of May 1968 (Benbassa, 1999).
The interest in Aliyah weakened during the 1970s and
1980s as it was found in the surveys of the Jewish
population (Allouche-Benayoun, 1992). Only in 1983 did
the number of immigrants to Israel exceed 2,000. Asin
the case of American Jewry, the increase of the number
of immigrants from France may be an outcome of the
decline of Aliyah from other countries.

Immigration from USSR/FSU

Emigration from the USSR became possible in the
1960s, was strengthened in the 1970s, then factually
being seized by the Soviet authoritiesin the eighties and
eventually at the end of the decade was transformed into
amass exodus, mainly to Israel. Emigration of Jews was
allowed after the Six-Day War in September 1968.

Between 1968 and 1983, more than 250,000 Jews left
the Soviet Union, about two-thirds of them for Israel.
The emigration started from the periphery of the Soviet
Union; diffused to its core; and eventually, in the 1990s,
ended up as an almost total exodus of the Jewish
population, including many non-Jewish rel atives of Jews.
The year 1976 saw the lowest number of emigrants from
the USSR in the 1970s. The following year, a wave of
immigration started, which was dramatically reduced in
1980 by the Soviet authorities. Emigration fromthe USSR
increased again only in 1987.

Between 1989 and 2001, about amillion peoplefrom
the Soviet Union and the former Soviet Union (FSU)
immigrated to Israel. More than one migration wave
developed during the 1990s. For research purposes, the
entire period can be divided into sub-periods that were
differentiated by the waves of immigration inthese years.
The sub-periods are distinct in terms of migrants’
characteristics. Thefirst sub-period peaked in 1990, when
Jewish immigration attained arecord level. The next sub-
period included 1994, when immigration increased
insignificantly relativeto 1993. The resulting weak wave
was caused, among other things, by the passage of a
new emigration law in Russia, the war in Chechnya, and
a government crisis in Russia in September 1993. The
last sub-period witnessed a strong wave of immigration
that crested in 1999, as migration decisions made in the
previous year were implemented and as Russia, along
with several post-Soviet countries with strong economic
ties to Russia, endured a year of financial crisis.

Coefficient of Wave Similarity (CWS)

In recent years, a progress has been made in
methods of comparing time series (Hetland, 2004). These
approaches are based on rather complex mathematical
methods and, as a rule, require lengthy series of data.
Such series rarely exist in the context of migration
processes. This may be due to the nature of migration
processes, sincethe time-span of these processesincludes
independent or weakly dependent migration streams, each
of which hasto be examined in isolation from the others.

We need to compare short segments of paired time
series, at times numbering only three consequent
members in each of them, and to check if the expected
behavior of migration selectivity will befound inamajority
of cases. For this aim, we propose to use a simple
coefficient of wave similarity, which is described below.

In cases where one wishesto estimate the similarity
of sequences, a coefficient that is analogous to
coefficients used for the comparison of the similarity of
binary series is appropriate. In its smple form, such a
coefficient calculates the number of coincidences
between respective values in two binary sequences. In
the following table, two columns with six members per
column are presented, and the number of concurrences
in values is three. Thus, the coefficient of similarity of
the sequences is 0.5.
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When comparing different waves of migration over
time, and when comparing changes in different
characteristics of one migration wave, the time aspect is
very important. This aspect is lacking in the coefficient
described above. Therefore, this study suggests the use
of a coefficient of wave similarity (CWS) for time
sequences that takes into account the time aspect of the
development of a migration wave.

The number of characteristics of amigration process
is measured, and the values of each characteristic are
recorded at the same time. One of the time sequences is
assumed to be the main wave; the others are the waves of
its characteristics. The wave to be considered is selected
in the main time series. For the same period, atime series
for the describing characteristic is selected, and the
following calculations are made: If the value in two
consecutive values of the sequence is larger than the
previous value, the calculated parameter is assigned the
valueof ‘1’; andif itissmaller than the previousvalue, the
parameter is assigned the value of '0’. Zero change is
considered a positive change. This elicits two new
sequencesthat are composed of onesand zeroes. For these
sequences, one additional auxiliary parameter iscalculated
in the following way: if the corresponding members of
both sequences have identical values, the parameter is
assigned the value of ‘1'; and if the values are different,
thenthe parameter isassigned thevaueof ‘-1'. Theresults
obtained are added up, and the sumisdivided by thelength
of the sequences. Theresult of this operation is called the
Coefficient of Wave Similarity (CWS). The CWS will be
equal to ‘1’ inthe case of full phase coincidence of waves,
and ‘-1 inthe case of total anti-phase. Values closeto zero
signal alack of coincidence between the main wave and
the wave of characteristics change.

Coefficient of wave similarity is computed by
formula:

cws= N7k K.

n

where n is a length of considered sequence, and k
is a number of discrepancies between the two waves.

K = n(1- CWS) .
2 L
per cent of concordances (p) having CWS known,
iscalculated as:

_ (CWS+1)*100
P= 2

Any positive value of CWS means that more than
half the pairsin the two series were concordant, and that
the waves are similar during more than fifty percent of
the time of their development.

The CWS allows us to compare the similarity of
waves irrespective of their amplitude. This is both a
shortcoming and an advantage of the method. The CWS
method, however, has several limitations. The CWSvalue
depends on the number of members in the sequences, as
well as on parity in the number of members of even and
odd sequences. The factor may be zero only in a case
where the length of the sequenceis expressed by an even
number. The factor quickly decreases commensurate with
the number of discrepancies between values of the series,
so that a value close to 0.3 signifies about 60 percent
agreement between the examined waves. Despite these
limitations, CWS may beaconvenient tool for theanalysis
of migration processes. We here apply it to the analysis
of immigration to Isragl.

Index of Migrants Composition

In order to evaluate migrants’ selectivity, it is
necessary to define a measure for this phenomenon. For
thispurpose, we use the Index of Migrants' Composition.
The definition of the index should be specific for each
migration stream depending on its generative and shaping
factors. We define here this index in such a way that it
can be used for testing our proposition on available data.
Therefore, the index must reflect the belonging of the
migrants to the socio-demographic core of the sending
population. For the majority of migration streams, we
can say that selectivity of migrantsis more positive when
the percentage of persons aged 60 and over islow and a
share of high-skilled migrantsis higher. Jewish migrations
arestill usually family migrations so we take into account
this aspect of migrants' composition. Accordingly, we
define the Index of Migrants Composition as a product
of the percentage of academic and professional workers
among migrants who worked before the migration; the
percentages of married women and of married men
among migrants aged 15 and older, divided by the
percentage of migrants aged sixty and older. (The datais
presented in Supplement 1. Tables | —1V.) The index is
computed for a specified time interval; in our case, a
calendar year.

* *
iMc =" Mu "M

0+

(In order to get the values of IMC in the range
between zero and one asthey reported in the supplement,
the result of calculation must be divided by 100*100.)

Where IMC — Index of Migrants' Composition,

P — the percentage of academic and professional
workers among migrants who worked before the
migration;

M_ - the percentages of married women among
migrants aged 15 and older,
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Supplement 1.
Table |
Immigrationtolsrad from USSR/FSU

Immigration to | srael from USSR/FSU

The
percentage of
acad emi_c and
Total of P rvsfoeﬁ?e?r;al Percent of  Per cent of Per cent of I ljdex of

Year Aliyah among per s%rg)iaged M l\jr ;ed %1;1? C'\(:Ir:?r an t;’

migr ants who position

worked
before the
migr ation
1974 16816 23.4 15.0 68.5 60.9 0.65
1975 8531 25.9 17.1 65.8 56.4 0.56
1976 7279 26.3 18.9 67.0 56.3 0.53
1977 8348 28.0 19.7 70.7 56.9 0.57
1978 12192 284 18.2 70.9 53.9 0.60
1979 17614 28.1 18.0 73.1 60.8 0.69
1980 7570 28.9 21.9 72.7 60.5 0.58
1981 1770 40.0 26.2 63.7 53.3 0.52
1982 782 40.9 27.0 63.5 46.8 0.45
1983 399 45.3 245 66.2 515 0.63
1984 367 40.9 25.6 62.1 459 0.46
1985 362 44.3 19.3 64.7 45.7 0.68
1986 202 32.9 31.2 59.4 39.4 0.25
1987 2096 42.5 21.0 62.3 54.7 0.69
1988 2283 42.8 21.0 64.7 59.1 0.78
1989 12932 38.9 17.2 72.7 62.0 1.02
1990 185227 391 17.7 75.5 64.0 1.07
1991 147839 35.5 19.3 70.1 58.6 0.76
1992 65093 32.1 20.1 64.2 55.1 0.56
1993 66145 26.4 19.9 63.9 52.7 0.45
1994 68079 28.0 20.0 63.2 54.2 0.59
1995 64847 25.7 19.0 63.7 51.8 0.45
1996 59049 27.1 18.3 63.5 52.3 0.49
1997 54618 26.7 16.5 63.3 53.1 0.4
1998 46032 26.0 16.3 64.6 53.6 0.55
1999 66848 27.3 16.2 67.2 55.7 0.63
2000 50817 27.0 16.6 64.9 54.4 0.57
2001 33549 26.0 154 63.7 53.6 0.58
50

Exonomivynuii Bicauk JJou6acy Ne 4 (30), 2012



l. Riss

Table 11

Immigrationtolsrad fromUSA

Immigration to Israel from USA

The
percentage
of academic
and
Total of professional Percent of Percent of Percent of Index of
Year Alivah workers persons Married Married Migrants
y among  aged 60+ Men Women Composition
migrants
who worked
beforethe
migration
1974 3089 23.1 11.0 48.6 45.2 0.46
1975 2803 18.0 9.1 435 43.1 0.37
1976 2700 19.3 9.3 47.0 46.2 045
1977 2571 18.2 11.0 47.0 44.6 0.35
1978 2921 20.7 101 49.0 48.1 0.48
1979 2950 16.5 9.2 39.7 49.3 0.35
1980 2312 19.5 8.5 50.7 51.7 0.60
1981 2384 19.7 9.1 41.0 46.0 041
1982 2693 25.1 9.1 515 52.1 0.74
1983 3469 31.0 9.0 55.6 51.9 0.99
1984 2581 33.3 144 55.3 53.7 0.69
1985 1915 29.4 13.1 52.3 57.2 0.67
1986 1968 32.8 9.0 55.5 59.8 121
1987 1818 17.3 12.7 54.1 56.9 042
1988 1551 16.5 104 50.6 49.3 0.40
1989 1383 22.0 11.6 49.1 47.1 0.54
1990 1370 25.9 9.5 50.4 499 0.69
1991 1538 29.4 8.7 51.9 53.3 0.93

M,, - the percentages of married men among
migrants aged 15 and older,

A, - the percentage of migrants aged sixty and
older.

Instead of the percentage of academic and
professional workers, it might have been better to use
the percentage of persons having a high number of years
of schooling; however, wedid not have therequired data.
We cannot take the occupations of migrants before
emigration alone as a measure of positive or negative
selectivity, because if the migrants were older, the
prospects to use their human capital would be low. We

see that the percentage of persons with academic
professions among theimmigrantsfrom the USSR during
the 1970s was high and steadily rising, but their ages
were high and steadily rising as well; thus, it is difficult
to refer to a positive selection of migrants. The index of
migrants' composition in a migration stream may be
especially helpful in such cases.

Comparison of the Waves

We compare thewaves of immigrationto Israel with
the waves in change of Index of Migrants Composition
for these waves using the Coefficient of Wave Similarity.
Thewavesin immigration were selected from the datain

51
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Table I11
Immigrationtolsrad from France
I mmigration to Israel from France
The
percentage
of academic
and
professional Percent of Percent of Percentof Index of
Total of . . . ,
Y ear Aliyah workers persons Married Married Migrants
among aged 60+ Men Women Composition
migrants
whoworked
beforethe
migration
1974 1345 9.1 8.7 40.0 35.8 0.15
1975 1382 10.5 6.4 36.1 34.9 0.21
1976 1416 16.2 9.6 37.3 35.9 0.23
1977 1226 13.8 9.1 383 33.0 0.19
1978 1302 151 10.4 42.8 39.1 0.24
1979 1648 14.9 9.3 39.7 36.2 0.23
1980 1430 13.0 10.6 385 33.2 0.16
1981 1430 17.7 10.8 41.0 394 0.26
1982 1682 174 11.2 40.0 36.4 0.23
1983 2094 210 9.1 46.3 40.1 0.43
1984 1539 22.6 85 44.0 389 0.45
1985 1017 24.0 10.2 53.8 52.7 0.67
1986 927 2.1 6.6 54.7 49.1 0.90
1987 888 8.8 114 45.9 47.0 0.17
1988 920 9.5 11.3 46.0 50.5 0.20
1989 900 13.7 10.9 41.0 36.2 0.19
1990 864 21.1 95 41.2 377 0.35
1991 966 20.8 8.8 38.6 383 0.35
the Supplement 1. Since the margins of sub-periods are Table 1.
difficult to determine, there is aways an element of USSR/FSU
arbitrariness in their choice. We present the values of .
. Period 1976- 1986- 1992- 1998-
CWS for the selected waves in Tables 1 — 4 below. ! 1986 1992 1998 2001
In eleven of fourteen observed waves, the CWS  —Ews 0.60 10 033 033
was higher than zero, showing different degrees of
similarity between the waves of migration and selectivity. Table 2.
We use the sign test to check the wave hypothesis. We USA
assign ‘+' to CWS higher than zero: that is, when there
is a concordance between the waves of at least 50%; Period 1977- 1980-1985 1985
and assign ‘-* to other values of CWS. We can consider 1980 1990
this as an experiment with results of type ,, positive” and CWS 0.33 06 0.2
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Table IV
Immigrationtolsrag fromArgentina
Immigration to |srael from Argentina
The
percentage
of academic
and
professional Percent of Percent of Percentof Index of
Total of . . . ,
Year Alivah workers persons Married Married Migrants
y among aged 60+ Men Women Composition
migrants
whoworked
beforethe
migration
1974 1625 26.8 12.6 60.3 58.3 0.75
1975 892 28.1 14.1 55.3 49.1 0.54
1976 1616 A7 11.7 54.9 55.0 0.90
1977 2158 3.1 11.3 56.2 524 0.86
1978 1960 24.0 15.0 57.5 53.9 0.50
1979 1577 235 17.4 56.7 55.3 0.42
1980 1036 21.3 20.0 55.0 49.7 0.29
1981 949 23.0 16.0 48.7 51.8 0.36
1982 1169 23.5 11.0 54.1 53.0 0.61
1983 1283 5.4 10.3 504 49.2 0.61
1984 841 20.1 14.4 455 453 0.29
1985 836 A5 12.8 48.2 48.8 0.63
1986 772 25.0 16.1 457 49.7 0.35
1987 1078 18.0 11.3 50.0 52.2 0.42
1988 1546 185 9.0 48.7 4.8 0.55
1989 1853 234 8.8 52.1 515 071
1990 2045 25.9 10.6 52.1 51.5 0.65
1991 666 19.0 18.5 45.8 4.7 0.21
,negative”, when we check the number of , positive” Table 3.
results. A critical region is R<4 for a one-tailed test for France
14 trieswith asignificancelevel <p=0.05>0.029 (Walpole Period 1974- 1977- 1980- 1987-
and Myers, 1978, Table 15). Thus, the sign test supports 1977 1980 1987 1990
the proposed hypothesis. CWS 10 0.33 -0.14 0.33
Conclusions and Future Considerations
Our study found a certain degree of consistency in Table 4.
the observed wave-like changes in migrants’ Argentina
characteristics and the waves of migration. This suggests -
that special approaches may be used to seek such Period 1975 1981- 1986-
phenomena in the data. Methods of pattern recognition 1981 1986 1991
in statistical series may be especially useful. In sum, the CWS 0.33 0.2 0.6
53
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development of statistical mathematical methods for the
analysis of wave phenomenain migrationsis essential.

The methods described here do have some
shortcomings. Similarity measuringby CWSisinflexible:
it does not allow for noise or short-term fluctuations or
for phase shiftsin time.

In order to use the wave approach for the analysis of
migration processes, some changes in the collection and
presentation of statistical datamust be made. Thecollection
and/or publication of time series are often interrupted when
the magnitudes of observed facts seem to be too small,
because they fall short of some level arbitrarily regarded as
worthy of attention. No less frequently, the collection and/
or publication of data does not begin until the observed
phenomenon attains a level that is considered important
enough for practical reasons. This rules out the very
possibility of studying the wave character of migrations;
hence, our insistence that the administrative approach of
thistype in gathering statistical data should be changed. In
the present era, wheninformation may be collected on digital
media with immense capacities, such achangeisfeasible.
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Picc I. , XBuiaeBuii miaxia’ B mociaimxeHHi
iMmMmirpanii no Izpaimio y 1974 — 2001 pokax

IToTroku mirpartii XBIJIETIO1i0HI 32 CBOEIO IPUPOJIOIO.
Ha BnacTuBwmii XBUIII MTOTIK Mirparlii BINIMBA€ HETATUBHUI

3BOPOTHHH 3B’ 130K Y CHCTEMI Mirparii, sika 3arydae aBo-
TaKTHI YMHHUKY, iHPOPMAIIiHHI TOTOKH, Ta HIIT YUHHHUKH.
L5t cTaTTs mpUBEpTAE yBAry JO MOXKIIMBUX B3a€MHUH MK
3MiHaMU B 00csrax Mirpaiii Ta BHOOpi epeceseHIIiB JIIst
Mirpanii. 301IpIIeHHS YHcIa iMMIrpaHTiB 1o [3paimio Bix
KOKHOT 3 YOTUPBOX PO3IITHYTUX KpPaiH, OB’ SI3YEThCS 3i
301IBIIEHHSIM BiJICOTKA OJIPYKEHUX, KBalli(piKOBAHUX
IMMITPaHTIB 1 3MEHIIIEHHSIM YaCTKHA CTApIIMX 32 BIKOM
IMMITpaHTIB.

Knwouosi cnosa: xBuni mirpaitii, BUOIPKOBICTB,
iMMirpartis o [3paimto.

Pucc U. , BoaHoBoii moaxox” B MCCJIeI0BAHMU
ummurpanuu B M3panas B 1974 — 2001 r.

[ToToKn MHUTpaIyi BOIHONOJOOHKI IO CBOSH IpH-
poxe. Ilpucymmii BoJHE TOTOK MUTPALUN MPOU3BOIUT
oTpHUIATeNbHAs 00paTHAs CBSA3b B CHCTEME MUTPAILNH,
KOTOpasi BOBJIEKAET AByXTaKTHBIE (haKTOPbI, HH(POPMALU-
OHHBIE TOTOKH, ¥ IpyTrue (PakTopbl. ITa CTaThs 0Opalaer
BHUMAaHHE Ha BO3MOXHBIE B3aUMOOTHOILCHUSA MEXIY
HW3MEHEHUSIMH B 00beMe MUTPAIIK U BEIOOPE MepeceseH-
LB JJI MUTPalMU. YBEIMYEHHE YUCJIa UMMHUIPAHTOB B
W3paunp oT KaxI0M U3 YEThIpEX paccMaTpUBAEMBbIX
CTpaH, CBSI3BIBACTCS C YBEINYCHHEM JOJH JKEHATHIX,
KB QUIIMPOBAHHBIX UMMHUTPAHTOB H YMEHBIICHHEM
JIOJN CTapIIXX IO BO3PACTY HIMMHTPAHTOB.

Kniouegvie cnosa: BOTHBI METPALIAN, BHIOOPHOCTD,
uMmMurpanus B Mspauns.

Riss I. The ,Wave Approach” in Migration
Resear ch Waves of Immigration to I srael, 1974 — 2001

Migration streams are wave-like in their nature. A
wave-shaped stream of migration isgenerated by negative
feedback in migration system that involves push-pull
factors, information flows, and other factors. This paper
calls attention to possible interrel ations between changes
in volume of migration and selectivity of migrants as a
wave of migration progresses. Anincrease in the number
of im-migrants to Israel from each of the four countries
considered is associated with an increase in the share of
married, skilled immigrants and a decrease in the share
of older immigrants.

Key words. migration waves, selectivity, immigration
to Isradl.
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PRODUCTION FUNCTION OFA COAL MINEAND ECONOMIC EFFICIENCY
OFITSOPERATION

A gradua transition to economic priorities of the
coa mining industry is observed in the economic policy
of the state. If the main objective of the state program
»Coal of Ukraine” (2005) wastheincreasein effectiveness
of mines operation (mainly technical) aswell asachieving
the coal output needed for meeting the national economy’s
requirements [1], the current program of coal mining
industry modernization [2, 3] declares the strive for
ensuring the break-even functioning of coal mines.

With regards to ensuring the break-even functioning
of coal mines the coal mining expert Peter Mclnally
(International Mining Consultants Ltd, GB) thinks that
the basis for the break-even functioning of coal mine as
a whole is a break-even functioning of each coalface:
income received as a result of longwalls development
should cover not just the costs involved in functioning
of separate production units but the costs of functioning
of the coal mine on the whole. Thefollowing principleis
postulated: longwall should not be developed unlessitis
capable of bringing profit: ,,if mining and sales of coal do
not give profit this coal should remain underground” [4,
p. 50]. At the same time the Ukrainian and Russian coal
minersfollow another principle: ,, Output brings economic
results’. That'swhy asit is considered by afamous coal
mining specialist and scientist Y. P. Yashchenko , the
minimum estimated annual coal mine output constitutes
a starting point for ensuring the break-even operation of
coal mine and achieving economic proportions of its self-
development” [5, p. 10]. A capability to increase an output
above the level of a minimum estimated parameter
determinestheinvestment attractivenessof acoal mining
enterprise[6]. The same concept isdescribed in the work
[7]. The record of coal mining costs by faces which
Peter Mclnally considers to be necessary is not being
kept at all. It is done only for the coal mine as a whole.

The principlesof managingtheefficiency by governing
the work inputs were first described by the economists of
Lausanneschool whichisaso called themathematical school.
Margindists — followers of L. Walras, anong whom were
Pareto, Edgeworth and the others, described it in details on
the model of Robinson Crusoe's economy [8; 9, ch. 29].
To maximize the profit, labor inputs should be correlated
with the production capabilities of the company and prices
actua at the markets of useful product and resources used
for its production. A governing asit is, is a very delicate
processdlowing thefluctuationsin capital assetsutilization.

Neither P. Mclnally nor the Ukrainian economists
make a clear accent on this and they do not study how
coa mine characteristics change depending on various
modes of its operation. That's why this work represents
an attempt to study how the efficiency of coal mining
depends on the characteristics of a coal mine and
fluctuations of coal/ resource prices.

There is a notion of Robinson Crusoe’'s economy
in the microeconomic theory — one producer, one
consumer and two commodities (format ,, 1x1x2"). The
idea of this nominal model was evoked by the history
from a famous D. Defoe’'s work. While residing on
uninhabited island one man (Robinson) acts in the
capacity of a producer and a consumer of products at
the same time.

By means of labor input he produces useful
product, yams, for his own consumption asis described
by Daniel McFadden [8]. The second product is
leisure — his spare time. Let’s denote the first product
as x,, as it is described in [10], then second product
(x,) is the difference

x=L-2z (1)

where L — time — factor which forms a constituent
part of commodity cluster;

z— working time spent on production of
commodity X,.

Production function f(2) inherent to the company —
is anumerical correlation between an output (produced
commodities) g and resource input (labour time) z. The
production function reflects the fact that the more time
Robinson spends working the more yams he obtains.
Although the amount of useful marginal product which
Robinson obtains by investing a marginal labour hour is
decreasing. This statement corresponds to neoclassical
economics concept of diminishing return or increasing
marginal costs.

It is supposed that production activity results in a
profit

p = pf(2)- wz (2)

where T — company’s profit;
p — price of useful product;
w — price of resource.
The main company’s task is profit maximization.
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The most effective volume of production depends on
price ratio (p/w) as on a parameter.

p amax;zf =argmaxp(z,p)=z* (3

Customer’s preferences (for instance Robinson’s)
characterize functions of utility which depend on u(x, ,
X, ) — curves of indifference.

The more Robinson gets the yield, the more he has
the food, but thelesstimeis|eft “to improve his suntan”.
This is the reason why the customer’s task consists in
welfare maximization

u(x;, X,) @ max; px, £ w(L - x,) +p(p,w) (4)

Entire satisfaction in maximum criteria is reached
when Robinson works and consumes in the state of
balance and the curve of operation set f(z) correlates
with the assemblage of indifference curves (fig. 1).

In this very case the most preferred combination
of labor and consumption is achieved if this particular
technology is used.

Thus the ratio between the commodity price and
the price of resourcesused for its' production determines
the most effective output.

If we denote the mined coal asavariablex, thenthe
second commodity which is an analog of leisure time
can be denoted as ,,saving” which is a provisional
commodity produced by the coal mine during the idle
operation. Itisnot occasional that we used theterm ,idle
operation” instead of ,,an interval in production activity”
since coal mineisin operation even in the periods when
it does not mine coal — coa mining production requires
continuous ventilation and extraction of ground waters.

If thenotion of ,, leisure” inthe economy of Robinson
isatimewhichisnot spent for production (fixed duration
of the day minus 2), then in case of a coal mine the
quantity X, the, savings’ isadifference betweentheinputs
of resources when a mine operates at its maximum
production capacity and costs corresponding to the actual
quantity of mined coal. When the capital assets of a coal
minearefully utilized the volume of the,, savings” isequal
to zero and vise versa — coal mine which does not
produce a mineral produces just ,,savings’.

Unlike the Robinson’s economy, the inputs of
resources at the coal mine are not limited to labor input
only. These are combined inputs of labor, energy
resources, materials, etc. It is impossible to make a
graphic embodiment of al this diversity.

To have an idea of a production function of a coa
mine it is acceptable to use the technique similar to the
method of indirect assessment of a cost of an enterprise
by the profit it makes. The company has the level of
capitalization equal to thebanking capital bringingthe same
profit at a fixed loan interest. In the similar way we can
determine the operating costs — it can be considered that

they are determined by some multi resource equivalent
(MRE). WE'Il continue to denote it as z. It contains labor
inputs, cost of eectricity, thermal energy, materia costs,
etc. In such case the price of MRE will be denoted as w.

The individual input of MRE (z=1) corresponds to
the specific coal output (equal to production capacity of
acoa mine s=1)

(9]
I

©)

-UN|N Tla

r (6)
where s— extent of a mine production capacity
utilization, fractions of one;

g - annual coal output, thousand tons;

P — production capacity of a mine, thousand
tons;

r — specific consumption of multi resource
equivalent MRE (relative to the volume of MRE when
coal mine production capacity isutilized infull), fractions
of one;

z, — consumption of MRE when production
capacity of mineisused in full, conventional units.

The ratio (7) reflects the specific character of coal
mine production function.

z£2,;9=0 (7

Where z, — MRE input which does not depend on
the volume of production (its invariable part).

In principle the production function of amine could
be determined empirically. The production activity of many
enterprises is notable for the periods of rise and decline
which differ by their economic characteristics. Thus a
long-term observation can in principle give an idea of the
ratio between the coal mine volume of production and a
primecost of cod . But thereal pictureismore complicated.
The graph shown as an example on fig. 2 reflects the
dynamics of industrial and economic performance of coal
mine ,, Trudovskaya” during 2000 — 2006.

Overlaying of two processes: of the price rise and
changes in coal output gives paradoxical results: coal
production of 881 thousand tons in 2004 costs less than
the coal production of 517 tons in 2006 — 115 and 128
million hryvnas respectively.

If we admit that the production function of a coal
mine is represented by logarithmic dependence:

s=K»Ln(r)+1, (8)

where K — a regression coefficient,
then any value s is corresponded to some value r

r =gV 9
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Fig. 2. Costsand coal output ratio at thecoal mine,, Trudovskaya” .

where e —isanatura logarithm base (approximately
2,71).

Thus coal production costs depend on production
capacity utilization, the value of aternative w, which
changes in the course of time and a coefficient K which
reflects the specific characteristics of the coal mine. In
the other words coal production costs depend on the
constant MRE input.

Since in this work we do the relative estimation of
MRE input, acorresponding value z, reflects the price of
MRE unit in the year t.

_C
Vvt = —
rt
where w, —isthe total cost of MRE during the year
t, thousand hryvnas;

(10)

C, — the annual coal mine costs year t,
thousand hryvnas,
r,— total MRE input during the year t,
fractions of one.
On the other hand the variable C, depends also on
the degree of production capacity utilization
C =K, ®n(s)+C, (11)
where K, — regression coefficient,
C,, — fixed term of regression dependency.
When the enterprise operates at full swing
(when s=1), the absolute term of regression model
becomes the index of specific output costs for the
particular coal mine. Soin order to , calibrate” the model
(8), we need data on the extent of coal mine estimated
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capacity utilization and net cost of production during two
years t and t+1 having not much difference in resource
prices. These two years should at the same time have a
positive dynamics of coal production.

Itissuitableto calculatevalue C, ,, by the diagram
made withthe help of MS Excel program shell —weshould
make a graph and seek logarithmic function trend line.

Thetarget valuer ., iscalculated from thefollowing ratio:
- c:t+1
+1
C1(t+1)

Thevalue K of the equation (8) is made more exact
with the help of , Solution search” module of Ms Excel
program shell. If K value is calculated correctly then
specific value of MRE consumption for the year t+1 will
beequa tor,,,.

As an example let's look into the characteristics
dynamics of the Donetsk based academician
A.A. Skochinsky coal mine which has an estimated
capacity of 1800 thousand tons per year (table 1).

The above data prove how much the price
fluctuations affect the efficiency of coal mine
functioning. Though the production output was less in
2005 than in 2000, the coal mine received profit of 36
min. hryvnasin 2005 whereas it was loss-making (losses
of 13 min. hryvnas) in 2000.

The estimated indexes are given in the table 2.

Asaresult of regression model caibration (selection
of regression model termsin such away that the condition
00, =0-269 is met), the value of regression coefficient K
isadmitted to be equal to 0,500 for A.A. Skochinsky coal
mine, which corresponds to zero specific consumption
of MRE which initsturn is equal to 0,136 (fig. 3).

Data obtained with the help of “Solution search”
module show that the 69% coal mine production capacity
utilization is optimal for the price situation of 2006 (ratio
between the costs and coal output value at full capacity
operation of coal mineequal to 0,925). Inthese conditions
the profit reaches its maximum and constitutes 19%
relative to product value at the rated mine capacity.

Dependence of mine profit from the degree of
production capacity utilization at various price ratios is
givenin fig. 4.

At product priceto resource priceratio which existed
in 2000, the coa mine is loss making and cannot bring
profit under any conditions. Asto the year 2006 there are
operation , risk zones’ determined by low capital assets
utilization. The coa minecan operate profitably at s>0.181.

But ,A. A. Skochinsky” coal mine though having
hard operating conditions is not the worst example of
coa mining enterprise.

Fig. 5 shows operating characteristics of 3 coal
mines developing high dip coal seams. These are
coal mines ,Olkhovatskaya”, ,Bulavinskaya” and
~Uglegorskaya’. They have estimated capacity of 450,
490 and 750 thousand tons per year respectively. All of

h (12)

them are parts of a state-owned enterprise
,» Ordzhonikidzeugol” (Yenakiyevo).

Their inherent regression coefficients (K) are
arranged in an ascending order from 0,915
(, Olkhovatskaya” mine) up to 1,549 (,,Uglegorskaya”
mine). In the other words, at ,, Uglegorskaya’ mine more
than 50% of MRE input is not used for coal production
but for keeping coal minein operating state, i.e. ventilation
of mineworkings, air compression, water pumping, mine
surface complex maintenance, etc.

When describing the characteristics of function
graphs, the economists use theterm , flexibility”: the less
inclined the line is the less flexible it is. The horizontal
line (nonelastic at all) shows the complete indifference
of function to changes of the argument. And vice versa
the vertical characteristic is completely elastic. Of the
three coa mines under scrutiny, ,, Olhovatskaya’ coal
mine has the most inflexible characteristic s(r), and
»Uglegorskaya’ mine has the most flexible one.

Let's assume that the w/p ratio for all three minesis
0,8 and any changesin the conditions of optimum depend
solely on the changes of K values (Table 3).

The more flexible the production function of acoal
mineis, the more it should be ,,loaded” to maximize the
profit. It is evident that as far as the stated criteria is
concerned, optimal production load for , Olhovskaya’
mine exceeds its' production capacity parameters. Asto
»Bulavinskaya’ and ,,Uglegorskaya’ minesit can not be
achieved at all. To achieve at | east abreak-even operation
at ,Olhovatskaya’ mine, the degree of estimated capacity
utilization should not be less than 0,43 (140 thousand
tons per year). At ,Uglegorskaya’ mine this parameter
should be higher than 0,63 (470 thousand tons).

None of the above mines achieved such parameters
in the 21% century. The highest coal output (0,39) was
registered at ,, Bulavinskaya” coal minein 2002. But even
then it was far behind the required level of breakeven
parameter (even though the price ratio (0,8) was quite
favorable during that period). Production capacity
utilization was around 0,2 at ,, Olhovskaya” and
»Uglegorskaya’ coal mines in the most favorable years
of the analyzed period. It is clear that all analyzed coal
mining enterprises are irreversibly loss-making.

It isworth mentioning that in the 1970" coal mines of
the Central Donbass were economically stable enterprises
which utilized their capital assets dmost completely.

Untimely and insufficient capital investments,
manpower shortages (at mineswith steep dip seams coal
is mined mostly manually) led to degradation of coal
production at them. Crisisof coal mining enterprisescould
be avoided if the correlation between a production
function and a profitability was taken into consideration
and acompetent investment policy was pursued: the more
flexible the production function of the coal mine is the
more attention and financial support such coa mine
deserves. On the contrary the coa mineshavinginflexible
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Table 1
Industrial and economicindexesof A. A. Skochinsky coal mine.
Y ear Coal output, Commercid Commercial output Commercial Profit, thousand
thousand tons output, thousand value, thousand output costs, hryvnas
tons hryvnas thousand
hryvnas
2000 554 523 44001 56654 -12563
2001 616 531 59683 76835 -17152
2002 349 313 33157 55068 --21911
2003 714 674 69058 97024 -27966
2004 962 831 129073 146021 -16948
2005 531 529 155950 119884 36066
2006 564 554 157740 141445 16295
Table 2
Theestimated indexes of the coal minefunctioning
Yea Extent of Multi resource | Commerciad | Production Production Profit and
coal mine equivalent input, | output value | costsat full costsand commercid
edi mated fractions of one a full capecity commercial output va ue
capacity capacity | operationof | output value ratio at full
utilizati on, operaion of the coal retio at full capecity
frections of the coal mine, capacity operation of
one mine, thousand operation of coal mine,
thousand hryvnas cod mineg, fractions of one
hryvnas fractions of one
2000 0,308 0,251 143334 225318 1572 -0,088
2001 0,342 0,269 174370 285172 1,653 -0,098
2002 0,14 0,200 170863 274661 1,607 -0,128
2003 0,396 0,300 174218 323273 1,856 -0,161
2004 0534 0,395 241509 369452 1530 -0,070
2005 0,295 0,245 528901 489071 0,925 0,068
2006 0,313 0,254 503426 556159 1,105 0,032
2
S % 12 s =0,5015Ln(r) + 1
85 10 2
§5 o8
£5 s
g2 °
o >
: § 0,4 &
g8 02— ®
§’ 500 @ : : : :
0,0 0,2 0,4 0,6 0,8 1,0 1,2
Multi resource equivalent input, fractions of one
® Production function ® Optimum

Fig. 3. Production function of A. A. Skochinsky mine
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Fig. 4. Dependenceof profit from coal output at priceratiosof 2000 and 2006 at , A. A. Skochinsky” coal mine
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Fig. 5. Operating characteristicsof SE ,, Ordzhonikidzeugol” coal mines

Table 3
Characteristicsof production load of coal mines
Coa mine K value Optimum production | Production |oad at break
load value ((Sopt)) even operation
(zero profit)
“Olhovatskaya’ 0,915 1,126 0,430
“Bulavinskaya’ 1,229 1,533 0,560
“Uglegorskaya” 1,543 2,021 0,630
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characteristics may requireimposing production load limit
to maximize profit.

To prove the made conclusions it is reasonable to
give the following actual data. Due to the state of the
market the US based coal mining company , Walter
Energy” took a decision to reduce the coal production at
itsless profitable coal mine ,,Maple” at Western Virginia
by 35% (the prices of coking coal constituted 220 USD
per ton in the | quarter of 2012 which was the decrease
of 10% compared to the prices of the IV quarter of 2011.
Prices of dust coal constituted 180 USD per ton in the
quarter of 2012 which was the decrease of 15%
compared to the prices of the IV quarter of 2011). The
coa mine ,,Maple” produces about 60 thousand tons of
coal per month and has around 230 workersonits' payroll.
At this coal mine the reduction in production is planned
to be effected at the expense of working hours reduction
by 10 days per month [1]. This is the procedure to be
followed if we act as per Lausanne school model.

Thus the interrelations between the production
function of a coal mine and its economic characteristics
were studied in this article. The notion of production
function elasticity is used. It is shown that the more
flexible the characteristic of the coal mine is the higher
extent of production capacity utilization it requires.
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YepeBarcbknii [1. FO., Ataéexon O. I. Bupo6-
HU4a PyHKIiA i peHTa0eJbHICTh POOOTH IAXTH

Poboty mpucBsueHO MOLIYKY 3aJIe)KHOCTI PEeHTa-
OenpbHOCTI BUJOOYBaHHS BYTULIS Bijl BJIACTUBOCTEH
IIAXTH i KOH IOHKTYPHU IiH Ha BYTUIBHY HPOXYKLIIO W
pecypcu. JlocmimkeHHs] BUKOHAHO 13 3aTy4SHHSIM Teopil
ekoHoMiku Pob6in3ona Kpy3o — oguH BUpOOHHK, OUH
criokuBay 1 7iBa Toapu (¢popmar ,, 1 1° 2”) — i petpo-
CIEKTHBHUX JJAHUX PEATbHO iICHYIOUHMX IIaXT. YCTaHOBJIE-
HO, II0 €KOHOMiYHa €(PeKTHBHICTh (PYHKI[IOHYBaHHS
IIITPUEMCTB 3aJIS)KHUTh BiJI €1aCTHYHOCTI BUPOOHHUNX
(yHKIIH, 10 IM BIACTHBI.

Kniouosi crosa: maxra, peHTabeNbHICTh, BAPOOHH-
ya QyHK1is, ekoHoMmika Pobinzona Kpy3o.

Yepenarckuii JI. 1O., Aradexos O. U. TIpons-
BO/JCTBEHHas1l PYHKIHS M PeHTa0eJbHOCTh PadoThI
IAXThI

Pabora mocasiiieHa moucKy 3aBUCUMOCTH peHTa0eNb-
HOCTH JI0OBIYH YIJISI OT CBOMCTB MIAXThl U KOHBIOHKTYPBI
LIEH Ha YTOJIbHYIO IPOAYKIIHIO U pecypchl. MccnenoBanus
BBIITOJIHEHBI C IPUBJICYCHUEM TEOPUH SIKOHOMUKHU PoOHH-
30Ha Kpy30 — 0Z1MH pOU3BOANTENH, OAUH OTPEOUTEND U
nBa ToBapa (popmat, 1” 1° 2”) ¥ peTpOCHEKTHBHBIX JIaH-
HBIX PEabHO CYIIECTBYIOIINX MIAXT. YCTAHOBJIEHO, YTO
9KOHOMUYECKast 3(PHeKTUBHOCTH (DYHKLIMOHUPOBAHUS IPE-
MPUATHIA 3aBUCUT OT 3JaCTUYHOCTU IPOU3BOJICTBEHHBIX
(YHKITHI, KOTOPBIE IM CBOHCTBCHHHI.

Kniouesvie crosa: maxra, peHTa0EIHHOCTD, IIPOH3-
BOJCTBEHHAas (yHKIUS, skoHOMHUKa PoOuH3oHa Kpy3o.

Cherevatskyi D. Yu., Atabyekov O. |. Production
Function of a Coal Mine and Economic Efficiency of
Its Operation

This work represents an attempt to study how the
efficiency of coal mining depends on the characteristics
of a coal mine and fluctuations of coal/ resource prices.
A theory of Robinson Crusoe's economy —one producer,
one consumer and two commodities (format ,,1" 1 2")
aswell as a history record of currently functioning coal
mines were used when doing this research. It was
determined that the economic efficiency of mining
enterprises operation depends on the flexibility of their
inherent production functions.

