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Abstract

Institutional investors are seen as key investorghe financial market,
crucial market makers, supporting market liquidityd activity, as well as
important pillars of pension systems and for mamtey financial
stability. Institutional investors, mostly pensidands and insurance
companies, were considered to have a positiveteffetinancial stability
because of their long-term investment strategy famdling. The recent
financial crisis and its impact on financial marketability revealed
serious systemic risk and interconnections betwessvements on
financial markets and institutional investors’ iment behaviour. Their
investment policy, outflows and fire sales on tharftial market had a
great impact on market stability and deepeningheffinancial crisis. The
purpose of this paper is to analyse the impachsfitutional investors on
financial market stability in the aftermath of fimaal crisis. The research
will point out lessons learned from the financiaisis and point at key
initiatives and necessary improvements in the fiefd institutional
investors.

Keywords. ingitutional investors, financial market stability, financial
crisgs



1. INTRODUCTION

Institutional investors represent specialised faiahninstitutions which
mobilize and manage savings of individual investmd institutions and invest
on financial markets, depending on their risk pegfiaims and investment
horizon, all with the aim to increase investmeriugalnstitutional investors are
considered to be: pension funds, insurance comparddferent types of
investment funds and hedge funds. They performifgignt functions for the
economy and financial system as a whole, rangiogfallocation of funds to
being pension savings providers and operating t@sapositively influencing
financial market development. Institutional invastdobeing long-term investors,
have a positive effect on the financial stabilitydacan also foster long-term
economic growth and development. However, the <nsvealed many flaws of
the regulation and the market of institutional istees. Some of these are: herd
behaviour of institutional investors, fire salestbe financial market, outflows,
short-term approach to investment, business andatgn, regulatory oversight
and hazardous behaviour of certain institutioneégtors.

The financial crisis encouraged numerous regulattisgussions and
changes, whose aim was to reform financial sysegulation and supervision in
order to achieve financial stability, decrease ayit risk and avoid
procyclicality. Microprudential regulation is indhprocess of reregulation from
changes in regulatory requirements in the bankéajos to ones in the sector of
institutional investors and financial market. Newitiatives emphasize the
importance of institutional investors as long-teénvestors and economic growth
as the final goal.

The article points out the influence of the finaharisis on institutional
investors and financial market stability, togetheith the contribution of
institutional investors to the development and gfan of the crisis. Key
regulatory initiatives and other market initiativage considered and suggested.
The paper consists of six parts. After the intradoc notes, the second part
reports on the importance of institutional investéor the entire economy and
financial system. The third part considers the tegcal framework and the
connection between institutional investors and roial stability, primarily
financial market stability. The fourth part problatizes the financial crisis and
institutional investors' behaviour, while the fisammarizes key conclusions and
initiatives spurred by the financial crisis for thart of institutional investors and
financial markets on the European Union level. Theclusion gives findings and
further guidelines.

2. IMPORTANCE OF INSTITUTIONAL INVESTORS

Institutional investors represent specialised faianinstitutions which
mobilize and manage savings of individual investmd institutions and invest
on financial markets, depending on their risk pegfinvestment strategy, in order
to increase investment value. The advantages ail ievesting into institutional



investors are seen in diversification of their istveents, competent risk and
assets and liabilities management, reduced infoomahasymmetry and cost

efficiency. Due to these advantages, institutiomagstors represent key investors
and creators of liquidity on financial markets, esglly prominent on capital

markets (Davis and Steil, 2001, p.12). The impaaaof institutional investors

for the financial system and economy in whole cammeasured by indicators that
put in ratio the assets of institutional investarsl other economic or financial
variables.

The significance of institutional investors in fofaancial institutions'
assets differs among financial systems themselNess. exactly the share of
institutional investors that indicates the typdinfncial sector, being either bank-
based or market-based. Numerous researches iratestighe influence of
financial structure on economic growth, among ah@erschenkron, 1962,
Stiglitz, 1985, Allen and Gale, 1999, Levine, 20@&mirglu¢-Kunt and Levine
2004, Areatis et al. 2005Arestis et.al., 2005, p.1). The total financigbtem
development is strongly related to economic growtlt, there are no indicators
pointing to the superiority of either the bank-lthee the market-based financial
system (Levine, 2002, p.398).

The total assets of institutional investors glopalere around 85 trillion
USD at the end of 2011 (OECD, 2012, p.4). Assetieumanagement of pension
funds accounted for 30 trillion USD, 24.5 of inswca companies, 23.5 of
investment funds, 4.8 of sovereign wealth fund6, d.private equity funds and
1.8 trillion USD of hedge funds (TheCityUK, 2012nstitutional investors
represent the most important group of financiatifuons in the USA. Their
share in the total assets of all financial insiita¢ was almost the half of total
assets (44%) in 2010. At the same time, the shéredepository financial
institutions was 27.1%. In 2010 investment fundseatbe most important group
of institutional investors with the 18.4% sharengien funds had a 17.1% share,
while insurance companies had an 8.5% share itothkassets (FED, 2012).

