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Abstract: The article considers the current specifics of accounting for hybrid financia
instruments in the process of forming the regulatory capital of commercia banks in
Ukraine. The important role of subordinated debt as a component of the bank’s equity
capital is determined. The dynamics of changes in the total subordinated debt and the
capital adequacy ratio in the banking system of Ukraine in the crisis conditions of the
war, which results in instability of financial markets, is studied. The specia role of
subordinated debt in the process of ensuring the financia stability of commercia
banks and increasing their capitalization is noted. The need to enhance the ability of
banks to attract hybrid instruments for increasing their regulatory capital is
determined.
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1 Introduction

Increasing the amount of bank capital is one of the strategic
objectives of the development and functioning of the Ukrainian
banking system. At the same time, the problem of increasing the
capitalization of banksin line with the growth of markets and the
national economy as a whole has always been and remains
relevant for the economic system. The banking system of
Ukraine is no exception in this regard, as its main devel opment
goals are currently determined by the priorities of European
integration and globalization processes, which are closely linked
to significant changes in the country's economy, the financial
basis of which is the economic security of the banking system. In
addition, the challenges faced by Ukrainian commercia banks
since the beginning of the Russian aggression have forced them
to fundamentally reconsider their approach to the formation of
their own resources, including equity capital, which is the basis
for ensuring their creditworthiness in the interbank market.

Accordingly, in the current environment, subordinated debt is of
particular relevance in the process of raising bank capital, asit is
an important tool for commercial banks to ensure their financial
stability. Subordinated debt is a specific type of debt instrument
that is payable after al other debt obligations of the bank. As
Ukrainian banks are experiencing objective difficulties in
replenishing their equity capital in the context of tension in the
financial markets due to the active phase of the war, they are
facing significant challenges in finding effective sources of
equity capital increase through traditional (reinvestment of
profits, additional issue of shares) and non-traditional sources
(attraction of subordinated debt, securitization of assets). Thisis
what will alow banks to conduct a wide range of active
operations using available resources and will balance all therisks
associated with the sufficient amount and reliability of the
generated resources. Thus, it can be argued that strengthening
the resource base contributes to increasing the ability of banks to
meet the current and investment needs of business entities and
households for additional financial resources. At the same time,
the problem of the formation and use of resources by banks has
become much more acute in Ukraine due to the growth of

interest rates as a result of the destructive impact of Russian
aggression on the markets. The resources provided by borrowers
for use by the bank are becoming shorter, more expensive, and
very unstable.

In such conditions, when there is a growing need to attract
additional resources to the banks™ equity, subordinated debt is of
particular importance, as it is a rather effective tool for
replenishing equity. At the same time, there are objective
concerns about its use in the bank’s activities. The main problem
is the operational and analytical tools for the formation of
subordinated debt, which necessitates in-depth research on this
issue.

2 Literature Review

The study of issues related to the resource provision and
capitalization of commercia banks is not new to modern
economic science and is widely covered in the specialized
financial literature. The main focus of these studies is the
formation of a sufficient and properly balanced resource base of
banks. In particular, the issues of bank capitalization and the
search for ways to increase bank capital by attracting
subordinated debt were addressed by such scholars and
practitioners as |. Baaniuk [1], Y. Chaliuk [11], M. Dziamulych
[13-19], O. Ivanenko [21], M. Kryshtanovych [24], N. Kunitsyna
[27], M. Madl'an [29], Y. Pozdnyakov [32], J. Reit¥pis [34],
O. Shubalyi [37-38], 1. Y akoviyk [41], and many others.

In addition, it is necessary to note the research related to the
study of the economic essence of subordinated liabilities, their
role, and their importance in banking as an additional source of
replenishment of the bank’s equity. The study of this issue is
widely covered in the works of such scholars as |. Britchenko [2-
10], Y. Danshina [12], N. Hurzhyi [20], S. Koshova [22-23], T.
Kulinich [25-26], O. Lazorko [28], O. Polishchuk [31],
O.Ramos [33], T.Shmatkovska [35-36], R.Sodoma [39],
A. Zielinska [42], and others.

However, as aready noted, the formation of destructive
conditions in the financial markets has significantly complicated
access to financial resources for commercial banks, including for
replenishment of equity capital. Therefore, there is an objective
need for an in-depth study of the current specifics of the
formation of subordinated debt of banks, which can be used in
the process of increasing their capitalization.

3 Materialsand Methods

The study of the problems of formation of subordinated debt of
commercial banks implies the need to improve the methodology
for calculating al subordinated debt, or a part of it, which is
included in the bank’s equity, as well as its constituent elements,
which are classified as hybrid.