Key words: mine, economic efficiency, production
function, Robinson Crusoe’s economy.
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THE REFORMATION OF HOUSING
AND COMMUNAL SPHERE OF UKRAINE

Introduction. The communal sphere of Ukrainein
last yearsisin the state of chronical underfinancing. This
negatively affects the degree of depreciation of fixed
assets and utilities of different areas (water, heat, gas,
etc.). Dramatically worsened the condition of the housing
stock of the country. Therefore, the issue of reforming
the sector is important in terms of the need to attract
resources to upgrade assets and ensure stable operation
of the utilities.

The analysis of the last researches and
publications. Sharp debate on research constantly burning
ontelevisionandin print. The economic literatureon this
issue expressed their viewswith numerous professionals,
executives and stakeholders. Thus, the current problems
inhousing are considered worksof N. Gura, |. Kirichenko,
V. Logvinenko, N. Lysenko, D. Trepyletsand others[1 —
8]. But guestions about the flow of investments for
reform of communal area, the validity of pricesand tariffs
unfortunately remain unresolved, and the state of public
utilities in general unsatisfactory. Proof of this is the
constant threat of man-made disasters and catastrophes
that occasionally occur in different regions of Ukraine.
Therefore it is necessary for a comprehensive study to
ensure the modernization and stable operation of utilities.

It should be noted that the scope of housing is an
important segment of the Ukrainian economy. Virtually
every citizen of our country somehow related to it. If
some citizensworking in thisfield, others are consumers
of public services. In Housing of Ukraine is about 15%
of the working population. As you know, the current
state of the economy is characterized by a constant
deterioration. Attempts by the Government to introduce
reformsin housing led only to another tariff increase and
subsequent decline of this sector of the economy.

On the example of Ukraine's regions, we note that
the identified deficiencies have led to a number of
accidentsand disastersin citiesAlchevsk, Dnepropetrovsk,
Kiev, Evpatoria.

Asfor the current state and devel opment of housing,
it is accountable for its threatening position is not only a
state government that dosy not able to offer the public
informed and understand the measuresto reform the said
area, but local authoritiesand local communities. Should
play an important role as public organizations and

associations of the population. Unfortunately, the latter
is very passive in general, and virtually no impact on
issues of public utilities.

The purpose of the article. The aim of the article
is to study the current problems of housing and
development of proposals for reform.

The statement of the main research. Note that
the processes that have occurred in recent years, society
and the economy of Ukraine, negatively affected the
situation in the housing. Previously, large industrial
enterprises had in its structure boilers and other public
facilities, but now the situation has changed. In connection
with the transition to a market economy and bring the
above-mentioned objects of private property under lease
or concession, took a single complex fragmentation into
separate small units, which in turn led to an increase in
the cost of their maintenance, contributed to the opacity
of, level of responsibility, methods of calculating rates.

For example, in Luhansk, in thefield of water supply
and water supply running two businesses — CCE
»Miskvodokanal” and LTD , Lugansk water.” Serving
homes and provide services to local area cleaning,
maintenance of elevators, lighting, buildings, garbage, etc.
consistently performed urban utility ,, Zhylservis’ and CE
Standard — Luhansk, but it does not affect how the
conseguences of their work and the quality of services
provided. Usually bilshyst discounted to rent servicescity
residents generally not available.

Thus, attempts to overcome the monopoly utilities
led only to an increase in the number of intermediaries
distance service provided, from the end user and growth
of its price. The consequence of the privatization of
utilitiesis careless management, lack of competition from
managing companies, lack of financial resources.

Regarding the financing of communal areas, it
should be noted that the lack of funds, not only for repairs,
but al so to support the equipment in good condition. That
iswhy today, the problem of attracting additional financial
resources in housing is more than relevant. However,
theratesfor the maintenance of buildings doesnot provide
a mechanism for returning money to investors.

If the applicable law was made for privateinvestors
to leave before it unspent funds until full cost recovery
of invested capital (in terms of documentary evidence of
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these expensesfor purposes of energy saving technologies
and overhaul residential building), utilitieswould be able
to obtain additional resources for modernization But
unfortunately this is no legislative provision because
municipal area is generally unattractive to investors in
the near future should not expect thetideto itsconsiderable
financial resources.

Given this situation, it is interesting learning
experience of foreign countries to support and finance
housing. This is quite important, given the high level of
depreciation of fixed assets and the need for immediate
repair housing. According to the Institute for Strategic
Studies Razumkov approximately 70% of the country’s
housing stock was built before 1970, so its wear exceeds
60%. Power consumption of servicesis2—3timeshigher
than in European countries. The loss of electricity in the
grid reaches 20%, heat and water — 30 to 50%. Equipment
of boiler-houses and Thermal Power Stations used since
20 — 30 — years of XX century. Thus, the Ukrainian
communal sphere in comparison with foreign countries
is outdated and energy-intensive technologies for
improved production infrastructure and system
management utilities.

As an example, we note that the common practice
inthe USA to attract specialized firmsin the management
of residential property, including multifamily residential
complexes. Such firmsaredivided into different categories
by type of activity. Some of them provide services only
to accounting, maintenance and repair, but not concerned
about commercial sale and rent apartments. The most
popular are property management companiesthat provide
full range of high quality services.

In Germany, the common form of property other
than apartments and houses — is housing cooperatives,
which play a significant role in providing housing for
middle — and low income groups. Thus, cooperatives,
owned 17% of the housing stock in the eastern part of
Germany and 4% — in western part [6]. Another form of
Housing Management in Germany as in the USA — a
condominiums in which apartment owners create
appropriate association tenants.

In France, management of private residential sector
together with public management of social housing.
The country has a rule whereby every ten years, the
homeowner must be in proper condition fazade of the
house. In Sweden, this rule requires the owner of house
hold every decade renovated home at his own expense.
Ukraine in comparison with developed countries is
extremely poor condition of the housing stock, aso the
responsibility of repair and maintenance of housing in
good condition transates to shoulder most residents.

Notethat in almost all developed countriesare active
organizing social (public) housing movement. Thelargest

of them are in Germany, where they unite more than 1
million people in Sweden — more than 445 thousand
people and 800 people who are working staff at all levels.
In Ukraine, the share of companies condominium is not
more than 10%.

Interesting isthe British experience of the voluntary
transfer of housing residents. Most municipalities consider
transmission housing or part of its balance sheet to others
as a means to provide better service and solving the
housing problems of the population. As an example of
the growth of quality public services give such afigure
in the British rule as a fixed time dialing for dispatching
service (30 sec.) And runtime applicationsfor elimination
or eradication of disadvantages.

The process of reforming the utilities in their time
were different countries. Paying to experience Europe
vidilymo following modelsof housing. Thus, inthe Czech
privatization was provided only their own apartments.
Brownie infrastructure sold by individual owners—legal
or natural person whoisresponsiblefor keeping the house
in good condition. This owner, on the one hand, provides
servicesto theresidents of themain building and adjoining
areas on the other — is representative of their interestsin
relations with suppliers of water, heat, gas, electricity.
Residents do not have to be full owners of housing with
the rights and duties. They are only required to timely
pay utilities. All tariffs are those provided by the consent
of the authorities.

Another model was introduced in Estonia is. This
approach is based on the transition in ownership tenants
not only apartments but also the entire house with
appropriate opportunities and responsibilities. Therefore,
residents should have create oversight committees and
appoint managers to deal with problems of building
maintenance and protection of their interestsin relations
with external service providers.

Note that these models have their advantages and
disadvantages, but the positive wasthat they were carried
out purposefully, quickly, with a corresponding legal
framework.

It should be noted that housing reform in countries
such as Russia, Poland, the United Kingdom conducted
along time. For example, in the UK it spent more than
15 years, Russia has planned third phase of housing
reform (first launched in 1995, the second — in 2004).

In an attempt to put Ukraine in 2015 year all the
houses in partnership with condominium provides
overhaul the previous owner. But this is hardly
possible, given the high level of depreciation of the
housing stock. Thus, the government hopes to shift
significant costs to repair homes for their inhabitants.
Note that the repair of the housing stock requires
considerable resources. According to experts, to
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thoroughly renovate 9 — stors building (in Ukraine are
more than 70%) should be about 2 — 3 millions UAH.
And this amount is growing with the rising cost of
building materials. It is clear that these funds tenants
of houses and find yourself unable to pay.

According to the profile on the reform of the
Ministry of Housing to about 300 billionsUAH. Sincein
practice a significant influx of investment resources in
this sector is not observed, the situation remains critical.
To raise the necessary funds for the modernization of
public utilities should pay attention to the use of such
financial instruments as reasonable prices and tariffs,
taxes, fees, charges, depreciation, modern forms of
payment. All thiswill improvefinancial utilities. But now
housing represents akind of black hole, fundraisingwhich
does not lead to any positive changes.

It should be noted that the level of utility tariffsare
now warranted. Thisconfirmstheir significant difference
in different regions and cities. For example, water tariffs
in Crimeaamost in 2 timesislessthan in Luhansk. If we
consider the general problem of water in Crimea by the
point of view of the logic is difficult to explain. For a
more reasonabl e approach, we note that the basis of tariff
differentiation may be only the quality of services
rendered, categories of consumers in terms of income,
housing status and other factors. Thus, the common
practice abroad (Great Britain, France, Chile), when rates
are set for a specified period. By the end of their term of
independent experts conduct research to rate their
adjustment toward increasing or decreasing.

Ukraine has no legidlative provisionsto establish a
list of residential services for different categories of
buildings. In addition, alarge number of utilities, including
alist of the so-called paid rent, never provided. But utilities
from one year to increase payments to the public. For
example, if you compare the level of tariffs on persona
incomes, then the 90 — years, this indicator was 2% and
now it is exeeds 40 — 50%. At the same time, municipal
institutions constantly pay attention to untimely payment
of their services to the public and highly indebted
consumers. Butinfact, thelevel of populationscalculation
(we underline this fact!) Not provided services in last
years, growing and reaches 95%. Such figures do not
observed evenin devel oped countries of EU. Inour view,
this indicates an improvement in consumer’s financial
discipline on the basis of inefficient work of public
services. This includes work management companies
continued growth rates, lack of competition and increasing
monopolization of the industry.

National Energy Regulatory Commission and the
National Commissionfor stateregulation of public utilities,
in practice, do not perform their regulatory functions.
The result is a lack of clear and reasonable state tariff

policy. According to the operating technique with rates
include all gross costs are increasing. No examinations
on substantiation rates by public institutions is not
provided. Therefore, questions about the accuracy of
calculation of tariffs. For example, why rates of export
smyttya calculated by measuring the area and not by the
number of residents, what size of rents depends on the
area of the apartment, not on the quality and condition of
housing (year of introduction in operation, the level of
wear and communication networks, etc.). In addition,
the tariff revision procedure takes prymayni six months
ago to the adoption of new Tarifa they no longer meet
the new cost structure.

Concerning the mechanism for providing subsidies
to pay utility services for low-income segments of the
population, we note that the list of documents to be
collected reaches 15 names. For the time that is required
for collection and processing of information, we have
not mentioned. If we compare the number of employees
per 1000 water supply services consumers, in the USA,
the figure is 0,6 persons, and Ukraine — 5,65 persons. In
general, the population of Ukraine loses for various
permits to 20 billion during the year.

As a positive fact, we note the decision to start of
pilot project to reform communal spherein Alchevsk. As
for its expected results, it can show the time only.
Ministry responsible as always promises to reform the
communal sphere, but positive changes in practice are
not observed in reality.

Conclusions and suggestions. In our opinion, to
bring communal sphere at |east satisfactory in comparison
with the modern state should implement the following
measures.

1. Improving the regulatory framework for the
formation of tariffs for communal services.

2. Creating a competitive environment in the sub-
housing —housing, lift economy and sound —water supply,
current and capital repairs and more.

3. Thepricing (of transfer) depending onthe quality
of services provided. Peredbaty mechanism for payment
services only for the fact that they provide.

4. Determination of the amount of rent, depending
on the category of housing and real services provided to
the residents, which are on the list.

5. Simplification of formalities and the payment of
subsidies communal services staff reduction of control
structures and institutions by transferring them to new
and emerging technologies work.

6. Overseeing the activities of management
companies and authorities entitled to establish the tariffs.
Raising therole of thelocal communities and institutions
to independent examination methods for calculating
payments and utility tariffs.
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7. Learning the experience of foreign Reform —
Housing sector.

8. The introduction of energy saving technologies
in housing.

9. The using of various financial instruments in
order to increasethe amount involved in the modernization
of industry investment resources.
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MaTtpocosa JI. M. IIpobaemu pedpopmyBaHHS
JKMTJIOBO-KOMYHAJIBHOI0 I'OCIIOAAPCTBA YKPaiHU

VY cTarTi 1oCiKeHO cydacHi IpoOieMu KOMYyHalb-
HOi cdepH, IpoaHai30BaHO AOCBIJ 3apyOi’KHHUX KpaiH 3
nigTpuMku ta Qinancysanus XKKI, 3anmpornoHnoBaHo 3a-
XOJIM IIOJI0 MOAEPHi3aIlil KOMyHATbHUX HiAPUEMCTB.

Kniouosi crnosa. XWTIOBO-KOMyHaJIbHE TOCIIONAp-
CTBO, KOMYHaIIbHI Tapudu, cyocumii, >KuTIoBui (GoH,
KOMYHallbHa cdepa.

Marpocosa JI. H. ITpo6.iembl pehopmupoBanust
JKMJTHIITHO-KOMMYHAJIBHOT0 X03SICTBA YKPaWHbI

B cratee mccienoBaHbl COBpEMEHHBIE TPOOIEMBI
KOMMYHaJIbHOU c(ephl, MpoaHAIM3UPOBAH ONBIT 3apy-
OeXHBIX CTpaH 10 noanepxke u punancuponanuio XKKX,
MPEATIOKEHBI MEPhI IO MOAEPHU3AINH PAOOTHI KOMMY-
HaJIbHBIX MPENPUATHH.

Kniouegvie crosa: UIUIHO-KOMMYHaJlIbHOE
XO3SIHCTBO, KOMMYHAJIbHBIE TapU(BI, CyOCHANH, SKIITHII-
HEIM oHA, KOMMyHaIIBHas chepa.

Matrosova L. M. The Reformation of Housing
and Communal Sphere of Ukraine

The modern problems of communal sphere are
investigated in this article, the experience of the foreign
countries on support and financing of communal sphere
is analysed, measures on modernization of work of
communal enterprises are proposed.

Key words: housing and communal services,
communal tariffs, subsidies, housing fund, communal
sphere.
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EUROPEAN DIMENSIONSOF BULGARIA'SINDUSTRIAL POLICY

During the last two years the European economy,
sowly and with great effort, has been recovering from
the most severe economic and financial crisis of the last
century. Industrial production plays a central rolein this
process. Namely, industry is the economic branch that
impacts and provides development opportunities to the
rest of the economic sectors.

It is no coincidence that there are frequent
discussions on therevival of industry and itsleading role
in the economies of the European states. Besides, the
document , Integrated Industrial Policy for the
Globalisation Era’, adopted by the Commission in 2010
as part of the Europe 2020 Strategy, was updated?.

This laid the foundations for the renewal of the
European industrial strategy and the development of a
uniform European industrial policy. Its main emphasisis
raising awareness of the fact that a stable industry is of
significant importance for building a rich and
economically viable Europe.

The problem of developing a strong industry is not
new to Bulgarian economy. As early as the beginning of
the 20" century, a large part of the leading economists
and politiciansin the country asked themselves anumber
of questions regarding the role and place of industry in
the economic structure of Bulgarig?. At the beginning of
the new century, the debate regarding the chosen path of
economic development istoo painful and pressing. Given
the background of tumultuous events at the end
of the 19" century, this choice is fully justified and
understandable. The argument revolved around the choice
between agriculture and industry, economic openness or
protectionism. Intheend, thereisno singleand definitive
answer to all these questions. In away, all our economic
history to this day has not been able to provide a
conclusive solution.

1. Bulgaria’s industrial policy throughout the
20" century

The peculiarities and vicissitudes of Bulgaria's
economic history provide the grounds for a certain
periodization of Bulgarian industrial policy. The
measure for such differentiation is the economic
management system at work during separate stages.

On this basis we may isolate the following primary
periods:

1. First period — from the country’s liberation to
1944,

2. Second period — from 1947 to 1989

3. Third period — after 1990

The first period may easily be called ,initial” with
regard to the emergence and formation of Bulgaria's
industrial policy. Despite the preserved majority of
agriculturein the common economic structure, Bulgaria's
industry was developing at a significant pace. A number
of new factories were built in a short period of time and
in 1911 the country had 345 factories with a total of
15 000 workers.

The official economic policy played an important
role for achieving these results. The first written rules,
regulating industrial production date as far back as
22 December 1893 —The National Industry Devel opment
Act®, which obliged all state officials and the army to
wear clothes and shoes made in Bulgaria. The Homeland
Industry Stimulation Act* was passed two years later in
1895 and promulgated on 28 January. It introduced a
number of relief measures (tax exemptions, duty-free
imports, free building terrains, reduction of transportation
charges in the railways, privileges in state procurement,
etc.) for Bulgarian industrial factories. With the passing
of a legislation package in 1905% the first integral
framework of industrial rules was enacted. Laws for
industry stimulation, duties and patent tax on drinks and
sanitary oversight for foods and drinks embodied the state
control in different industrial branches.

The Balkan Wars and World War | played an
important role in the industrial development of the
country. On the one hand, they almost entirely destroyed
Bulgaria's economy, but on the other — they led to a
significant increase in the demand for goods and food,
which provided favorable conditionsfor anew economic
boom.

The state’'s economic policy was entirely adequate
in these circumstances. State regulation of foreign
exchange transactions and the introduction and increase
of specific dutiesfor groups of goodswere a precondition

I COMMUNICATION FROM THE COMMISSION TO THE EUROPEAN PARLIAMENT, THE COUNCIL, THE EUROPEAN
ECONOMIC AND SOCIAL COMMITTEE AND THE COMMITTEE OF THE REGIONS A Stronger European Industry for Growth
and Economic Recovery http://eur-lex.europa.eu/L exUri Serv/L exUri Serv.do2uri=COM :2012:0582:FIN:BG:PDF

2 Boev, B. Journal of the Bulgarian economic society, 1911 book. 10, pp. 699 — 700.

® http://212.39.92.39/e/prosvetalistoria_11/40.4.html.
4 State Gazette Ne22, 28 January 1895
5 Bix. Bnagureposs, T. Llut. npouss., c. 43 — 46.
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for economic revival. Bulgaria's economy was on the
undeniable economic upswing, which reflected inthe zero
inflation level of 1923.

The passing of the Homeland Industry Stimulation
Act in 1928 was a continuation of a successful industrial
policy. It provided duty-free import of equipment and
machinery that was not produced in Bulgaria, free state
and municipal lands granted for the construction of
factories, reduction of 25% to 30% of the railway tariffs,
exemption from some taxes and fees aimed at
modernization of production. This law encouraged
small-scaleindustrial enterprises rather than large ones?,
but it did not deliver the expected results. From the
beginning of 1929 to 1934 the country’s economy was
incrisis. At precisely thistime, monopolization processes
intheindustrial sector gained momentum, which required
the passing of a specia law for control over cartels and
monopolistic prices in 1931. The law’s main purpose
was to decrease prices of industrial production.

The extensive state interference in industrial
production and the radical changes carried out, brought
not only stabilization to the economy, but also an increase
inindustrial output. According to censusdatafrom 1934,
13% of the active population was employed in industrial
production’.

The adoption of the next Industry Act in 1936
attempted to create a new organization of industrial
relationships. It removed the stimulus of the Homeland
Industry Stimulation Act and defined the rights and
responsibilities of particular factories and sectors. As a
consequence of theintroduced measures and restrictions,
industrial production development accelerated and its
output in constant prices in 1941 reached 18.16 billion
BGN at an average annual growth rate of 6.9%.

After World War 11, with the start of the process of
nationalization of banks and industrial enterprises
(23.12.1947), the construction of new ,socialistic”
enterprises started. The first five-year plan for the
country’s development (1949 — 1953) marked the
beginning of a period of accelerated industrialization of
Bulgarian economy, which, however, was not consistent
with the natural and demographic characteristics of the
country.

In these first years, growth rates of industrial
production weretoo high, but to alarge extent unrealistic.
Many new factories were built, mainly in the heavy
industry sector. Unfortunately, the larger part of them
counted solely on raw material imports from abroad —
from the member countries of the Council for Mutual
Economic Assistance and the equipment and machinery
used were outdated.

During the same period, along with the building of
new factories, the existing ones were restructured and

consolidated. As a result of this their number dropped
from 7000 in 1947 to 2200 in 1989. In relation to the
COMECON specialization, Bulgaria developed such
branches astruck production, electronics, textile and food
and beverage production. The largest part of industrial
production came from the so called heavy industries —
machinery, metal works, electric works and electronics,
chemical production and petroleum processing. At the
end of the 1970s, as measured by some key indicators
per capita Bulgaria ranked 20" and 30" in the world in
these sectors. In terms of electric and motor trucks,
electric hoists and other types of complex machinery,
our country was in the top tené.

Despitethese results, the country’seconomy started
to experience anumber of difficultiestowards the end of
the 1980s. Regardless of the attempts to overcome those
through the adoption of anumber of new regulatory acts,
the country’s economic indicators deteriorated. There
was a sharp drop in economic development, part of the
working factories were closed down and key markets
were lost.

For the above reasons, in 1989 Bulgaria launched
economic restructuring processes for thewholeindustrial
sector, which represented the larger part of the economy.
The basic foundation of the restructuring was the
transition from one principle of production to acompletely
different one — the market. The reforms carried out in
the economy, the adoption of an entirely new legislative
framework and most importantly — the implementation
of anentirely different industrial policy, were ableto slow
down the negative trend.

Comparatively more optimistic results were
achieved in 1997 asaconsequenceto the structural reform
and privatization. Most of the merit for this stabilization
is attributed to the Currency Board introduced in 1997.

2. Bulgariasindustrial policy —an element of the
Uniform European Industrial Policy

Since 1999 the country’s policy with regards to
industrial production has been in conformity with the EU
requirements. This was a result of an EU preparation
and accession procedure which was set in motion.

In relation to this, a new innovative strategy and
Investment program were devel oped and adopted, which
aim at creating the necessary conditionsfor modernization
of the industry by 2001.

In parallel, a Strategy for Industrial Development
was drafted and adopted, which was part of the National
Plan for Economic Development 2000 — 2006°. It
recognized the importance of accelerated continuation
of the privatization process to 2004, regardless of the
accomplished restructuring. This resulted in 51.9% of
all state-owned assetsbeing privatized and aprivate sector
share in GDP of 70% in 2000.

8 http://monarchism.bl og.bg/politi ka/2010/02/05/ikonomika-na-tretoto-byl garsko-carstvo.486973.

" Bxk. CrehanoBb, ViB. MeTo/IMKa Ha IPUMHIILIEHHTE TPebposBanus Bb Beirapus. Codpus, 1939, c. 89 — 96.

8 Usanos, /I. [ut. mpouss., c¢. 278 — 279.

% ntergovernmental conferencefor theaccession of the Republic of Bulgariato the EU, Brussdls, 23.1X.2001 - www.mi.government.bg.
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The new strategy for privatization passed by the
Council of Ministers on 15.11.2001, envisioned an
expansion of privatization processes in sectors such as
energy, railway transport, services, etc. Improving
efficiency and control over privatization deals required
the passing of anew Privatization and Post-privatization
Control Act (31.10.2001) and the institution of a post-
privatization control Agency. These come as direct
obligationsfrom the EU accession agreement from 1992.

In parallel with privatization, this period was
characterized by a process of fast pace liquidation and
declaration of insolvency of losing enterprises. As of
31.10.2001, 236 state-owned enterprises were in the
process of liquidation and another 159 were at adifferent
phase of the insolvency procedure.

All these measures were aimed at carrying out the
necessary restructuring of industrial production.

The other main priority of the government at the
time was nurturing a favorable business climate and
stimulating investments. As a result of this and in
compliance with the requirements for legislative
harmonization with the EU, Bulgariaundertook changes
in the tax code. A tax code package was developed
and adopted for the purpose: Corporate Income Tax
Act, VAT Act, Personal Income Tax Act, Local Taxes
and Fees Act, etc. Regulatory alleviation was also
carried out and by the end of 2000 63 such acts were
abrogated.

These measures achieved macroeconomic stability
for the economy and in particular for the industrial
production and marked the beginning of Europeanization
of the Bulgarian industrial policy.

The country’s accession to the EU in 2007 allowed
the carrying out of our industrial policy on the basis and
principles of the European regional policy. Its key
instruments are:

1. The structural funds:

— European Regional Development Fund;

— European Social Fund;

— European Agricultural
Development.

2. Community initiatives — INTERREG III;
URBANII; LEADER +; EQUAL

3. The Cohesion Fund — for member countries
with GDP per capita less than 90% of the EU average,
for projectsin the sectorsof ecology and Trans-European
transport corridors.

4. Pre-accession assistance — PHARE, ISPA,
SAPARD

5. European Investment Bank

6. European Bank for Reconstruction and
Development

7. European Investment Fund

8. European Central Bank

Bulgaria's industrial policy is carried out on the
grounds of the devel oped and adopted National Strategic
Reference Framework (NSRF)and Operational
Programme ,,Developing of the Competitiveness of the
Bulgarian Economy 2007 — 2013".

Fund for Rural

NSRF describes the country’s strategy in supporting
thecompetitiveness of the Bulgarian economy. Itisdivided
in the following main parts:

1. Analysisof differences, weaknessesand potential
for development — it encompasses problems of
macroeconomic stability and growth, basic infrastructure,
human resource development, territorial development and
entrepreneurship.

2. Srategy for intervention in key activities and
priorities — such as:

— Improving the basic infrastructure;

Increasing the quality of human capital;
Encouraging entrepreneurship;
— Baancedterritorial devel opment.

3. Operational programmes and mechanisms for
coordination and mutual complementation of all financial
instruments of the European Union — the programmes
are asfollows:

— Transport.

— Environment.

— Human resource devel opment.

— Developing the competitiveness of the Bulgarian
economy.

— Administrative capacity.

— Regiona development.

— Technical assistance.

Operational Programme Developing of the
Competitiveness of the Bulgarian Economy 2007 — 2013
isof highest importance to the economy and the industry
in particular. It substantiates our strategic priorities and
economic development objectives after our accession to
the EU. The Programme isfunded by the European Fund
for Regional Development and the National Budget.

During the period from 2007 to the mid-2008, the
new industrial policy resulted in achieving positive rates
of growth of industrial production and in parallel thereis
a process of technological and product renovation. This
fully conforms to the stated goal of improving the
competitiveness of Bulgarian industry.

Unfortunately, these positive trends have been
declining gradually since the summer of 2008. The main
reason for that isthe financial and economic crisis, which
spread throughout the world economy. These negative
trends forced the reconsidering of key priorities and
objectives of the European economic policy. Thisresulted
in the development of the Europe 2020 strategy, which
isacontinuation of the Lisbon Strategy adopted in 2000.
It outlines the key parameters of economic and socia
development of member countries with an emphasis on
thefollowing threepriorities:

— smart growth — building an economy based on
knowledge and innovation;

— sustainable growth — stimulating effective use
of resources, environmental conservation and improving
economic competitiveness;

— inclusive growth — stimulating high levels of
employment and achieving social and territorial
cohesion.

The seven leading initiatives aimed at achieving
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effective results and faster way out of the crisis'® are an
important element of this strategy. These include the
initiative,, Integrated industrial policy for the globalization
era’, which is a basis for the development of a new
European industrial policy, aimed at improving the
business environment, small and medium enterprise
development and achieving sustainable industrial base,
allowing competitiveness on aglobal scale.

In accordance with the changes in European
industrial policy, Bulgaria has taken the necessary
measures and actions to improve its competitiveness in
industrial production. Bulgarianindustry turned into akey
factor for overcoming the economic crisis. Based on data
by the National Statistical Institute, industrial production
marked a 5.2% growth rate in 2011. On annual basis
compared to December 2009 the growth of processing
industry production is 7.9%, 0.8% in the distribution of
electricity, heating and gas, and 0.3% in the extraction
industry. There is aso growth in the field of investment
products— 16.9%; 6.9% in the production of intermediate
products, and 2% in the production of energy products!®.

In 2011 theindustrial sector created 33% of the gross
added value in the economy compared to 30.3% in 2009,
with an effective decrease compared to 2008 of 8.1%".

The country’s economic development through the
years has categorically proven that it is precisely industry
that is the economic sector which succeeds in providing
macroeconomic stability to Bulgaria. It isundeniablethat
as an economic branch, industry is of significant
importance for separate countries. Furthermore, in
accordance with Toffler’s theory for the third wave,
investmentsin industry are of vital importance for every
economy?s,

The route of the Bulgarian industrial policy has not
been easy and painless. A number of errors and delays
were committed, but the final result is more important
than that. It istrue that Bulgarian industrial productionis
still falling behind in terms of competitiveness and
effectiveness, but the direction of development iscorrect.
At this stage, it is of particular importance to carry on
with the transformations that were initiated and to build
a contemporary industrial policy, conforming to the
principles of the uniform European industrial policy.

JdeneBa A. €pponeiicbki BuMipu 0orapcbkoi
iHaIycTpiaabHOI MOITHKH

[enTpanpHa poJib iHIYCTPiaIbHOTO BUPOOHHUIITBA Y
BiAPOKEHHI EKOHOMIK €BPOIICHCHEKIX JIep)KaB B OCTAaHHI
JIBa POKH CTaJla IIPHBOIOM JJISL aKTyasli3amii IUTaHHS PO
€BPONENUCHKY 1HAYCTpialbHYy MOJITHKY. 31iHCHEHO HepILi

KPOKH JI0 OHOBJICHHS €BPOTEHCHKOT IHyCTpiabHOT cTpa-
terii i1 popmyBanHs €1MHOT €BpONEUCHKOT iHIyCTpialib-
HO1 OJITHKY.

Knioyosi cnosa: €Bpona, BUMip, IPOMICIIOBA ITOJTi-
THKA, popMyBaHHS.

JleneBa A. EBponeiickne n3mepenusi 6oarapc-
KOW MHAYCTPHAJIBHON MOJTUTUKHU

LenTtpanbHast poyib MHAYCTPHATIHHOTO MPON3BO/ICTBA
B BO3POXKIIEHHH 3KOHOMHK €BPONEHCKHX rOCylapcTB B
MOCJIeIHNE JIBa roJa aKTyalu3upoBaja BOIPOC O €BpO-
neickol HHAyCTpUanbHOU nonuruke. IpennpunsTel nep-
BBbIC IIard K OOHOBJICHUIO EBporelickoil HHIyCTpHAIIb-
HOU cTpareruu u popmupoBanuto EnuHoii eBpornenckoit
WHAYCTPUAILHOW NOJUTHUKU. bojrapus Kak mojHonpas-
HBIN WieH EBponelickoro coo0IIecTBa TakKe yaeseT 3Ha-
YUTEJIbHOE BHUMAHHUE U YCUJIHS K YIy4IIEHUIO COCTOS-
HUs cBoed uHAycTpuH. [lomuTHKa, KOTOPYIO MPOBOIUT
CTpaHa MO0 OTHOLIEHHUIO K MHAYCTPUAJIbHOW OTpaciH,
SIBIISIETCSI 0OBEKTOM MCCIICIOBAHHS B HACTOSIIICH CTaThe.
AKIICHT CTaBUTCS Ha TpoIliecce ee TpaHC(HOPMUPOBAHHUS
coobOpa3Ho ocobeHHOCTIM 1 TpedoBanusam EC. Paccmar-
PpHUBAIOTCS OCHOBHBIE PHIYard COBpEMEHHOMH 00arapckoit
WHIYCTPUAITBHON NOJMTUKH KaK 3JIEMEHTA CO3/IAI0IIeHCs
€IMHOM €BpONENCKOI HHAYCTPUAIbHOM OIUTUKH.

Knrouessvie cnosa: EBpona, u3MepeHue, MpOMBIIII-
JIeHHas NOJIUTUKA, POPMUPOBAHHE.

Deneva A. European Dimensions of Bulgaria's
Industrial Policy

The central role of industrial production in the
European countries’ economic revival inthelast two years
has brought to the front the concept of European industrial
policy. Moreover, the first steps on the renewal of the
European industrial strategy and the formation of a
uniform European industrial policy were made. Being a
full member of the European Union Bulgaria also pays
specia attention and makes efforts to improve the state
of its industry. This article examines the policy of the
government regarding theindustrial sector. The emphasis
is on the process of its transformation according to the
EU specifics and requirements. The basic levers of the
modern Bulgarian industrial policy are discussed as an
element of the uniform European industrial policy that is
being built.

Key words: Europe, measuring, industrial policy,
forming.
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10 Europe 2020 Strategy for smart, sustainable and inclusive growth, European Commission Brussels, 2010, p. 7.

1 newspaper Monitor, 08.02.2011

12 http://eea.government.bg/cms/bg/soer-bg-2009/2economy/2industry.

18 JToues, U. u np. [IpecTpyKTypHpaHe U NpeapHeMauecTBO B MHAyCTpHsaTa Ha Phwarapus. C., 1995., ¢. 3.
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THE LAND OF LOST OPPORTUNITIES: ANINSTITUTIONAL HISTORY
OFTHE DONAGRARIANAND TRADE ENTREPRENEURSHIP

The Region of the Don Army [Oblast Voyska
Donskogo] which is characterized by beneficial
geographical location, relatively soft climate and a plenty
of fertile lands, could become one of the centers of the
development of agrarian and trade entrepreneurship in
the Russian Empire. However, in this regard, the Don
Region strongly fell short of its neighborsin the XI1X —
beginning of the XX centuries. There are, of course,
objective reasons for relative economic backwardness
of the Region of the Don Army. The main reason isits
military organization of administration and the Cossacks
liabilitiesfor military service. Itisarchaic and inefficient
institutional structure of the Don economy became the
cause of economic failures. This paper tries to
understand an influence of economic institutions on
forming of the basic market mechanism of agrarian
entrepreneurship in the Don Region in the end of the
XIX century and in the beginning of the XX century. It
can contribute to an understanding of the contemporary
institutional changes.

Ingtitutions matter. Their role is not reduced to the
framework determining behavior of the economic agents.
Institutions as an element of culture (including economic
culture) mould preferences, behavioral models, modes
of organization of business and exchanges. It isimportant
to take into account historical properties of institutional
evolution, and also their influence on local rules and
mechanisms of organization of market exchange.
Institutions play very important role as the factor of
formation and functioning of economic order, exactly
because that they set long-term constraints and create
persistent stereotypes of behavior of economic agents.
Intheend, the quality of institutions determines economic
efficiency of country or some region. Economic history
of the Don Region is very interesting exactly due to the
special regime of institutional regulation of economic
activity. This regime was unique for Russia. The fact
that in the Don Region various ethnic and class groups
were exposed to diverse specific institutional regulation
isvery interesting from the institutionalist point of view.

Economic evolution of any country or region in its
historical development does not guarantee efficient
outcomes of adaptation to the changing circumstances
even if market exists. Such evolution does not guarantee
also Pareto-efficiency of functioning. Therefore, we
cannot develop universal ways of providing economic
prosperity. But we canreveal lawsand vector of economic
evolution of some society in some period of its
development. In such case history, culture and institutions
matter (Volchik 2004).

Neo-Evolutionary Economicst and Economic
History provide us with instruments and empirical
evidence which help us to understand reasons for long-
term and stable existence of suboptimal institutions.
Application of Neo-Evolutionary Economics can also
contribute to a construction of more complete picture
of development of the Don agrarian and trade
entrepreneurship.

Forming of institutions is considered as an
evolutionary process within the framework of this
analysis. However, an approach to forming and
»strengthening” of institutions, which is generally
accepted in the modern institutionalism, seemstoo much
narrow-minded. When institutions are dynamically
analyzed, it is necessary to emphasize main institutional
innovators and dominating interest groups which
contribute to the process of forming and changes of
institutions.

Bad institutions are often characterized by striking
vitality. Thisfeature wasdescribed in amultitude of works
written within the framework of the very important
theoretical branch of Neo-Evolutionary Economics— Path
Dependence. The evolution of institution of , agrarian
property” and ,, militaristic” direction of the development
of the Region of the Don Army can be considered as
an illustration of Path Dependence. However, the
contemporaries face with difficulties trying to make
»good” decision in favor of efficient institution. It is
impossible sometimesto make such decision. The striking
example can be the fact of understanding — by the

! Neo-Evolutionary Economicsin thetraditions of B. Arthur and P. David is different from Evolutionary Economicsof R. Nelsonand S.
Winter. The difference takes place because the former emphasizes an evolution of suboptimal and relatively inefficient institutions and
technol ogiesin the conditions of path dependence. See suggestionson an existence of ,, Neo-Evolutionary ,,Branch” in Economic Theory in:
Fligstein N., Feeland R. Theoretical and Comparative Perspectives on Corporate Organization // Annual Review of Sociology. 1995.

V.21.P.21-43.
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contemporaries — of existence of inefficient economic
and social institutions, and also repeated attempts to
reform economic institutions and mechanisms of the
Region of the Don Army, which are made up to 1916
and in general failed. History gives us useful facts which
alow (although in retrospect) to emphasize important
laws of functioning and development of economic
institutions in the Russian economy.

Relatively low performance of economic
development of the Region of the Don Army can be
explained mainly by specific institutions. Favorable
geographic, climatic and transport opportunities for
devel opment of trade and agrarian entrepreneurship were
not used during all the X1X century and in the beginning
of the XX century. Moreover, evolution of institutions
which determine rules and constraints for economic
agentswas often resulted in substitution of bad institutions
for worse ones.

Paradoxes of ingtitutional history of entrepreneurship
in the Don Region can be more easily understood in
context of political and cultural history. When evolution
of economic ingtitutions is analyzed it is also necessary
to take into account path dependence. Here we should
pay close attention to the properties of ,coming-into-
being” of the Don Region asa part of the Russian Empire.
Phenomenon of path dependence is based on
understanding and emphasizing facts of historical
conditionality of development of systems characterized
by positive feedback (Arthur, 1994; David, 1985).
However, this process is unlike , historicistic” one. The
latter implies, strict”, , rigid” determination of stagesand
processes of historical development of social systems
(Popper 1993).

When evolution of economicingtitutionsisanalyzed,
it is necessary to take into account that some situations
are beyond the Neo-Institutionalist framework of models
of institutional equilibria. Researches should have
inductive thinking in order to develop relevant theories
(hypotheses) which give understanding of processes of
non-linear development of rules and mechanisms of
regulation of economic processes (Authur 1994a, 6-411).
Economic History can be important factor for
understanding of evolution of complex economic
systems, if we bear in mind forming of patterns of
inductive thinking.

The construction of clear picture of evolution of
agrarian and trade entrepreneurship ingtitutionsin the Don
Region can be accompanied by attempts of development
of ,,counter-factual” historical models (Cowan and Foray
2002, 539 — 562). Although such approach can be
rather fruitful, it is not directly relevant for purposes of
this paper. History of development of institutions of
entrepreneurship is a succession of missed opportunities
for implantation of efficient of economic rules. Possible
best alternative ways of forming of institutions were not
realized owing to many causes. The main reasons are

lack of influential groups interested in the development
of entrepreneurship, and aso , militaristic” policy of the
imperial government.

Functioning of some institution is concerned
with current interactions between economic actors:
organizations, interest groups and individuals. Therefore,
interest groups play very important role in the process of
ingtitutional selection, it being known that interests of
such groups can be both narrow (special) and overall.
Special interest groupsare usually treated as an aggregate
of agents which are characterized by coincidence of
economic interests and affected by selective incentives
for production of joint collective good. Groups with
special interests can create structures (for lobbying
political and economic decisions and normative acts),
oligarchic and monopolistic structures, and also take
part in redistribution. Rule, institutional agreement, or
institution, matter only when thereisasignificant quantity
of individual swhich follow them. Individuals make small
and large secondary groups, within the framework of
which thereisaforming of selectiveincentives. It allows
inclusion of groups into the process of creation, change
and strengthening of institutions.