In the bank based systems of Japan and the Eurap@an, institutional
investors are the second most important finanaiatitution. In the Japanese
financial system, banks are dominant with the slwiré8% in total assets of
financial institutions in 2010 and a share of ingkbnal investors was 22%. The
most important group of institutional investors tinis period were insurance
companies with a 14.1% share, while pension anesitmrent funds did not have
such relevance with a 4.6% and 3.3% share (Bankapén, 2012). In Croatia,
during the same period, institutional investors hddtal share in the assets of the
financial sector of 15.5% and as a share of GDB%4.

Investing in institutional investors is the mosfpiontant form of savings
of households, with the exception of Japan, whevesting in cash and deposits
was seen as more important. In the USA, investmienisstitutional investors
made around 42.6% of total household assets, 3in73apan and in the Euro
area 38.3% on average and 24.1% in Croatia atrtleoBthe 2nd quarter 2011.
During the financial crisis assets of householdspart, were transferred into
banking deposits as a safe and insured finanaalymt. Different researches also



confirm the fact that investing in institutionalvestors is a dominant form of
household investments, see Davis and Steil, 20QdscGet al., 2002, Davis,
2003, BIS and Committee on the Global Financialt&ys 2007 and Nakagawa
and Yasui, 2009 (BIS, 2007 and 2009). The key campts within institutional
investors represent investments in pension fundsirsurance companies, as a
form of long-term pension savings. The assets dfitiutional investors as a
percentage of GDP for OECD countries were on aweerh§2.6% for 2005
(Gonnard et.al, 2008, p.6).

3. INSTITUTIONAL INVESTORS AND FINANCIAL
STABILITY - THEORETICAL FRAMEWORK

Financial stability is manifested through undistdbfunctioning of all
segments of the financial system in the procesdloéation, risk assessment and
management, payment system and resilience to suglaaks. Financial stability
is based on the trust of financial markets’ papaits and significantly depends
on cyclic fluctuations in their behaviour and exja¢ions. Since financial crises
result in great economic and social costs, maiirtgifinancial stability is seen as
public good and as an important goal of economicp¢HNB, 2010, p.3).

Allen, W.A., Wood, G. define financial stability asstate of affairs in
which episodes of instability are unlikely to occtiverefore the fear of financial
insecurity does not influence economic decisiondhafseholds or companies.
Financial instability is also defined as a statewhich prudently managed
households and companies encounter sudden finaddfédulties and with
unavailability of means of payment, leading to @esed aggregate consumption,
which for authors is a proof of an existing finalairisis (Allen and Wood, 2006,
p.152-172).

National committees for macroprudential regulatidrave been
responsible for achieving and maintaining finansiability. Financial stability is
closely related to financial system's efficiencyadsey prerequisite for efficiency
of the entire economyFinancial Soundness Indicatoy other new indicators
and measures of macroprudential regulation are usedneasure financial
stability.

A detailed analysis of the influence of institutdmnvestors on financial
stability should re-examine financial stability iodtors and estimate to what
extent they influence business activities of imgiinal investors. Financial
stability indicators do not give great importanceiristitutional investors, more
important; they put no emphasis on them. They audractly included in
indicators of other financial institutions througtatio of other financial
institutions’ assets and financial system assetd aith other financial
institutions’ assets and the GDP. Indirect sigaifice of institutional investors is
also seen in financial market liquidity indicatonghere they play a crucial role as
liquidity creators through market institutializatio Diversity of forms of
institutional investors, long-term nature of théimds, long-term investment
horizon and strategy, willingness to take risksaleharacteristics which should



have a stabilization effect on financial marketditions (Davis and Steil, 2001,
p.255).

Institutional investors are also an important depeient and stability
factor for capital markets. This fact anticipatbe £xpected positive effects of
institutional investors’ investments on:

o financial market liquidity,

0 savings mobilization, efficient investment allocatitogether with

development function of economy,

0 contribution to market efficiency and reductionti@nsaction costs,

improving arbitration processes,

0 decrease of information asymmetry using informatmalysis and

risk management, consequently reducing risk forividdal
investors (Levine, 1997, p.691).

Institutional investors also reduce exposure of fihancial sector to
bank intermediation, enhance financing and capitarket development
consequently resulting in more efficient corporgd@ernance (Croce et al., 2011,
p.5).

The growth of institutional investors' assets tbgetwith their share in
total trade on financial markets resulted in firahenarket institutionalization,
often perceived as a disadvantage. Financial mankétutialization influences:
fees for trading on the financial market, block d&#a financial market
organization, existence of settlement system anck prolatility of securities.
Theories differ on the influence of institutionaimn on price volatility of
securities. While some consider block trade spuddatiity, others say
institutionalization increases liquidity and fingaomarket efficiency. Davis, E.P.
and Steil, B. analysed G7 countries and found dieatloped systems (measured
by the share of total assets of financial sectde@P) had more institutionalized
financial markets. Greater institutionalization tbe financial market results in
higher share of stocks in total financial assethjlevstatistically significant
connection of institutionalization level and fingalcmarket volatility has not
been detected. In a stable environment on the dinhmmarket, institutional
investors should ensure and accelerate achievitgries prices corresponding
to their fundamental value. The above mentionedilshbe accomplished, since
institutional investors have and process existinfprmation, but also lower
transaction cost (Davis and Steil, 2001, p.233)vdl@pment of institutional
investors and financial market is closely connecti®tarkets with a higher
indicator of institutional investors' assets afiare of GDP are characterised by a
more developed and liquid financial market. Thiade to the conclusion that
institutional investors can have systematic sigaifice for an efficient
functioning of the financial market.