In accordance with the National Bank of Ukraine (NBU's)
methodology, subordinated debt is ordinary unsecured debt
capital instruments (components of capital) that, in accordance
with the agreement, cannot be withdrawn from the bank before
five years and, in the event of bankruptcy or liquidation, are
returned to the investor after all other creditors’ claims have
been paid. The amount of subordinated debt included in the
capital is annually reduced by 20 percent of its original amount
during the last five years of the agreement. The sources of
subordinated debt funds are the investor's own and/or borrowed
funds, except for those raised from the debtor bank [30]. In
addition, it is prohibited to directly or indirectly provide loans
for the purchase of own securities and shares of other banks, and
to provide subordinated debt to banks. The use of treasury
securities to secure loans is possible only with the permission of
the National Bank of Ukraine.

In their economic essence, subordinated liabilities are borrowed
funds from the bank, which must ultimately be returned to the
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owners. However, given the rather long-term use of these funds
and the possibility of their conversion (in particular, into bank
shares), such borrowed funds are treated as equity. Banks can
repay their previous debt with new borrowings, using this source
of funds indefinitely. According to the Basel Il Accord, a
bank’s capital consists of elements of Tier 1 and Tier 2 capitdl,
which are limited and restricted to a certain extent [40].

In addition, hybrid (debt/equity) capital instruments include
those that may have features of both equity and debt. The main
criteriathat such instruments meet are as follows:

. Hybrid equity instruments are unsecured, subordinated,
and fully paid;

= They cannot be redeemed at the initiative of the holder (or
without the prior consent of the regulator);

= Hybrid equity instruments can be freely used to cover
losses without requiring the bank to cease trading
operations;

= The equity instrument (unlike dividends or ordinary share
capital and similar to cumulative preference shares)
provides for the possibility of deferring the servicing of
interest obligations if the bank’s profitability does not
alow it to make such payments.

Such criteriaare in line with the Basel Capital Accord [40].

Accordingly, for the purpose of calculating subordinated debt, it
should be taken into account that if debt capital instruments do
not meet the above criteria, they should be classified as
subordinated term debt.

4 Resultsand Discussion

The current complex features of banking activity in Ukraine pose
difficult tasks for commercia banks in the field of increasing
their capitalization. In particular, under conditions of limited
opportunities to increase equity capital at the expense of
shareholders, there is an objective need to issue innovative
instruments for attracting bank capital, for example, the issue of
subordinated debt obligations. It is worth noting that the
mechanism of raising funds on the terms of subordinated debt is
much simpler than the one used in the case of the share issue.
Capital formation through the issue of subordinated liabilities
and securities contributes to the increase in the profitability of
the bank’s shares if the income from the placement of funds
exceeds the costs associated with their borrowing. In generd,
raising funds on the terms of subordinated debt is more
acceptable for banks also in view of the difficult economic
situation in Ukraine, in which it is problematic for banking
institutions to place shares, as they can be purchased only at the
expense of shareholders’ own funds.

As banking practice shows, compared to conventional debt,
subordinated debt has some features that make it more attractive
to commercial banks, namely:

1. Subordinated debt alows banks to increase their
capitalization without reducing their control over the bank.
This is possible because it does not give voting rights to
bondholders. Thus, the bank can raise capita without
risking losing control over the bank’s management.

2. Subordinated debt alows banks to increase their
capitalization without reducing their liquidity. Since
subordinated debt is a long-term instrument, a bank can use
it to ensure long-term financial stability without
compromising itsliquidity.

3. Subordinated debt can be used as a tool to ensure
compliance with regulatory requirements, as the NBU
requires banks to maintain a certain level of capital to ensure
their financial stability by setting mandatory ratios.

4. Subordinated debt can be attractive to investors as it often
has higher yields than conventional bonds. This can attract
investors looking for high-yield investments.

5. Subordinated debt can help a bank raise capital at a time
when conventional sources of funding, such as issuing
shares or ordinary bonds, are not possible or are inefficient.

All of these factors make subordinated debt an important tool for
commercial banks to ensure their financial stability and raise
capital. However, it is worth noting that there is a risk for
investors who buy subordinated debt, as they may suffer losses
in case of default by the bank. Therefore, before purchasing
subordinated debt, investors should carefully analyze the bank’s
financial position and the risks associated with this instrument.