According to M. Olson approach, special interest
groups affect economic development negatively. On the
contrary, activity of groups with overall interests mostly
leadsto implantation of efficient institutions (Olson 1998).
In the course of planning of institutional reformsin the
sphere of organization of the economy of the Region of
the Don Army there was arealization of special (narrow)
interests. Consequently, it was a cause of implantation
of suboptimal institutions. Finally, narrow interests of
militarized elite generated in many respects low
performance of repeated attempts of reforming economic
ingtitutions of the Don Region.

But by the end of the XX century there were
publications of many works which earnestly prove
hopelessness of institutions formed in the economies
under the domination of groups with narrow, special
interests. The economy of power groups, as E. de Soto
fairly noted, strikingly resembles classical system of
mercantilistic economy. Institutions of mercantilistic
economy were relatively efficient for their time, in the
XVI = XVIII centuries, but in the XX century a system
of modern mercantilism is an institutional trap where —
due to lock-in —already obvioudly inefficient institutions
are strengthened and function over the long period of
time (Soto 1975).

However, treatment of narrow (overall) interests
groups as innovators of inefficient (efficient) institutions
would be too much simplified. The groups are the units
of social selection which generate change, selection and
preservation (inheritance) of institutions structuring social
interactions.

When interest groups arewell preserved and expand,
they take part in both generative social selection and
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subset social one (Hodgson and Knudsen 2005). It is
very difficult to distinguish interest groups in concrete
society and economic order. To explorethemisstill more
difficult task. However, such groups are more real? than
notorious populations of firms. The groups (we speak in
this context about secondary ones) attract attention mainly
due to the fact of coordinated or solidary actions in the
course of creation of some rule or during following it.
The domination of subset selection in an evolution of
economic ingtitutions of the Region of the Don Army led
to some stability. But, in this case, stability of archaic
institutions was often irresistible barrier to implantation
of progressive ingtitutional innovations.

Because groups are considered in the light of
account of someinstitutional actions, change of personal
membership in some group does not affect group-
supported rules, routines, and institutions strongly. The
example from history of Russia can be economic and
entrepreneurial activity of the Old Believerswho followed
some informal institutions, in particular, specific
economic ethics (Benam and Benam 1999).

The fundamental cause of inefficiency of interest
groups as institutional innovators is their long stability
and irremovability within the framework of political
system. After the works of M. Olson there is a generally
accepted view that large groups provide with their
members collective good worse than small ones.
Moreover, large groups are less stable. Therefore, if the
problem of stability of interest groups (or the problem of
»social sclerosis’) can be solved at the expense of
flexibility of political ingtitutions, that it gives chance of
forming and functioning of efficient economic and
political institutions for society with a plenty of special
interest groups®. However, in the traditional and less
developed societies, in which most social alliances are
primary groups and religious communes, the principles
of ,socia sclerosis’, destruction and movability of groups
must be considered separately taking into account specific
features of such societies and their economic system.

In economic history of the Don Region we can
distinguish some points of bifurcation, when there was
a opportunity of choice among several variants of
ingtitutional devel opment, for example, in the beginning of
the XVIII century and in the 60s of the XIX century. The
actions of institutional innovators or lack of such actions,

of course, cannot be considered beyond general, historical
context of economic development of the Russian Empire
inthe XX century and in the beginning of the XX century.
However, it is distinction in ingtitutional regulation of
entrepreneuria activity inthe Don Region from such region
of the Empire that attracts close attention.

It is important to note that economic success can
be promoted by not only institutions which constrain
monopoly power or decrease uncertainty in interactions
between agents. In some conditions actors aso behave
in some opportunistic manner, i. e. are interested in
cheating, information hiding etc. Such actions can be
efficient in order to be successful in market activity as
well as provision with more qualitative services, decrease
of production cost, and creation of new products, and
also offer of lower prices (Kerber 2006).

The process of creation and change of institutions
depends upon culture and dominating values which are
formed within the framework of ethnic communes. In
the Region of the Don Army, Taganrog district
(, Taganrogskoe gradonachal’stvo”) and Rostov uyezd
of Ekaterinoslav province (, Ekaterinoslavskaya
guberniya’) polyethnic structure of population was
historically formed in the XVIIlI — XI1X centuries. The
main ethnic groups are Great Russians, Little Russians’,
Armenians, Jews, and Greeks (Fursa 2001). Within the
framework of ethnic groups specific culture, including
entrepreneurial one, was formed. It is important to note
that in one ethnic niche a few types of economic culture
could be formed, for example, in the environment of the
Great Russian peasants, the Cossacks, the Old Believers.

The Region of the Don Army, entering in the
XVIII century in membership of the Russian Empire, had
become to play important role in economic, military and
political life of State. This region was characterized by
many features of development which are specific for the
Central Russia, but genera for any South region. Themain
feature is a presence of the Cossacks (, military class’).
According to the data of administrative and revision
registration of population in 1858 the Don Cossacks
amounted more than 50% — 564 thousand (54%),
peasantry —413 thousand (39,5%), nobles and offocoals —
14 thousand (1,3%) clergy, merchants, bourgeois, retired
soldiers, Little-Russian Cossacks and other categories of
population — more than 53 thousand (5,2%).°

2 Explorations of the interest groups can be found in the works of political scientists and adherents of public choice theory. See:
Makarenko V. P. Gruppovyeinteresy | vlastno-upravlenchsky apparat: k metodol ogii i ssledovaniya// Sotsiol ogicheskieiss edovaniya.
1996. No. 11; Buchanan J., Tullock G. Raschyot soglasiya; Buchanan J. Granitsy svobody. Mezhdu anarkhiey i Leviathanom /
Nobelevskie laureaty po ekonomike. J. Buchanan. Moscow. 1997; Nureev R. M. Teoriya obshchestvennogo vybora. Moscow.

| zdatel’sky dom GU-V SE. 2005.

3 The economies of the Scandinavian countries can be examples.

4, Little Russia” isthe name of Ukrainein the“tsarist” era. Hence, Ukrainians are called ,, Little Russians”.

SGAROF.55.0p.1.D.381,L.1-6.
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The military direction of the development of the
Region of the Don Army (, military class’ amounted
majority of population up to 1917, see Table 1) was
beneficial mainly for narrow groupswith special interests
which filled the leading posts in this region. However,
exactly these groups repeatedly initiated prohibitive
measures in the economy which applied to both the
Cossacks themselves and the nonresidents. For example,
in 1858, according to the Imperially Approved Regulations
of Council of Defense (published on 14 May)®, — there
was an introduction of prohibition for nonresidents to
acquire real estate in the Region of the Don Army. In
1868, according to the Imperially Approved Opinion of
the State Council, published on 18 June’, there was
permission for nonresidents to acquire real estate —
»houses and buildings of al kinds’ — but land assigned
for buildings remained ownership of the Don Army.
Broadly speaking, institution of ,, nonresidents” isworthy

of special exploration. We briefly note only that
discriminating measures of economic policy nothing but
slowed economic development, contributing to spillover
of enterprising,,nonresidents” in neighboring provinces.
Here the striking example is economic development of
located nearby Rostov uyezd (distance between Rostov-
on-Don and Novocherkassk is nothing but 40 km.) and
Taganrog district of Ekaterinoslav province up to 1888.

Militarization of the region (which in the second
half of the X1X century was already not frontier area but
actually inland one) affects negatively also development
of political institutions, in particul ar, self-government. In
the end, in also does not promote development of
entrepreneurship. For example, in 1882inthe Donregion
there was an abolition of zemstvo (Russian kind of
ingtitutions of local governing). After Rostov uyezd had
joined in 1888, zemstvo wasabolished alsoinit. In general,
during all the 1880 — 1890s militarization of civil

Table 1

Digtribution of population of the Region of the Don Army in accor dancewith classes®
dars 1864 1876 1898 1908 1916

populdion| % | populdion | % | populaion % | popddion | % | popuation %
Nobles 14913 15 18588 146 | 23278 09% | 24022 08 | 29520 082
Jergy 6564 068 | 6986 054 | 7061 028 | 6538 022 | 6191 017
Urben o7 01 2871 022 | 153833 6,23 | 100239 34 | 107903 302
Rurd 2898% 314 | 37317 295 | 678111 2746 | 840615 28,9 | 878330 246
Military 639907 66 | 7/6601 608 | 1162025 471 | 1418533 | 48,8 | 1680404 47,1
Fermerently | - - 97090 76 | 406083 164 | 445838 153 | 794434 22
living
norres dents
from  other
dases
Foreign 40 0004 | 25 002 | 879 035 | 5102 019 | 10=33 029
jects
Nonresdents | 25 00 | - - 5356 021 | 10869 037 | 19413 054
(Tetars,
drcesdans
Kamyks Not
Cosscks)
People ot | 9301 0967 | 1275636 - 25% 09 51108 17 | 38832 1,080
bdomging to
above
mentioned
cdegaies
Totd 961616 10 | 1275686 2468571 2903524 3566626
8 PCZ. SobranieIl. T. XXXI11. 1858. No. 32938.
7PCZ. Sobraniell. T. XLI11. 1868. No. 45785.
8 GAROF. 353. Op. 1. D. 367, 387, 400, 4793, 514.
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administration continued steadily. Economic conditions
of the Cossacks during the reign of Alexander the Third
continued sharply deteriorated. After liquidation of
zemstvo The Don Army had returned to the principles of
timesof Nicholasthe First. Civil development of theregion
was, of course, artificidly late. Militarization of theregion
and hard military service of the Cossacks impeded
development of homecraft and trade in accordance with
the tendencies of economic development in those times
(Svatikov 1924, 412).

During the reign of Nicholas the Second the
Cossacks are substantially guided from any changes
which could improve their economic conditionsand, even
more so, political position (Svatikov 1924, 437). Actually,
autonomy of the region was off and away. The Cossacks
were practically the classend aved by compul sory military
service. Being approximately one half of population of
the Region of the Don Army, the Cossacks were actually
excluded from its economic life.

The major harm for development of agrarian and
trade entrepreneurship, and also devel opment of industry
in the Don Region was generated by instability and
conditional character of property in land. In the 1850s
lands of landowners could be expropriated not only for
needs of the Don Army, but also upon request of
companies or societieswhich expressed adesireto extract
anthracitein parcels of land owned by private , operator”
in the Don Region (Dulimov 1998, 191). Specification
of property rights concerning land and real estate would
led to development of markets and capital inflow, but
during all the XIX century achievementsin the sphere of
clear establishment of absoluteand freely alienable private
property in the Don Region were very |ow.

The features of possession of the main resource
for agrarian production (which is land) inevitably led to
different regimes of use of land and application of
agrotechnics (it is important that these features were
determined by institutional structure of the Don Region).
In estates of the Don landowners whose economic
activity was based on own, allotted, or inherited land,
therewas ause of three-field system. However, numerous
tenants using army yurta lands or lands allotted for
generals and officers who did not belong to the landed
classes, do not conform to the rules of any field-use
system, upturn virgin soil and after harvesting refuse from
cultivating it during sometimes 6 or even 8 years (Dulimov
1998, 175).

Most of the landswhich wasindicated in thereports
asacultivated one, in reality belonged to the fallow ones.
So, in 1857, according to the reports, only 3.5 million
dessiatinas were cultivated out of 13 million dessiatinas;
actually therewasa cultivation of 500 thousand dessiatinas
(Dulimov 1998, 176).

® GARO. F. 200. Op. 1. D. 32.

Ingtitution of trade class in the Region of the Don
Army wasformed asaspecificinstitution of trade Cossacks
which, unlike ,,ordinary” Cossacks, were engaged mainly
intrade and productive activity, rather than military service.
During all the XVIII century Cossacks could engage in
any economic activity only when they were free from
military campaign and muster. Therefore in the economy
of the Don Region there was a lack of many conditions
and resources which are necessary for development of
agricultura production and trade.

It is interesting that, unlike common Cossack
custom to shave beards and have only moustache, trade
Cossacks had beards. Thus, they stood out against a
background of the most part of people even by
appearance. The class of the trade Cossacks was
established by the nominal Imperial decree addressed to
ataman Platov 12 September 1804 about privilegeto avoid
military servicefor Cossacks engaged in trade and having
fishery and merchant ships. Originally the quantity of
trade Cossacks were determined as equal to 300 people.
Annually each of them should was to pay 100 rubles
(Savelyev 1904, 40).

12 September 1834, based on the Imperial decree,
there was an establishment of the Don Trade Society.
The order of its functioning, and also rights and duties
of trade Cossacks were determined in the Imperially
approved (26 May 1843) regulations on the administration
of the Don Army. According to the regulations, trade
Cossacks were released from any military service, and
instead should annually were to pay 200 roubles. The
period of service for Cossacks of the Trade Society was
determined as equal to 30 years. During this period they
were obliged to pay the Army prescribed sum (Savelyev
1904, 42). The Trade Society included five hundred
Cossacks. The process of entry into membership of the
Trade Society was not ssimple.

The order of certificates delivery for Cossacks of
the Trade Society implied that in the course of admission
into the Society of the Don Trade Cossacks there must
be the following guarantees:

1) regarding behavior;

2) regarding determined sum of capital (1500 silver
roubles);

3) regarding kind of trade;

4) regarding family life;

Those who have advantage over other potential
entrants had been entered into trade Cossacks. Requests
concerning entering were considered and complied with
(or not complied with) by the Commercial court.® The
Cossacks of the Trade Society which did not pay
prescribed dues by the specified date, were treated as
drop-out. They became first and foremost ,, candidates’
for pressing into military service. Such people served
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within the period of military service specified for ,first
and foremost Cossacks of combatant service”. But, at
any case, retirement age for them was thirty eight
(Buslenko 1996, 27).

In 1855 the membership of the Society of Trade
Cossacks had been expanded and become equal to 750
people. In the same year there had been permission to
enter into the trade Cossacks not only individually, but
also by families. Membership dues (for each serving
Cossack) was established as equal to 57 roubles
15 kopecks in silver. In the same year the Don Trade
Society was given a new name — the Society of the Don
Trade Cossacks.

A quantity of Cossacks which wished to enter into
the Trade Society increased year by year. Therefore the
membership of the society repeatedly was expanded —
in 1859 up to 1000 people, in 1869 up to 1500 people.
However, a quantity of those who wanted to enter into
the Society of the Don Trade Cossacks did not decrease
and significantly exceeded the specified limit. Therefore,
8 May 1869, according to the Imperial command, this
limit was almost abolished: the only constraint was to
provide total quantity of serving Cossacks having a low
rank which would be sufficient for recruitment (for
combatant service). In 1874 aquantity of trade Cossacks
amounted to 3760 people, in 1875 — to 3921 people.
In 1875 their sum of paid-up dues was equal to
255 548 rubles (Savelyev 1904, 55-56).

But, according to the new army regul ations (adopted
in 1875), entering of new members was stopped. In 1885
the membership of the society included only 482 people
(Maslokovetz 1899, 265). In the same year there was
permission (applied during 3 years) to include in the staff
of the Trade Society with payment: 300 roubles from
Lfirst and foremost” and , preparatory” Cossacks and
150 roubles from Cossack sergeants, ,, second- and third-
order” Cossacks, and also retired ones. Owing to such
high duesaquantity of entered wasvery small. According
to the Regulations of Council of Defense there was a
decrease of the dues. This sum had become equal to
200 roubles for those who had not served during all
specified period of service, 100 roubles for those who
had served during all period, 50 roubles for retired
Cossacks. In 1898 the Don Trade society included only
194 people (Buslenko 1996, 48 — 49).

A trade by the Don Cossacks within the bounds of
the territory of the Don Army was exempted from any
government duties. The Don Cossacks were obliged to
pay dues only in favor of the Don Army itself (Buslenko
1996, 25). But privileges impeded rather than promoted
development of entrepreneurship, because they actually
hampered trade Cossacks entry into the external markets,
and also restrained penetration of trade experience and
capitals from the outside.

Thelag in economic development of the Don Army
in comparison with neighbor regions became one of the

causes of the following change: since 1 January 1888
Rostov uyezd and Taganrog district passed on from
jurisdiction of Ekaterinoslav province to the Region of
the Don Army, becoming okrugs of the latter. These
okrugs were productive and trade leaders and affected
economic development of the Region of the Don Army
positively.

Development of Rostov-on-Don as the trade centre
in the XIX century were in many respects caused not
only by favorable geographic and transport conditions,
but also, last but not least, by the fact that being the part
of Rostov uyezd of Ekaterinoslav province, this city was
not faced with institutional trade restrictions which took
place in the Region of the Don Army.

The main commodities traded by Rostov-on-Don
in the middle of the XIX century, were the following
ones. horned cattle, horses, bread, manufactured goods
imported from Moscow and K harkov, groceriesimported
from Odessa, Moscow, Kharkov, and Taganrog, Crimean
salt, which transported through Rostov to the inland
provinces of Russia, very large quantity of fish, marketed
to Moscow, Kharkov, Voronezh, Little Russiaand Western
provinces, numerous goods of the Volga and the Kama,
metals, timber, resin, flour, cereals, other items, and,
finally, the Caucasian goods: bread, wool, suet, leather,
linseed and other ones. Trade expansion of Rostov-on-
Don was especially promoted by its famous trade fairs
[, yarmarki”] getting All-Russian popularity in the 1840s
and the 1850s (llyin 1909 — 1910, 67 — 68).

However, in the end of the XIX century turnover
of such fairs started gradually to fall. The development
of railway and steamship services, universal spread of
telegraph, and an improvement of postal service can be
treated as the causes of trade fall at big Russian fairs, in
general, and at Rostov fairs, in particular. The important
reason for fair trade in Rostov-on-Don was a practical
lack of financial institutions and, consequently, absence
of the Rostov merchants' access to credit.

After Crimean war in the 1860s and 1870s Rostov-
on-Don became the main city centre of trade between
near-river towns of the Novorossisk region. Wheat and
linseed exported from Rostov-on-Don abroad in very
large amountswere considered in those times asthe main
items of trade turnover of Rostov port.

Upto 1863 Rostov did not haveofficially established
bank and only inthisyear thefirst official creditinstitution
in Rostov had emerged. Thisinstitution isthe City Public
Bank. An office of the State Bank was really opened one
year earlierin 1862, but thisone did not deal with crediting
on the security. The second — according to time of
establishment — officially established credit institution in
Rostov-on-Don, namely, the Society of Mutual Credit,
was opened in 1867. In the same year charter of Rostov
Exchange was approved. However it began to function
only since 1885, when there was an emergence of
»exchange committee” attached to this institution, and
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up tothisyear it existed only nominaly. In 1872 in Rostov-
on-Don Committee of trade and manufactories had
emerged. All thesefinancial institutions contributed to an
expansion of Rostov trade (Ilyin 1909 — 1910, 69 — 71).

However economic devel opment of Rostov-on-Don
was rather an exception from the general tendencies of
the Don Region economic evolution. It is necessary to
note that many merchants and manufacturers bringing
glory to Rostov-on-Don as the economic centre, were
of trade Cossacks origin, such as very famousin Rostov-
on-Don entrepreneurs Paramonovs.

Apartness of the Don region from nonresidents
inevitably led to social sclerosis, i. e. devolution of the
special interest groups and supported by them
institutions and customs of economic activity.°
Economic history of the Region of the Don Army isan
additional confirmation of thefollowing fact: stable and
protected from external intervention special interest
groups inevitably generate a domination of inefficient
institutions. In the end, it produces economic decline, a
decrease in incomes and technological backwardness
of the economy.

During the long period of time nonresidents could
not independently trade within the Region of the Don Army.
Only since 1862 nonresidents were granted a right on
temporary trade within the Don Region, but obligatory
payment was 10% more than obligatory State and local
dues directed at equiping town settlements of
Novocherkassk and okrug Cossack villages with up-to-
date servicesand utilities. However, status uncertainty and
legal ,,unprotectedness’ of nonresident traders encouraged
them to export accumulated capital beyond the bounds of
the Don Region. Therefore, up to the XX century there
wasan absence of thelarge trade nonresident-owned firms
with trade turnover based on ,, correct” but not predatory
principles (Savelyev 1904, 58).

Among the Cossacks the following opinion was
widely current: nonresident, ,,coming from the outside”
traders, ,dilute” way of their trade as well as way of
their life, and, voluntarily or not, encroach upon their
privileges. The Cossacks did not want share these
privilegeswith other classes, al the more with newcomers
from the outside. Such opinions were reflected also in
thelegidation of theDon Army. It isasystem of privileges
that restrained the Cossacks trade entry into the big
market, and also hampered a penetration of trade

experience from the outside (however strange it is). No
wonder that institutional regulation of trade by
nonresidents was mainly prohibitive (Buslenko 1996, 29)

Backwardness of trade in the Don Region,
uncertainty and relative , scantiness’ of nonresidents
rights led to the following phenomenon. As soon as in
1868 nonresidents were allowed to buy real estate and
engage in trade, alot of opportunism-oriented merchants
moved to thisregion. Cheating, false measure and selling
of inferior goods at a high price became ordinary
phenomena. Correspondingly, nonresident traders were
not held in respect from the direction of the Cossacks,
moreover, the Cossacks treated them with undisguised
disdain, malice and distrust (Savelyev 1904, 59).

In contrast to the Russian peasant communes, the
Cossack communes were practically not reformed up
to 1917. Opponents of the Cossack communes reform
argued that it would lead to an abolishment of the Cossacks
as the class [, raskazachivanie’], and that the Cossacks
have not habit and propensity to be engaged in individual
private business activity. However, aswasfairly noted in
1916 in the report of provincia deputy of the Don Army
M. V. Sarinov: , The practice of attaching importance to
the Cossack communes is useless. A material prosperity
and contentment rather than commune is the first and
main foundation of the Cossacks class. ... The power of
commune suppresses privateinitiative and enterprise and,
surely, impedes improvement of agrarian equipment”.t
In the Cossack communes as well as in the peasant ones
the main restriction was mutual responsibility. It was
necessity of independent provision of Cossacks munition
for military operations that the very main cause of
conservation of communes which were responsible for
due and timely supply with munition.

Moreover, in 1916 it was noted that parcels of land
which are in inherited use by the Cossacks (such parcels
weremainly utilized asvariouskinds of gardens) differed
strikingly from other parcels. they were well-groomed
and characterized by application of improved methods
of agriculture and growing of more,, progressive” crops.2
However, the decree of the Nobles Assembly according
to which the practice of financial provision of the
Cossacks munition at the expense of treasury, and, at
impossibility of it, at the expense of the Army, was
recognized as adverse, was passed only in 1916 and
practically not realized.*

10 See Olson M. Vozvyshenie | upadok narodov. Ekonomichesky rost, stagflyatsiya and sotsialny skleroz. Novosibirsk. 1998; Olson
M. Jr. The Devolution of the Nordic and Teutonic Economies // American Economic Review. May. 1995. Vol. 85. No. 2. Papers and
Proceedings of the Hundredth and Seventh Annual Meeting of the American Economic Association. Washington. DC. January 6 —8. 1995.

1 Doklad oblastnogo deputataVoyska Donskogo M. V. Sarinova Ocherednomu obl astnomu Voyska Donskogo sobraniyu dvoryanstva
»O zhelatel’ nosti provedeniya v zhizn' nekotorykh meropriyatiy k podnyatuyu material’ nogo blagosostoyaniya kazakov” / GARO. F.

304. Op. 2. D. 486. L. 108.

2 Op. cit./ GARO. F. 304. Op. 2. D. 86. L. 105—-109. Op. 6. D. 255. L. 1 —2.
13 Postanovlenie Ocherednogo oblasti Voyska Donskogo Sobraniya dvoryanstva/ GARO. Op. 6. D. 255. L. 1 -2.

Exonomiunuii Bicauk JJoubacy Ne 4 (30), 2012




V. V. Volchik

Conservation of communes and common use of
land among the Cossacks up to 1917 did not contribute
to an implantation of both technologically and
institutionally progressive innovations in the agrarian
sector. Formally in the Cossack communes equal rights
to land were proclaimed. Each seventeen aged Cossack
had right to take parcel whose area amounted to 30
dessiatinas of , convenient” land.** The average parcel of
land of a person released from the serfdom [,, krepostnoe
pravo’] was equal only to 3.5 dessiatinas. Nevertheless,
peasants developed more intensive branches of plant
growing and cattle-breeding than Cossacks. Such
practice allowed them to receive more gross output by
use of lesser parcel of land.®™®

Cossacks were outstanding warriorswhich allowed
developing, preserving and protecting Southern frontiers
of Russia. However, in comparison with other categories
of population, Cossacks were in general less successful
entrepreneurs and organizers of production activity. It
can be explained partly by less efficient institutions, and
also by the fact that both productive and entrepreneurial
activity was not major one for the Cossacks and during
the long period of time frankly prohibited (for them)
(Larionov 2007). Nevertheless, it is necessary to note
that there were many examples of productive and trade
activity of the Cossacks.®

The features of the institutional structure of the
Region of The Don Army allowed for the Cossacks some
economic privileges. For example, freight transportation
along Don within the bounds of the Don Army was
actually monopolized by the Cossacks of near-Don
villages. The fact is the following: up to aliquidation of
isolation of the Army territory in the end of the 1860s
shipsowned by people not belonged to the , army classes’
could not landed within the bounds of the Don Army.Y’

It can be concluded that, in the end, various economic
privileges negatively affected production and
entrepreneurship among the groups which had access to
them. The economic activity (including entrepreneurship)
of the Cossacks in comparison with the Russians which
were not Cossacks can be the striking example. Different
levels of economic efficiency of the different groups of
peopleinthe Don Region weredetermined mainly by diverse
institutional conditionswhich regulated economic processes
within the framework of different ,,communities’.

In the Don Region during all the X1X century there
was no indeed devel opment of reprocessing of agricultura

production. It affected development of agrarian
entrepreneurship negatively. For example, there was an
abundance of wool and other products of cattle-breeding,
but any factories were absent. Moreover, there was a
lack of any factories suitable for reprocessing of local
products except two tallow-melting mills in
Novocherkassk, vodkadistillery, two breweriesand three
brick-works (Savelyev 1904, 33).

At present timein the Don Region there are attempts
to revive culture and customs of the Cossacks, including
their entrepreneurial traditions. It ishereimportant to take
into account not only positive aspects, but also negative
experience of institutional (both forma and informal)
regulation of economic relations. An understanding of
such relations can be provided by an analysis of history
of agrarian and trade entrepreneurship with use of
theoretical instruments of Neo-Evolutionary Economics.
The relevant explanation of the happened processes is
necessary to grasp evolution of modern economic
institutions.
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Bouibuuk B. B. 3eMist BTpaueHHX MOXKJIUBOC-
Teli: iHcTUTYHIiiHA icTopia JloHCcbKOTO arpapHoro i
TOProBOro MiANPUEMHUIITBA

CTaTTIO IPUCBSIYEHO MOCHIIKEHHSIM IHCTUTYTIB
arpapHoOro i TOProBOro miANpHEMHUITBA JJOHCHKOTO pe-
riony B X|X —mougarky XX cT. BeItHOCHY Hee(heKTHBHICTD
€KOHOMIYHOTO PO3BHUTKY JlOHCHKOTO PETioHy IOB' A3YI0Th
3 apXalyHUMU IHCTHTYTaMHU PETYIIOBAHHS: BilICBKOBOTO
YIIpaBIiHHS, BIACHOCTI, HiApHEMHHUITBA. [IpoBeneHo
aHaJi3 iICTOPUYHIX 0COOIMBOCTEH 1 IPUYMHHN TPUBAJIOTO
CTa0LIbHOTO ICHYBaHHS CyOONTUMAIBEHIX IHCTUTYTIB.

Knroyoesi crosa: iHCTUTYIITHA EKOHOMIKA, CYOOTITH-
MaJTbH1 IHCTUTYTH, MiAIPUEMHHIITBO, KO3AIITBO, JIOHCHKIIA
perioH.

Boapuuk B. B. 3eMiast yrpaueHHBIX BO3MOXK-
HOCTeill: HHCTUTYIMOHAJbHAA ucTOopus JoHckoro
arpapHoro 4 TOpProBoro npeanpuHUMAaTeIbCTBA

Cratbsa IMOCBALICHA UCCIIEJOBAHUIO MHCTUTYTOB
arpapHoOro ¥ TOproBOro MpearnpUHUMATEIbCTBA JTOHCKO-
ro peruoHa B XX —Hayane XX B. CpaBHUTENbHAs HEI(-
(DEKTUBHOCTh SKOHOMHYECKOTO Pa3BHTHUS JIOHCKOTO pe-
THOHA CBA3BIBACTCA C apXaWIHbIMU MHCTUTYTaMU PEry-
JIMPOBaHUS: BOGHHOTO YIIPABJICHUS, COOCTBEHHOCTH, IIPeI-
NPUHUMATEIbCTBA. AHATU3UPYIOTCSI HUCTOPUUYECKUE
0COOEHHOCTH U MMPUYUHBI ITJIATEIBHOTO CTaOMIIBHOTO
CYHICCTBOBAHUA Cy6OHTI/IMaJILHI)IX HUHCTUTYTOB.

Knrouesvie cnosa: HHCTUTYIIMOHAIIbHAS SKOHOMUKA,
cyOonTUManbHble HHCTUTYTHI, MIPEINPUHUMATEIBCTBO,
Ka3auecTBO, JJOHCKOW pervoH.

Volchik V. V. The Land of Lost Opportunities:
an Institutional History of the Don Agrarian and
Trade Enterpreneurship

The article is devoted to the research of agrarian
and trade entrepreneurship institutions of Don Regionin
the X1X century —beginning of the XX centuries. Relative
inefficiency of Don Region economic development is
connected with archaic regulating institutions of: military
command, property and entrepreneurship. Historical
peculiarities and causes of long stable existence of
suboptimal institutions are analyzed in the article.

Key words: institutional economics, suboptimal
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THE INSTITUTIONAL FRAMEWORK: PFTS AND UKRSE

In Ukraine today the stock market isamajor source
of funding for corporations. By its very nature it is a
mechanism to accumulate temporarily free funds from
the population and business structures, alocate them to
productive purposes and to ensure, therefore, the flexible
flow of the capital among the sectors of the economy.
The more reliable, sustainable and effective this
mechanismis, themorelikely it isto attract the necessary
capital.

With the globalization the stock market becomes
more far-reaching. Prospective investors are more
interested in new areasfor capital investment outsidetheir
country. As Templeton maintains, ,,In London and New
York share prices get out of line in value, but in other
places they get even further out of line. You get better
bargains in addition to more bargains by looking world
wide’[1]. In thisregard, the stock market should be seen
as an ideal mechanism through which we can create
conditionsfor rel easing the capital to thefinancial markets
of other countries.

To meet the increased interest in global equity
investing a universal tool for measuring the performance
of foreign stock marketsis needed. This need is covered
by the internationally accepted range of stock prices
indexes. By stock index we understand a gauge of the
revenue which can be gained by the holder of a specific
set of shares. Thisis anumerical representation of price
movements for a set of stocks relative to their baseline
values at the start date in the past [2].

An important role of the stock market indices in
developing the world capital market is emphasized by
the majority of scholars and economists. Lyashenko and
Pavlov see the value of indicesin the fact that , they give
concise information about prices in the market or in its
particular segment as a simple reference figure, which
helpsinvestors and analysts assess the demand for stocks
and forecast the future price movements’[3]. Fabozzi et
al. consider the global stock indexesasthe most , reliable
indicators of the overall performance of international
stocks and markets’ [4]. Solnic and McLeavey maintain
that only the stock market indexes ,, allow oneto measure

the average performance of anational market” [5]. Taking
into account all these viewsit gets relevant to make asset
allocation decisions and stock market performance
measurements on the bases of the stock indexes analysis.

In view of the abovementioned this paper is to
answer the questions: how hastheingtitutional framework
of PFTSand UKRSE changed during the last ten years,
what problems does it have, and what has to be done to
solve these problems? This issue is approached by
analyzing the evolution of ingtitutional framework of PFTS
and UKRSE, the Ukrainian stock market’s 10-year
development, by viewing and comparing with changes
inthe institutional framework. The database for research
comprises the Law of Ukraine ,,On Securities and Stock
Market”, the current accounts and archives of the National
Bank of Ukraine, National Board of Statistics, Stock
Exchange of the First Stock Trade System, the Financial
Times — Stock Exchange. The following methods of the
research are applied: comparative analysis and technical
analysis.

Before analyzing the institutional framework of
PFTSand UKRSE itiscrucia tolook throughitsevolution,
and to find out what problems we had in the past and
what problems we should solve now.

Ukraine has taken the path of social reform in the
late XX century, when the world was experiencing
globalization of all processes, including the economic
ones. The experience of developed countries creates the
need in adopting their experience to improve living
standards and increase the capacity of the state. The
formation of the securities market in Ukraine used
international practice and began to create the history of a
civilized market development. It beginswith the adoption
of the Law of Ukraine ,On Securities and Stock
Exchange” in 1991.

1991 — 1992 is a period of the occurrence of the
first Ukrainian shares and security traders, as well asthe
Ukrainian Stock Exchange (UKRSE) (1991). Before May
1995, the UKRSE wasthe only officially registered stock
exchange in Ukraine. But the development of the stock
market infrastructure went through the opening of the
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UKRSE branches (in 1992 there were 22 branches, in
1994 there were 27 branches and 2 regional centers).
The participants of trading werefinancial intermediaries.
On the Ukrainian stock market they were trust
companies, investment funds and companies, as well as
commercial banks. At the beginning of 1995 in Ukraine
there operated 228 commercial banks, 500 trust
companies and 500 investment companies and funds.

In 1994, the government measures were taken to
significantly increase the capacity and the structure of
financial markets. The most important part of the
development was the ,Concept of the operation and
development of the stock market of Ukraine” and the
Law of Ukraine,, On State Regulation of Securities Market
in Ukraine”, as well as the decision on the issue of
government securities, the issuance of which was to
become one of the efficient mechanisms to cover the
deficit of the state budget. Thus, by the end of 1994, the
foundations of the institutional and legislative activities
of the Ukrainian stock market were made.

The rapid growth in emissions in government
securities was a characteristic feature of the securities
market development in Ukraine in 1995. This process
was even more dynamic than the movement of securities
onthe stock market. In particular, 1995 wasthe beginning
of the practice of issuing government securities to cover
the state budget deficit in Ukraine.

Describing the stock market in 1997 and 1998, it
should be noted that over the years there was produced
the greatest volume of trading.

The next stage of the Ukrainian stock market begins
with the adoption by the Ukrainian President Leonid
Kuchma of the Decree ,On Additional Measures on the
Stock Market Development of Ukraine” dated
26.03.2001, which was approved by the,,Main directions
of development of the stock market of Ukrainefor 2001 —
2005”". In 2006 the law ,, On Securities and Stock
Exchange’ was modified because the market needed such
modification. Also in 2006 the law ,, On Joint-Stock
Companies’ was created and it wasalso modified in 2009.

In the section to follow the dynamics of stock
market development in Ukraine for the period from 2000
to 2010 will be considered. Stock indexes are the main
tool of analysis here.

An index of the Stock Exchange of the First Stock
Trade System (PFTYS) is accepted as the basic index of
the Ukrainian stock market. As of October 8, 2010 the
PFTSindex basket includes 20 companies sharesin the
main industries of the national economy (see Table 1).

Over the past decade, the Ukrainian stock market
has developed quite rapidly. Figure 1 demonstrates the
performance profiles of PFTS index within the last ten
years. Asit is shown, the first part of the decade did not

emphasize the intensive development of the market, but
the second part was notable for its revival. The PFTS
index reached its highest level on the eve of the global
financial crisis, exceeding 30.6 times the indicators of
the beginning of 2000. However, the period of 2008 —
2009 witnessed arapid fall intheindex. Duringthisperiod
it fell to the level of 199.12 points (March 6, 2009). Its
growth resumed in the second quarter of 2009 and was
marked by a fairly high rate, restrained seasonal
correction, subsequent activation in the summer months,
and volatility dynamics in the last quarter. The highest
PFTS value (661.1 p) was observed on 16 October
(+232.0% since the beginning of the growth restoration,
+119.3% Y TD). At theend of theyear theindex amounted
to 572.91 points (+90.1% since the beginning of 2009,
+1362% since the beginning of 2000). In the first decade
of 2010 the index exceeded 800 paints.

Thus, basing on the values of PFTSindex, the study
period of the stock market development in Ukraine (2000 —
2010) can be divided into five stages: aslow progressive
development (2000 — 2004), a moderate growth (2005 —
2006), an intensive growth (2007), a rapid fall (2008)
and a recovery growth (2009 — 2010).

According to the results of January-July 2010 on
the organized stock market of Ukraine the PFTS index
grew by 238.30 points (from 572.91 to 811.21 points),
or by 41.59% against the beginning of the year, and as of
01.08.2010 it accounted for 811.21 points. The maximum
value of the PFTSindex in July this year totalled 812.37
points (29.07.2010), the minimal — 746.43 points
(07.01.2010). The following were sold most actively on
the PFTS Stock Exchange in July: in the shares sector —
securities of the OJSC Poltava Ore-Processing Plant
(3574 agreements); in the sector of corporate bonds -
bonds of JSB , Business Standard” A series (16
agreements); in the treasury bills sector —bonds maturing
20/10/2010 (10 agreements). The total number of
agreements with securities on PFTS Stock Exchange in
July amounted to 31,292 agreements.

As of 01.08.2010 the Stock Exchange PFTS listed
807 securities: shares— 291, corporate bonds— 320, ISE
securities — 119, government bonds — 57 and municipal
bonds — 20. Of them, 11 securities are listed in the
quotation list of thefirst level, 179 securitiesarelistedin
the second-tier quotation list, and 617 securities—in the
extralisting securities. Trading volume on the PFTS Stock
Exchangein July 2010 increased by amost 5times against
the same period of 2009 and accounted for nearly
3.7 bin. UAH. In general, for the seven months of 2010
the volume of trading on the PFTS Stock Exchange
amounted to nearly 31.0 billion UAH.

The performance of the PFTS index shows that
the stock market of Ukraine proved to be very sensitive
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to changes in the country’s economic and political
spheres. Even minor economic reforms and political
developments could affect the index value. The index
dynamics in 2009 has been professionally explained by
the Chief Consultant of the Analytical Centre for the
monetary policy issues at the Council of the National
Bank of Ukraine S.Tkachenko. She believes that such
index fluctuations were caused by a set of factors,
including the crisis in the economy, lower ratings of
Ukraine in al international rating agencies in the first
quarter, asharp dropin pricesfor oil and precious metals,
the implementation of the IMF credit programs Stand-

By Arrangement (stand-by ) and cooperation with other
international financial organizations, volatility of the
relations between CJISC Neftegaz Ukraine and OJSC
Gazprom in the issues of the gas transportation system
functioning.

Having described the history of development of the
institutional framework of PFTS and UKRSE we can
approach analyzing the current problems of the
ingtitutional framework and finding the solutionsfor these
problems.

There are such main problems and threats of market
development:

Table 1.

PFTSindex basket 08.10.2010

| ssuer Weight of the security
QJsSC,, Alchevsk Metallurgical Plant” ALMK 1.86
0JSC ,, Avdeyevskiy Coke Plant” AVDK 1.13
0OJSC,, Azovstal” AZST 5.35
PJSC , Raiffeisen Bank Aval” BAVL 5.87
0OJSC,, Centrenergo” CEEN 11.58
QJsC,, Dniproenergo” DNEN 1.82
0JsC,, Donbassenergo” DOEN 252
QJSC,, Y enakiyevo Sted Plant” ENMZ 2.07
0JSC,, Kryukov Wagon Building Works” KVBZ 2.02
0JSC ,MotorSich” MSICH 13.56
0OJSC ,,Mariupol Heavy Machinery Plant” MZVM 0.57
OJSCINTERPIPE ,,Nizhnedneprovskiy Tube Rolling | NITR
Plant” 1.02
QJSC,, Poltava Ore-Processing Plant” PGOK 242
OJSC ,Sumy Machine Building Enterprise named | SMASH
after Frunze’ 210
QJsC,, Concern Syrol” STIR 2.65
0JSC ,,Ukrneft” UNAF 14.53
PJSC JSCB ,, Ukrsotsbank” uscB 3.36
0OJSC ,, Ukrtelecom” UTLM 8.90
0OJSC,, Yasinevsky Coke Chemical Plant” YASK 1.04
QJSC,, Zakhidenergo” ZAEN 15.65
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1) Low market liquidity.

2) High market volatility.

3) High dependence on the world stock market
development.

4) Low level of confidence among households and
ordinary shareholders.

5) Low speed of market operations due to the lack
of sufficient technical equipment.

6) High influence of non-residents on the market
development.

7) Lack of sufficient information for decision
making.

8) Low level of citizens' competence in the stock
market theory.

One of the higgest problems of Ukrainian stock
market islow market liquidity. Daily turnover of PFTSis
30—40million UAH. But, for example, the daily turnover
of MICEX (Moscow stock exchange) is 1 — 2 billion
dollars. The problem of low market liquidity creates
another one: high market volatility. If world stock indexes
fall by 10%, PFTS may fall by 40% (See Figure 2).

In Ukraine there is a very low level of confidence
among households and ordinary shareholders. Only 7%
of Ukrainians know what stock market is. Low speed of
market operations due to the lack of sufficient technical
equipment is also a big problem. Only in 2008 several
brokers started providing online-trading services for its
customers. Also, low market liquidity creates another
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Fig.1. ThePerformanceProfileof PFTSIndex, 2000 —2009

Fig.2. World stock indexesmovement (December 2007 —June 2011)
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problem: the main role in it is played by non-residents.
They can raise and lower the market by rapid input and
output of capital. Thereisalack of sufficient information
for decision making. For example: in 2008 2 billion UAH
wereinvested in stock market, but 160 billion UAH were
invested in bank deposits. It shows that there is a low
level of citizens' competence in stock market theory. In
the USA and Western Europe 20% of citizens invest
money in stock market, but in Ukraine it isless than 1%.

To solve these problems it is necessary to find
further directions of market development. First of all the
institutional framework should be improved. To find out
the directions of institutional framework improving let
us make the monitoring of its development.

First let us see the chart of PFTS index from 1997
to 2011 (See Figure 3).

As we can see in the beginning of institutional
framework creating for UKRSE and PFTS, the Ukrainian
stock market had period of dlow progressive devel opment.
Thefirst laws,, On Securities and Stock Exchange”, ,,On
the State Regulation of the Stock Market”, ,,On the
National Depository System and Specificities of
Securities' Electronic Circulation in Ukraine”, creating
the state commission for securities and stock market, all

1000

500
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2004

these things were made for the start of the Ukrainian
stock market. It was the beginning. In those times the
laws worked well enough, as we can see a slow growth.

In 2002 the Verhovna Rada made the project ,,On
the Equity Securities and Stock Exchange’, as agreed
with the EU directives. This was the first step of the
institutional framework modernization. According to
experts, 2003 was one of the most successful years for
the Ukrainian stock market. It grew and became more
transparent, its participant’s corporate culture improved.
The most important event for the stock market was the
adoption of anew Commercial Code for PFTS. Thisled
to improvement of the securities’ liquidity. In 2003, there
were increased demands on the level of disclosure by
issuers of bonds during the passage of the PFTS listing,
requirements to level of liquidity needed to stay in the
List of Issuer PFTS, approved the provision of the
Institute for market makers. This provoked the beginning
of moderate growth. And in 2006 the main law of the
institutional framework of PFTS and UKRSE was
modernized. This event and economic growth provoked
the intensive growth (See Figure 4).

Next years were also good for the stock market
because of economic growth. But in the end of 2008 the
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Fig.3. PFTSindex (1997 — 2011)
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rapid fall started. And in 2009 and 2010 there was a
recovery growth. In these times, especially in 2008
and 2009 the institutional framework needed more
modernization and adaptation according to necessity.
But it was not executed. Only the law ,,On Joint Stock
Companies’ was adopted in 2009 and hel ped the market.

So we can make a conclusion: the government must
always modernize the institutional framework according
to the necessity, and try to learn from the experience of
foreign countries.

The next step in improving of current situation on
the stock market is households attraction to the stock
market. Thiswill increase the stock market activity. And
we will have better developed market infrastructure,
because brokerswill have more clientsand profits. There
isabig necessity in providing of high qualified technical
services for speeding market operations. So we need to
make it by investing money in market infrastructure.
Another big step will be accelerating the activity of
ingtitutional investors. Thisis very important because it
can raise the liquidity of the market. It would be very
good to create the institutional investors association.
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TESTING THE CAPM ON THE UKRAINIAN STOCK MARKET:
BETA COEFFICIENT DETERMINATION

Introduction. Investors are always interested in
how therisk of their investment should affect its expected
return and how to construct the optimal portfolio. Using
CAPM it is possible to answer these questions and to
create such an optimal portfolio based on the idea that
there is a positive relation between risk and return.
However, it should be remembered that not all risk can
affect asset pricesand someriskscan bediversified away.
The CAPM helps us to carry out the close relationship
between risks of our assets and their profit, to investigate
the Ukrainian Stock Market (using UX index) and analyze
the environment for investorsin our economy. Our paper
lays out the main information of the CAPM usage on the
Ukrainian Stock market, calculation and estimation of
Beta coefficient. The attempt is made to draw a
conclusion about the optimal portfolio of the Ukrainian
stocks and answer the question whether it is possible to
use a Capital Asset Pricing Model in the Ukraine [1].

Sample selection and Data. The present case is
realized by using the data about 16 companies traded in
the Ukrainian Stock Exchange (UX). The dataare obtained
from UX Data Base. The study covers the period from
29.07.2009 to 05.08.2011 [2].

The above 16 companies were chosen according
to the following criteria:

1. First 10 companies are 10 blue chip companies.
These companies are the most traded and tend to be less
volatile than other companies and provide solid growth.

2. Next 6 companies are mid cap stocks and listed
in the second quotation list.

All securities included in the sample are traded on
the UX on acontinuous basisthroughout the full Ukrainian
stock exchange trading day, and are chosen according
to specified liquidity criteriaset by art. 24 of the Ukrainian
Law ,,On Joint Stock Companies’ and in accordance with
Stock exchange Rules.

In order to obtain better estimates of the beta
coefficient value, the study uses daily stock returns.
Returnscalculated using alonger time period (e.g. weekly
or monthly) cannot be used by virtue of the lack of data
(the Ukrainian Stock Exchange was established in October
2008). The UX index is used as a proxy for the market
portfolio. This index is a market value weighted index,

which comprises the 10 most highly capitalized shares
of the main market, and reflects general trends of the
Ukrainian stock market.

Furthermore, the 1-year Ukrainian Government
Bonds are used as the proxy for the risk-free asset. The
yieldswere obtained from the stati stic data of the National
Bank of Ukraine. The yield on the 1-year Ukrainian
Government Bonds is specifically chosen as the
benchmark that better reflects the period of time which
was chosen for estimation in our work.

The methodology of our project precedes from fact
that Capital Asset Pricing Model (CAPM) is based on
two hypotheses: Efficient-market hypothesis (EMH) and
Modern Portfolio Theory (MPT) [3].

Results and analysis. The first part of the study
required the estimation of betas for individual stocks by
using observations on rates of return for a sequence of
dates. All results of beta estimation are represented in
Table 1. Firstly, t-statistic and R-squared will be
considered. The purpose is to see what extent the beta
as a measure for relative riskiness is relevant. The
companies traded in the Ukrainian Stock Exchange are
under analysis. The results are presented in the Table 1.

This table of results allows drawing a conclusion
that for most companies, which were under estimation,
the betas are significant at a level of 10% or even 5%.
This means that market influences the stocks’
performance a lot. According to this information, the
resulting output isthat betais not areliable and accurate
measurement of risk on the Ukrainian stock market. And
if the betavalues are considered, it ispossibleto conclude
that the stocks are rather risky. Majority of values are
greater than 1.

To summarize, it can bemaintained that the Ukrainian
Stock market is rather risky and will be a good
environment for those investors who have high
expectation toward returnsand want to form an aggressive
portfolio.

But the following question is significant as well:
» What power hasthe beta?’ Answeringthisquestionitis
necessary to look at the R-squared. It shows the
proportion of explained variance of the dependent variable.
The average value of this coefficient is between 0.3 and

Exonomivynuii Bicauk JJou6acy Ne 4 (30), 2012



A. V. Malyshko, O. I. Molchanov, K. S. Sheyka

Table 1.

Stock beta coefficient estimates

Alpha Coefficient

Beta Coefficient

Stock Name (t-statigtic) (t-statistic) R squared

UNAF ?f%? (2%?58) 0.553
ALMK '((_)gggf (312'?’706) 0.647
AZST '((?g_gg;‘ (319_1725) 0.730
USCB '((_)gggf (318%?5) 0.715
CEEN '(9828;‘ ( 411'%3) 0.747
MSICH (zf_%f (2(25?5?7) 0.599
ZAEN '((_)f%;‘ (203'_7377) 0.483
ENMZ '(?fgg (31?;.1987) 0.651
UTLM (z'gggf (2%_7283) 0.487
BAVL '((fggg)? (31(§§933) 0.688
AVDK '((_)53(2))7 (2%%3) 0.547
DOEN '((?é)_g%’ (313'%50) 0.666
MZVM '(?f_gi’f (gf&) 0071
SGOK ?fgg; (117'%08) 0.392
KVBZ (2823)3 (205%30) 0.538
STIR '((_)gg(?);‘ (%?fs) 0.324

0.7. It isarather high indicator. It means that stocks are
highly correlated with the market and the beta explains
the model in average in a proportion more than 50%.lt
meansthat systematic risk takesagreat part. Nevertheless
itisnot reasonableto claim that the beta asa measurement
of risk and expected return can undoubtedly trusted. It
is also means that there are other factors that have a
great influence on stocks' returns.

In order to have avisual examplethe Figure Listo
be considered. Itisthe examination of AZST (,, Azovstal”)
stocks. On the graph some noise in the data is obvious.
There are too many observations that deviate from the
line. This is one more evidence to prove the significant
influence of outside factors.

Thus there appears a question: can it be said that
the beta is a good indicator in our case? There is no
definite answer. If only the beta is taken into account,

there is a great probability of failure when investing in
stocks. Values are pretty high, which allows the
conclusion that the risk is too high for investment to be
safe. So one should be careful when choosing stocks.
The daily data shows that there are periods when wealth
can increase/decrease rapidly by investing money only
in shares of one company. Thus the high value of beta
should not please an investor in the case he doesn't like
the risk very much.

Nevertheless, calculations and analysis of the
dynamics of the individual stocks' beta series show that
for any shares their beta coefficient is not stable over
time and therefore cannot serve as an accurate assessment
of the future risk. The beta of portfolio consisting of
even 10 randomly selected stocks is stable enough and,
therefore, can be regarded as an acceptable measurement
of arisk portfolio. That is why the attempt was made to
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UX vs. AZST

xcessreturnon AZST

15% 20%

150,
+

excessreturn of the market

Fig.1. Security CharacterigticLinefor AZST

create the portfolio of all securities, which were under
estimation in the project. At the same time, as it was
mentioned before, one of the main purposes of the CAPM
model is to help create the effective portfolio.

To verify the statement, mentioned above, the
decision was made to form a tangent portfolio, based on
stock exchange data, which covers the period from
29.07.2009 to 02.08.2010 and to test it during the next
period of time from 03.08.2011 to 05.08.2011. These
two periods are equal and consist of 252 working days.

After some calculations, the effective portfolio was
determined. The results are represented in Table 2.

Theweight of all stocks, which werein the sample,
equalsto 100% (graph 4 ,, Weight”). The graph ,, Portfolio
Contribution” shows the return of each stock in the
portfolio. Analogically, the graph , Beta Contribution”
shows the stock’s contribution in the portfolio beta.

Figure 2 represents the Capital Market line and the
efficient frontier. The efficient frontier is combination of
assets, i.e. aportfolio. It isreferred to as , efficient” if it
has the best possible expected level of return for itslevel
of risk. Inour caseit is proxies by the standard deviation
of the portfolio’sreturn[4]. On the efficient frontier there
is plotted every possible combination of taken assets,
without including any holdings of the risk-free asset.

The graph also shows the point, which is called
» Tangent Portfolio”. Thetangency portfolioisthe portfolio
of risky assets on the efficient frontier at the point where
the CML istangent to the efficiency frontier and combines
this optimal combination of risky assets with arisk-free
asset. Combinations of the tangency portfolio and the
risk-free asset compose the CML.

In our case the tangent portfolio corresponds to
the portfolio which consists of 13.12% of UNAF shares,
11.99% of AZST shares, 14.71% of USCB shares,
12.11% of CEEN shares, 5.95% of ZAEN shares, 8.16%
of ENMZ shares, 9.11% of UTLM shares, 21.00% of

BAVL shares, 0.53% of AVDK shares, 3.31% of SGOK
shares.

So, the Figure 2 below visually represents our
Capital Market Line, which is drawn from the point
R, = 10.1%, and Efficient Frontier. The point of their
intersection is Tangent portfolio, which characterizesthe
best and most effective combination of our assets, with
expected return equal to 113.52% and Standard Deviation
egual to 36.18%.

For more effective presentation, these data are
represented by pie and bar charts below. All shares are
grouped according to their belonging to different sectors
of the economy and summarized in Figure 3 and 4.

Oneway to alow for the possibility that the CAPM
does not hold true isto add an intercept in the estimation
of the SML. The CAPM considers that the intercept is
zero for every asset. Hence, atest can be constructed to
examine this hypothesis.

In order to diversify away most of the firm-specific
part of returns, thereby enhancing the precision of the
beta estimates, the securities were previously combined
into a portfolio. This approach mitigates the statistical
problemsthat arise from measurement errorsin individual
beta estimates. This portfolio was created for several
reasons. (1) the random influences on individual stocks
tend to be larger compared to those on suitably
constructed portfolio and (2) the tests for the intercept
are easier to implement for a portfolio because by
construction their estimated coefficients are less likely
to be correlated with one another than the shares of
individual companies.

The high value of the estimated correlation
coefficient between the intercept and the slope indicates
that the model used explains excess returns (Table 3).
Thebetaisinteresting becauseit tellsusabout risk. Alpha
isinteresting becauseit testsif the market portfolio isthe
tangency portfolio.
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Table 2.
Portfolio estimates
. . Portfolio Beta
Equity Beta CAPM Weight Contribution  Contribution
UNAF 0.96 101.39% 13.12% 13.31% 0.13
ALMK 1.30 131.08% 0.00% 0.00% 0.00
AZST 112 115.34% 11.99% 13.83% 0.13
USCB 1.35 136.03% 14.71% 20.02% 0.20
CEEN 1.01 106.01% 12.11% 12.84% 0.12
M S CH 0.90 96.11% 0.00% 0.00% 0.00
ZAEN 0.77 84.06% 5.95% 5.00% 0.05
ENMZ 1.18 120.49% 8.16% 9.83% 0.10
UTLM 0.77 84.25% 9.11% 7.68% 0.07
BAVL 127 128.61% 21.00% 27.01% 0.27
AVDK 1.01 105.31% 0.53% 0.56% 0.01
DOEN 1.05 108.73% 0.00% 0.00% 0.00
MZVM 0.87 93.28% 0.00% 0.00% 0.00
SGOK 1.00 104.30% 3.31% 3.45% 0.03
KVBZ 0.88 94.45% 0.00% 0.00% 0.00
STIR 0.75 82.80% 0.00% 0.00% 0.00
TOTAL 113.52% 1.10
Portfolio Performance
160% -
140% - /
120% = @® Tangent Portfolio
£ . r 36,18%
2 100% - 113,52%
& g Efficient Frontier
[
o —CML
2 60% -
fin] ® Tangent Portfolio
40% -
20% -
-10% 0% 10% 20% 30% ad% 56% 60%
Standart Deviation (Risk)

Fig.2. Portfolio Performance

In the estimation, the CAPM’s prediction for 6 is
that it should be equal to zero. The calculated value of
the intercept issmall (-0.00016) but it is not significantly
different from zero (the t-value is not greater than 2).
Hence, based on the intercept criterion alone the CAPM
hypothesis cannot clearly be rejected. And also P-value
of 6-coefficient issignificantly greater than 0.05. It means
that 6 is not statically different from zero.

Inorder toillugtrate the above-mentioned, thefollowing
example can be used. If wetake alook at the graph, we can
understand why t-statistic is high, but adjusted R-square is
not so high. Undoubtedly, OLS (Ordinary Least Square)
method indicates that the straight line fits the best model.
But the data look rather like a cloud. There are many
observations that deviate from the line.

Allinadl, it can besaid that if the market portfoliois
the tangency portfolio, then the estimated alpha should
be zero. This statement does not correspond to our case.

The next step of our portfolio testing was its
examination during the next year. But the analysis on the
entire one year period did not yield strong evidence in
favor of the CAPM. The market shows the annual return
on the level of 9.07%, while our portfolio grew only by
0.66%. It means that beta does not explain the relation
between return in agood way. According to the portfolio,
which was created, it can be maintained that it did not
bring expected results.

Unfortunately, there was no opportunity to examine
whether a similar approach for a longer period of time
would provide more supportive evidence.
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Conclusion. This study was aimed at finding the
answer to the question whether CAPM isvalid for the
Ukrainian Stock Exchange. The question appears to
be rather controversial. The model does explain,
however, excess returns. If one looks at the sign of
beta, it can be noticed that risk isrelated to return and
CAPM has passed a first step. However, the fact that

the intercept has a value around zero, weakens the
above explanation.

In order to diversify away the specific risk and
increase the precision of the beta estimates, all the assets
are combined into portfolios. That helps to avoid the
statistical problems that arise from measurement errors
in individual beta estimations. The CAPM'’s prediction

0% 394

M Enegretics

B Telecommunications

Structure of Portfolio

m Metallurgy

m Coke shemistry

M Banks
® Mining

Fig.3. Structureof portfolio

Table 3.
Statisticsof theestimation of the SHL of the Portfolio
Coefficient o B
Value -0.00016 1.092492
t-value -0.16841 33.81939
p-vaue 0.866328 4.7E-135

Residual standard error: 0,01703
Multiple R-Squared: 0,8252
R-Squared: 0,6809
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Fig.4. Portfolio’sreturnregressed on UX return
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for the intercept isthat it should be equal to zero and the
slope should equal to the excess returns on the market
portfolio. The findings of the study contradict the above
hypothesis and indicate evidence against the CAPM.

The results of the tests conducted on the data from
the Ukrainian stock exchange for the period of July 2009
to August 2011 do not appear to clearly reject the CAPM.
Thisdoesnot mean that the datado not support the CAPM.

Such conclusion has been made because there are
some inhibited factors.

First of all, the Ukrainian Stock Market is an
emerging market. Exchangetrading in Ukraine has existed
since 1992. Before,, the Ukrainian Stock Exchange” started
to function in 2009, there had been no system, which
guaranteed the execution of transactions on any of the
exchanges. Exchanges were represented as a bulletin
board and messaging system. In such technologies, there
were some difficulties for a private investor associated
with additional costs and time. That is why there are
small number of participants, transactions and financial
instruments on the stock exchange. There are also many
zerosin data (especially at the second tier when the number
of observationsfallsin some casesto 10 — 20 during the
year).

Another weak point of the Ukrainian Stock Market
isthe significant influence of external factors. Or simply,
3 — 4 main players can influence the market movement.

And last, but not the least is imperfection of the
legidation. The striking example in this case can be the
fact that ,, The SecuritiesAct”, which was created in 2006,
aready has 14 amendments.
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Hocaimkenns: moaesi oninku (piHaHCOBUX aKTHBIB
Ha yKpaiHCbKOMY PHHKY WiHHHUX mamepiB : 0erTa-
KoedimienT

VY crarTi BinoOpaxeHo pe3ynbraru TectyBanHs CAPM
MoJeni Ha YyKpaiHCbKOMY (OHIZOBOMY pHHKY,
30Kpema JociipKkeHHsI bera koedilienTa i MOKIIMBOCTEH
(hopMyBaHHS ONTUMANBHOTO MOPTQEINS IIHHUX HaTepiB.
JochimKeHHs TPYHTYETbCS Ha JaHUX YKpaiHChKOT oH-
noBo1 Oipxki Ta inaekcy UX 3a 2009 — 2011 pp.

Kniouosi cnosa. yKpaiHChKUA PUHOK IIHHHUX ITa-
niepiB, AuBepcuikaris, pu3HK, MOJIENb OIIHKY (piHAHCO-
BHX aKTHBIB, Cy4acHa nmoprdenabHa Teopis, oera-koedi-
LI€HT, ONTUMAJIBHHUN MTOPT(ENb, MeXa ePEeKTUBHOCTI.

Mauapimko A. B., Moiuanos A. ., Ileiika E. C.
HccienoBanne Moaeau OeHKH (PUHAHCOBBIX aKTH-
BOB HA YKPAaWHCKOM PbIHKEe IIEHHBIX Oymar : 0era-
K03 Ppunment

B crarbe oTOOpaskeHbI pe3ynbTaThl TECTUPOBAHUS
CAPM Mojienu Ha YKpanHCKOM ()OHIOBOM PBIHKE, B 4aCT-
HOCTH UcclieJoBaHue OeTa-ko3(GHLINEHTa U BO3MOXKHOC-
TH (OPMHUPOBAHUA ONTUMAIBHOIO MOPTQeEs LEeHHBIX
Oymar. MccnenoBanue 6a3upyeTcs Ha JAHHBIX YKPaHHCKON
¢doumoBoi oupxu u uHaekca UX 3a 2009 — 2011 rr.

Kniouegvie cnosa: yKpauHCKUU PHIHOK IEHHBIX
Oymar, TuBepcu(UKaIus, pUCK, MOJIETh OLICHKH (PUHAH-
COBBIX aKTHBOB, COBpeMeHHas mopTdensHas Teopus, 631a-
k03(UIMEeHT, ONTUMANTLHBIN TTOpTdEnsb, rpaHuiia 3hex-
TUBHOCTH.
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Testing the CAPM on the Ukrainian Stock Market:
Beta-Coefficient

This article represents the results of testing CAPM
model on the Ukrainian stock market, in particular
calculation and estimation of Beta coefficient and attempts
to form an optimal portfolio. The study is based on data
from the Ukrainian Stock Exchange and UX index for
2009 until 2011.
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THE CAPITALASSET PRICING MODEL: CROSS-SECTIONAL ANALYSIS

The idea of the CAPM, first independently
introduced by W. Sharpe in 1964 [1] and J. Lintner in
1965 [2] based on earlier works by Harry Markowitz,
proved valid in general if not overwhelmingly conclusive
in specifics, prompting further research by specialists
worldwide. The idea of using average portfolio returns
rather than individual returnsin the theory was originally
proposed by Michael C. Jensen, Fischer Black and
Myron S. Scholesin their 1972 work ,, The Capital Asset
Pricing Model: Some Empirical Tests’, in which they
suggested rejecting thetraditional form of the model based
on the finding that the expected excess return of asingle
asset is not strictly proportional to its beta. They offered
instead to use a two-factor model based on cross-
sectional teststhat proved to be more efficient and precise
than the original CAPM conception [3]. In the following
years a number of studies emerged, both supporting the
model and arguing its reliability. There were suggested
some theories that, although based on the CAPM, were
considered separate and opposing to it.

Currently the CAPM has great popularity amongst
theresearchers, which results not only in positive reviews
proclaiming its advantages but also in numerous
publications that analyse its drawbacks. Particularly, the
criticism of the CAPM present in Richard Roll’s works
isexplained in the analysis of the fairness of the model’s
empirical criteria[4]. In hisanalysis Roll suggested two
statements regarding the market portfolio:

1) Mean-variance tautology. Given a proxy for the
market portfolio, testing the CAPM equation isequivalent
to testing mean-variance efficiency of the portfolio. The
CAPM istautological if the market isassumed to be mean-
variance efficient;

2) Themarket portfolioisunobservable. In practice
it would necessarily include every available asset. The
returns on all possible investments opportunities are
unobservable.

From the first statement, validity of the CAPM is
equivalent to the market being mean-variance efficient
with respect to all investment opportunities. Without
observing all investment opportunities, it is not possible
to test whether this portfolio, or indeed any portfolio, is
mean-variance efficient. Consequently, it is not possible
to test the CAPM.

Rolf W. Banz suggests that the CAPM is mis-
specified [5]. He notices that stocks in the quintile
portfolio with the smallest market capitalization earn a
risk-adjusted return that is month higher than theremaining
firms. The sizeeffect isnot linear and ismost pronounced
for the smallest firms in the sample. Banz conjectures
that many investors do not want to hold small stocks
because of insufficient information, leading to higher
returns on these stocks.

M. Blume stresses the problem of stability of the
CAPM'’skey parameter: the betacoefficient. Hisresearch
showed that it tends to 1 because of portfolio
diversification and corporate management risks are
lowering, approaching average sector or market levels.
The analysis resulted in corrections to the beta
coefficient [6].

Many researchers, such as S. Basu, B. Rosenberg,
K. Reid and R. Lanstein question only taking into account
the systematic factors in the model, despite existing
empirical evidence of non-systematic variables, such as
operational and financial leverage, that have animpact of
the required returns[7, 8].

In the case of the Ukrainian stock market the model
has never received such wide recognition asit hasin the
Western world. It is obvious that there aways is some
formula to determine investment risks, sometimes it is
just not that easy to find one as every market has its
specific aspects that influence those risks.

There are also a number of factors in the CAPM
that result into difficultiesof implementing it on Ukrainian
market. First of all, we should mention that the Ukrainian
stock market, being a developing one, has significant
differences with the large diversified markets of Europe
and the USA in terms of observation periods. Moreover,
itisspecial becauseit emerged andisbeing developed on
the border between planned economy and mixed market-
oriented economy. These conditions are characterized
by the revolutionary type of changes, instability of
economy and society, a number of transition possibilities
and presence of special economic formsthat incorporate
the principles of both planned and market economy.

William Sharpe’sclassic CAPM does hot pay proper
attention to the ,,country risk” [9] that is inherent to a
developing market. Its main components are;
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Social conflicts;

Non-payment of state debt;

Possibility of hyperinflation;

Chance of the national currency denomination;
Obstacles to capital movement.

We shall consider some of the components in more
detail, sincethey aredirectly related to the Ukrainian market,
for instance, Ukraine snationa debt hasagrowth tendency.
Ukraine also encountered the problem of hyperinflationin
1992 — 1995, and some fear the possibility of it returning
in the near future. Additionally, to counter the negative
effect of limitationsto capital movement on the Ukrainian
market, we need to make corrections in either the risk-
free rate or the market risk premium.

Ukrainian market can be described as one with low
liquidity and difficulty of itsdiagnose. It is predetermined
towards decline due to internal reasons, one of which
being low activity of the market subjects, which in its
turn is caused by continued decline of mid- and long-
term interest in the specific market of the developing
countries. All this makes the use of beta-coefficient more
difficult, as it is calculated based on prior data about a
stock’s revenue and its correlation with the market
revenue, and those tend to be significantly less than 1.
Theoretically, therequired yield frominvestingin to stocks
of companies within one sector with the same financial
lever that have higher and lower liquidity should be equal.
However, the investor takes the low liquidity risk which
should be compensated with additional premium [10].
This shows that classic single-factor Sharpe-Lintner
model requires adjustments. The model should take into
account not only the beta coefficient, but also theliquidity
coefficientintherisk vs. yield equation. The CAPM does
not take into account liquidity implementation tools
(interbank credit, currency swap, REPO-market),
although they play an important role in sustaining the
liquidity of the visible speculative market.

Unstable social and economic indicators also pose
difficulties for implementing the CAPM in Ukraine.
Worsening of the economic situation is related to the
increase in consumer energy prices, the implementation
of the government debt of 10.5 billion hryvniain March
2011 and the peak of state debt payments equaling
19 billion UAH this July. Simultaneously, the IMF
suspended the tranchesto Ukrainein April. Asaresult of
the abovementioned factors Ukraine ended up amongst
18 countries that are facing default.

The CAPM uses the beta coefficient that is
calculated on atime period different from the one being
analysed. Instability of our economy leadsto volatility of
this coefficient. Because of thisit isunable to perform as
an adequate evaluation of future risks[11].

In Sharpe’sand Lintner’sclassic CAPM model there

are anumber of institutional and financial premises that
also are not always true for the Ukrainian stock market.
For instance, the rationality of investors' behaviour,
uniformity of their expectations, which is one of the
model’s assumptions [12], is not fulfilled on our market
if we take into account the length of its existence. As of
this moment we are still lacking a basis for making
investment decisions. Also, not al of them have equal
opportunities to act on our stock market (financial
resources, availability of information, different level of
awareness and education of market subjects — all these
are a premise to their irrational behaviour). In these
conditions the unity of their expectations is impossible.
Asymmetric information in al areas is a characteristic
feature of transition economies and emerging market. In
the absence of aproper legal framework, aswell as misuse
of information, possession of thisinformation is crucial
in market transactions.

There is a statement that on a stock market there
are no transactions costs, and it is in fact a game with
»2er0” sum. In spite of thisit should be noted that there
are costs for activities in the stock market and they can
be significant (brokerage services, consulting, custodial
services) [13]. Only to brokers this assumption is valid
because they charge a percentage commission.

The Ukrainian stock market is also characterized
by the discrepancy of actual yieldsdistributions anormal
distribution (symmetrical one), aswell ashigher kurtosis.
Investors' expectations are also offset from traditional
ideas about the behaviour of profitability. For Ukrainian
stocks we can observe that actual distribution differs
from normal one. The distribution is also characterized
by a high excess kurtosis. Investors expectations also
vary from the traditional yield conceptions.

Another assumption that there is unrestricted
borrowing and lending on arisk-freerate [ 14] isincorrect
for the Ukrainian stock market (this is a consegquence of
the economic crisis of 2008 — 2009, the slow growth of
economic indicators, frequent changes in the political
vector of the country).

Testing the CAPM

In order to test the classic Sharpe-Lintner model
on the Ukrainian stock market, we test the following
assumptions:

- Betacoefficient describesthe dynamic of expected
asset yield;

- Presence of additional variablesbesidesthe beta;

- The need to take liquidity and root-mean sguare
deviation as indicators of investment risk levels into
account;

- Asymmetry and excess kurtosis of stock yields
distribution are influencing risk and returns calculations
too.
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These hypotheses are tested using the cross-
sectional regression — an empirical method based on the
ex-post analysis of historical dataon various asset prices.
Beta coefficient is calculated on the base period of time

85[15] _ CGE"[R;‘; R‘-,.;] 1
- I-'Iﬂ?"[R‘ld-] ( )
where p, isthereturn of agiven asset,and g,

is the market portfolio return. After that the regression
of asset returns on beta is built for every point in time.
The slope of the regression line (the security market line)
gives an estimate of the market risk premium. Finally, by
means of statistical methodstime series of these estimates
are analysed. Given the econometrical formula of the
CAPM [15]:

Z=VYet+tnb+e (2)

(z being the excess return and e — random errors)
we can test two hypotheses: y, =0 which would
confirm whether beta is the only significant variable in
the model; and -, = @ which would confirm that beta
isactually asignificant variable.

Based on the UX stock exchange data over the
period from 04.08.2010 to 28.10.2011, calculations are
done for key assets that are included into the market
index using Microsoft Excel (or any other suitable
software). We calculate the beta and alpha coefficients
as well as the correlation coefficient -2 which shows
the effect that the index changes have on individual asset
price (see Table 1 for results).

We seethat (whichis, in essence, ), does not equal
to zero for any of the assets despite coming rather close
to it. This shows that the classic beta coefficient cannot
be used to describe the expected yields on the Ukrainian
stock market precisely enough because there are other
significant risk factors. Also it should be noted that the
correlation coefficient for al assetsishighwhichindicate
high dependence of asset prices on the UX index.

At the beginning of this section we made
assumptions that asset liquidity, distribution asymmetry
and kurtosis have some influence on the risk and returns
calculations. Now that it has been determined that for
the Ukrainian market some additional variablesindeed need
to be taken into account for those calculations, we shall
examine them in greater detail to determine the scale of
their impact.

To calculate liquidity we choose the method that
usestherelative spread (RS) of average ask and bid prices
(and) on each asset over the period of time for which
beta has been calculated [16]:

£ ask — & bid

a= Pn!k + Pb:d (3)

2

The results, presented in Table 2, clearly show that
the Ukrainian stock market is characterized by low
liquidity. Even for the assets that form the UX index and
constitute 90% of its capitalization thisvalue isvery low.
Theimpact of thison risk and, therefore, yieldsestimation
has aready been described in Section 2. What is more
important, however, isthat this meansthat the Ukrainian

Table 1.

Calculationsof key coefficientsfor the Sharpe-Lintner CAPM

Ticker 5 o e
UNAF 0.917214 0.004236498 0.416796827
ALMK 1.326354 -0.0005153%4 0.654051186
AZST 1.128370 -0.001020756 0.7397265%
USCB 1.091229 -0.003079292 0.728679837
CEEN 1.173370 -0.000569984 0.773245986
MSICH 1.086889 0.001890782 0.649284724
ZAEN 0.644549 -0.001946537 0.102762754
ENMZ 1.280685 -0.005131061 0.701678608
UTLM 0.677543 -0.000469414 0.372905744
BAVL 0.888155 -0.004278997 0.672999386
KVBZ 0.746757 0.000383798 0.409037268
AVDK 1.004394 -0.002013120 0.603073724

9%
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stock market does not meet one of the core requirements
of the CAPM, as one of its assumptionsis that the assets
areabsolutely liquid.

A cross-sectional analysis based on betaand liquidity
coefficients can be performed in order to determine
whether they describe the changes in the expected
returns.

As can be seen in Table 3, the liquidity coefficient
bears more significance, sinceitst-statistic is higher than
that of the beta coefficient, although its correlation
coefficient is very low. In fact, the liquidity coefficient
explainslessthan 1% of the sample data. However, these
results lead us to another conclusion. The coefficient
appears negative and very close to zero. Thisonce again
displaystheinconsistency of the CAPM on the Ukrainian
stock market as both hypotheses that are supposed to
support it were disproved.

One last step will be applying the normal law of
probability distribution by cal culating the asymmetry and
excess kurtosis. For a normal distribution they both
would equal zero [17]. In other cases having a positive
asymmetry would tell that higher yields are considered
morelikely than lower and vice versa. Asfor the kurtosis,
the higher it is, the less risky the asset is considered.
Using the following equations to cal cul ate them:

.3

- n- 1;:(:: - Z]XZ(RL;R) (4)

nln +1) R, -B\' 3n-1)
EJ=':.=1—i:"::'|—.'.‘ll(.r:—3]xz( 5 )-(r:—l)(r:—?}] ()

with 1 being the number of observations and & —
average asset return we receive the following results
shown in Table 4.

Once again we turn back to theinitial assumptions
of the CAPM. As it only takes into account the mean-
variance and the returns variance [14], higher order
moments are irrelevant to it. This would mean that any
deviation from the mean valuewould be perceived equally
by the investors; however, calculations showed that this
is not true: there is a tendency to a positive skewness
and the distribution is asymmetrical. The CAPM’s
limitations and reserving to only observing the first and
second order moments can only be reasonable in case of
a normal distribution, which, as it has been shown, is
not the case. The Ukrainian stock market is characterized
by high volatility and bias compared to the normal
distribution. Given that, characteristics of returns
distribution play an important role for investors, and they
are measured by higher order moments. This provides
us with need for a model that takes those into account.

An Alternative Model: the D-CAPM

The Downside Capital Asset Pricing Model was

introduced by Javier Estradain 2002 asamodification to
Markowitz's classic CAPM. While the latter uses yields
dispersion asthe asset risk measure making no difference
between upside and downside deviation, the D-CAPM
uses semicovarianceinstead. Thisallowsdiscarding some
of the classic CAPM'’s assumptions, such as the normal
distribution of returns and that investors' behaviour is
determined by expected returns and asset returns
dispersion [18]. As it was shown in previous sections,
this is not true. Standard deviation can only be used in
case of symmetrical yield distribution; and it can serve
asameasure of risk only when itisanormal distribution.
Also, investors tend to avoid risk on the downside,
whereas the possibility of bigger returns than expected
earlier is rarely a turn-off for them; as a result of this
logical conclusion the model only incorporates downside
risk. Because investing in devel oping marketsisvery risky
for awestern investor, hetriesto primarily avoid the risk
of losing the initial value of his investments, or avoids
decreasing of this value below a predefined target level.
Because of this using the semidispersion and,
consequently, standard semideviation is reasonable.

The semicovariance () used in the D-CAPM is the
analogue of the classic model’s covariance [18]:

Tir = EIMin(R ; — 1), O1Min[(R s — i) O} ©6)

where and isthe mean of returns of the investor’s
portfolio and market portfolio respectively. Thisindicator
is used when cal cul ating the modified beta coefficient by
dividing it by semivariance of the market portfolio [18]:

Loy _ EIMIn[(R; — p;), OIMin[(R oy — jine ). 01} (7)

i = I EQMIn[R yr — pxe ) 0}

In order to test the model on the Ukrainian market,
additional risk indicators have been taken into account:
yield standard deviation (SD), yield asymmetry (Sk),
standard beta coefficient and standard semideviation

0 [19]:

5 = JEIR, —ER) F
i = JEIR, )] ®

Based on data from section 3, for every risk factor
a regression of mean of returns on each of them was
made (table 5). After that, cross-sectional analysis was
performed for each factor. Results show that only the
semivariance has relatively high significance value.
However, it isalso clear that the modified downside beta
coefficient has higher significance value than the classic
beta.

Conclusions

The examination of conditions in which the
Ukrainian stock market operates already showed a large
array of problems that would prevent implementing the
CAPM to calculate expected returns and approximate
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risks for investors. Being an emerging market, Ukraine
faces a number of difficulties absent on mature and
developed markets. Political and social factors also
contribute to those problems introducing additional risk
components that further complicate risk and yield

Table 2.
Liquidity coefficientsof assetsincluded in the UX index
Ticker Relative Spread
UNAF 0.037490
ALMK 0.037593
AZST 0.036091
USCB 0.032752
CEEN 0.030422
MSICH 0.026591
ZAEN 0.026591
ENMZ 0.035152
UTLM 0.026022
BAVL 0.029575
KVBZ 0.032378
AVDK 0.029246
Table 3.
Cross-sectional analysisof betaand liquidity coefficient significance
Coefficient Ya Y1 t-statigic ri
B 0.000956615 -0.003475173 -0.98293908 0.088104534
ES -0.003235157 0.022950812 0.116381783 0.00135264
Table 4.
Additional statistical coefficients
Ticker Root-mean squaredev. | Asymmetry Kurtosis
UNAF 0.037380485 0.119161508 6.593603
ALMK 0.043150909 1.12795817 6.268034
AZST 0.034518525 0.304179385 2.415931
USCB 0.033634422 0.018009388 2.269267
CEEN 0.035108518 0.248449695 2.180433
MSICH 0.03548984 0.133085215 2.799755
ZAEN 0.052902329 3.024165298 29.77586
ENMZ 0.040226266 0.937452096 8.364822
UTLM 0.029192653 -1.04208687 5.418051
BAVL 0.028485104 -0.34360573 2.068904
KVBZ 0.030720933 0.796441055 5.064090
AVDK 0.034029474 -0.14974052 3.275902

estimation. Recent crises also added some uncertainty
that makes a lot of aspects rather unpredictable. Given
all this, theoretically usingthe CAPM isaready unjustified.

Empirical tests further proved this suspicion. They
showed that the factors that the model does not take into
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Tableb.
Resultsof regression of mean of returnsonrisk factorsfor each given asset

Ticker B Jine SD Sk ¥
UNAF 0.917213969 1.233870005 0.037380485 | 0.119161508 | 0.961386
ALMK 1.326353686 1291727444 | 0.043150909 | 1.127958170 | 0.377127
AZST 1.128369588 1.059634960 0.034518525 | 0.304179385 | 0.318187
USCB 1.091228924 1.091676864 | 0.033634422 | 0.018009388 | 0.327640
CEEN 1.173369683 1.125540978 0.035108518 | 0.248449695 | 0.329422
MSICH 1.086889364 1.133527942 0.035489854 | 0.133085215 | 0.331009
ZAEN 0.644549372 0.900615250 0.052902329 | 3.024165298 | 0.423866
ENMZ 1.280685146 1.192183010 0.040226266 | 0.93745209%6 | 0.361262
UTLM 0.677542629 0.759514605 0.029192653 | -1.042086870 | 0.302380
BAVL 0.888154794 | 0.937062298 0.028485104 | -0.343605736 | 0.288223
KVBZ 0.746757125 0.743441742 0.030720933 | 0.796441055 | 0.277808
AVDK 1.004393685 1.095173579 0.034029474 | -0.149740520 | 0.333998

Table®6.
Resultsof cross-sectional analysis
Risk factor ¥a 1 t-statistic r?