To assess the situation with the formation of regulatory capital
and subordinated debt of Ukrainian banks after the outbreak of
war, let us look at the dynamics of the relevant indicators for
2022-2023 (Figure 1).
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Figure 1. Dynamics of subordinated debt and regulatory capital
adequacy ratio in the Ukrainian banking system in 2022-2023
Source: [30]

As we can see, after the start of the Russian aggression, the total
subordinated debt of Ukrainian commercial banks decreased by
UAH 111.6 million. However, after the situation in the financia
markets stabilized in the summer of 2022, banks began to
actively increase their volume, due to a shortage of sources of
capital replenishment as aresult of the overall increase in risks to
the banking sector. As a result, as of 1 October, the aggregate
amount of subordinated debt in the banking system reached a
maximum of UAH 8,191.3 million. However, there is still a
downward trend in the aggregate value of this indicator,
athough as of 1 March 2023, it is aimost UAH 1,335.7 million
higher than the aggregate subordinated debt of the Ukrainian
banking system before the outbreak of war.

Another important indicator in this regard is the banks
regulatory capital adequacy ratio, which aso includes
subordinated debt. The trends in this indicator are somewhat
different from those of subordinated debt. In particular, after a
1.36% decline in its importance for the Ukrainian banking
system in mid-2022, the ratio has only increased, reaching
19.16% as of 1 March 2023, which is 1.15% higher than before
the war. This is due to the banks' desire to ensure an adequate
level of their own financia stability by increasing their share of
the equity. At the same time, despite the minimum permissible
value of this ratio of 10%, commercial banks seek to ensure that
it is exceeded in the face of increased risk in the financial
markets.

As it is well known, the Basel Accord on International Capital
Standards provides for the issuance of long-term securities (debt)
by banking institutions to increase their equity. Such obligations
of banks are of a subordinated nature or second priority.
Accordingly, subordinated debt is a debt that arises in a bank in
the event of attracting investor funds to be included in the
capital. That is why, in the face of uncertainty, commercial
banks that have an objective need for both capital and financia
stability, which guarantees their credibility in the market, seek to
attract equity capital as part of subordinated debt, as this allows
them to comply with the standards set by the regulator and also
significantly reduces the cost of this method of increasing equity
capital compared to alternative methods.

Accordingly, given the importance of subordinated debt for
commercial banks in modern conditions, there is an objective
need to use effective accounting and analytical tools for the
formation of subordinated debt suitable for inclusion in the
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regulatory capital. In particular, raising funds on the terms of
subordinated debt with a view to their inclusion in the bank’s
additional capital may be carried out either by concluding direct
agreements between the debtor bank and the investor or by
issuing bonds by the debtor bank on the basis of a special
agreement with due regard for the specia conditions of their
issue and repayment.

In order to track changes in the share of subordinated debt in the
regulatory capital of Ukrainian banks, let uslook at its dynamics

over the past year (Figure 2).
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Figure 2. The ratio of regulatory capital to subordinated debt
and the share of subordinated debt in the Ukrainian banking
system in 2022-2023
Source: [30]

As we can see, despite the general trend towards a decrease in
the total amount of regulatory capital in the banking system, the
share of subordinated debt in it has been growing since the
beginning of the war and as of 1 March 2023 exceeded the
corresponding value by 0.84% compared to the beginning of
2022. Therefore, the trend of banks increasing their equity
capital by raising subordinated debt can be considered
confirmed. On the other hand, the generdly low share of
subordinated liabilities in the equity and regulatory capital of
Ukrainian banks indicates that the replenishment of their capital
base by raising capital on the terms of subordinated debt is slow.
At the same time, it is clear that not all medium and small banks
are able to use this source of capital replenishment. The growth
rate of subordinated capital in the banking system in 2022
increased significantly compared to previous periods.

Thus, it can be argued that the effective development of Ukraine'
banking system in the current environment is impossible without
asufficient level of capital base of commercial banks. Due to the
volatility of the financial markets, Ukrainian banks are currently
able to increase their equity capital without changing the
shareholding - only through subordinated debt.

5 Conclusion

Thus, we conclude that subordinated debt has a dual economic
nature: on the one hand, according to financial accounting rules,
it should be included in bank liabilities that will be repaid to the
creditor. On the other hand, subordinated debt is considered to
be a component of equity when calculating capital ratios, which
can lead to difficulties in determining the real financial position
of commercia banks. Nevertheless, this method of capital
replenishment is currently quite common among commercial
banksin Ukraine, as it allows them to comply with the economic
standards for the size and adequacy of equity capital set by the
NBU, and contributes to the overall increase in profitability of
banking activities by reducing capital costs. Therefore, the
introduction of hybrid capital instruments into the practice of
Ukrainian banks will have an overall positive impact on their
financial stability. At the same time, it should be noted that there
is a need to improve the system of banking supervision and
assessment of commercial banks equity capital, which will
enhance the inclusion of hybrid instruments in regulatory capital.
This will alow commercial banks in Ukraine to increase their

capitalization levels in the future, which will have a positive
impact on the overall state of the banking system
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