B 0.00096 | -0.003475173 -0.98294 0.088104534

BP -0.00259 | 0.0000806340 0.01701 0.000028922

sD -0.00211 | -0.011099158 -0.08%44 0.000799303

Sk -0.00240 | -0.000253389 -0.30592 0.009271976

I -0.00582 0.00857439 2.37933 0.361480563

account bear significance, in particular, the stock liquidity.
Furthermore, the beta coefficient does not have as much
significance. Therefore, the model is not adequate, asits
key element — the beta coefficient that it is basically built
around — hasless significant influence on expected returns
than additional elements. In general, though, the
correlation between liquidity and returnsisvery low and
at times might see random at al. Thisislargely a result
of aforementioned problems of the Ukrainian stock
market, the “country risk” for which the CAPM does
not account. Testing also failed to support the
assumptions of the CAPM that the returnsdistribution is
anormal and symmetrical one which are required for it
to work properly.

In theory the D-CAPM seemed a reasonable
aternativefor the situation. Its downside beta coefficient
accounted for all the factors the CAPM missed,
particularly the asymmetry of returns distribution.
Performed tests showed that it is indeed more suitable
for Ukrainian market conditions, albeit barely. The
semideviation coefficient that is used in the D-CAPM

had the highest significance which shows us that the
model is usable at least to some level of reliability. The
downside beta coefficient, though very close to zero,
il is positive and bears higher significance than the
classic CAPM'’s beta coefficient, which aso proves the
supremacy of the D-CAPM over the Sharpe-Lintner
CAPM inUkraine.

It is clear, however, that neither of the models is
anywhere close to perfect. There are too many variables
in the market which are impossibly hard to calculate and
compose into a single model that estimates risks with
high precision. Nevertheless, this paper has taken some
stepsinthedirection of dealingwith this problem, although
the current situation gives reasons to believe that market
conditions might dramatically change at any moment
which will likely further complicate any such attempts
to develop a model to estimate risks and predict asset
returns on the Ukrainian stock market.
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3yx6a JI. C., Bucoubknuii A. €., [Tonouu I'. C.
Mopeas OmiHIOBaHHSI KANMITAJIbHUX aKTHBIB. mepe-
XpecHHuil aHaJi3

V¥ cTaTTi pO3MISHYTO 3aCTOCYBaHHS MOJEJNI OLIiHIO-
BaHHs KaIliTAJIbHUX AKTHBIB Ha YKPalHCHKOMY PUHKY
[MIHHUX TaTnepiB, 3arajibHi HEJOJIKY ii BAKOPUCTAHHS, a
TaKOX Ti, [0 BUHUKAIOTh Y BITYU3HIHUX YMOBaX. Buss-
JICHO CTYIiHb €()EKTUBHOCTI BUKOPUCTAHHS MO/JIEITi Ha YK-
paiHCchEKOMY (piHAHCOBOMY PHHKY i 3aIIpOIIOHOBAHO aJlb-
TEpPHATUBHI MO/JIEJI OI[IHIOBaHHS ()iIHAHCOBUX AKTUBIB.

Kniouosi cnosa:. Monienp OLIHIOBAHHSA KalliTaJIbHUX
aKTHBIB, IEPEXPECHUMN aHaJIi3, JTIKBITHICTH, B- KOS(IIIi€HT,
eKCIIeC, aCUMETisl.

3yx6a JI. C., Boicouknii A. E., ITonoBuy A. C.
Mopeanb olleHKH KAUTAJTbHBIX AKTHBOB. MIEPEKPecT-
HbIH aHAJIN3

B crarbe paccmMoTpeHO NpUMEHEHNE MO/IEITH OIICH-
KM KalUTaJIbHBIX aKTHBOB Ha YKPAWMHCKOM pPBIHKE IEH-
HBIX OyMar, a Tak ke OOIIne HETOCTAaTK! €€ UCIIOIb30Ba-
HUA U T€, YTO BO3HUKAIOT B OTEYECTBEHHBIX YCIOBHUSIX.
OrnpeneneH ypoBeHb 3(h(PEKTUBHOCTH MCIOJIB30BAHUS
MOJIEIM Ha YKPAWHCKOM (PMHAHCOBOM PBIHKE M TIPEIIO-
KEHBI allbTePHATHBHBIE MOJICIH OLCHKH (PMHAHCOBBIX
aKTUBOB.

Knrouesvle cnoéa. MOAEIb OIEHKH KaIMTaJbHBIX
aKTHBOB, IEPEKPECTHBINA aHAIIN3, TUKBUIHOCTH, B-KOA(]-
(urmeHT, FKCcIecc, aCUMMETPHSL.

ZukhbaD. S., Vysotskyi A. Ye., Popovich H. S.
The Capital Asset Pricing Model: Cross-Sectional
Analysis

Thisarticle dealswith application of the Capital Asset
Pricing Model and its drawbacks on the Ukrainian equity
market. In this paper efficiency of the CAPM in the
domestic conditionsis identified; aternative models are
proposed.

Key words: the Capital Asset Pricing Model, cross-
sectional analysis, liquidity, B-coefficient, excess,
asymmetry.
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UKRAINIAN MARKET FORTHE INVESTMENT CERTIFICATES

Investing to investment certificates could make the
life of the population who needs additional money easier.
Making investments sensibly, they could not only earn
money from taking part in Cll, but also make a fortune.
Of course, there could be some risks, but compared to
the advantages, it is possible to neglect them. Asaresult
of using investment certificates it is possible to increase
the population wealth.

The main purpose of thisresearch isto analyze the
current situation on the Ukrainian stock market and to
describe the perspective of the share investment funds
in Ukraine, possible ways of solving problems connected
with the existence of Cll and eliminating the barriers
appearing on the way of ClIl development.

Investment certificate isanominal security which
is produced by investment found or investment
company and accepts the right of the owner of such a
certificate to take part in the investment fund or the
investment company but it doesn’t give the right to
vote at the general meeting of a stock company. The
ownership of investment certificate accepts the right
of getting theincome (dividend). Investment certificate
in comparison to the stock guarantees definite income
minimum [1].

AMC establish investment funds, which deal with
the emission of such securities as investment certificates
into the circulation.

First of al the investor should pay attention to
reputation, experience and efficiency of AMC. On
investor’s requirement, AMC should give the full
information which confirms the existence of SSMSC
license, registration of Cll order and stock’s emission
prospect, and securities emission registration license of
SSMSC, Cll registration in the Unit State register [2].

According to the Law of Ukraine ,On State
Regulation of Securities Market in Ukraine” [3] the
government regulation of securities market is performed
by the Securities and Stock Market State Commission
(SSMSC). The purpose of SSMSC regulatory
activitiesisto develop and improve the effectiveness of
the stateregulation in the stock market, promote the unified
state policy realization on the issues and turn over of
securities, protection of investors and other stock market
participants.

The main directions of SSMSC'’s activities in the
field of regulation are:

1. working out of Draft Regulations in securities
market;

2. adoption of Regulations;

3. introduction of amendments to Regulations;

4. analysis of regulatory impact of Regulations;

5. tracking of adopted Regulationseffectiveness[4].

Compared to another issuers SSM SC provides Cl|
with thorough control and protects the investors’
interests [5].

While choosing ClI, it is worth, first of all, taking
into account such features of investment as profitability,
liquidity and risks.

Cll which invest money especialy to stocks are
considered to be the most risky, but they have high
profitability. It is necessary to remember that the moreis
the potential profitability, the more is the risk level. An
intermediate option is the fund of mixed investments,
which foresees the proportion of bonds and stocks in
theportfolio. Theliquidity definesthe profitability of quick
getting of invested money at the definite moment of time.
If it is significant for you to get this money in different
moment independently on the sum of money, you can
invest them to open-end fund asiit is obliged to buy your
securities for the formed price conditioned by Net Asset
Value. If it is enough to get such an opportunity time
after time, theinterval fund is an alternative. Closed-end
fund is not obliged to buy your securities till the end of
their activity term, but you can sell them without engaging
of the fund itself, because such securities in comparison
to open-end funds turn free at the secondary market,
like the interval fund’s securities [2].

Table 1 shows that the number of the investment
certificates bought, which value has been expressed in
UAH billion, has increased compared to 2006 on UAH
6.81 bIn. UAH and it isobviousthat the positive tendency
is constant. Per se, the main factor which influences
such apositive tendency should be the populationincome.
Thelogicissimple: themoreisincome, themoreavailable
assets people have for investing in the stock market, in
this case in investment certificates. However, after
checking the connection between the number of the
investment certificates, it appeared that the connection
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does not exist. The connection does not exist because
the investment certificates are not popular among the
Ukrainians. In other words, in general only legal persons
invest to Cll and it was proved by the regression-
correlation analysis. Therefore, the dependence of the
investment certificates popularity lies in other factors
(crisis, unawareness of the people, poor protection and
SO on).

The stock market of Ukraine is divided into five
sectors: banks, insurance companies, financial and
investment companies, Cll and non-state pension funds.
Figure 1 depicts the dynamics of the investments to
securities during 2009 — 2010. As we see, the banks
demonstrate | eading positions on the market and the pace
of increasing of the investments to the securities
compared to other institutes of the stock market. So, to
the end of the third quarter of 2010 the amount of banks
investmentsto securitieswas UAH 76.2bln when the Cl|
investments were less (approximately UAH 5bIn). What
was the reason for such difference and why are banks
miles more trustworthy? Moreover, after the crisis in
2008 there was a moratorium on population deposits
introduced: the investments have been frozen for 4 —
5 month. However, despite this fact, the banks have
managed to return the population’s trust.

Our further research is based on the following
assumption: low demand on investment certificates in
Ukraine in 2006 — 2010 depends on low income of the
Ukrainian people. In order to check the connection
between income and the amount of investment certificates
sold we used correlation-regression analysis, which
showed usthat our theory iswrong. Although the tightness
is medium the connection between them isinvalid.
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Table 1

Thenumber of the stock exchange contractswith thesecurities
in 2006 —2010, min. UAH [4]

Year 2006 2007 2008 2009 2010
Number of  stock
exchange  contracts| 339 430 200 7140 7140
with investment
certificates
100000
90000 i O Private pension
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70000 =
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40000 - L | |l Insurers
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20000 - I~| | @ Banks
10000 —
0 T T T T T T
2 o 9 @ o o ©S
o) o Q ] )
S 8§ 8 8 & 8§
S & & T & & T
73 & 8 83 3 <

Fig. 1. Dynamicsof theinvestment in securitiesof theinstitutional investors, min. UAH [7]
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Table 2
Theresultsof correlation-regression analysis
Number of stock
Year Income, X; G(V\?i?m%‘\e/ggtmrei?s X;? Yy
certificates, v,
2006 472061.00 330.00 222841587721.00 -103.97
2007 623289.00 430.00 388489177521.00 1408.31
2008 845641.00 200.00 715108700881.00 3631.83
2009 894286.00 7140.00 799747449796.00 4118.28
2010 1101015.00 7140.00 1212234030225.00 6185.57
Sum 3936292.00 15240.00 3338420946144.00

2
. k2_ 043 *§»2,26 (3)
Loz K 1-043 1

where F is Fisher’s test, k1 — the number of the
degree of freedom in the external variance, k2 — the
number of the degree of freedom of the average one out
of group dispersion.

F. =1013; F < Ftab;

Therefore, there are some other reasons why
investment certificates are unpopular in Ukraine. These
are some of them:

—low awareness of the population concerning
investment funds activity;

— economic crisis,

—weak protection of investment certificates owners.

Delving deeply into the first reason, the Ukrainians
know nothing about how to doubletheirincome, athough
there are a lot of ways to increase their profits. One of
themisbuying investment certificates. A sset management
companies do not pay much attention to promotion
whereas the banks do. Looking at the banks' advertising
campaigns, itisevident where peopleinvest their savings
more willingly. However collaboration with share
investment funds is risky but you also can get more
money, because there the rate is higher than in banks. As
for the second reason, the peak of the economic crisis
happened in 2008. It has been reflected on the investment
certificate sales. Unfortunately, except the prices decrease
of investment certificates, the crisis brought a lot of
problems to the investors. The main problems were:

temporary moratorium on redemption of investments
certificates; very slow revaluation of non-liquid assets.
Despite the absence of official statements, this problem
isan urgent one. Even today there are some not revaluated
assets since 2008 in some funds. The third reason can
be explained as the lack of government support to
investors. That is why there are not enough guarantees
to return their money with profit. Moreover, investors
can not be sure that they will get their money at all.
Investment funds are not protected by government, they
exist on the private base. There is some risk of Asset
Management Company bankruptcy.

Therefore, there are some possible ways for
improving the situation, such as:

1. Effective advertising campaign of investment
funds. ClI should be ready to spend the definite sum of
money for the promotion as the banks do. However, such
expenditures not always can be effective depending on
the sources of information (television, magazines, radio,
newspapers, the Internet and so on). In this situation the
main aim is to increase the number of people who know
about investment funds and to persuade them that such
kind of the investments values for money.

2. The government support. As it was said above,
Cll needs some kind of guarantee fund, which can help
to prevent investors from bankruptcy. The lack of such
a support brings up some hesitation and uncertainty if it
is worth investing or not.

3. The transformation of savings into investment
capital. People should be aware of al the benefits which
they can get from ownership of investment certificates.
To sum up all the above mentioned possible ways for
improvement Cll will be able to make potential investors
be interested in their offers.
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Conclusion

Judging from the information and analytics above,
we can conclude that athough the formation of Cll as
the rigorous participants at the stock market is slow, at
least it isdevel oping. Even taking into account the number
of the stock exchange contracts with the securities it
appeared that in 2006 — 2011 the situation with the
investment certificates sales was changing and during
the six years it has been improved practically 20 times,
so it is arather good start.

Of course, the ClI availahility, first of all, depends
on the situation at the stock market of Ukraine. It means
that the decrease of the amount of the investments to
Cll and to the investment certificates buying appeared in
2008 together with world finance depression. At that time
the consequences of the crisis for the stock market
became evident: prices' dramatic fall, flight of investors
and so on. Naturally, this could push away not only
international investors but also the Ukrainian onesastheir
money was under threat due to unstable situation at the
stock market. In addition, it is necessary not to forget
about low liquidity of the Ukrainian fund market, and
also about the quite little amount of securities which are
being sold on an exchange, limited amount of instruments
of fund market also prevents the development of ClI
potential in full strength. In fact, there is also another
problem with stock market development, and
consequently with ClI, it isabsence of the single deposit-
clearing system, which would become a calculated
depositary and authorized holder for al of the largest
trade grounds of the country. Although the crisis
consequences are evident, Ukraineis on the edge of post-
crisis recovery. The dynamics of the economic
development indexes in the first quarter of 2011 shows
the positive tendencies at the phase of the post-crisis
recovery.

The main rivals in the investment in the securities
are still banks. The main reason is in the fact that it is
easier for the Ukrainians to deposit their money to the
bank with the annual interest and to get minimal but
guaranteed profitability. And although banks suffered more
duringthecrisis, anyway they stay much more preferable.
While investing to ClI it is possible to choose how to
manage the money. To invest to the bank, of course is
the simplest but not the most profitable decision. However,
in Ukraine investment to ClI is not so popular and there
is no proper advertising campaign (compared to banks).
Nowadays there is the dependence of the Ukrainians on
their savings, so with the increase of the profitability the
savings of the potential investors are increasing, what
leads to the desire to use free money or to invest.
Unfortunately, only Ukrainians with the high income
afford to invest to the CIl. However, during the last years

the positive tendency of income increase has appeared
in Ukraine. Moreover, the accelerated economy
development, which provides active increase of the
population income, will stimulate the Ukrainiansto find
additional directions of the savings allocation. And ClI
will not be the last.

In order to accelerate the process of the investment
to CllI, it is necessary to provide the society with the
information about the activity of CIFs, about their
advantagesfor theinvestors remembering that somerisks
of this direction exist. Today the lack of the information
about CII does not give the opportunity to carry out the
market potential fully.

The absence of sufficient amount of the reliable
financial instruments on the internal market has become
another substantial problem, which prevents AMC from
investments of the investors attracted facilities. The
solutionisin development of the private sector of country,
in other words in creation of the higher amount of
enterprises as possible, whose stocks would circulate
on the Ukrainian stock market. Moreover, foreign
investmentsbringingin isalso necessary in aprivate sector
and not only.

There is an unwarrantable imbalance in the levels
of profit taxation from investments in different financial
institutions. Interests acquired to bank deposits are not
under taxation and at the same time the income, which
the population has got from CIF investments, are under
taxation. It would be useful to introduce the preferential
taxation of the investors’ income, who invests to CIF
for the long period of time, or to decrease the rate of
taxation of the income from the investments for the term
which is more than one year in order to increase the
investment activity of the individuals. The taxation rate
depends on the investor’s legal position. The minimal
taxation rateisfor individua s (residents and non-resident
legal persons, whoseratewill be 15 per cent of the profit).
So, now the rate is not so high, which can become an
extenuating circumstance for Cll when choosing the
institutional investor.

The real problem is the methodology of the NAV
assessment of the CIFs. The active statement of the
SSM SC, which regulatesthisissue, allowsthe companies
to assess their net assets of the CIFs freely. This can
lead to distorting the information about the funds assets.
Thisproblem can be solved with the hel p of the calculation
methodology improvement.

The dynamics of the Cll coming to the market does
not decrease actually. Therefore, today the problem is
not in the quantitative growth of Cll and AMC, but in the
quality of their services, increase of the professional level
of managers, on the one hand, growth of potential
investors trust, on the other hand, and readiness of
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economy. For harmonious development of investment
fundsin Ukraineit isnecessary to do alot but they already
have good prospects which they can bring to life with
the help of the government.
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Kocrenok 1. B., Co6oseBa K. 10., Yepnikosa K. B.
Ykpaincbkuii puHOK iHBecTULIiiHUX cepTHdiKaTiB

VY craTTi BU3HAYEHO HOTEHITiall PO3BUTKY iHBECTH-
HiitHuX ceptudikariB Ha GOHIOBOMY PUHKY YKpaiHi, Ipo-
BEIICHO aHaji3 MiCHOI CUTYyalii 3a JOIIOMOTOK KOpEJIs-
IiifHO-perpeciifHoro aHaji3y Ha OCHOBI JUHAMIKH, IIPO-
ctexxenoi 3 2006 mo 2010 pp.

Kouosi crosa: GOHAOBUIA PHHOK, IHBECTUIIIHHI cep-

TU(iKaTH, IHCTUTYTH CIIUTLHOTO IHBECTYBaHHS, KOMIIaHIs
3 yIIpaBIIiHHS aKTUBaMHU, JIEpP>KaBHA KOMICis 3 I[IHHUX Ta-
nepiB Ta (POHAOBOTO PHHKY.

Kocrenok U. B., Co6osiea E. 0., Uepnuxosa E. B.
YKpauHcKHH PbIHOK MHBECTHLIHOHHBIX cepTH(MH-
KaTOB

B craTbe onpezenseTcs HoTeHIUAal pa3BUTUSI HHBEC-
THIIMOHHBIX CEKPTHU(HUKATOB HA (POHIOBOM pPEIHKE
VKpauHsl, IPOBOAUTCS aHAIU3 HbIHEIIHEH cuTyaluu c
MOMOIIBIO KOPPEISIIMOHHO-PErPECCUOHHOIO aHAIN3a Ha
OCHOBE JMHaMUKH, npociexxenHon ¢ 2006 o 2010 rr.

Kntouesvie cnoea: HOHAOBBIN PHIHOK, HHBECTHIIH-
OHHBIE CepTU(UKATHI, THCTUTYThI COBMECTHOI'O HHBECTU-
pOoBaHus, KOMIIaHUS 10 YIIPaBJICHHUIO aKTUBaMHU, rocyaap-
CTBEHHAasI KOMHCCUSI 110 LIEHHbIM OymaraMm U (pOHI0BOMY
PBIHKY.

Kostenok I. V., Chernikova C. V., SobolevaC. Y.
Ukrainian Market for the Investment Certificates

An article defines the potential of the investment
certificates development on the securities market of
Ukraine, showsthe results of the current market situation
analysis with the help of the correlation-regression
analysis on the base of the dynamics of the 2006 — 2010.
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UKRAINIAN DERIVATIVESMARKET

I ntroduction

Derivatives market isdefined asthe financial market
for derivatives, financial instruments, like futures
contracts or options, which are derived from other forms
of assets. However, most , derivative instruments, often
used to mitigate interest-rate risks, can be used to hedge
any type of risk exposure in any market” [6]. Main
derivative instruments are options, swaps, futures and
forwards.

Accordingto Bodie, Marcusand Kane ,, futuresand
forward contracts are like options in that they specify
purchase or sale of some underlying security at some
future date. However futures and forwards carry the
obligation to go through with the agreed-upon
transactions’[2]. This quotation covers all derivatives
markets. But these authors do not separate futures from
forward contract, while Muhammad al-Bashir
Muhammad al-Amine maintains that , The futures
contracts have been able to overcome some of the
problems of the forward contract associated with risk,
especialy pricerisk and better planning of business’ [3].
So, as our article is devoted mainly to financial futures
Roses and Hudgingses definition fits its purpose the
best — ,a financial futures contract is an agreement
reached today between a buyer and a seller that cals to
delivery of a particular security in exchange for cash at
some future date” [4].

Bodie, Marcus and Kane identify hedging as a
technique that offset particular sources of risk [2]. This
definition perfectly illustratesthe main ideaof introducing
derivatives on the Ukrainian market, because in the
unstable conditions of the Ukrainian economy it is quite
reasonable to prevent risks.

Derivatives Market Formation and Main
Problems

Ukrainian derivative market is not the main player
of the Ukrainian market in general. The unit weight of
derivatives even does not reach 1% [10]. The history of
the Ukrainian market is not long, that is why Ukraine is
on itsway of devel oping the market. Thewhole Ukrainian
money-market began its activity after disintegration of
the Soviet Union in 1992. The initial purpose of such a
market was to make purchase and sale operations of
foreign currency. In 2006 there began the real futures

trade on the mean interbank rate USD/UAH, which was
calculated by the UICE on the ground of white sheets
granted by the Ukrainian banks. In 2010 the Ukrainian
exchange was working on launching of the derivative
market [11].

Nevertheless, on the way of using the derivatives
in Ukraine there are definite problems. Themain domestic
manufacturers refuse from using derivatives because of
lack of confidencefor the derivatives market devel opment
and the absence of legidative foundation. The present
situation is such that there is only a Law Draft ,, About
Derivatives’ in the country and it actually does not fit in
the real economic situation in Ukraine [7]. The other
problem of the Ukrainian derivatives market is the high
level of speculation. In most cases traders buy futures
with the expectation of index growth and sell when they
think that index will decrease [9]. The representatives of
the SSEC say that the majority prefer to buy options on
exclusive things such as options on delivery or places on
the ground for marking. Financial instruments narrow
represented on the Ukrainian derivatives market. Thisis
mainly because of the low level of the markets
development and their low activity. The most options
which areissued on OTC market or just delivered directly
to the client. This is somehow the way of omitting tax
evasion for those firmsthat i ssue such kind of derivatives.

Companies Comparison

Asitwassaid in the previous chapter, the Ukrainian
derivatives market cannot be called developed. Asfar as
derivatives give more liquidity, more opportunities for
hedging, and more instruments to capital market, they
are an essentia part of it in the modern economy. That is
why the Ukraine'slow underdevel oped derivatives market
is a problem. Causes of this problem are completely
interdependent: on the one hand, thereislow demand on
the derivatives in Ukraine, and on the other hand, there
exist a small number of such instruments, which means
low supply [9]. Since supply can create a demand, and
the number of theinstruments can beincreased manually,
it appearsto be asimpler method of solving the problem,
and that is why we focused this study on it.

At the European exchange for derivatives— Eurex,
derivatives on stocks of more than thousand companies
are traded daily. The Russian stock exchange RTS

104

Exonomivynuii Bicauk JJou6acy Ne 4 (30), 2012



I. A. Kirnos, |. S. Voshchyna, M. M. Breiman

provides 17 derivatives on shares of the largest Russian
companies[12]. At the same time, equity derivatives are
not traded on the Ukrainian capital market at all.

The question , Why is not there equity derivatives
on Ukrainian market?’ is unanswered. In this study we
supposed that the key to the question is Ukrainian
companies, and put forward a hypothesis: companies
which have derivatives on their stocks may have
something common in their finance, which is no for the
Ukrainian companies. The hypothesis was tested using
thisalgorithm:

Blue chips of Ukrainian market, whose stocks
are potential underlying assetsfor equity derivatives, were
selected.

European and Russian companies, which have
the same main activities, but have derivatives on their
stocks openly traded, were selected.

Commonly used financia ratios were computed
for selected companies on the base of public financial data

Results of computations for every company
were compared with the others, and data summarized
were analyzed to check the hypothesis.

For this study there were taken 5 companies from
thislist, each representing a different industry:

Motor Sich — aviation engines production.

Ukrtelecom — a large-scale telecommunication
company [13].

Centerenergo — a managing company which
owns power plants and different assets in power
engineering and one of the market leaders [14].

Azovstal Iron and Steel Works —ametallurgical
plant, one of the largest in Ukraine [15].

Ukrnafta — an oil and gas company, which has
processing plants, drilling divisions and many other assets
in this industry [16].

Additionally, large-scale European and Russian
corporations, which have derivatives on their stocks, and
operate in the same industries, were selected:

Daimler AG, agiant in machine building.

Telefonica, one of the leading European
telecommunication companies.

Fortum and RusHydro, counterparts of
Centerenergo.

Arcelor Mittal and Severstal, which are large-
scale metallurgical enterprises, and rivalsof Azovstal Iron
and Steel Works on the international market.

Norilsk Nickel —amining company, counterpart
of Ukrnafta

Of course, dl these Ukrainian, Russian and European
companies cannot be compared directly. However, as
our hypothesis suggests, finance is what they may have
in common. To check if these common features exist, a
system of financial ratios was used.

Hypothesis consists not only in existence of common
features among between companiesthat have derivatives
on their equities, but also in the assumption that the
Ukrainian companies lack these features, and that iswhy
derivatives on their stocks are not issued. That means
that ratio’s values for the Ukrainian companies must be
worse than for their Russian and European counterparts.
A worse value in terms of financial ratios means lower
profitability and liquidity aswell ashigher debt ratio value.
Results of calculations are given below.

Financial ratios which were computed are
reasonable for almost every public company, even if they
operate completely different businesses, so data in the
Table 1 is adequate. And on the basis of these data, no
dependence between the country of company’sfoundation
and its financial ratios was found. It may look like
Ukrainian companies have lower profitability in general,
however losses of two companies are rather connected
with specific problems, than with the generalities of
Ukrainian business environment: Ukrtelecom was
privatized in 2010 and isin a process of areorganization
[29], while Azovstal highly relies on the world metal
prices, and hardly suffered fromtheworld financial crisis
[31]. Asfor liquidity and debt ratios, no noticeable trends
are found as well.

Assets Variation

Traditionally financial futuresare morehighly traded
than agricultural, metals or energy futures. One of the
points why companies trade futures is that the variation
of their assets is large [2]. So if a company has great
volatility in its assets, its rates vary and stocks payment
might be different, that is why there is a need in the
futures on the stocks of companies. In this part we
analyzed whether this premise is correct in Europe and
in Ukraine. Firstly we will cover the sampling of the
European blue chips, and secondly investigate Ukrainian
companies.

Arcelor Mittal has been changing its assets sinceits
first acquisitionin 1989, leasing the Iron & Steel Company
of Trinidad and Tobago. Since then Arcelor Mittal
continued increasing the number of its assets and
announced 35 transactionsin Argentina, Austria, Canada,
China, Estonia, France, Germany, Italy, Mexico, Poland,
Russia, Slovakia, South Africa, Turkey, the United
Kingdom, Uruguay, the United States and Venezuela, a
number of which were completed in 2007 [21].

Fortum, alarge energy producer in Europe, started
theformation of itsassetsin 2002 by selling its Norwegian
EP business to Eni and two new tankers from China. In
2010 Fortum acquired a 40% stake in Europe’s wind
farm projects in Blaiken, Sweden [19].

A few yearsafter the USSR collapse, in 1993 Norilsk
Nickel became a corporation. In 2003, the company took
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Table 1.
Financial ratiosof the companies
. Quick

|g;rroof?tS g pe;fgfri]t Q'ritm Sr?t l:agets Asst | Current | liquidit | Debt

margin | margin | margin | (ROA) turnover | liquidity %/ eﬁ(gud ratio
UkrNafta |0241 |0187 |0132 | 0144 | 1073 1058 | 0578 |0.554
Azovstal
gt‘;’; and | 00025 | -0.027 | -0.007 | -0005 | o0.697 1392 |1219 |0555
Works
M otor
Sion 0467 |0307 |0250 | 0203 |0.964 2044 |0877 |0.381
Center- |23 [0018 |o0002 | 0002 |1.308 0761 |0.187 |0.569
energo
Ukrtelecom| 0.173 | 0042 | -0.038 | -0.025 | 0.608 1273 | 0830 |0357
Qri‘t::fr 0089 |0052 0039 | 0023 |0603 1389 |0388 |0.495
22”"‘* 0233 |0074 |0048 | 0034 |0739 1073 | 0707 |0721
Fortum |0548 |0271 |0215 | 0062 |0.301 0747 | 0507 |0.602
Telefonica | N/A 0271 |0166 | 0078 |o0511 0629 |0584 |0.756
m%‘(';k 0618 |0513 |0242 | 0129 |o0547 4811 |2662 |0.248
RusHydro | N/A 0041 |0027 | 0017 |0722 2169 | 0773 |0.204
Severstd 0329 | 0175 | -0.038 | -0.027 | 0.697 1506 |0471 |o0.621

over Stillwater Mining Company. Stillwater operates a
platinum group metals (PGM) facility in Stillwater,
Montanain the USA. In November 2010, Norilsk Nickel
sold Stillwater. During 2007, Norilsk acquired a number
of mining and metallurgical assets abroad: in Australia,
Botswana, Finland, Russia, South Africa, and the United
States. The crucial deal as completed on June 28, 2007,
when Norilsk Nickel acquired about 90 per cent of
Canada’s LionOre Mining International Ltd [23].

Telefonicaisone of the giants of telecommunication
industry. It was fully privatized by the government in
1997, nevertheless the company steadily began to cope
with new markets and build its subsidiaries. Nowadays
Telefonica acts as a parent company for ten major
subsidiary companies, including Telefynica de Espaca,
Telefynica Latinoamericana, Telefynica MyvilesS. A.,
TerraLycos S. A., TelefynicaDataCorp S.A., Atento, and
Admira’ [18].

Daimler Company began from Carl Benz and
Gottlieb Daimler, who are cited by most authorities as
the most important contributors to developing of the
internal combustion engine. In 1926 Daimler and Benz
mergeto form Daimler-Benz AG, which begins producing

cars under the name Mercedes-Benz. In 1928 Chrysler
acquires Dodge Corporation. However in 1944 World
War 1l destroys most of Daimler-Benz's plantsin Allied
bombing raids. In 1987 Chrysler acquires American
Motors Corporation. In 1993 Daimler-Benz becomesthe
first German firm listed on the New York Stock
Exchange. In 1995 Jergen Schrempp takes over as
Daimler-Benz'schairman and CEO; company posts|osses
of nearly $4 billion. Finally, in 1998 Daimler-Benz and
Chrysler merge to form DaimlerChrysler AG [17].
Asit can be seen on the example of the European
countries the statement, that companies trade futures
because the variation of their assets is high, is proved,
and might be considered to be true. To say whether itis
preferablein Ukrainewewill [ook on the assetsvariation
in the companies from our sample. Motor Sich in 1995
was transformed into public corporation, before it had
become the corporation the assets of it increased [32].
While since 1907 there was only Zaporozkiy motor-
building plant in 1988 Zaporozskiy machine-building plant
was established. Meanwhile in 1970 there was build
Snezhanskiy machine-building plant and in 1971 —
Volochinskiy machine-building plant. So the assets
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variation was observed only in times of the Soviet Union.
Ukrtelecom was organized as united telecommuni cations
in Ukraine in 1993. At the time of its formation the
company consisted of 5 organizations. Kiev telegraph,
»Ukrtech”, ,Zakarpattelekom”, ,Dneprsvjaz”,
» UKrsvjazoproekt”; in 1995 22 regionstelecommunication
enterprises aligned and finally in 1996 , Dneprtelecom”
was linked to Ukrtelecom [33]. Ukrnafta appeared on
the market as public corporation in 1994 and from 2000
Ukrnaftabegan to buy petrol network, there are 563 petrol
stations all around Ukraine [34]. Centrenergo was united
to one company in 1994 according to the statute of
Cabinet of Ministers of Ukraine and then was reorgani zed
into public corporation. So Centrenergo did not have
assets variation [35]. Metallurgical enterprise Azovstal
was founded in 1930 and in 1996 it became public. In
2005 it merged with Mariupol by-product coke plant
»Markohim” [36].

From the all above we can conclude that in
most blue-chip Ukrainian companies there is assets
diversification, but it is in times less than European
countries assets variation. Of course, this difference is
under conditions of some factors, main of which are:
unstable post-soviet economy and incommensurability
of European and Ukrainian companies' sizesof. However
the thesis was basically proved for Ukrainian companies
as well, so looking through the prism of this thesis
Ukrainian blue chipscompanies can trade futureson their
stocks.

Correlation of Futures on Index

It is proved that effectively functional markets are
perfectly, contemporaneously correlated the returns on

stock index and stock index futures. This article studies
the correlation of stock index and futures index on the
unstable Ukrainian market. This is made to figure out
whether existing Ukrainian futures can be used for
hedging domestic economic risks but not only for
scalping. Fig. 1 shows the volatility of stock index on
the Ukrainian market.

We have used linear correlation coefficient to
calculate the variation of futures on the Ukrainian stock
market. Futures on stock index have their time of
circulation, on the Ukrainian market its medium time of
circulation is almost 4 months. Our sample contains
futures on stock index and stock indexes, respectively,
from 5.11.2010 to 4.11.2011, that is why there are some
correlation coefficients. 6 futures were investigated on
the stock index in different time periods. Correlation
between futures and indexes in the respective time is
mostly the same with asmall variation from 0.96 to 0.99.
Table 4 represents a sample of stock index futures and
stock indexes from 05.11.10 to 14.12.10, where x is the
closing price on stock index futures and y is the closing
price on stock indexes.

The sampleis represented according to the number
of futures on stock index (ux-12.10). Within thefollowing
formulait is possible to calculate the correlation.

_CovX¥ _ X(x;—H)(y;— )
o0y JI(x; - D)L, - )
Where c is a correlation coefficient, x; is the

corresponding closing price on stock index futures, V;
is corresponding closing price of stock index, & and ¥

P

3 500,00

3 000,00

2 500,00 /
2000,00

i,

1500,00

Vo

= closing price of

1 000,00

500,00

stock index

0,00

05.11.2010

05.12.2010 |
05.01.2011
05.02.2011 -
05.03.2011
05.04.2011 -
05.05.2011

05.06.2011 |

05.07.2011 +
05.08.2011 -
05.09.2011
05.10.2011 |

Fig. 1. Variation of stock index [8]
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are mean values of figuresin x and y, respectively, which
could be calculated within the following formula[1].

Ex}'
T

Where n is the quantity of dates, in our case
= 210023 and ¥ = 2103,77.
Cdculationsresultin:
265181,35 265181,35

/257631,96 = 275697,33 266511,2612

r =

0,99

Such value means that stock index and futures on
it are highly interconnected with each other and when
stock indexes increase, the futures on stock index also

increases. That is why we can conclude that UX index
can be used for hedging.

Conclusions

This article is focused on various aspects of the
Ukrainian derivatives market. Theword ,, market” stands
for the dynamically changing environment, and that is
why the first question to start with was the current
situation on the market. In the developed countries,
derivatives play an important role on the capital market,
are widely used and traded in large volumes. In Ukraine,
on the contrary, derivatives market is objectively
underdevel oped. Only two instruments are openly traded
on the stock exchange, and volumes of their trade are
relatively low and highly volatile. The article containsthe

Table 2.

Thesampleof stock index futuresand stock indexesfrom 05.11.10t0 14.12.10

Trading date

X y

05.11.2010

2064,99 | 2036,11

08.11.2010

1989,68 |1972,89

09.11.2010

1988,00 | 1986,49

10.11.2010

1983,00 | 1987,12

11.11.2010

1979,86 | 1985,05

12.11.2010

1974,00 | 1985,96

15.11.2010

2014,10 | 2026,33

16.11.2010

1994,30 | 1991,64

17.11.2010

2008,00 | 2016,46

18.11.2010

2079,00 | 2074,42

19.11.2010

2065,61 | 205847

22.11.2010

2074,91 | 2080,93

23.11.2010

2047,49 | 2041,94

24.11.2010

2059,99 | 2063,44

25.11.2010

2085,00 | 2103,39

26.11.2010

2085,40 | 2098,15

29.11.2010

2093,49 | 2096,68

30.11.2010

2098,99 | 2104,92

01.12.2010

214191 | 2155,84

02.12.2010

2180,86 | 21754

03.12.2010

2173,00 | 2180,44

06.12.2010

2176,99 |2180,31

07.12.2010

2196,50 | 2194,62

08.12.2010

2194,01 | 2202,59

09.12.2010

2220,88 | 2235,96

10.12.2010

223547 | 2246,77

13.12.2010

2 265,00 | 2283,78

14.12.2010

2336,00 | 23395

108

Exonomivynuii Bicauk JJou6acy Ne 4 (30), 2012



I. A. Kirnos, |. S. Voshchyna, M. M. Breiman

history of derivativesin Ukraine and main challenges of
Ukrainian derivatives market. One of the most serious
challenges is the poor legislative base in terms of the
capital market. There is no particular law which would
regulate derivativesmarket in Ukraine. The other problems
are interdependent: it is low demand on derivatives in
Ukraine, and low supply (in shape of low number of
instruments). On the other hand, there exist such
important circumstances for introducing new derivative
instruments as a variety of potentially underlying joint-
stock companies and an infrastructure, needed for the
open trade of securities on the market.

Thisarticle studied Ukrainian enterprises, blue chips
of the domestic stock market, which are regarded as
potential underlying assets for the equity derivatives.
Because derivatives on shares of Russian and European
large-scale companies are wide-spread, the following
hypothesis was put forward: companies which have
derivatives on their stocks may have something in
common intheir finance, which Ukrainian companies do
not have. Because different enterprises from different
sectors of economy cannot be compared directly, the
hypothesis was tested using a range of financia ratios
that characterize profitability, liquidity and debt. Same
ratios were computed basing on financia statements of
selected Ukrainian and foreign companies. If the
hypothesis is correct, the data received should show a
trend of Ukrainian companies having worse values of
ratios than their foreign rivals. However, no trend was
found, which meansthe hypothesisisdisproved and leads
to the conclusion, that shares of Ukrainian companies
can become underlying assets for the derivatives in the
future.

To develop the comparison, variation of selected
companies assets was analyzed. The study was based
ontheidea, that if acompany has great volatility in their
assets, its rates vary and stocks payment might be
different, that iswhy there isaneed in the futures on the
companies stocks. The conclusion wasthat in most blue-
chip Ukrainian companies there is an assets variation,
but itisintimes|essthan assetsvariation in the European
companies. Of course, thisdifferenceisunder conditions
of some factors, main of which are: unstable post-soviet
economy and disproportion of scale of European and
Ukrainian companies.

The Ukrainian derivatives market was analyzed not
only from its perspectives point of view. The futures on
the index of the Ukrainian Exchange (UX), which
presently isthe main derivative on the Ukrainian market,
is used among traders for short-term speculations
(scalping). However, it can be also used for hedging
domestic economic risks, and for that reason the
correlation between the values futures on UX index and

the index itself was checked. It was expected that
correlation will be almost equal to 1, and these
expectations were met, with a computation result being
equal to 0.99. With such a strong correlation, the futures
on the UX index can be definitely used for hedging, while
changes in the index value simultaneously result in the
same changes of the futures' price.
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Kipnoc I. A., Bomuna €. C., Bpeiiman M. M.
YkpaiHcbkHil pMHOK iepUBaTHBIB

B cTarTti po3mIIHYTO CTaH pUHKA JEPUBATUBIB B
VYkpaiHi, MOXKJIHUBICTH HOTO PO3BUTKY B JOBTOCTPOKOBIH
nepcnexTusi. [IpoBeeHo MOPiBHAHHS IPOBITHUX €BPO-
MeWChKIX KOMITaHIH Ta yKpaiHCHKUX KOMITaHiH, 110 CKJIa-
JIAI0Th 1HJIEKC YKpaiHChKOI OipiKi, 3 MOTJISAY OCHOBHUX
€KOHOMIYHHX ITOKA3HUKIB Ta iCTOPHYHOTO YHHHHKA POp-
MyBaHHS KommaHii. Takox Oyll0 MPOBEIEHO KOPEIIAIIit0
MiX Oip>KOBHM 1HJIEKCOM Ta (' FOUEpCOM Ha iHJIEKC.

Kniouosi cnosa: nepuBaTtuB, pHHOK JIEPUBATUBIB,
BUThHA TOPTiBIIS, (' FOUEpC, Kammital, koedimieHT Bapiartii,
XEJDKYBaHHS.

Kupnoc U. A., Bomuna E. C., bpeiiman M. M.
YKpanHCKuil pbIHOK 1epPUBATHBOB

B cTaThe paccMOTpEeHO COCTOSHHE pPBIHKA
JIEPUBATUBOB B YKpawmHe, BO3MOXXHOCTh €0 Pa3BUTHS
B JIOJITOCPOYHON mepcrekTuBe. [IpoBeneHo cpaBHEHHE
BEJYIIUX €BPONEHCKUX KOMINAHUW MU YKPAUHCKHX
KOMIIaHW#, KOTOPBIE COCTaBISIIOT MHJICKC YKPaWHCKOM
OMpKU, KaK CO CTOPOHBI OCHOBHBIX YKOHOMHYECKHX TI0-
Kazareliel, Tak U O CTOPOHBI (PaKTOpa UCTOPUIECKOTO
ux ¢popmupoBanus. Tak xe OblIa IpOBeJeHa KOppes-
WS MEXAY UHAEKCOM OUpKH 1 (PhIOYepCOM Ha UHJCKC.

Knrouesvie cnosa: nepvBatuB, ppIHOK IEPUBATHBOB,
CBOOO/IHAS TOPTOBIISL, QBIOYEPC, KAUTAI, KOOPPHUITUSHT
Bapualiu, XePKUpOBaHuUe.

Kirnosl. A., Voshchynal. S., Breiman M. M.
Ukrainian Derivatives market

This article deals with the topic of the Ukrainian
derivatives market conditions and possibilities of its
development in the long-run position. There were made
comparison of European Blue chips companies and
Ukrainian companies, which build up the index of
Ukrainian stock exchange, from the point of view of main
economic indicators on the one hand and from position
of their historical development on the other hand.
Moreover there were made correlation between stock
exchange market and futures on index.

Key words: derivative, derivatives market, freetrade,
futures, capital, coefficient of variation, hedging.
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LEGAL OPPORTUNITIES
FOR PERFORMING INSURANCE ACTIVITY IN BULGARIA
BY ENTITIESWITH HEADQUARTERS IN A THIRD COUNTRY

I. Introduction

It is a fact that the existing and functioning of a
stable banking and insurance system is the base for the
development of a democratic and legal state. These
qualities of the Republic of Bulgaria are defended in
accordance with the Constitution of the country and they
can be objectively accessed by contemporary Bulgarian
society. During the last 20 years, however, when the
transition to market economy took place, these two sectors
of economy of the country were quite instable. This is
most often explained by the dynamics of the social
economic relationships which impose the development
and application of different normative solutions. The
legidation base of the insurance sector undergoes a lot
of changes and amendments of different legal acts. The
beginning of this century in the Republic of Bulgariais
characterized by gradually establishing stability in the
social economic relations and together with this are
fulfilled the so-called Copenhagen criteriafor membership
in the European Union. The membership in the union
itself is the circumstance that imposes the introduction
of acompletely new legal regime in some aspects of the
insurance activity in Bulgaria. The accepted new normative
act — The Insurance code! regulates the performing of
activity in the Republic of Bulgaria by insurers with
headquarters in third countries.? The report will present
thedifferentiation in thelegal opportunitiesfor performing
of activity by entitieswith headquartersin amember state
and by entities with headquarters in a third country to
which the Arabic Republic of Egypt belongs.

I1. Legal opportunitiesfor perfor ming of activity
by an insurer with headquartersin a third country

1. General conditions

In accordance with the Bulgarian legislation the

entities— insurers with headquarters in a third country
have the right to perform activity if they observe special
conditions. Such are foreseen for subjects registered in
any country that is not amember of the European Union
or the European Economic Area. Different regulations,
specific and characteristic for the common internal
market,® are valid for the representatives of these two
unions.

Thepeculiarities of theinsurance activity asawhole
impose supervision on the part of the country and the
application of imperative measures. That is why, first,
the entity that wants to perform insurance activity in
Bulgariashould havethisright asper itsnational legidation.
In order to have rights as per the Bulgarian legislation
thisentity is obliged to register its branch on the territory
of Bulgaria. The registration of the branch is performed
in accordance with the general regulations of the Bulgarian
commercial legidation and isnot the subject of the present
report.

The second main element of the actual contents of
performing activity by an insurer with headquartersin a
third country includes the issuing of a licence by the
Financial Supervision Commission that is the competent
state authority supervising the insurance activity on the
territory of Bulgaria. The starting of the branch of the
foreign insurer cannot be done alone. It is based on the
preliminary submission to the registration authority (The
Registry Agency) of the already issued licence which on
its part allows the official to enter the respective branch
with subject of activity insurance and/or reinsurance. The
Registry Agency issues a certificate for the registration
of the branch of the insurer from a third country and
a copy of it should be submitted to the supervising
authority — the Financial Supervision Commission.

! The insurance code in its prevailing part is effective as from the date of entry into force of the Treaty of Accession of the Republic

of Bulgariato the European Union.

2 As per the Insurance code a,, member country” isacountry that isamember of the European Union or that belongsto the European
economic area. ,,Third country” is any other country not belonging to these two agreements.

3 See Chapters il and IV of the Insurance Code.
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2. Granting of alicence

2.1. General regulations

Therole of the Financial Supervision Commission
is quite significant because all insurers from third
countries have rights and obligations of insurers with
headquarters in the Republic of Bulgaria and their
insurance activity in the country is supervised by the
state. The registration procedure and starting of activity
by an insurer with headquarters in a third country is
connected with the evaluation of the facts and
circumstances that are stated before the Financial
Supervision Commission when the licenceisissued. The
licence itself isissued and can encompass only the types
of insurance that the insurer received permit for
performing in the country where the headquarters are.
Tothisaimthe Financial Supervision Commission checks
and compares the submitted certified copy of the licence
for performing insurance activity issued by the respective
competent authority as per the headquarters of theinsurer.

The insurer with headquarters in a third country
submits an application for the issuing of a licence for
performing insurance activity by the branch. It is
obligatory to attach to the application the act by which
the Managing body of the insurer has taken a decision
for the opening of a branch on the territory of Bulgaria.
In order to decide whether the Bulgarian legislation
requirements are met the Financial Supervision
Commission should receive official documents certifying
the registration of the insurer as well as updated data for
itsindividualizing featuresincluding the headquarters and
the management address, subject of activity, the amount
of the subscribed capital, the management system and
the persons that manage it and/or represent it.

Having in mind the specifics of theinsurance activity
and with the aim to guarantee the opportunity for correct
fulfilment of the obligations as per the concluded
insurance contracts the insurer with headquarters in a
third country is obliged to meet anumber of requirements
connected withitsfinancia standing. A deposit amounting
to one fourth of the minimum guarantee capital* should
be deposited in a bank that performs banking activity in
the Republic of Bulgaria. The deposit is part of the
guarantee capital the branch of the insurer should have.
The guarantee capital itself cannot be less than the

minimum amounts specified as per types of insurance
included in the licence of the insurer. The branch of the
insurer from a third country is obliged to invest within
the boundaries of the Republic of Bulgaria its assets
calculated to the amount of the minimum guarantee
capital.

The procedure of the application for issuing of a
licencerequirestheinsurer from athird country to present
a programme for the activity for the next three years
which should be updated on an annual base. The contents
of the programme for the activity of the insurer is
imperatively stipulated and includesinformation about the
management and organization structure, forecast for the
expenses for the organizing and starting of the activity,
the resources, amount and distribution of the own funds.
The lack of even one of the required elements can be the
reason for refusal to issue a licence.

2.2. Special requirements

The application for issuing of alicence should take
place after some special internal acts have been devel oped
by theinsurer. Such aretheregulationsfor the organization
and management of the information system and for the
organization and activity of the servicefor internal control.
The information system should be kept up-to-date as its
most significant elementsinclude the statute of theinsurer
and the other internal acts, the accounting and actuarial
information and others.

The branch of an insurer from athird country should
create a specialized service for internal control and its
manager should be appointed by the organ that is competent
to appoint the manager of the branch. The service has
important authority as the most important is to check and
evaluate the observation of the law and the internal acts,
the preparation of the accounting documents and reports
and others. The importance of the interna control can be
judged from the fact that there is a special legal act.®

Specia information that should be submitted with
the application to the Financial Supervision Commission
is the information for the persons that have advantage
when taking decisions in the General meeting of the
insurer. Such are the persons that have directly or by
connected entities 10 or morethan 10 votesin the General
meeting or the capital of theinsurer or other participation
which gives them the opportunity to control it.

4The amount of the minimum guarantee capital variesin accordance with thetypesof insuranceincluded in theinsurer’slicence—4.4
million BGN, resp. 6.4 million BGN. In accordance with § 4.from Insurance code’s additional provisions the minimum amounts under
Article 82, Paragraph 1 shall be updated every year and their amount in EUR shall be increased with the percentage increase of the
European index of consumer prices published by Eurostat provided that this percentage exceeds by 5 per cent thelast re-calculation. The

result shall be rounded up to any complete EUR 100,000.

5 See Ordinance No 32/13.09.2006 about the requirements to the organization and activity of the service for interna control of the
insurer and the peopleincluded in theinsured group. (published SG issue 86/2006).
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Together with the shown requirements that should
be met when applying for the issuing of a licence the
insurer from athird country has the obligation to present
its annual financia reports for the last three years.

The Financial Supervision Commission is obliged
to pronounceits decision within 4 months after receiving
of the application. With its decision the Financial
Supervision Commission has the right to issue a licence
for performing of insurance activity or to refuse the
issuing of alicence.

2.3. Refusal for the issuing of a licence

Therefusal of the Financial Supervision Commission
to issue a licence for performing insurance activity by
the branch of the insurer with headquarters in a third
country can be based on not meeting the requirements
stated in the Insurance code and the actsfor its application.
Alsothe Financial Supervision Commission can motivate
its refusal to issue a licence on the grounds that the
performed towards the insurer insurance supervision by
the respective competent national organ threatens the
interest of the consumers of insurance servicesor impedes
the performing of the state insurance supervision as per
the Bulgarian legidation. A negative answer can be given
also in case that the Financial Supervision Commission
establishes that in the respective third country as per the
headquarters of the insurer is not applied the reciprocal
principle® when giving access to Bulgarian insurers to
the respective local national insurance market.

In case there is a negative decision the Financial
Supervision Commission motivates in writing its refusal
for issuing alicence and a new application for issuing a
licence can be submitted not earlier than 6 months after
the decision for refusal was enforced.

2.4. Withdrawal of a licence

The withdrawal of a licence of an insurer from a
third country is part of the material competency of the
Financial Supervision Commission. The Legislator has
divided the prerequisitesfor withdrawal of alicence’ into
two groups — general and special as the general ones are
valid for insurers with headquarters on the territory of
Bulgaria and the specia ones are valid only for insurers
registered in a third country.

Acting in the conditions of entangled competency
theFinancid Supervisionisobliged to withdraw thelicence
of an insurer when it establishes that the entity has not
started activity within 12 months after the issuing of the

licence. The violation of the prohibition for performing
other commercial activity besides the activity for which
a licence was received is also an absolute prerequisite
for withdrawing of the licence. The same consequence
isrealized in casethat the total amount of theliabilities of
the entity exceed the total value of its assets.

The general prerequisites for withdrawing of a
licence of an insurer are complemented al so by the cases
in which the Financial Supervision Commission has the
right to decide whether to perform its authority to
withdraw the licence or not. When the insurer stops
performing activity for more than six monthsthe Financial
Supervision Commission has the discretion rights to
withdraw the licence of the insurer. If the latter illegally
refuses to pay or delays payment of an executable
payment and liquid cash obligation the Financial
Supervision Commission may decide to withdraw the
licence. The withdrawal of the licence can be for one or
more types of insurance if the grounds for withdrawal
of the licence refer to part of the activity of the insurer.

The special prerequisites for withdrawal of the
licence of an insurer from a third country include
obligatory withdrawal of the licence when the permit for
performing of insurance activity has been withdrawn by
the competent organ in the country as per the
headquarters.

The withdrawal of the licence, however, does not
free the insurer from the obligations as per the already
concluded contracts. After the decision for withdrawal
of the licence becomes effective the insurer does not
have the right to conclude new insurance contracts and
to offer new conditions in them as well as to change
them. When the licenceiswithdrawn away in connection
with the grounds for this the Financial Supervision
Commission is obliged to inform the respective court for
the opening of a procedure for liquidation or for
insolvency procedure.

2.5. Special cases

Advantages to foreign insurers

The insurers from a third country have the lega
opportunity to use special advantages connected with
aleviated reguirements to their financial standing in the
member states of the European Union and the European
EconomicArea. Tothisaimtheinsurer fromathird country
submits an application to the Financial Supervision
Commission and to the competent organs of theremaining

8 Theinsurer fromathird country isobliged to submit acertificateissued by the organ performing insurance supervision in the country
as per the headquarters that a Bulgarian insurer can open and start its activity in this country as per the general order established for then

foreigninsurers.

7 Only some of the prerequisitesfor withdrawal of an insurancelicence have been considered in thisreport — art. 36 from the Insurance code.

113

Exonomiunuii Bicauk JJoubacy Ne 4 (30), 2012




G. Stefanov, H. M. Dochev

member countries with a request to perform activity (or
has already received a licence for performing such an
activity). In the request the insurer states motives for
choosing of a competent organ of one of the member
countries which will supervise its solvency in connection
with the activity of al its branches established within the
European Union and the European Economic Area. All
competent organsto which the request has been submitted
should give their consent including the Financial
Supervision Commission which gives its consent after
evaluating the financia standing of the insurer including
its solvency. The procedure for the choice ends when on
itspart the specified in the request of theinsurer competent
organ informs the other competent organs that he will
supervise the solvency of the insurer regarding the activity
of all its branches established within the framework of the
European Union and the European Economic Area. Asa
result of this the insurer from a third country receives a
kind of privilege because the insurer is not obliged to
deposit the specified deposit amounting to one fourth of
the amount of the minimum guarantee capita (see2.1) in
every member country where he performs activity but
only in one of them. The same applies for the assets that
represent means to the amount of the guarantee capital.
They may be in one of the member states in which the
insurer performsactivity. Thethird advantageis connected
with the so-called limit of solvency®of the insurer from a
third country. It can be calculated towards the overall
volume of activity performed in the member states and
not separately in each of them. These opportunities aim
on one side to alleviate the requirements for the financial
standing of the insurersfrom third countries when starting
or extending their activity in other member countries and
on theother hand —to unify the principlesand the execution
of the state insurance supervision by the competent
national authorities.

When there is an application for issuing of an
insurance licence that comprises insurance concerning
every responsibility for damages due to the usage of land
vehicles the insurers from third countries should submit
to the Financial Supervision Commission and the
Guarantee fund® a list with the names and addresses of
the representatives for settling of claims as per this
insurance in every of the member states.

Collateral installments

All insurersincluding the branches of insurersfrom
athird country are obliged until 31% May every year to
perform payment as per the account of the fund to
secure the insurance receivables. In this way are
guaranteed the receivables of the insurance services
consumer in case of insolvency of an insurer with
headquarters in Bulgaria or of an insurer from a third
country that has registered a branch. The insurers from
a third country make installments in the securing fund
only for the activity performed through the branch
registered in Bulgaria.

Requirements to the activity of the branch of an
insurer fromathird country

The branch of the insurer from a third country
has relative autonomy. It is obliged to keep its trade
registersin Bulgarian in accordance with the legislation
in the Republic of Bulgariaand to store as per itsaddress
the complete available documentation connected with
its activity in the country. Unlike the branches of
Bulgarian entities, the branches of insurers with
headquartersin athird country should prepare a separate
balance sheet.

The competent organ of the insurer as per the
legidlation of the third country should choose a manager
of the branchin the Republic of Bulgaria. Havingin mind
the status of the branch and the peculiarities of the
insurance activity the law has introduced a number of
reguirements namely to the manager of the branch of an
insurer from athird country. The Manager of the branch —
citizen of athird country should have a permit for long
term residence in the Republic of Bulgaria. His
representative power should be to the limit that allows
him to take the insurer’s obligations towardsthird parties
and to represent him to state authorities and courtsin the
Republic of Bulgaria. In this way by means of the
authorized representative of the branch the insurer from
athird country takes part in the administrative and court
cases in front of Bulgarian administrative and court
organs. The documents handed over as per the established
order at the management address of the branch are
considered handed over to the insurer. The stating of
this inarguable presumption aims to bind the insurer to
the activities performed by and towards the authorized

8|n accordancewith art. 81 of the Insurance code the solvency limit represents the minimum amount which should be equal to the own
funds of the insurer (that means his assets decreased by the foreseen liabilities), decreased by the intangible assets, necessary for the
performance of the contractual obligations of the entity in thelong term, in correspondence with the total volume of his activity. For the
accurate calculation of theseindices see Ordinance No 21/16.03.2005 for the own funds and the solvency limit of theinsurers, re-insurers

and health insuring companies (published in S.G. No 29/2005).

9 The guaranteefund isan independent legal entity that receivesinstallmentsfrom all insurers offering the obligatory insurance“ Third
party liability” for vehicles as the minimum amount of the fundsin the fund is 3 million BGN.
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representative because as per the Bulgarian commercial
law the branch has no procedural legitimating and the
party in all casesistheinsurer.

Applicability towards the insurance intermediaries

Theinsuranceintermediaries (insurance brokersand
insurance agents) registered in a member state of the
European Union and the European Economic Area can
perform activity on the territory of the Republic of
Bulgariaunder the conditions of the right of establishment
and freedom of rendering services. They can start activity
one month after informing the Financial Supervision
Commission by the respective competent organ of the
country by origin about the intention of the insurance
intermediary to perform activity in Bulgaria. Unlike the
insurance intermediaries from member countries, the
Bulgarian legislation does not settle the option for
insurance intermediaries registered in third countries to
perform insurance activity.

Credanos P., [loueB X. M. 3akoHHi MOKJIN-
BOCTI /151 cTpaxoBoi AisibHOCTi B Boarapii 00’ ekra-
MU 3i IITa0-KBAPTUPOIO B TPeTiii KpaiHi

[Micns Betymy no €Bpocorosdy PecnyOmnika bonra-
pisi cTasia YaCTHHOIO €JMHOTO BHYTPIIIIHBOTO EBPOPHHKY.
Konu xoHTpakT HabyBa€e YUHHOCTI, TOA1 IEPBUHHE 1 BTO-
pUHHE 3aKOHO/IaBCTBO 00’ €JHAHHS, CTa€ OOOB’ SI3KOBUM
1t Beix bonraperkux nepskaBHUX Bias, (pisHIHMX i I0pH-
quaHux oci6. Hopmanbhe icHyBaHHS 450-MidbOHHOTO
cimMeiicTBa €BpOIEHIIiB BUMarae BBEJICHHA 1 JOTPUMAHHS
HU3KW BUMOT, 5IKi He OyJIH 3acTOCOBaHi OTH. PecmyOiika
Bonrapist 30008’ s13aHa TapMOHI3yBaTH BHYTPIIIHE 3aK0-
HOZIaBCTBO 13 3aKOHOJABCTBOM €BPOCOI03Y, MOJAI0UH
HU3KY TUPEKTHB Y HAIIOHATLHIX HOPMATHBHHX aKTax abo
CTBOPIOIOYM TIOBHICTIO HOBi. Tak HOBI MOMEHTHU B PO3-
BUTKY NIPaBOBO1 OCHOBH BiIOMBAIOTHCS B YCiX acleKTax
coliaibHUX B3aeMUH. Lle MOBiTOMIIEHHS B3a€EMOIIOB' sI3a-
He 3 IIepelyMOBaMH JJ1s1 BAKOHAHHS CTPaxoBOi JisTTbHOCTI
B bonrapii 06’ ekTamu 3 mtab-KBapTUPOIO B TPETiH KpaiHi,
OCKIJIbKHY aKIIEHT pOOUThCS Ha crieliuivHIX 0cOOIMBOC-
TAX MPOLEIYPHU JUIA 103BOJIIB i BUKOHAHHS J€PKaBHOTO
HaIJIs LY.

Krrouosi crosa: cTpaxoBHK, J03BiJ, CTpaxoBa
JUSUTBHICTR, TPETS KpaiHna, bonrapist.

Credanos I'., loue X. M. 3akoHHBIe BO3MOXK-
HOCTH JJISI CTPaxXoBo# AesiTejibHOCTH B Bouarapun
00beKTaMHU €O MITA0-KBAPTHPOI B TpeThel cTpaHe

[Tocne Berymnenus B EBpocoros Pecniyonmuka boi-
rapuu cTaja 4acThl0 €JMHOI0 BHYTPEHHETO eBPOPHIHKA.

BceTynnenue B cuity KOHTpaKTa JiefaeT HEpBOHAYAIBHOE U
BTOPUYHOE 3aKOHOAATEIbCTBO OOBETMHEHUs], 00s13aTeb-
HBIM Ul Bcex bonrapckux rocyqapcTBEHHBIX BlacTeil,
¢busnueckux u ropuaudeckux mu. HopmansHoe cymec-
TBOBaHUe 450-MWILUTHOHA ceMelcTBa eBPOIEHIIEB COeIIH-
HEHO C BBEJICHHEM U COOIIONEHHEM psiga TpeOOBaHMIA,
KOTOpbIE HE OBbLIM NPUMEHEHBI 10 TeX Hop. Pecrybmuka
Bonrapus 06g3aHa rapMOHU3UPOBATh BHYTPEHHEE 3aKO0-
HOZATEbCTBO € 3aKOHOJATENbCTBOM EBpocorosa, npen-
CTaBIISISL PSA JUPEKTUB B HAIIMOHAIBHBIX HOPMAaTHUBHBIX
aKTax HJIM cO3]aBas IMOJHOCTbIO HOBBIE. JTU HOBBIE
MOMEHTHI B Pa3BUTHU IIPaBOBOM OCHOBBI OTPa)KaroTCs
BO BCEX aCIHEKTaX COLMANbHBIX B3aUMOOTHOILEHUN. DTO
cooOIIeHe UMEET Ae0 C MPEANOChUIKAMY JUIs BBIIOJ-
HEHHS CTPAXOBOH NeATeNbHOCTH B bonrapun o6pexkramn
CO IITaO-KBapTUPOH B TpeTbell CTpaHe, TaK KaK aKLEHT
JieTIaeTcs Ha CIeU(pUIECKUX 0COOEHHOCTSX IPOLEAY bl
JUIsl paspelleHuil ¥ BBIIOJIHEHHUs] FOCYAapCTBEHHOIO
Haz30pa.

Kniouegvie cnosa: cTpaxoBLIUK, pa3pelIeHHe, CTpa-
XO0Bas JeTENbHOCTh, TPEThs CTpaHa, bonrapusi.

Stefanov G., Dochev H. M. Legal Opportunities
for Performing Insurance Activity in Bulgaria by
Entities with Headquartersin a Third Country

After joining the European Union on 1% January the
Republic of Bulgariabecame part of the European single
internal market. The entering into force of the contract
makesthe primary and secondary legislation of the union
obligatory to all Bulgarian state authorities, physical and
legal entities. The normal existence of the 450-million
European family is connected with the introduction and
observation of a number of requirements which have
not been applied until then. The Republic of Bulgariais
obliged to harmonize its internal legislation with the
legidation of the European Union by introducing anumber
of directivesinto the national normativeactsor by creating
entirely new ones. These new momentsin the devel opment
of thelegal framework arereflected in all aspectsof socia
relationships. Thisreport dealswith the prerequisites for
performing insurance activity in Bulgariaby entitieswith
headquarters in a third country as emphasis is put upon
the specifics of the procedure for issuing of licences and
performing of the state supervision.

Keywords: insurer, licence, insurance activity, third
country, Bulgaria.
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ACCOUNTING POLICIESFOR FINANCIAL INVESTMENTS
AND FINANCIAL INSTRUMENTSIN UKRAINE

Accounting is often said to be the language of
business. It isused in the business world to describe the
transactions entered into by all kinds organizations.
Accounting terms and ideas are therefore used by people
associated with business, whether they are managers,
owners, investor, bankers, lawyers or accountants.

The actual record-making phase of accounting is
usually called book-keeping. However, accounting
extendsfar beyond the actual making records. Accounting
is concerned with the use to which these records are
put, their analysisand interpretation. An accountant should
be concerned with more than the record-making phase.
In particular, he should be interested in the relationship
between the financial results and the events which have
created them. He should be studying the various
aternatives open to select the best plan of action for the
business. The owners and managers of a business will
need some accounting knowledge in order that they may
understand what the accountant is telling them.

Probably there are two main questions that the
managers or owners of a business want to know:

the first, whether or not the business is operating at
aprofit;

the second, they will want to know whether or not
the business will be able to meet its commitments as
they fall due, and so not have to close down owing to
lack of funds. Both of these questions should be answered
by the use of accounting reports [1].

Accounting policiesin Ukraineand in other countries
refer to specific principles, bases, conventions, rules and
practi sesadopted by an enterprisewith regard to significant
transactions (or classes of transactions) and events while
preparing and presenting financial statements. Examples
of accounting policies: inventory valuation first-in, first-
out (FIFO), weighted average (WA); revenue recognition;
provisions recognition and estimation.

The accounting policies make a difference to the
figures that are then used in the financial statements.
Development of IFRS-compliant accounting policies by
an enterprise is the responsibility of the enterprise’'s
accountants (to develop) and management (to approve).

By adopting IFRS-compliant accounting policies
Ukrainian enterprises make sure that financial statements
are prepared according to IFRS [2].

Financial statements shall present fairly thefinancial
position, financial performance and cash flows of an

entity. Fair presentation requiresthefaithful representation
of the effects of transactions, other events and conditions
in accordance with the definitions and recognition criteria
for assets, liabilities, income and expenses set out in the
Framework. But such Framework is absent in Ukrainian
practice.

In virtually all circumstances, an entity achieves a
fair presentation by compliance with applicable IFRSs.
A fair presentation also requires an entity:

a) to select and apply accounting policies in
accordance with IAS 8 Accounting Policies, Changesin
Accounting Estimates and Errors. IAS 8 sets out a
hierarchy of authoritative guidance that management
considers in the absence of an IFRS that specifically
appliesto anitem;

b) to present information, including accounting
policies, in a manner that provides relevant, reliable,
comparable and understandable information;

c) to provide additional disclosures when
compliance with the specific requirements in IFRSs is
insufficient to enable users to understand the impact of
particular transactions, other events and conditions on
the entity’sfinancial position and financial performance.

The most big problem in using IFRS in Ukraine is
accounting policiesfor financia investmentsand financia
instruments. Different scientiststry to give solutions, but
the main reason isin undeveloped markets of stocks and
bonds [3; 4].

A financia instrument isany contract that givesrise
toafinancial asset of one entity and afinancial liability or
equity instrument of another entity.

A financial asset isany asset that is: cash, an equity
instrument of another entity, acontractual right to receive
cash or another financial asset from another entity.
Examples: Trade debtors, Notes receivable, Investments
in equity instrument of another entity, Debt instruments.

A financial liability isany liability that is: acontractua
obligation to deliver cash or another financial asset to
another entity or to exchange financial assets or financial
liabilities with another entity under conditions that are
potentially unfavorable to the entity. Examples. Trade
creditors, Bonds, Loans, Notes Payable.

Financial investments are investments for getting
profits from interests and dividends or for obtaining the
significant influenceand control over an entity. Accounting
for investments in equity instrument of another entity is
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depended from a share of the investors. There are three
levels of possessing:

1) to 20 per cent;

2) from 20 to 50 per cent;

3) more than 50 per cent.

The first level. IAS 39 Financial Instruments:
Recognition and Measurement is used sets out the
requirements for recognizing and measuring financial
assets and financial liabilities[5] .

Many users of financial statements and other
interested parties told the Board that the requirementsin
IAS 39 were difficult to understand, apply and interpret.
They urged the Board to develop a hew standard for the
financial reporting of financial instruments that was
principle-based and less complex. Although the Board
amended IAS 39 several times to clarify requirements,
add guidance and eliminateinternal inconsistencies, it had
not previously undertaken afundamental reconsideration
of reporting for financial instruments.

TheBoard intendsthat IFRS 9 will ultimately replace
IAS 39 in its entirety. However, in response to requests
from interested parties that the accounting for financial
instruments should beimproved quickly, the Board divided
its project to replace IAS 39 into three main phases. As
the Board completes each phase, it will deletetherelevant
portions of 1AS 39 and create chapters in IFRS 9 that
replacetherequirementsin IAS 39. Thethree main phases
of the Board's project to replace IAS 39 are:

a) Phase 1: Classification and measurement of
financial assetsand financial liabilities. In November 2009
the Board issued the chapters of IFRS 9 relating to the
classification and measurement of financial assets. Those
chapters require al financial assets to be classified on
the basis of the entity’s business model for managing the
financial assets and the contractual cash flow
characteristics of the financial asset. Assets are initialy
measured at fair value plus, in the case of a financial
asset not at fair value through profit or loss, particular
transaction costs. Assets are subsequently measured at
amortized cost or fair value;

b) Phase 2: Impairment methodology. In June 2009
the Board published a Request for Information on the
feasibility of an expected loss model for the impairment
of financial assets;

¢) Phase 3. Hedge accounting. The Board is
considering how to improve and simplify the hedge
accounting requirements of 1AS 39.

Fair value is the amount for which an asset could be
exchanged, or aliability settled, between knowledgeable,
willing partiesin an arm's length transaction.

Following accounting transactions can be proposed
for Ukrainian practice:

1) Purchasing of an equity instrument of another
entity

Dr 145 , Financial investments’

Cr 31, Cash a Bank”

2) Revaluation of an equity instrument of another
entity under increasing of Fair value

Dr 145 , Financial investments’

Cr 735, Profit of an entity”

Thesecond level. International Accounting Standard
28 Investments in Associates is used [2]. The Standard
permits an investor that continues to have significant
influence over an associate to apply the equity method.

The Standard clarifiesthat investmentsin associates
over which the investor has significant influence must
be accounted for using the equity method whether or
not the investor also has investments in subsidiaries and
prepares consolidated financial statements.

Significant influence is the power to participate in
thefinancial and operating policy decisions of theinvestee
but is not control over those policies.

The equity method is a method of accounting
whereby theinvestment isinitially recognized at cost and
adjusted thereafter for the post-acquisition changein the
investor’s share of net assets of the investee. The profit
or loss of the investor includes the investor’s share of
the profit or loss of the investee.

Accounting transactions that are used in Ukraine:

1) Purchasing of Investments in Associates

Dr 141, Investments in Associates’

Cr 31, Cash at Bank”

2) Revauation of Investments with increasing of
net assets of investee

Dr 141, Investments in Associates’

Cr 721, Profit from Investments in Associates’

3) Getting of Dividends from Investee

Dr 373, Dividendsreceivable’

Cr 141 , Investments in Associates’

Thethird level. International Accounting Standard
27 Consolidated and Separate Financial Statements is
used [2].

Control is the power to govern the financial and
operating policies of an entity so as to obtain benefits
from its activities. A group is a parent and all its
subsidiaries. A parent is an entity that has one or more
subsidiaries. Consolidated financia statements are the
financial statements of a group presented as those of a
single economic entity. Non-controlling interest is the
equity in asubsidiary not attributable, directly or indirectly,
to a parent.

Theobjectiveof IAS27 isto enhancethe relevance,
reliability and comparability of theinformation that aparent
entity providesin its separate financial statementsandin
itsconsolidated financial statementsfor agroup of entities
under its control.

The Standard specifies:

the circumstances in which an entity must
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consolidate the financial statements of another entity
(being a subsidiary);

the accounting for changesinthelevel of ownership
interest in asubsidiary;

the accounting for theloss of control of asubsidiary;

and theinformation that an entity must disclose to
enable users of the financial statements to evaluate the
nature of the relationship between the entity and its
subsidiaries.

A parent must consolidate its investments in
subsidiaries. Thereisalimited exception availableto some
non-public entities. However, that exception doesnot relieve
venture capital organizations, mutual funds, unit trustsand
similar entities from consolidating their subsidiaries.

A group must use uniform accounting policies for
reporting like transactions and other events in similar
circumstances. The consequences of transactions, and
balances, between entities within the group must be
eliminated.

Non-controlling interests must be presented in the
consolidated statement of financial position within equity,
separately from the equity of the owners of the parent.
Total comprehensive income must be attributed to the
owners of the parent and to the non-controlling interests
evenif thisresultsin the non-controlling interests having
adeficit balance.

Financial assetsthat are excluded fromfair valuation
and haveafixed maturity should be measured at amortized
cost.

Under IAS 39, amortized cost is calculated using
the effective interest method. The effective instrument
rate is the rate that exactly discounts the estimated cash
flows associated with the financial instrument through
the expected life of the instrument.

The following example illustrates how amortized
cost is calculated using the effective interest method.
For example: entity A purchases a debt instrument with
three years remaining to maturity. The instrument has a
principal amount of $230,000 and carries fixed interest
of 9 per cent that is paid annually ($230,000 * 9% =

$20,700 per year). The market-based rate for similar
instruments is 10 per cent.

The market price of debt instrument:

1) PV = 230,000 * PV (3; 10%) = 230,000 *
0,7513 = $172,799;

2) PVA = 20,700 * PVA (3; 10%) = 20,700 *
2,4869 = $51,479;

3) Total amount = $172,799 + $51,479 = $224,278.

The discount is equal $230,000 - $224,278 =
$5,722.

This discount is amortized to profit over the term
to maturity of the note using the effective interest method.

Following accounting transactions can be proposed
for Ukrainian practice:

1) Purchasing of a debt instrument

Dr 146 ,, Held-to-maturity financial asset” 230,000

Cr 147 , Discount” 5,722

Cr 31, Cash at bank” 224,278

2) Accounting with using of the effective interest
method at the end of 20x1

Dr 373, Interests receivable” 20,700
Dr 147 , Discount” 1,728
Cr 73, Interests revenue’ 22,428
Dr 31, Cash at bank” 20,700
Cr 73, Interests receivable” 20,700

3) Accounting with using of the effective interest
method at the end of 20x2

Dr 373, Interests receivable’ 20,700
Dr 147 , Discount” 1,901
Cr 73, Interest revenue’ 22,601
Dr 31, Cash at bank” 20,700
Cr 373 , Interests receivable” 20,700

4) Accounting with using of the effective interest
method at the end of 20x3

Dr 373, Interests receivable’ 20,700
Dr 147 , Discount” 2,093
Cr 73 , Interests revenue” 22,793
Dr 31, Cash at bank” 20,700
Cr , Interests receivable’ 20,700

5) Accounting of fixed payment at maturity

Y ear Interest The amount by | Amortization | Amortized
income effective of discount cost at theend
interest of the year
method
20x0 - - - 224,278
20x1 20,700 22,428 1,728 226,006
20x2 20,700 22,601 1,901 227,907
20x3 20,700 - 2,093 230,000
62,100 - 5,722 -
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Dr 31, Cash at bank” 230,000

Cr 146 ,Held-to-maturity financial asset” 230,000

These transactions could be used by Ukrainian
enterprises for adopting of IFRS, but a lot of problems
in accounting for financial investments and financial
instruments are presented. One of such problemsisIFRS
7 ,Financial Instruments: Disclosures’. This standard
reguires the entity to provide disclosures about financial
assets it has designated as at fair value through profit or
loss [2]. At initial recognition, an entity shall measure a
financial asset or financial liability at itsfair value plusor
minus, in the case of afinancial asset or financial liability
not at fair value through profit or loss, transaction costs
that are directly attributable to the acquisition or issue of
thefinancial asset or financial liability.
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Jleonosa JI. O. O6aikoBa noJiTuka y BigHo-
meHHi (pinancoBux inBecTHuii i pinancoBux iHcTpy-
MEHTIB

V crarTi po3nisHyTO NpoOiIeMHi NUTaHHS (popMyBaH-
Hs1 O0JTIKOBOT OJTITHIKY Y BiTHOIIIEHHI (PiHAHCOBUX IHBECTHIIII
1 pimaHCOBUX iHCTpYMEHTIB. CKIIAQHICTh KX ITUTaHb PO3-
KPHTO SIKi Ha piBHI 3CTOCYBaHHS MIKHAPOTHIX CTAaHIAPTIB,
1 B yKpaiHCBKiH paxTwIi. baraTo mpasw i prHIMIIB He JTi€
B YKpaiHi y 3B’S3Ky 3 BiICYTHOCTIO PO3BHHYTOI'O PHHKY
niHHEX manepis. Kpim Toro, cama oprasizartist Oyxrairep-
CBHKOTO 00Ky (piHAaHCOBUX IHCTPYMEHTIB B YKpaiHi BUMa-
rae peopMyBaHHS | IPUHHATTS BUIIPABICHB U TOTO, 100
MiAMPUEMCTBA MOTJIH MPAaBUILHO (OPMYBATH OOJIKOBY
nomtrKy. OTxe, TIoJJaeEMO PeKOMEH/IAIIIT II0I0 3aCTOCYBaHHS
HOBHIX PaxyHKIB OJiKy ()iHAHCOBUX aKTHBIB.

Kniouosi cnosa: ob6iikoBa moiTUKa, (iHAHCOBUN

iHCTpyMeHT, (iHaHCOBHUII aKkTHB, (PiHAHCOBI iHBECTHI],
1HBECTHIIIT B acCOIiIHOBaHI KOMITaHi1, KOHTPOJIb, OOPTOBHIA
IHCTPYMECHT.

Jleonora JI. A. Y4yeTHasi OJUTHKA B OTHOLIe-
HUM (UHAHCOBBIX HHBECTHUHUH W (PUHAHCOBBIX
HHCTPYMEHTOB

B crartbe paccMoTpeHsI pobiieMHbIe BOPOCH (op-
MHUPOBaHUS yYETHOH MOJUTHKH B OTHOIICHUH (PUHAHCO-
BbIX MHBECTHIMN 1 (PMHAHCOBBIX HHCTPYMEHTOB. CIIoX-
HOCTb 3THX BOIPOCOB PacKpbITa KaK Ha YpOBHE IpHUMe-
HEHHS MEXXTYHAPOAHBIX CTaHAAPTOB, TAK U B YKPaUHCKOM
npakTuke. MHOTHE MpaBuiia U TPUHITUITE He coOIoa-
10TCA B YKparHe U3 32 OTCYTCTBUS Pa3BUTOTO PHIHKA I1€H-
HBIX Oymar. Kpome Toro, cama opranuzanus Oyxrantep-
CKOTO ydeTa (PMHAHCOBBIX MHCTPYMEHTOB B YKpawHe
TpebyeT peOopMHUPOBAHUA U MPUHATHUS HOMPABOK IS
TOTr0, YTOOBI MPEANIPUATUS MOIVIM IPABUIBHO (POpPMUpO-
BaTh yYETHYIO ITOJIMTUKY. B 3TOM CBsI3M AaHBI peKOMEH 1a-
WY TI0 TPUMEHECHUIO HOBBIX CYETOB JUTS yueTa pUHAHCO-
BBIX aKTHBOB.

Knroueswvie cro6a’ yaeTHasi IOTUTHKA, PUHAHCOBBIN
WHCTPYMEHT, (PMHAHCOBBIM aKTHB, (pHAHCOBBIE WHBEC-
TULMH, MTHBECTUIINH B ACCOLIMMPOBAHHBIE KOMIIAHUH, KOH-
TPOJIb, TOITOBOM HHCTPYMEHT.

Leonova L. A. Accounting Policiesfor Financial
Investments and Financial Instruments in Ukraine

Accounting is often said to be the language of
business. It is used in the business world to describe the
transactions entered into by all kinds organizations.
Accounting terms and ideas are therefore used by people
associated with business, whether they are managers,
owners, investor, bankers, lawyers or accountants.

The actual record-making phase of accounting is
usually called book-keeping. However, accounting
extendsfar beyond the actual making records. Accounting
is concerned with the use to which these records are
put, their analysis and interpretation. An accountant should
be concerned with more than the record-making phase.
In particular, he should be interested in the relationship
between the financia results and the events which have
created them. He should be studying the various
alternatives open to select the best plan of action for the
business. The owners and managers of a business will
need some accounting knowledge in order that they may
understand what the accountant is telling them.

Keywords. accounting policies, financia instrument,
financial asset, financial investments, investments in
associates, control, debt instrument.
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AUDIT EVALUATION OFINTERNAL CONTROL SYSTEMS

Audit, as a specific type of control, plays a
significant role in the process of evaluation of the effects
related to the development of both private and public-
sector entities. The need for constant enhancement of
its practical efficiency is the principal drive for the
development of the audit theory and practice and provides
solutions to various problems related to its practical
implementation. Despite the development of the audit
technology in the last decades, there are still some
technological problemsand controversial issuesregarding
their practical interpretation.

This is why this article tackles some issues related
to the audit evaluation of the internal control systems
using the audit risk assessment model. The evaluation of
internal controlsefficiency during the audit isan important
element of the assessment of the overall audit risk and a
key factor for the overall auditing process used by the
auditors to achieve a sustainable higher quality of the
auditing activities they perform.

The article reviews the possible theoretical models
for ng the adequacy of theinternal controls systems
of audited entities based on the internationally accepted
audit risk assessment model. It also aims to determine the
relation between the accuracy of the assessment of internal
controls' adequacy and the quality of the audit activities.

* k%

Throughout the discussion we should answer the
following specific questions: What is risk and how does
it relate to audit practice?, What model should we useto
assess the audit risk?; How can we assess the adequacy
of internal controls and will this assessment affect the
overall audit risk assessment?

During the last decade the term risk became popul ar
in both theory and practice. Regardless of the field we
work in, we are trying every day to identify, assess and
manage the risks that may have positive or negative
effects for the achievement of our goals. Thisiswhy we
are often trying to answer the question What is risk and
how can we assess and manage it efficiently?

The risk management theory defines risk as , the
combination of the probability of an event and its
consequences’®. In other words, risks are assessed in
terms of the probability of their occurrence and the degree
of their impact on the goals of a certain activity such as
practical auditing (Fig. 1). Thuswe may determinewhich

risks are significant for achieving the goals of an activity
and what measures should be taken to ensure the
achievement of these goals.

In practice Risk management is usually associated
with the methods, means and techniques to control the
events that would have an adverse effect for the
achievement of the goals. Such adefinitionisincomplete
and incorrect because the eventsthat may have apositive
effect should aso be considered risks. Thisis due to the
fact that risks have dynamic characteristics and can
therefore have negative as well positive effect. In this
article we shall discuss only the risks that have negative
consequences for the achievement of the set goals as
well as the need for risk management mechanisms.

The focus of risk management is the identification,
evaluation and management of identified risks by the
organization’s managers. The main objective of each risk
management system is to methodically address the risks
attaching to the organization’s activities and minimize the
adverse effect thereof by including well-structured and
effective internal controls of processes and activities.

In a purely practical aspect, audit is exposed to
certain risks as well. If they are not adequately assessed
and managed by the auditors, they could impair the quality
of their work and thus jeopardize the achievement of the
purposes and effects of the audit. The identification of
the risks by the auditors is an important part of the
management of each audit. In international audit theory
and practicetherisk that an auditor may issue unqualified
report due to auditors failure to detect material
misstatement either due to error or fraud is known as
»audit risk” and the model for assessing and managing
such risk for each particular audit is known as ,,audit
risk model”.

Audit risk must be assessed and managed due to
the fact that the auditor cannot detect all material
misstatements or conflicting data about the activities of
the audited organization. Thismay be due to objective as
well as subjective reasons. The objective reasons may
be: audit tests mail fail to detect material misstatement
(pool-based audit tests); complexity of the audited
operations; many factors that influence the reliability of
data, etc. The objective reasons may be: the level of
auditor’s qualification and competence; industry and
management pressures, €tc.

1 Seer A Risk Management Standard, AIRMIC, ALARM, IRM: 2002, translation copyright FERMA, 2003
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This is why Audit Risk (AR) is considered and
essential audit category and should be considered when
we determine the scope and methods of the audit. The
acceptable overall audit risk is usualy a relative value
that reflectsthe auditors’ awarenessthat upon completion
of the audit they will have detected and reported all
existing misstatements in the organization. Since in
practice it is ailmost impossible for them to carry out a
comprehensivereview of all the operations of the audited
organization, the auditors must accept a certain level of
audit risk.

Without entering the theoretical debate on the nature
of audit risk, we may say that it is the risk that auditors
may issue unqualified report dueto their failure to detect
material misstatement either dueto errors, frauds or other
reasons they were not aware of during the audit.

All international audit standards?, regardless of the
types of audit they refer to, point out that to assess the
audit risk auditors should rely on their professional
judgment and then devel op the necessary audit procedures
to reduce the audit risk to an acceptable level.

Theinternational theory and practice defineaudit risk
as a combination of three key components (Fig. 2):

— Inherent Risk (IR) isdefined asthe susceptibility
of an assertion about a class of transaction, account
balance or disclosure to a misstatement that could be
materid, either individually or when aggregated with other
misstatements, before consideration of any related
controls. Inherent are in fact the businessrisksthe audited
entity is exposed to in the course of its activities.

— Control Risk (CR) is defined as The risk that a
misstatement that could occur in an assertion about a
class of transaction, account balance or disclosure and
that could be material, either individually or when
aggregated with other misstatements, will not be
prevented, or detected and corrected, on a timely basis
by the entity’s internal control. Control risk is assessed
in terms of the level of efficiency of the entity’s internal
control system.

— Detection Risk (DR), also known as procedural
risk. This is the risk that the procedures performed by
the auditor to reduce audit risk to an acceptably low level

MEDIUM HIGH
RISK RISK
a Low influence | Strong influence RISK ASSESSMENT IN
8 High likelihood High likelihood TERMS OF TWO CRITERIA:
=
-1 » CONSEQUENCES
g LOW MEDIUM > LIKELIHOOD OF
- RISK RISK OCCURRENCE
Low influence | Strong influence
Low likelihood Low likelihood
\ CONSEQUENCES
Fig. 1. Risk portfolio

Inherent risk (IR) ](—— Misstatements

Internal control

Control risk (CR) ](

Detection risk (DR) ](——)[ Audit procedures

vulnerability

J

Fig. 2. Audit risk components

2Such as the International Audit Standards, the International Standards of Professional Practice in Internal Audit, the International

Standards of Supreme Audit Institutions
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will not detect a misstatement that exists and that could
be material, either individually or when aggregated with
other misstatements. Detection risk reflectsthe probability
assumed by the auditorsthat despite the audit procedures
they have performed and the data they have collected
there still might be some material misstatements. This
risk isrelated to determining the scope of audit activities
and the evidence that must be collected during the audit.

The audit risk model shows the relations between
these components. There are two practical approaches
for assessing audit risk®;

— Intuitive (qualitative) — this approach is more
popular among auditors that are less prone to apply
statistical methods for assessment of the audit risk. With
this approach the auditors estimate the level of risk on
the basis of their professional experience, knowledge on
the business and the management, and personal informed
judgment.

Theintuitive approach to assessing the audit risk is
based on assessment of its elements aswell asthe overall
aduit risk in terms of three categories—low, medium and
high. The interrelationship among the IR, CR and DR is
illustrated in Table 1.

— Quantitative — this approach is based on
mathematical models for assessment of the audit risk
using the interrelations among its constituent elements,
i.e. the so-called probability multiplication rule or
assessment of the residual effect of risks. It can be
expressed mathematically as[1]:

AR=IR X CR x DR [1],
where: OP is the audit risk;
IR isthe inherent risk;
CR isthe contral risk;
DR is the detection risk
The international practice has assumed that the
overall audit risk should not exceed 5%, i.e. the level of

audit adequacy (accuracy) should be at least 95%
(100% — 5% = 95%). The level depends on the test
methods used during the audit procedures. This is why
the overall audit risk level is determined by the auditors
prior to commencing the audit and considering the specific
characteristicsof the audited entity, audotprs' professional
competence and the policy of the audited entity.

In this respect the assessment of audit risk depends
on the assessment of the detection risk (DR). Thus we
are able not only to determine the effectiveness of the
audit plan but alsoitsfeasibility (rationality). Inthissense
the level of detection risk will determine the quantity of
evidence the auditors will need. The acceptable quantity
of evidence is inversely proportional to the level of
detection risk — the lower the risk, the greater volume of
auditor’s work and evidence will be required and vice
versa. DR level is calculated as[2]:

DR=-2" 1,
IR=CR
where: OP is the audit risk;
IR is the inherent risk;
CR isthe control risk;
DR is the detection risk
Here we should refer back to one of the questions
raised above — How can we assess the adequacy of
interna controlsand will thisassessment affect the overall
audit risk assessment? Auditors very often face the
guestion ,, To what extent the internal control system
established and implemented by the management of the
audited entity is adequate and to what extent can they
rely on it when performing the audit procedures?
International standards® define internal control asa
process related to activities and operations that are
considered risky by the entity’s management. It is
implemented using certain resources of the organization.
Its effects are defined in terms of its contribution (added

Table 1

Theintuitiveaudit risk assessment method

Auditor's assessment of

the inherent risk (IR) CR —high

| Auditor's assessment of the control risk (CR)

| CR—medium | CR-low

| Auditor's assessment of the detection risk (DR)

| IR —high | DR-low | DR-low | DR-medium
| IR — medium || DR-low || DR —medium || DR —medium
| IR —low | DR—medium | DR-medium | DR-medium

3See: Tepxayn, H., ITox [Ix. Cmurt u P. AGxenmayep, ,, MexayHapOoaHu OAUTOPCKHU CTaHaapTH , u3l. ,, Mkonomuka npec”, C., 2009, p. 153

4 Source: http://www.bg-ikonomika.com/2010/11/9 337.html

5 See: Internal Control — Integrated Framework ,, COSO”, Committee of Sponsoring Organizations of the Treadway Committee, Jersey

City, NJAICPA, 1992
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value) to the achievement of the goal s of the organization
at the optimal level of costsit requires. These effects are
not always directly measurable (e.g. asincomefrom sales,
reduction of direct production costs, etc.)

The internal control system operates through the
internal controls effected by the entity’s management.
They are devel oped and effected in order to minimize the
consequences of the inherent risks and maximize the
efficiency of entity’s processes and operations. Inherent
risk may be defined as the probability of non-compliance
of processes and activities. It may arise from poor
performance in terms of compliance with the adopted
standards or in terms of the achieved results before
consideration of any related controls. The inherent risk
may be measured in terms of the harm/damage the entity
would incur from the event.

Thelevel of risk, i.e. the risk vulnerability (V) of a
process or an activity depends on the probability of
occurrence of the event (P) and the severity of itsadverse
effects (S) and is calculated asV = Px S.

Entity’s management must decide (according to its
risk ,,appetite” (tolerance) which inherent risks should be
management by means of internal controls in order to
minimizetheir impact to an acceptable low level knownin
the risk theory as ,residua risk”. The adequacy of the
interna control ismeasured interms of the valueit addsto
the organization's value by improving its processes and
operations, i.e. by reducing the level of itsresidual risk.

Themain criteriafor evaluating theinternal controls
are their efficiency and effectiveness.

Effectivenessis defined asthe degreeto which entity’s
objectives are achieved in terms of comparing the actua
and the expected results. The effectiveness of the internd
controls of an organization may be assessed in terms of the
degree of minimization of the inherent risks (IR) and the
reduction thereof to theacceptableleve of residual risk (RR)
for aprocess of an activity. A greater degree of minimization
of the inherent risks and their reduction to the acceptable
level of resdua risk would mean a better effectiveness if
the internal controls and vice versa. The degree of
effectiveness varies between 0 and 1.

The effectiveness of the internal controls may be
estimated both as an absolute and as arelative value. As
an absolute valueit isthe difference between the assessed
inherent risks of the processes and operations and the
residual risk after the controlsare effected (i.e. the absolute
reduction of the expected harm/damage from the
process/activity) using equation [3]. Asarelative value it
isthe risk reduction ratio calculated as:

Ek =IR — RR [3

Ek=1- RRXIR 4],

where: Ek is the effectiveness;
IR isthe inherent risk;
RR isthe residual risk
Efficiency isdefined asthe degree to which entity’s
objectives are achieved in terms of the resources used
for effecting the internal controls in the organization.
Efficiency is measured by comparing the degree of
achieving the objectives and the resources (material,
financial, human, etc.) used for achieving them. The
efficiency of the entity’sinternal controlsis measured in
terms of the return on the costs made for effecting them.
Using the popular return on investment (ROI)® ratio, we
may calculate their efficiency as [5]:

Ef — {m—iﬁ]—c (51,

where: Ef is efficiency;
IR isthe inherent risk;
RR isthe residual risk;
C are the costs
The efficiency of the entity’sinternal controls may
be considered from still another point of view — the
allowablelimit of costsfor effecting the internal controls
compared to the expected maximum utility (the expected
maximum added value) thereof using equation [6]:

ACL — EMU -
(1+Ef) !
where: ACL isthe allowable cost limit;
EMU isthe expected maximum utility;
Ef isthe efficiency

The above models for assessment of the adequacy
(operating effectiveness) of the internal controls are
applicable to those inherent risks that are significant for
the audited processes and activities of the organization.
To assess the adequacy of the internal controls the
auditors may use the specific audit procedures known
as tests of control. These are planned activities that aim
to assessthe (operative) adequacy of the controlseffected
for prevention, detection or correction of significant non-
compliances of processes, activities or operations.

Prior to planning and performing these audit
procedures the auditors should consider the following
factors:

— First — the reasons for assessing the risk of
significant misstatement of a specific process, activity
or operation due to:

probability of significant non-compliance
resulting from the specific characteristics of the process,
activity or operation, i.e. inherent risk (IR);

6 See: Lenskold, James.Marketing ROI. American Marketing Association, The McGraw-Hill, 2003, pp. 157 — 185
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the presence of controls, i.e. the control risk
(CR). Inthisrespect theauditorswill rely on the operating
effectiveness of the controlsto define the type, duration
and scope of the audit procedures and therefore should
check whether the controls function effectively.

— Second — the level of risk assessment, i.e. the
detection risk (DR) because it will define the volume of
auditor’s work and the plausibility of audit conclusions.

* k%

In conclusion | will outline the possible , benefits”
for the auditors if they perform these procedures for
assessment of the control risk within the audit risk model:

— First — They will have a comprehensive view of
the implemented internal control system of the
organization. Thus they will eliminate the problem with
the intuitive assessment of the control risks within the
audit risk model.

— Second — They will be able to define accurately
the degree of effectiveness and efficiency of the tested
internal controls for any given process, activity or
operation and thus will achieve a better accuracy of the
assessment of their awareness of the audit procedures
they perform.

— Third — They will improve the quality of their
audits in terms of the accuracy of the assessments and
conclusions of their audits.
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IBanoB I'. Ouinka cucTeMH BHYTPillIHbOTO KOH-
TPOJIO IPH ayAuTi

Ayt sIK KOHKpeTHa (popMa KOHTPOITIO Ma€ CyTTEBHUIA
BIUTHB Ha OLIHKY 3((eKTiB pO3BUTKY i Oi3HEC-OpraHizariii
B [IIJIOMY, 1 613HEC-0OpraHi3aiiil myOIiYHOTO CEKTOPY €KO-
HOMIiKK. He3anexxHo Bii MOCTyHanbHOTO PyXy B pO3-
BUTKY TEXHOJIOTI] ay/IUTy B OCTAaHHI JACCSITHIITTS, HABITh
3apa3 BCe IIe MOXKYTh OyTH BUSIBJICHI IEBHI TEXHOJIOTIYH1
HEY3TODKCHOCTI, 1 He ICHY€ €TMHOTO MOVISIIY MO0 IXHBOT
IpaKTHYHOI iHTepIpeTamii. Y cTaTTi 30cepeKeHo yBary

Ha MUTAHHAX, TIOB’ SI3aHUX 3 OIIHKOIO €(PEKTUBHOCTI CUC-
TEM BHYTPIITHEOTO KOHTPOJIIO ITPH BUKOPUCTAHHI MOJETI
JUTSl BA3HAYCHHS ayIATOPCHKOTO PU3HKY MPH TPOBEICHHI
ayauTy. Y CTPYKTYpHOMY IIJIaHi PO3IIISTHYTO MOYKITHBI Te-
OpEeTUYHI MOJIEIIi OIIHKU €(PEeKTUBHOCTI CUCTEMH BH/IIB
BHYTPIIIHBOTO KOHTPOJIO B 00’ €KTaX, IO Mi/UISTal0Th
ayJIuTy, HA OCHOBI MPUHHATOI B MXKHAPOJHIN MPaKTHUITL
MOJIEITi ayIUTOPCHKOTO PUBHKY.

Kniouosi cnosa: aynut, KOHTPOJIb, CUCTEMA, Opra-
Hi3allisl, pU3HK.

HNeanoB I'. Onenka cucreMbl BHYTPEHHEr0
KOHTPOJISI IPH ayAnTe

AyanT Kak KOHKpeTHast popMa KOHTPOJIS OKa3bIBACT
CYIIECTBEHHOE BIIUSTHHE Ha OIICHKY 3(p(hEeKTOB KaK OT pas-
BUTHS OM3HEC-OpraHM3aIUH B IIEJIOM, TaK M OM3HEC-0pra-
HU3aLUH TyOIUYHOTO CeKTOpa SKOHOMUKH. HezaBrucumo
OT [TOCTYNATENHOTO ABMKCHUS B PA3BUTHU TEXHOJIOTHH
ayIuTa B OCIICAHUE NEeCATIICTUS K HACTOAIIEMY MOMEH-
Ty BCE €IIIe MOTYT OBITH 0OHAPYXEHBI HEKOTOPHIE TEXHO-
JIOTUYCCKUE HEACHOCTHU, IO KOTOPBIM HE€ CYHIECTBYET
€IMHOW TOYKU 3PEHMs B OTHOLIEHUU UX MPAKTHUUECKOU
HHTEPIPETALUH.

B crarbe cpokycrpoBaHO BHIMaHHE HA HEKOTOPBIX
U3 BOIIPOCOB, CBSI3aHHBIX C OLICHKOH 3 QEKTHBHOCTH CH-
CTE€M BHYTPEHHErO KOHTPOJIS ITPU UCIIOJIB30BaAHUH MOJIE-
JIVL JITSL OLIPE/ICTICHISI ayTUTOPCKOTO PUCKA TIPH IIPOBEIe-
HUU ayauTa.

B cTpykTypHOM IIIaHE pacCMaTPUBAIOTCSI BO3MOXK-
HBIC TEOPETHYCCKHE MOACTH OLCHKU d(PPEKTHBHOCTH
CHCTEMBI BUIOB BHYTPEHHET'0 KOHTPOJIS B 00BEKTaX, TO/I-
JIeXKAIINX aylUTy, Hd OCHOBE BOCIIPHHATOH B MEX/IyHa-
POAHON PAKTUKE MOAEIH ayTUTOPCKOTO PHCKA.

Knrouesvie cnosa: aynut, KOHTPOJIb, CHCTEMA, Opra-
HU3AIIHs, PUCK.

Ivanov G. Audit Evaluation of Internal Control
Systems

Audit, as a specific type of control, plays a
significant role in the process of evaluation of the effects
related to the development of both private and public-
sector entities. Despite the development of the audit
technology in the last decades, there are still some
technological problemsand controversial issuesregarding
their practical interpretation.

Thisiswhy this article tackles some issues related
to the audit evaluation of the internal control systems
using the audit risk assessment model.

The article reviews the possible theoretical models
for assessing the adequacy of theinternal controls systems
of audited entities based on the internationally accepted
audit risk assessment model.

Keywords: audit, control, system, organization, risk.
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NATURAL MONOPOLIESAND PROBLEMSOFTHE ENERGY MARKET
INBULGARIA

Speaking of natural monopolies we mean such a
state in a given commodity market, where a single
company is able to exert unlimited market power as a
result of significant economies of scalein the production
of certain products. That situation iseconomically justified
and socially acceptable since this power is compensated
by resource economies and preserved production
effectiveness. The natural monopoly emerges as a result
of the difference in technology effectiveness, often in
conformity with market demand, and not as a
conseguence to competitors' actions. Given this reason,
it is characterized by ever diminishing values of average
and marginal costs as production volume grows. As a
result of this the market has only place for a single
company, which is able to achieve economies of scale
for a given product. In such markets competition is
undesirable or evenimpossible.

During the transformation from planned to market
economy, Bulgaria's energy market situation changed
radically. Fundamental changes were carried out in a
number of branches, which were traditionally state-
owned — electricity production and transport, water
supply, heating, etc. The main arguments for
reorganization of natural monopolies were the desire to
changetheform of ownership, claimsfor their production
ineffectiveness and an aspiration to create a competitive
environment. As a result of the changes, in present day
we have a certain change in the substance of natural
monopolies, which is manifested through some positive
impact over public production processes. Furthermore,
companies with monopoly positions in given economic
sectorsusually arein possession of significant investment
capabilities, which are generally put in use.’

At the same time however, real life shows that
despite the availability of technical and technological
effectiveness, concentrating the rendering of a certain
serviceinthe hands of asingle producer leadsto anumber
of negative consequences. Abuse of monopoly positions,
misrepresenting expenditures and imposing high prices

practically stultifies the economies of scale and forces
society to pay an overly high social pricefor technological
achievements. Very often this price can hardly be
determined asmonopolistsarevery diligent at concealing
al information related to their activities. We should keep
in mind that many other production facilities are largely
dependent on the produce of natural monopolies. For
this reason, enforcing regulation and transformation of
natural monopolies are the means which should lead to
achieving equilibrium between economic effectiveness
and social justice. Reaching this equilibrium will allow
the realization of some of the key objectives of state
regulation such as:

1. Creatingfavorable conditionsfor thefunctioning
and development of natural monopolies, while protecting
the public interest.

2. Determiningrealistic pricesfor rendered services
based on actual production costs and production
effectiveness.

3. Stimulating producers to cut costs, improve
quality of servicesand increaseinvestment effectiveness.

4. Creatingfavorable conditionsfor competitionin
economic sectors with natural monopolies.

The main problem of regulation is to compel
companiesin monopolistic positionsto act in unison with
socia objectives. Despite a number of positive changes
and the experience accumulated through the past years,
we haveto admit that the Bulgarian energy market suffers
a number of serious issues.

I. The market for services offered by natural
monopoliesisinsufficiently liberal

The last few years mark a clear trend towards
deregulation of natural monopolies with some sectors
(telecommunications) where market liberalization and
strengthened competition have led to the monopoly’s
disintegration. The benefitsof liberalization (if achieved)
on this markets are undeniable and they are reflected in:

— Reduced pricesfor servicesto levels, which are
acceptable to an ever wider circle of consumers;

1 For 2005 EV N Bulgariahasinvested BGN 223 mill, and for 2007 —BGN 118 mill.; E.ON Bulgariahasinvested BGN 89 mill. in 2007,

and doubled the investment in 2008.
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— Increased optionsfor choice of service-providers
and better contractual conditions of delivery;

— Improving quality and selection of servicetypes;

— Abiding by market principlesin pricing different
service types,

— Maintenance and development of the
infrastructure used to deliver the services, etc.

A good example for liberalization of a monopoly
market are reforms of energy markets in some EU
countries.?2 Thus for example, in Norway since 1991,
Finland since 199 . and England, Wales, Sweden and
Germany since 1999 all electricity consumers may freely
choose their supplier. This group is later joined by other
countries—Austria since 2001, Denmark since 2003 and
Belgium since 2006.3

Bulgariastarted the liberdization of itsenergy market
in 2004 when seven electricity distribution companies
(EDC) were bought by the Czech CEZ, the German E.ON
andtheAustrian EVN. Somerestructuring also took place
in NEC and Bulgargaz. Energy market analysis, however,
shows that the partial liberalization achieved so far is
absolutely insufficient and does not adequately serve the
interests of end users.* The reasons for this negative
conclusion are multiple, the key being:

1. Insufficiently effective restructuring of large
suppliers such as NEC and Bulgargaz.

After al efforts to this end, these companies are
still state-owned and continue to be market monopolists
For example, NEC forces NPP K ozloduy to sell electricity
at lower, regulated prices, which causes losses to NPP
and indirectly subsidizes the rest of the power plants.
Furthermore, the company does not pay regularly and is
in constant indebtedness, which amounts to EUR 483
mill. for 2012. As astate structure, NEC is not obliged to
pay ,transport” fee for the purchased electricity, which
placesitin afavorable condition compared to the rest of
the electricity traders.

2. Heating utility companies and EDCs are
practically left without competition.

One of the major goals of the sale of 67% of the
power grid to thethree private companieswasthe creation
of effective competition among them, with all ensuing
positive consequences. Experience shows that effective
competition is only possible in a free market between
equal economic entities. In other words — in order to
liberalize the electricity market in Bulgariawe first need
to privatize NEC and all electricity producers, aswell as

remove all access barriers for other companies to the
existing infrastructure. As aresult of this, all consumers
will be able to choose their electricity provider based on
the conditionsthey offer. Another positive effect of market
liberalization isthe participation of alot more competitors
in servicing and maintenance of the used infrastructure
since thiswill bein everyone's interest.

Unfortunately, we have to note that as of the present
moment alarge part of the liberalization measuresremain
on the wish list. The sale of 2/3 of the power grid to the
three EDCs did not lead to the desired competition as
they became owners of the grid in different regionswhere
no one can oppose their monopolistic behavior. In practice
we had a substitution of state with private monopoly,
resulting in energy monopolies growing even stronger.
Herewe haveto add the possibilities of cartel agreements
between the three distribution companies, which is
evident by their coordinated demandsfor higher electricity
prices for consumers to the State Energy and Water
Regulatory Commission (SEWRC).

3. Quiet often natural monopolies abusing their
market power violate not only economic but also legal
norms of the market economy, by imposing areal dictate
over consumers. A particularly indicative case concerns
the period between 01.07.2003 and 01.07.2004 when
due to an ,incorrect” methodology for electricity price
determination it increased by 20.61% instead of the
expected 15%. Asaresult of thisthe EDC EVN Bulgaria
misappropriated BGN45 mill. The same company,
regardless of the constant consumer protests, introduced
quarterly meter reading and payment for used electricity
and is not willing to change this approach in spite of the
multiple warnings by the SEWRC and court decisions.
The EDCs improper behavior towards consumers is the
reason for the vast number of complaints filed in the
SEWRC — 1356 and nearly 26 000 filed with the EDCs.
Based on data by the Consumer Protection Commission
there were 9499 complaints for the first half of 2011,
3897 (41%) of which are against mobile operators,
electricity and heating utility companies.

I1. In practice, energy market prices are not market
prices.

It is a known fact that price is an expression of
relationships between sellers and buyers, carried out in
free market conditions. This meansthat economic entities
function in their own interest without any interference.
Under these conditions the equilibrium price will be the

2 For the EU in general the official deadlinefor liberalization of the energy market was 01.07.2007.

3 Electric power sector reformsand their impact on consumer protection, Centre for Economic Development, Sofia, 2002, p.13 and 14.

“Inrelation to theinsufficient degree of energy market liberalization, the EC sent aletter to Sofiaon 29.09.2011, inwhichitinsistson
receiving information on how our country enactsthe European directivesrelated to the energy and gas sectors. Thisletter istheinitial step

of punitive procedure against energy sector monopolies.
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results of interactions between demand and supply forces
dependent on the quantity and quality (utility) of thegiven
commodity. Thus determined, prices will provide the
necessary information to economic entities at present and
inthefuture, whichwill help for the effective coordination
of their actions.

In the current situation, such conditions are
practically absent on the Bulgarian energy market. For
this reason, prices used by economic agents are not
market as they are not formed as a result of enacted
market rules. Some of the main reasons for this are:

1. Thereisno effective competition on the energy
market at present.

Despite the privatization of the EDCs, they do not
act as competing market entities. Relying on their monopoly
in the given region and not always abiding by the rules
defined by the state, they imposethe most beneficial prices
for them, guaranteeing large profits. As aresult of thisthe
EDCsarein constant contradiction with the SEWRC, which
istryingto retain socialy bearablepricesfor el ectric energy.
We have a similar situation with the different heating
utilities. As a result of this struggle (with the winner not
always clear) service prices are formed that are far from
the requirements of natural market principles.

2. Itisunclear exactly how electricity, heating and
gas prices are formed.

In 2007 SEWRC changed the method for
determining energy companies prices from ,,costs plus’
to,, upper limit of prices’ in order to createincentivesfor
reducing production costs. The regulation period was
also changed from 1 to 5 years, during which the set
prices will not be changed except for annual inflation
indexation. According to the commission this approach
allowsthe companiesto retain the part of the profit related
to increased production effectiveness. Furthermore, it
creates preconditions for better management flexibility
aswell as planning and managing investments. °

Experience, however, shows a totally different
picture. Almost constantly the heating companies, EDCs
and Bulgargaz file claims for price increases and these
aresignificantly higher than theinflationindex. Theclaims
are backed by the need for investments, possibility for
bankruptcy, etc.® In this respect the monopolists
sometimes send absurd proposals. For example, not long
ago the heating utilities asked for an increase in night
electricity rates because the population preferred to use
eectricity for night heating and that presumably threatened
the heating companies’ existence. On the same lines the

5, Utilities”, 2008, issue 5, ctp.18.

Bulgarian State Railways asked to remove all bus lines
travelling between the same destinations at the sametime
as the trains. As a result of these demands discussions
are started, different organization get involved and in the
end electricity and heating pricesareincreased in violation
of regulatory documents, thus transferring the
monopolists' problems to the consumers.

3. In certain cases not only the authorized
authorities but the government itself interferesin energy
market pricing. Such an example is agreement between
the government and the petroleum company Lukoil,
according to which Lukoil is bound to keep fuel prices
static for the period between 23.03.2011 and 23.04.2011.

Thisagreement isan example of direct intervention
in the business of a private company and non-market
pricing, determining a ceiling price and period of action
for prices of given commodities. Furthermore, this
memorandum is an act of courtesy towards a producer,
which hasadecisive share (98%) in rel ation to automobile
fuels and propane-butane production. In this case the
state not only violates market principles, but also asks
Lukoil for atemporary grace period for fuel priceincrease
instead of seeking to perform its lawful obligations. Itis
also clear, that such a measure will not produce a
significant effect as the period of action is too short in
order to expect serious market changes.

I11. Inadequate consumer protection

The energy services market is possibly the sector
in which consumer rights are most severely violated. In
the conditions of a monopolized market they are unable
to select their electricity, heating or gas provider freely,
based on market principles. Taking for granted both the
prices and quality of rendered services, consumers are
in a position of full dependence upon the wishes of the
service providers. This is expressed in the constant,
frequently ungrounded, price increases, the poor quality
of the services, irregularities of supply, etc. Receiving
incomprehensible or overcharged bills, which if not paid
give the monopolist the right to unilaterally discontinue
the contract with the consumer (even in the cases of
blatant errors) is a permanent phenomenon.

Given this situation, the energy services market is
the sector of Bulgarian economy where we most sharply
feel the need for state intervention for social protection.
This is within the authority of the SEWRC, which main
objectiveisto carry out control over natural monopolies
actions and not allow consumer rights violations
(SEWRC's success in this is a point of a separate

60n 11.09.2011 Bulgargaz filed with the SEWRC for awholesal e gas price increase by 14% with the argument that thisincrease will

allow the company to optimize its costs for Q4 of 2011.
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discussion). In relation to the mentioned request by
Bulgargaz for price increase of 14%, the commission
answered that the gas price increase may not be higher
than 10%, without explaining to society the basis of the
claim or SEWRC's answer. It is true that in its capacity
of aspecialized state body, the commissionisindependent
and no one may exert influence on its activity. However,
a bit more transparency and information regarding its
decisions would be useful for all. In this respect, some
proposalsby civil associationsto include alarger number
of NGO experts in the Consultative Council, provide
access to monopoly companies original documents, etc.
would have a positive effect on the work of the SEWRC
and thus on consumers rights as well.

The problem with state control has a downside as
well. By performing its functionsthe SEWRC intervenes
deeply into producer-consumer relationships, which
severely modifies their nature. In a number of cases,
state intervention goes out of the limitations of a simple
correction of deviations from the market mechanism by
turning into an expression of full administrative control,
whichisnot so concerned with the monopolists' mistakes
but rather helps retain the market status quo.

Other serious problems exist, which thelimited size
of this paper does not allow to discuss here. In conclusion,
however, we have to note that the current situation of
the energy market, dominated by a group of natural
monopolies, is to the detriment of both consumers as
well as the national economy. It is perfectly clear that
regardless of any efforts by state regulatory bodies, it is
not until areal competitive environment iscreated in this
sector that a significant success may be achieved. It is
beyond doubt that Bulgaria'sroad to aliberalized energy
market isvery long and alot of efforts, desireand political
will, are needed in order to successfully complete it.

Kynes K. Ilpupoani mononouii i npodiaemu
eHepreTUYHOro punky B bosarapii

VY craTTi po3mISIHYTO MPUYUHH, SIKI IPUBOAATH JI0
BCTAHOBIICHHS IPUPOTHIX MOHOIIOJIH, 1 B 3B’ 13Ky 3 LM
BU3HAYCHO OCHOBHI 3aBIaHHsI, BapTi JEPKaBHOTO PEry-
JIOBAaHHS B CKOHOMIlli, HAIIPABICHUX Ha 3MEHIICHHS iX
HETaTHBHOI Jii Ha HAIllOHaJIbHE TocroaapcTBo. [IpoBee-
HO aHaJi3 eHepreTHYHOro puHKY B Bonrapii, BuaizeHo
OCHOBHI ITPOOJIEMH, SIKi HEPEIIKOPKAIOTh HOr0 HOpMallb-
HOMY (yHKIIIOHYBaHHIO. BKa3zaHi MpUYHHM, 10 IPUBEITH
JIO TAKWX SIBUIIL SIK HEJIOCTATHIH CTYTiHB Jlibepai3ailii eHep-
TETUYHOTO CEKTOPa, BIICYTHICTh YMOB ISl e(heKTHBHOL
KOHKYpEHIIii MiXK Pi3HUMU Cy0’ €KTaMH PUHKY; 1 JI0 Jiesi-
KHX CepHO3HUX MOMWIOK, AOIYIICHHUX IPU MEPECTPYK-
TYpYBaHHI €eHEPreTUYHOTO PHUHKY. PO3IISHYTO TakoX 1 He-
00X1JTHICTh AEPXKABHOTO BTPYYaHHS B YIIPABIIiHHS €HEP-
TeTHYHUM CEKTOPOM 3 YpaXyBaHHSIM KOHTPOJIO HaJI JisiTb-
HICTIO MPUPOTHUX MOHOIIOJMIH 1 3aXHCTOM IHTEPECIB CII0-
JKUBaYiB.

Knrouosi cnosa: IpupoHI MOHOTION T, KOHKYPEHIIis,
Jiep>)kKaBHE peTyNIOBaHHs €KOHOMIKH, JIiOepaizaiist
SHEPreTUYHOT0 PUHKY, IIHOYTBOPEHHS HA EHEPTETHIHOMY
PHHKY, 3aXHCT CIIO)KUBAYiB.

Kynes K. EcTecTBeHHBIE MOHOTIOJTHM U TIPO0.JTe-
MbI JHEPreTH4ecKoro peinka B bojarapuu

B crarbe paccMaTpuBaroTCs IPUYHUHBI, KOTOPBIE IIPH-
BOJIAT K YCTAHOBJICHUIO €CTECTBEHHBIX MOHOTIOJHH, U B 3TOH
CBS3U ONpeEZeNeHbl OCHOBHBIC 3aJlauH, CTOSALINE Iepes
rOCYIapCTBEHHBIM PETYIMPOBaHHNEM SKOHOMUKH, HAIIPaB-
JICHHbIE HAa YMEHbLIEHUE UX OTPULIATETIbHOTO BO3ACHCTBUS
Ha HaIlMOHAJIbHOE X03sUCTBO. [IpoBeNieH aHanu3 sHepreTu-
YecKoro pelHKa B bonrapuu, mpu 3ToM BbLIEIEHBI OCHOB-
HBIE TPOOIEMBI, KOTOpPBIE MPETATCTBYIOT €ro HOpMaJlbHO-
My (QDYHKIIMOHHUPOBAHUIO. YKa3aHbI IPUYHHBL, IPUBEIINE
K TAKUM SIBJICHUSIM KaK HEZI0CTaTOYHasi CTeNeHb TMOepaiu-
3allUU PHEPTEeTHYECKOTO CEKTOPa, OTCYTCTBUE YCIOBHM
i 3 (HEeKTUBHON KOHKYPEHIIMH MEXIY pa3Iu4HbIMU
cyObeKTaMH pBhIHKA, HapsIy C 3TUM U K HEKOTOPBIM Cepbes-
HBIM OIIMOKaM, JOMYILEHHBIM IIPU MEePECTPYKTYPHPOBa-
HUH SHEPTeTUYECKOTO phIHKa. PaccMarpuBaeTcs Takke U
HE0OX0AMMOCTh rOCYIapCTBEHHOT0 BMeELIaTeNbCTBA
B YNpaBJICHUE SHEPreTUYECKUM CEKTOPOM C YUETOM
KOHTPOJISL HaJl AATEIbHOCTBIO €CTECTBEHHBIX MOHOTIOIHUA
Y 3alIUTOU UHTEPECOB MOTPEOUTEICH.

Kniwouegvie cnoga. ecTecTBEHHbIE MOHOIOJUH,
KOHKYPEHIIHS, TOCYIapCTBEHHOE PEryJIHpOBaHNE SKOHO-
MUKH, JTHOepann3anusi SJHEPreTH4ecKoro pelHKa, IeHo-
oOpa3oBaHHe Ha SHEPIeTUYECKOM PBIHKE, 3aIllUTa ITOTpe-
outereil.

Kunev K. Natural Monopolies and I ssues of the
Energy Market in Bulgaria

The article discusses the reasons which lead to the
establishment of natural monopolies and in this respect it
identifies the main tasks facing the state regulation of
economy aimed at reducing their negative impact on the
national economy. Theenergy marketin Bulgariaisanalyzed
and the main problems hindering its normal operation are
outlined. The article also indicates what causes the
problems: insufficient degree of energy sector liberaization,
lack of conditions for effective competition between the
different market subjects, aswell as some serious mistakes
in restructuring the energy market. It aso discusses the
need of government intervention in the energy sector
management with aview to control the activities of natural
monopolies and to protect consumer interests.

Key words: natural monopolies, competition,
government regulation of economy, energy market
liberalization, price formation in the energy market,
consumer protection.
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BASIC PREMISESAND TRENDSOF REFORMING RAILWAY SECTOR IN UKRAINE

Problem’s definition. Technical parameters of rail
transport’ development in Ukraine such as: a share of
passenger turnover, a cargo turnover, unigue shipping
unit exceedsthe samein Germany, England, USA, Russia
(fig. 1).

First of al this shows that the sector of railway
transport playsastrategic role for the economy and safety
of Ukraine. But the reserves of Ukraine were exhausted
during the 20 years of independence. Thissector isgetting
old rapidly. Ageing of rolling stock exceeds the critical
deadline and equal to 85%, locomotives — 92%. Since
1992 the investment requirements were fulfilled only on
25 — 30% [2]. The amount of investments in railway
development was equal to 3% from overall amount of
public investments per year. At the same time thisfigure
isfive times as much in foreign countries. Therefore the
issue of finding the ways of raising the effectiveness of
railway enterprises, and strengthening the competitiveness
of railway system are still of the most immediate interest
[4, p. 7].

The goal of the article is to analyze the current
situation in railway transport and to find out the ways
and mechanisms of its further reforming for rising of its
effectiveness and investment attractiveness.

Conceptual issues of research. The general offices
with the help of international consulting company
»AT Kearney” held the strategic diagnostics of theindustry.
It is worth to mentioning that ,, AT Kearney” was directly
involved in the reforming of the company , Canadian
National” and also was a partner and remains a consultant
of ,Russian Railways’. The results of analysis are
demonstrated below. Saving positions of railway transport
with the increasing of cargo turnover requires purchasing
111 thousands of new wagons in 2011 — 2020.

Another consideration is that underinvestment of
10 thousands wagons (about 5% of the fleet) leads to
loses of 15 bin. t-km of cargo turnover or 1.6 bin. hrn of
income (fig. 2,3).

Also there is a necessity of buying more than two
thousands freight-hauling locomotives for providing an
increasing cargo turnover. The amount of required
investments is more than 68 bln. hrn. (fig. 4)

In passenger transportation a decrease of a share
of railway transport’ and increase of loses exponentially
is observed.

Thus in 2010 the loses of passenger transportation
were equal to 3,8 bin. hrn, and in 2011 even more than
4,5 bln. hrn. (fig. 6).

Therefore, there is an extremely critical question
that concerns reorganization of passenger transportation,
especially in commutation services.

Asfar asonly 11,4% of al railway junctions provide
93% of passenger turnover, only 100 of them are between
key cities of Ukraine (this equa to 0,4% from overall
railway junctions (23,5 thousands) and provide almost
half of total traffic flow — they should become a priority
for high-speed operation’ development. (fig. 7).

Base case involves 42 high-speed trains, as far as
theamount of passengers of high-speed trainswill increase
more than four times (fig. 8).

There should be cumulative investments of more
than $37,5 bin in passenger rolling stock until 2020. The
reconsideration of tariff setting system should be done
for realization of the investments amount that is needed
(fig. 9,10).

Passenger transportation in regional rail shows a
decline of paid passenger’'s amount. This leads to
increasing of losses.

Thus the losses equaled $2,84 bin. in 2010, and
3,2 bin. in 2011.

In such situation, when there is no mechanism of
loss compensation, any transport operator as of railways
is uninterested in growth of traffic flow.

Nevertheless, in spite of expectable decrease of
traffic flow, there is a necessity of 8,7 bin. hrn of
investments during the following 10 years [3].

The infrastructure will require more than 56 bin.
hrn of investments in its optimization until 2020. This
includes:

— decrease of working capacity — 35,1 bIn. hrn;

— optimization of , bottlenecks’ —21,1bin. hrn.

As the result the due diligence was hold in main
areas of activity, which create revenue: freight traffic,
passenger transportation in regional rail, long-distance
traffic, and other kinds, as well as in areas of activity,
which create costs: connection rod, infrastructure.

At that, freight traffic is a key source of company’s
revenues. Revenue receipts from it equaled 9,4 bin. hrnin
2010, and 12,5 bin. hrnin 2011. But thetotal financial result
ispracticdly lessby haf and equaled 6,88 bin. hrnin 2012
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Road density, km of way/sq. km of The shdre of raiway transport in The share of railway transport in The share of TU (3) in GDP,
territory passenger traffic, (1) % freight traffic, (2) % TU/SGDP
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Fig. 1. Technical parametersof rail facilities' development in Ukraine, 2009 —2010
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Fig. 2. Theestimate of volumeof carriagein therailway transport till 2020, mil. T
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Fig. 3. Therequired fleet of carsto 2011 —2020, K Pcs
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Fig. 4. Thestructureof inventory rolling stock of freight locomotives, units
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Fig. 5. Theshareof railway transport in passenger trafficin 2000—2011, %
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Fig. 6. Financial resultsin 2005 — 2011, mil. hrn.
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Junctions, units

Fig. 7. Therailway junctionsbetween pointsof departureand calling
(inland traffic), 2010
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Fig. 8. Theamount of railway transportation of ,, Ukr zaliznytsya” by segments, mil. of passengers
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Fig. 9. Required purchases' in 2011 —2020, cars
" In base case
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Fig. 10. Investmentsin renewal and maintaining of thefleet™, mil. hrn.
*Cumulative data, since 2011
** The amount of passenger cars taking into account write off in 2011 and required purchases for the service of traffic flows
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Fig. 11. Theshareof rail transport in 2000 — 2010, %
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Fig. 12. Theamount of , paid passenger s’ of therail road in 2007 — 2010, mil. passenger s
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Fig. 13. Theeconomiclossesfrom commutation servicesin 2007 —2011, bin. hrn
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Therefore, the Ukrainian railways will not be able
to realize the needed volume of investments at the current
level of their proprietory resources, because the gap
between operational profit from transportation services
and required amount of investments is growing up
annually (profit in 2011 — 5,9 bin. hrn, required
investments — 26,9 bin. hrn).

There is four-time gap and every year of delay of
implementation of investments leads to sizeable
cumulative increase in future.

To use possible sources of financing, the reforming
of the railway industry should be made.

Inthisarticle thefollowing model of reforming will
be represented.

Conclusions. As a summaries and
recommendations for railway industry reforming should
be mentioned the following:

1. The freight traffic as a segment, that creates

profit, should be the key area for investments of
» UKrzaliznytsya’. To support the share of railway
transport while the cargo turnover is increasing on 3%
per year until 2020, there isanecessity of 65 bin. hrn for
buying 111 thousands of wagons. Underinvestment in
10 thousands wagons leads to losses of 1,6 bIn. hrn
annually. The level of wagon's component should be
changed for attraction of private operators of rolling
stock — today it allows paying back the wagon only by
the end of the operating life.

2. Thecurrent locomotivefleet that ison the balance
exceeds the required level, in spite of thisin fact thereis
no proficit because of high share of unexploited
locomotives in stock and under repair. There is a
recommendation to write off such assetsfor the purposes
of accounting and effective management of the fleet. The
current plans of buying of 500 locomotivesare essentially
lower than there is arequirement in them.

30 -
Vposens 3asucawux pacxooos, % om svipyuru
b | .
16 14
12 12
N I l . l
0 . .

2007 2008

2009 2010

Fig. 14. Expensescover ageratio (income/expenses) in 2007 — 2010, %

Tariffs

@

For realization of investment program, thelevel
and structure of tariffs should be changed.

_@

effectiveness

Increasing of operational

To increase the operational effectiveness, the
organizational transformations of the Ukrainian

Finansing UZ

railways should be made.

Selling of packet of
subsidiaries/dividends

Thereis anecessity of effective subsidiaries and
affiliates creating to realize this operation.

Borrowing funds

Itisimpossible at the current level of leverage and
nontransparency of financial flows.

Public subsides

Subsidies UZ

The formalization of «social procurement»is
needed by the government bodies (including loca
level).

Private capital

©
@
6
-0

Liberalization of the part of
railway for private capital
attraction in segments

Required definition and liberalization of
competitive segment

The balance of financing sour ces depends on destination model of the market

Fig. 15. Themodd of railway transport refor ming
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3. Also there is a necessity of reconsideration the
train movements for rising an attractiveness of railway
transport and decreasing of costs:

— cancellation of train movementsin long-distance
on an under-populated districts/directions;

— focus on the development of about 100
connections, that provide 50% of passenger traffic,
including the high-speed operation, that will be
implemented.

The implementation of 42 high-speed trains will
alow transporting about 90% of the passenger traffic of
those directions, which providesthe practicability of high-
speed traffic development (the average occupancy is
70% — 350 passengers and more).

Therenewing of rolling stock iscritically for holding
»paid passengers’, because their share is decreasing the
most. It's recommended to specificate a current
procedure of diversification of costs according to kinds
of activity, providing transparency of financial result for
specification of the compensatory amount.

The transition to accounting of passengers
according to actual fact, but not using the procedure of
1994 will allow:

— maintaining the accounting within the company
for factual analysis of routes, directions and estimating
the effectiveness of using of assets;

— strengthening the negotiation capacities of
»UKrzaliznytsya” while specificating the size of costs
compensation.

4. Thepriority of ,,Ukrzaliznytsya’ should become
the liquidation of 2300 km of bottlenecks on the most
heavy trafficlines. In,, Ukrzaliznytsya’ thereisapotential
of optimization of costs by reduction of low functioning
lines, which handle less than 2 trains per day (about
1000 km) and generate negative financial result.
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Bbykosckbpkuii A. B., Ksapraasna H. O.
OcHOBHI noJiokeHHsl i TenaeHuii pedpopmyBaHHS
3aJIi3HUYHOI0 CeKTOpa B YKpaiHi

CTaTTIO IPUCBAYEHO BAXIIMBUM aCleKTaM PO3BUT-
Ky 3ali3HWYHOTO TPAHCIOPTY YKpaiHU Ta HaIpsMKam
rioro pedopMyBaHHSI JIJIsl IOKPAILIEHHS PE3yJIbTaTIB isUTh-
HOCTi. ABTOp HaBOAMTH Pl aHAIITUYHUX Ta CTATUCTHY-
HUX JIJAaHHX, IO T ITBEPKYIOTh HEOOX1THICTh peaizaii
3ax0lliB 0 peOpMyBaHHIO ramxy3i. Y CTaTTi HaBeIECHO
PEKOMEH/TaIlii 010 HAMPSIMKIB MiABUIIICHHS €(DEKTHBHOCTI
POo06OTH 3aTI3HUYHOTO TPAHCIIOPTY YKpaiHu.

Kniouogi crosa. 3ali3HUYHUNA TPAHCIOPT, edek-
THBHICTB, MACAXUPO-, BAHTAXX000Ir, MOJIeTh pedopmy-
BaHH;I.

Bykoscknii A. B., Keapransnas H. A. OcHoB-
Hble TOJIOJKEHHUSI M TeHAeHUUuH pedopMHPOBaAHUS
7KeJIe3HOI0POKHOI0 CeKTOpa B YKpaHHe

CraTbs NMOCBSIIEHA BaXXHbIM aCHEKTaM Pa3BUTUS
HKEJIE3HOJOPOKHOTO TPaHCIOpTa YKpauHbl U Halpasiie-
HUSM ero peopMUpOBaHUs IS YAYULISHUS PE3yIbTaTOB
JesITeIbHOCTH. ABTOP NMPUBOJIUT PAJ AHAIUTHUECKUX U
CTaTUCTUYECKUX JaHHBIX, TOATBEP K JAIONTIX HEOOX0IH-
MOCTb pean3aliuu MEPOIIPUATUH 10 pehOPMHUPOBAHHIO
otpaciu. B craTbe npuBeieHbl HEKOTOPbIE PEKOMEHAALIH
KacaTeJIbHO HalpaBJICHNUH HOBBIIECHIS 3((PEKTUBHOCTH
paboTHI XKeTE3HOJOPOKHOTO TPAHC MOPTa YKPaHHBL.

Knrouesvie cnosa: xene3HONOPOKHBIN TPAHCIIOPT,
3 PEeKTUBHOCTD, MACCAXUPO- U TPY30000pOT, MOIEIb
pedopMupoBaHUS.

Bukovskiy A. V., Kvartal’na N. A. Basic
Premises and Trends of Reforming Railway Sector
in Ukraine

Thisarticleis devoted to vital aspects of Ukrainian
railways development and ways of its reforming for
better performing. The author present alot of analytical
and statistical data that confirm the necessity of
realization of a range of reforming measures. Some of
recommendations are actually represented in the article.

Key words: railway transport, effectiveness,
passenger and cargo turnover, reforming model
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STATISTICAL ANALYSISOFTHE SERVICESMARKET IN UKRAINE

Introduction. Study service is one of the most
important directions of research. Their resultsare essential
to improve the vital activity of the population on the
whole and each person. In the post-industrial countries
manufacturing of services exceeds production of the
goods. At the same time, the service sector — is one of
theleast studied fields, that conditionaly of several factors:
first, it is a dynamic field that is developing rapidly.
Second, its structure is extremely complex and
diversified, that camplicate not only its study, but and
manage by this complex phenomenal economic
formation.

Analysis of the latest research and publications.
The works of Kramchenko R. [1] Gavrilenko A. [2]
SidorovaA. [3] Kalachoval. [4] dedicated to assessment
of current trends of services's development.

Despite research services, nowadaysthereis alack
of knowledge of the processes of development,
particularly those that are able to improve the quality of
life of the population, on the one hand, and the structure
of the economy on the other.

The purpose and objective of the research. The
aimof research learning of isthefunctioning'sperculiarity
of the service sector as a subsystem of the national
economy, the essence of the service market, its structure
and dynamics, and forecasting of volunes of realizing
servicesin Ukraine.

The growing number of scientific studies dedicated
to service sector, conditionaly of objective needs to
learning of the dynamic component of the national
economy at the national level and at the regional level.

Basic material. In the world economy the service
sector becomes increasingly dominant set of industries,
produces an increasing influence on the process of social
reproduction. On average, over 60% of GDP in OECD
countries creates in the fields of service industries.
The export’s value of commercial services reached
the quarters of world merchandise exports, which
strengthened their place in the system of international
exchange. In economically developed countries in the
services sector employs over 60% of the working
population in the U.S. — up to 75% [5, p. 82]. In global
humanity inherent increase in the share of consumer
spending on services.

In Ukraine, for a long time have not ensured an
integrated approach to the study of statistical services.

First, certain activities that relate to services according
to the Classification of Economic Activities (CSEA) do
not considere as services. Second, take into account the
so-called paid servicesfor population, although the scope
of servicesdoesnot include only the population, all kinds
of services are paid (appropriate to distinguish between
market and non-market services). Third, the current
system of indicators, classifications at the service does
not meet the requirements of national accounts and
international standards [4, p. 25]. Statistical evaluation
of services market by domestic science and Western
economists differ because the latter for thisareaincludes
all trade (domestic science only retail), transportation (in
Ukraine only passenger), communication (in Ukraine only
with the Service), that denote on volume indicators.

At the present stageis developing toimprovesingle
methodological basis of statistics based services CTEA,
national accounting standards, the Unified State Register
of Enterprises and Organizations of Ukraine.

Specificity of market is that, firstly, the result of its
operation is to meet consumer demand at the time of
service, and therefore they do not exist separately from
the manufacturers. Second, they do not transport. In
addition, the effect of the functioning of this market is
not only in services but also outside it, in the adjacent
sectors of the economic sector.

Nowadays in Ukraine the most advanced services
such sectors as transport and communications, and real
estate (Table 1).

The level of service Ukraine looks quite modest.
This data indicates about possibility of the development
of services, taking into account the growing needs of
the population.

Need constant attention of authoritiesto its progress,
especially at the regional and local levels. Therefore,
strengthening the growth needs of the population by
various stimuli can significantly increase devel opment
services. At the same time, it is important to interest
authorities in the development of servicesin Ukraine at
national and regional levels.

In every society services are designed to better meet
the objective of human needs, due to their way of life.
Existing differencesin the development of services does
not precludetheir comparison and detection of progressive
tendencies. Taking into account the experience of
economically developed countriesand taking into account
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Table 1

Structureand dynamicsof volume of ther ealized servicesby kindsof economicactivity

Volume of the realized services,%
2002 | 2005 | 2007 | 2008 | 2009 | 2010

Trade: repair, appliancesand goodsforownuse | 0,7 | 0,7 | 09 | 09 | 0,7 | 0,6

Activity of hotelsand restaurants

1,7 | 4,7 | 19 | 7 | 15 | 17

Activity of transport and communicati ons 744 | 66,8 | 62,3 | 59,5 | 59,7 | 58,1
Operationswith real estate, renting,
engineering, and servicesfor entrepreneurs 139 (21,0 | 253 | 285 | 29,2 | 30,6

education

24 [ 20| 15| 14| 14 | 13

Hed th care and social assi stance

29 | 26 | 24 | 24 | 27 | 26

in thefield of culture and sport

Other community and personal service activities

40 | 52 | 57 | 56 | 48 | 51

Total

100 | 100 | 100 | 100 | 100 | 100

the differences of the domestic economy can optimally
design future development in the process of economic
reforms. Underestimation of the real value of services
for the development of the national economy may cause
decisions that ignore the contribution of this sector of
economic growth in the medium and long term [7].

Except for analyzing the essence market, its
structure and dynamics of the study is to predict the
future market development.

Prognosis of servises market — this is objective
probabilistic judgments about the dynamics of its most
important characteristics and their aternatives, subject
to the formulated hypotheses.

Consider the projections of research (marketing)
services. Here you need to understand that the forecast
of sales (marketing) - thisis definition that the company
expects to sell based off current market conditions,
market potential and their capabilities. Forecasting of sales
depends on the actions of two groups of factors:

— Controlled prices, distribution channels, promotion
system, product characteristics, product policy of the
company;

— Uncontrolled: the state of economy, inflation,
interest rates, changing of demographics, consumer’s
tastes, competition, state of the field. From here
prognostication of sale is to take into account sales
opportunities concerning company relatively management
of controlled factors and adaptation by the uncontrolled
variables.

Perform market outlook for the next six years. To
do this, we construct a graph of volume of realired

services and polynomial trendline of five degrees for
2002 — 2010.

Construct apolynomial trevd's equation of thefifth
degree of volume of the realized services dynamics for
2002 to 2016, which has afollow kind:

y, =at’- at’+at’- at’+at- a, o

Using Microsoft Excel we have the following
polynomial equation of trend:

y, =35,33t° - 996,99t* +9857,9t° - 30049t° + 76385t - 214,71
(2

To forecast the volume of realized serviceswe shall
calculate auxiliary data (Table 2).

Table 2 shows that the volume of realized services
is rapidly growing and in 2016 will amount to
1,985,835.79 million., that is almost in eight times more
than in 2010.

Conclusions. The market in various fields of
serviceisdevel oped differently. At the system of transport
and communications, real estate market relations have
got the largest development. But in the fields such as
culture, health, education, market relations have not only
the specificity but and limited capacity. Regarding
prospects for the development of Ukraine's services,
obvious and natural is its dependence off the timely
overcome the overall crisis.

A major impetus for the development of the
domestic market was Euro 2012. This fact stimulated
the government to action in combat with economic crisis,
bringing to the forefront service sector.

Alsothe development of the service sector in Ukraine
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Fig.1. Dynamics of services market and its polynomial trend line of
the fifth degree

Table 2

Calculation of auxiliary datafor forecast of thevolumeof Realized servicesin 2016

Designation Volume of redlized

Years| of years,t t"2 t"3 "4 t"5 servicesin Ukraine, min.
2002 1 1 1 1 1 46971,00
2003 2 4 8 16 32 56718,50
2004 3 9 27 81 243 74406,20
2005 4 16 64 256 1024 95832,30
2006 5 25 125 625 3125 120910,20
2007 6 36 216 1296 7776 157005,10
2008 7 49 343 2401 16807 215801,30
2009 8 64 512 4096 32768 224583,60
2010 9 81 729 6561 59049 257123,30
2011 10 100 1000 10000 | 100000 279658,29
2012 11 121 1331 14641 | 161051 328853,43
2013 12 144 1728 20736 | 248832 445319,41
2014 13 169 2197 28561 | 371293 693907,89
2015 14 196 2744 38416 | 537824 1166417,97
2016 15 225 3375 50625 | 759375 1985835,79

requiresto bringing of additional investments, including
foreign. Attracting of foreign capital will provide not only

the receipt of the necessary financia resources, but also
advanced, technically efficient methods of implementation
servicesthat will improvetheir quality, availability, service

culture and ultimately it will increase the competitiveness
of domestic producers of services and significantly

strengthen the position of Ukraine at international
exchange of services.
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Coopusik C. O. CTaTHCTHYHUI aHATI3 PHHKY
nocJayr B Ykpaiui

VY cTarTi po3mIsHYTO 0COOIUBOCTI (PYHKLIOHYBaHHS
chepu IOCIYT SK MiJICHCTEMH HAIlIOHATIBHOT €EKOHOMIKH,
CYTHICTb PUHKY MOCIYT Ta Horo cTpyKTypy. [Ipoanamnizo-
BAaHO Cy4acHUU CTaH PUHKY MOCIYT B YKpaiHi, CTPYKTY-
Py Ta IMHAMIKy 0OCSTIB peaji30BaHHUX IOCIYT 3a BUAA-
MU €KOHOMIYHOT A1SUTHOCTI. A TaKOX PENCTaBIEHO MPO-
rHO3 00csATiB peanizamnii mocayr go 2016 p.

Kniouosi crosa: cratuctuaHuil aHami3, cdepa mo-

CJIyT, 00CSTH peajli3oBaHuX MOCIYT, CTPYKTypa Ta AWHA-
MiKa, IPOTHO3 PUHKY MOCIYT.

Cnopusik C. A. CrarucTHYecKHuili aHaJu3
PBIHKA YCJIYT B YKpauHe

B craTbe paccMoTpeHB 0cOOeHHOCTH (PyHKIIMOHH-
poBaHus cepbl YCIyTr Kak NOJCUCTEMBl HAITHOHAIBHOM
9KOHOMHUKH, CYLUTHOCTh PBIHKA YCIYT M €ro CTPYKTYpY.
[Ipoananm3upoOBaHO COBPEMEHHOE COCTOSHUE PBIHKA
yciIyr B YKpauHe, CTPYKTYpY U JUHAMHKYy 00BEMOB
peaNr30BaHHbBIX YCIYT 10 BUAAM SKOHOMHYECKOH nes-
TEJIBHOCTH. A TaKXe IPeACTaBJICH ITPOrHO3 00hEMOB pe-
anuzanuu yciyr go 2016 r.

Kntouesvle cnosa: craTUCTUYECKUH aHANMM3, cdepa
yCIyT, 00beMBbI Pealu30BaHHBIX YCIYT, CTPYKTypa H
JMHAMUKa, IPOTHO3 PHIHKA YCIYT.

Spornyak S. O. Statistical Analysis of the
Services Market in Ukraine

At the article the features of the functioning of the
service sector have been descried as a subsystem of the
national economy, the essence of the services market
and its structure. | have analysed the current state of the
services market in Ukraine, the structure and dynamics
of the volume of realized services by types of economic
activity. Also the forecast of realized services by 2016 is
introduced.

Key words. statistical analysis, the service sector,
the volume of realized services, structure, dynamics,
prognosis of services market.
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BENCHMARKING: INTEGRATION OF RIVALRY AND MUTUAL ASSISTANCE*

1. Benchmarking as a new scientific direction

Benchmarking is a direction of scientific research
and area of practical activity, which has gained broad
recognition inthe world economy during the last decades
of the 20" and early 21 century. Expertsworking in this
field of knowledge define the essence of the term based
on its ethymology: the English word , benchmark”
interpretsinto Ukrainian as,,anotch” or ,,astarting point”.
In fact, this term was used to determine the process that
started in 1972 in the USA. It was introduced by the
Cambridge Institute of Strategic Planning and Prims
research and development company. These ingtitutions
revealed that effective managerial decisions under
conditions of competition can and should be developed
with orientation towards experience of other companies
that successfully operate in affiliate branches. This in
turn callsfor elaboration of a system which would allow
to study and use best-practice experience regardless of
competition.

Benchmarking appeared in marketing and
management textbooks after 1979 thanks to successful
realisation of the Competitiveness Benchmarking project
by Xerox. It consisted in performing a comparative
systemic analysis of the company’s costs and products
against those of the Japanese companies and entailed
elaborating effective measuresfor implementation of their
experience. The study of competitors business practice
was induced by the intensified competivite pressure on
the global market thanks to the activity of Japanese
companies which started to crowd Xerox out of the
market. This helped to detect and solve a number of
bottlenecks related to product wharehousing, shipping,
etct. The study was based on the company’s subsidiary

Fuji Xerox operating on the Japanese market. For
comparison the data on copying machinery market prices
was used, which allowed to make an indirect assessment
of the operational costs of competitors and to single out
the areas in which they performed better financially.
Assessment of the gap between X erox and its competitors
and determination of its causes and their subsequent
liquidation were the findings of the study. It nevertheless
took alot of timeto catch up with the leaders. According
to publications, only in 1987 Xerox has overtaken its
competitorsin those areas, which were earlier determined
to have obvious drawbacks?. All in all, the success of
Xerox attracted attention of economists from different
areas to benchmarking. Since then, businessmen have
started to treat it with trust, while scientists activated
their research in the field.

Another experience, which has also set a standard,
isthat of Southwest Airlines, which managed to increase
its competitiveness significantly thanks to comparative
testing of order processing, transport operations, business
organisation and finance. At that, the company did not
stop at studying the practice of its competitors, and
focused on studying business methodsin other industries
aswell. Thus, having revealed that technical maintenance
and refill of airplanesrequiresno moretimethan do similar
operations in the automobile industry, the managers of
Southwest Airlines took into account the experience of
»Formula-1" mechanics and reduced the duration of this
procedure from 45 to 15 minutes, which allowed to
increase the number of flights®.

Taking into consideration the history of
benchmarking appearance and devel opment, the extensive
set of itsdefinitions, does not bear significant differences.

* — This research was supported by a Marie Curie International Research and Staff Exchange Scheme Fellowship within the 7th

European Community Framework Programme.
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Asarule, benchmarking is defined as a study of another
company’s experience, aswell as assessment of itsvalue
for one’s own company, organisation, industry, or
country, and its adoption in own business conditions. In
its broadest sense, benchmarking is a reference
comparison and tuning of one’s own organisation and its
busi ness processes by using other companies experience.
Today, benchmarking, together with management and
marketing, is one of the three most popular methods of
business management, which isrightly treated as a new
direction in the development of economic science.

When determining the place of benchmarking in the
modern science, it would be incorrect to present it as an
absolutely new and unknown phenomenon. It cannot be
considered by analogy with newly appearing illnesses,
like bird or swine flues or global warming. In the market
economies aways existed business espionage, competitive
and economic intelligence, the goal of which wasto study
the secrets that lay the basis for other companies’ or
countries’ achievements and success. It is owing to this
that the inventors of fire-making, silk-making, porcelain
production, and alchemist discoveries were deprived of
their monopoly*.

In history benchmarking experts single out various
forms and methods of attracting foreign experience for
commercial success. Such a practice was extremely
popular in the countries of the former socialist camp.
Worth recalling is the experience of socialist contest
organising, which was widely used in post-communist
countries under the planned economy. Since it was based
on comradely rivalry and mutual assistance, the
participants of the socialist contest were obliged to share
the leading experience. This was the subject of
agreements, bilateral visits and traineeships, as well as
aninstrument used for motivational methods devel opment.
Unfortunately, the system of socialist contest could not
play a decisive role in economic development because
the goals of economic activity were limited by the state
plan, and administrative leversof itsfulfilment dominated
in the economic mechanism. Owing to this, experience
sharing more often than not was superficial in nature
and reduced to mutual visits and honouring.

It cannot be stated that today the development of
market relationsin theworld, evenintheleading countries,
has reached such alevel that benchmarking has become
afunctional element of each company’s activity. Thisis
mostly true for small and middle-sized companies, 90%
of which — according to the European Commission — do
not useit in their practice. It isimplemented only in big
companies with more than 1000 employees. As for the

post-Soviet countries, they are considerably lagging
behind the European countriesin terms of benchmarking
use. Today only Russia participates in the European
Benchmarking forum (EBF) and prepares official reports
for this organisation, even though the latter was
established back in 1997. This happens regardless of the
fact that EBF aims to transform Europe into the world
benchmarking leader in order to use it as an instrument
of continuous business development and increased their
effectivenessin the conditions of intensified international
competition. In addition, special attention within the
frames of the forum is paid to small and middle-sized
business.

It might seem that the most active users of
benchmarking ought to be the post-communist countries
since they are hugely lagging behind the leaders. It might
seem that there is no need in persuading that the task of
catching up to alarge extent can be solved by adopting
achievements of the leaders. Unfortunately, this doesn’t
work so far, the reasons to which being the inadegquacy
of personnel providing with respect to tasks of effective
application of benchmarking to solving the problem of
competitiveness, as well as management’s prejudice
against the expensiveness and complexity of itsrealisation.
At that, it should be noted that similar factors took place
in the developed countries as well. However, in the post-
communist countries, their influence is much more
powerful.

Today benchmarking grows in significance in
Ukraine, the economy of which is at the initial stage of
creating its own model of a ,, catching-up leap”. In view
of this, it should be kept in mind that similar tasks have
already been and are being solved to some extent by
many national economies, which obtain both positive and
negative results.

Ukraine can learn alot from the experience of both
developed and newly industrialised countries. Infact, the
»lessons’ taught by the latter in many aspects are no less
important, especially inthose aspectsthat their reformers
started with public recognition of the backwardness
and resolute rejection of the previous models and
superpositions, which appeared to be incapable of
ensuring development in the new conditions. The
fanfaronade of claims to ,imperial greatness” and
ambitions of separate population layerswere set off with
sharp criticism of what had to be , left behind”.

The Prime-Minister of Malaysia Mahathir bin
Mohamad, who held the office for 22 years, can be a
great example. In hisbook ,, The Malay Dilemma’, which
waswritten during atemporary retrenchment from active

4 E€ropos B. 3 icTopii po3BuTKy npoMuciioBoro mmurynctsa // [13epkano twkas. — 1994, — 31 rpyaus. — Ne 13. — C. 14.
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political activity, the author critically evaluated the
individual character features of Malay people. In
particular, he openly wrote about their lazyness,
sluggishness, a habit of relying on fate, restraint and
unwillingness to study, everything that prevented them
from being modern. Based on this, he concluded that the
Malays had to change themselves. This method is
evidence in support of the fact that those who lead the
reforms must be willing to move against the currents
that impede modernisation.

At itsvery core, Ukrainian modernisation faces the
Hamletian dilemma of ,to be or not to be”. Regardless
of the fact that the country has spent the last twenty
years of itsindependence building a national version of
oligarchic state regime on the ruins of planned economy,
it istime to admit that it did not become afoundation for
the ,,Ukrainian miracle”. In its functioning, this model
hampers the instruments of competition, and the country
never reaches the level of global leaders. By controlling
entire industries, the oligarchs find no interest in inter-
industry movement of capital or structural changes;
instead, they accumul ate personal wealth through channels
of political rent by taking control over public institutions
and amalgamating with them. The essential feature of
the oligarchic economy isdominance of corruption based
on close, partner relations between the economic and
adminigtrative-political ,, elites’. At that, both the population
of the country and foreign capital are removed from the
privatisation processes. Such a situation cannot be
improved without the study and brave implementation of
international experience adjusted to national peculiarities.
Of special importancein thisaspect can bethe experience
of developing national doctrines of settling economic,
social and ecological problems at the level of globally
recognised standard indicators.

A barrier to benchmarking development is the fact
that noonein the market economy has managed to remove
competition, whereas leaders in technical progress
maintain a limited interest in it at most. Thence, the
methods of benchmarking are based mostly on using
reports as a source for information. A direct study of
best practice, a search for mechanisms of engaging the
leadersin the process of studying their experience by the
lagging companies do not gain sufficient recognition even
where the propagation of successful business is

performed at a high level. Thus, in Great Britain, the
Ministry of Trade and Industry’slist of companies, which
accept visitors within the framework of the Inside UK
Enterprise (IUKE) program includes 180 companies’.

It is beyond doubt that with such a range of best-
practice enterprises selected by the government, free
advertising and official representation assure their long-
term advantages and increased customer loyalty, even
though their competitors can be their equals in business
excellence. In any case, they promote certain progress,
especialy on the basis of forming the motivation for
improvement. It is no coincidence that IUKE, the largest
program of this kind in the world, is popular among
entrepreneurs, and dozens of one-day visitsto companies
for experience-sharing purposes are a proof of that.

Overcoming thetraditional ideology of competition
is an important aspect of successful benchmarking
implementation. This problem exceedsthelimitsof purely
economic relations and calls for discussion in the sphere
of ethics. Thus, in the USA and the EU, special rules of
conduct are being developed, the aim of which is
promoting mutual understanding among potential
partners. For example, Ameritech company, a member
of the benchmarking council at the US Institute of
Strategic Planning, elaborated and approved a code of
conduct, whichincludes nine positions. observethe laws;
be willing to provide information anal ogous to what you
want to obtain; respect each others secrets; do not
disseminate received information beyond your company;
initiate the contact only with those who are in charge of
benchmarking; do not make references without
persmission; bewell prepared aready for thefirst contact;
study benchmarking well and follow the procedure;
determine the object of benchmarking analysis; perform
thorough self-assessment®.

By analogy with the USA, the European Foundation
for Quality Management (EFQM) devel oped the European
Benchmarking Code of Conduct’. It containsten clauses,
which set the foundations of the whole benchmarking
process. principle of preparation; principle of contact
with consideration for the partners' corporate culture;
principle of information exchange; principle of
confidentiality; principle of using the obtained information;
principle of legality; principle of completion of the
assigned responsibilities; principle of understanding and

HITYC] . bEHUMApKHHI KaK Cp€ICTBO IMOBBIMICHUS KOHKYPEHTOCIIOCOOHOCTH KOMITAaHHUH CppH LINT4YC BPOIICHCKOE KaueCTBO.
ST T.b 6 /T IT IE

Haitmxect. —2004. —Ne 1. - C. 44

5 xopmk C., Baitmepckupx A. Beeobuiee ynpasienne kaqecTBoM. CTpaTeruy H TEXHOJIOTHH, TPUMEHICMbIC B CAMBIX YCIICIIHBIX

kommanusx. —C.-I16.: Victory, 2002.

" European benchmarking code of conduct // EFQM [Enexrponnwuii pecype]. Pexxum gocrymy : http://www.efgm.org/en/PdfResources/

Benchmarking%20Code%6200f%20Conduct%6202009. pdf
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agreement; benchmarking with competitors; and
benchmarking protocol®.

Experts in the practice of benchmarking often
stumble across the problem of adopting the revealed
experience. Generally speaking, it cannot be cloned at
another enterprise. Moreover, the leaders do not stop in
their development, they progress continuously. That is
why the concept of benchmarking is not limited to
procedures of its realisation. Both the leaders and the
followers should be equally committed to building al
their business activity towards increased performance.
The only qualitative difference between them is that
|eaders are destined to search for new, previously unused
methods of business; they are supposed to improve the
level of business performancewhichiscurrently perceived
asthelimit of excellence. Thefollowers should be solving
adoubletask: to usetheleader achievementsandto search
for opportunities of higher performance by producing
their own ideas and methods of business activity. At that,
the former will focus on self-assessment, whereas the
latter ones will focus on competitor evaluations.

Thereference model devel oped by the International
Standards Organisation (1SO) and included in the 1SO
9004:2009 offers a considerable support for the growth
of national economiesin general and separate economic
agents in particular®. The significance of this standard
consistsin the fact that for the first time it offers a set of
analytical self-assessment methods for organisation’s
maturity identification based on techniques of SO
10014:2006% combined with traditional auditing of the
quality management systems .

Economic literature shares a standpoint that the
EFQM models do not comply with the individual needs
and should be replaced with the individualised models.
» Ever more organisations refuse to use EFQM due to its
generality and non-compliancewith individual needs, and
move on to creation of their own, individualised models
of self-evaluation, which are continuously being improved
along with improvement of the organisation”?'?,
acknowledges V. Novikov. We can agree with such an
approach only in the sense that individual methods of
evaluation are redly necessary. However, they cannot
replace the old ones, they should supplement them. The

individualised methods can turn especially feasible and
effective when searching for innovative managerial
decisions regarding leaping development (for those who
lag behind) or preserving the leadership positions (for
leaders).

In view of the tendencies in the development of
benchmarking methods, it is worth admitting that the
analysis of best practice is usually concentrated on two
aspects: the process and theresults. Inthe methodol ogical
sense, they are defined by T. Conti as,, left toright” (from
systemic factors through processes to results) and ,, right
to left” (from results through processes to systemic
factors)®®. However, from both of these approaches
misses an element which accompanies and assures their
transformation into a quantitatively and qualitatively
superior result — the mechanism of motivating all
participants of the process towards best performance.
Its absense or deficiency turns benchmarking into an
instrument, which cannot always be a sufficient method
of achieving the most desired effect — the leadership.
Without leadership no excellence is ever gained, even
though itisonly natural for companiesto wish ,,to play a
better game”. In this respect, it would be an opportune
moment to recall an aphorism attributed to B. Napoleon:
»Heis abad soldier who doesn’t dream of becoming a
genera” 4,

Thus, leadership and ambition are essential or even
decisive dementsin achieving high results. However, they
should beregarded in abroader context, proceeding from
the fact that they are elements of the mode of thinking of
individuals, teams, nations, which are predetermined by
the motivational mechanism. In our opinion, thislayer of
activity has amost disappeared from the benchmarking
systems; due to this, not all attempts to accumulate and
use best practice produce desired results. This is
especially noticeable when there is no understanding of
the goal and methods of its achievement in the
management system.

Understanding of the need to include the study of
the thinking modes in the methodology of systems
benchmarking is maturing and shaping among scientists.
Thus, J. Pfeffer and R. I. Sutton from Harvard Business
School conclude that ,instead of copying what others

8 The prindiples of the European Benchmarking Code were not officially translated to Ukrainian.

91S0 9004:2009. Managing for the sustained success of an organization —A quality management approach.

101S0O 10014:2006. Quality management — Guidelinesfor realizing financial and economic benefits.

111S0 10014:2006. Quality management — Guidelinesfor realizing financial and economic benefits.

12 HogikoB B. JliarHocTHYHE OIIHIOBAHHS SIK HEBIJI' EMHHI €JIEMEHT CydacHol cucteMu yrpasiints / B. Hosikos // Crannaprusaiiis,

ceprudikaris, sxicts. — 2011. — Ne 2. —C. 40.

18 Konru T. CamoorieHka B opranusarusx. — M.: CMI] , ITpuopurer”, 1999. — 337 c.

1 The saying is attributed to General A. V. Suvorov in Russia
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do, we ought to copy how they think®». Especially since
experience is aways the past which cannot be blindly
copied. The past had its own business conditions, client
environment, international situation, etc.

Finally, there is also a factor of human
exclusiveness. It can be easily noticeable in companies
producing highly creative products and services.
However, it is much more complicated to study the role
of the leader, principles of team selection, employee
motivation, and interpersonal relations at industrial
enterprises. However, complexity should not lead to
abandoning the study of their resource potential. In
preparing for a benchmarking study, it is necessary to
elaborate and approve with the partner the methodology
of researching the corporate mode of thinking in general
and with respect to separate employess and their groups.
This element can partly be performed in the aspects of
analysing the volume of knowledge posessed by the
organisation. The knowledge is scattered within
databases, document storages, e-mails, and reports. In
addition, asignificant volume of knowledge and experience
is concentrated in the heads of employees, which can be
accessed during individual contacts.

Knowledge benchmarking should include systems
of knowledge management. Thiswill allow going beyond
simplereviews of separate data sets. It will help to single
out acomprehensive businessstrategy, aswell asasystem
for its realisation based on all available information,
experience, and employee qualifications. Along with that,
reducing the time of adjustment to changes in market
conditions, achieving competitive advantages in
processing the accumulated knowledge, information
updating, and new knowledge generation acquire
particular significance.

Finally, knowledge benchmarking is a study of
competitive advantages of an enterprisein the knowledge
sphere, which calls for the development of special
methods and skilled employees. More than that, selection
of employees should be performed in such a way that
they don’t cede to competitor’s employees in terms of
qualifications and creative potential in order to beableto
analytically comparethe knowledge management systems
at both enterprises. A good example in this respect are
the Japanese, who traditionally possess the mode of
thinking based on reference models, which allows them
to adopt the new knowledge brought from abroad. A
popular urban legend says that many ideas published in
the Soviet magazine Yunyi Technik (translated to English
as ,Young Technician”) were used by Japanese

businessmen, whereas domestic experts treated them
only as popular information for professional orientation
of children and young people.

In revealing the essence of benchmarking,
researchers often neglect creative learning (studying) as
itselement. Meanwhile, globalization and modern practice
reguire constant mastery of the new advances in science
and technology. Creative learning in the system of
benchmarking should be understood as a need to restrain
from direct, mechanic copying of the knowledge
accumulated by competitors according to the principle
»think as | do; do as | do”. Experts in benchmarking
should assimilate and develop the achievements of
competitors together with the tasks of corporate
development in the conditions of scientific and
technological progress. Comparing one’s own company
with an industry leader (standard) should be the basis
for development of a new idea or a set of ideas and
encourage to innovation. If such activity is performed
not occasionally, but onaregular basis, it develops creative
skills of employees and shapesthe creative work towards
building a new image of one’'s own company. Thanks to
this, b