The influence of insurance companies on finandabiity was analysed
by the Geneva Association and the European insaraawed reinsurance
federation — Insurance Europe. Insurance Europagto different roles of banks
and insurers in the financial sector and to a dbfié influence of the crisis on



each of these institutions. The key differenceburiness activities of banks and
insurers are: differences in conduct of businessrces of funds, balance sheet
structure, liquidity risk, risk takeover and tramsgncy, cross-sectoral
interconnections, volatility, assets liability maement and portfolio
management. The differences between banking andrainse business are
emphasized by the analysis of the Geneva Assogjatibich points to a less
significant influence of insurers and reinsurers systemic risk and the entire
financial stability.

However, the Geneva Association considers thawities like assets
management and other financial services of insw@nsbe relevant for financial
stability and have significant systemic risk. Theylkadvantage of insurers is a
different risk exposure, long-term constructionamponent of insurance policy
and a long-term investment strategy, which acta atabilization factor for the
financial system and market during periods of sr{ihe Geneva Association and
CEA, 2010). Similar conclusions can be made foreptistitutional investors,
providers of financial products of voluntary pemsisavings, primarily for
pension funds and some other types of investmentsfu

4. FINANCIAL  CRISIS AND  INSTITUTIONAL
INVESTORS’ BEHAVIOUR

The Bank for International Settlements distingussfiee phases of crisis
with different intensity. The first phase referstbhe period from the beginning of
June 2007 to mid March 2008, characterised byditjiproblems, bank losses
and write-offs caused by non-performing subprimank) which led to assets
prices meltdown on the financial markets. The sdcphase, from mid March
2008 to mid September 2008, was characterised bwigg problems with
financing and solvency of certain business and stment banks and a
threatening danger of bankruptcy for the mentiansttutions. Lehman Brothers
investment bank went bankrupt on September 15tf)8 28nd marked the
beginning of the third and most intense phase @ftisis. The third phase lasted
till end October 2008 and was characterised byahef stock exchange indexes
and growth in costs of money, disinvestments, widead illiquidity and lack of
trust among financial intermediaries and other ipigdnts on the financial
market. The trust was partially restored by theervntion of developed
countries’ governments together with the finaneim and liquidity funds. The
fourth phase, from end October 2008 to mid MarcB®0vas marked by the
adjustment of the financial market and its partiois to the bleak surroundings
and uncertainties concerning the effects of intetie@s on the financial markets
of developed countries and the entire economy. riguthe fifth phase, which
started mid March 2009, financial markets reflecsgghs of optimism, despite
negative signals, macroeconomic environment anénaiaties connected to the
end of economic and financial crisis (BIS, 2009,6917).



During the financial crisis, stock exchange indepksiged worldwide
between 40% and 70% in 2008 and gradually recoverfezt March 2009.
Trading volume of shares plummeted on the worldrfaial markets in 2008 and
2009, except in the USA, where it grew in 2009. Tharket capitalization of
companies listed on the stock exchange as a pagemf GDP on the world
level in 2008 lost more than half of its value avas only 58.6%, while in 2009 it
recorded growth, to 80.8% of the GDP (WB Data Gafaé, 2012).

The trends and influence of the crisis on capitarkats had a unique
effect on the fall of stock exchange indexes andkatacapitalization in 2008,
with a following recovery in 2009. Institutional viestors have strongly
contributed to these trends on the capital marketeestment policy of these
institutions and repositioning of portfolios durittte crisis, accounting standards
and “fair value”, together with investors' behaviowho, due to fear and
mistrust, withdrew their funds, had a negative @ffn the entire financial market
and financial stability.

According to the OECD's analysis, pension fundsetss recorded
investment losses, due to fall in asset value 82 the amount of 3.5 trillion
USD, while in 2009 they had a growth in assets .&f ttillion USD. Pension
funds in the OECD countries had negative return2d% in 2008, while in 2009
they recovered to a positive 6.6% (OECD, 2010,.p.3)

Though the short-term impact is extremely negatpaxsion funds, as
long-horizon institutional investors, should be leated over a longer period of
time. In the time frame of the last 15 years,@ittober 2008, the average annual
returns of pension funds were around 6.1% in thé (ISECD, 2008). The same
conclusion is shown in chart 1.
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Chart 1: Real rates of return of pension fundimea OECD countries in
percentage rates
Source: TheCityUK, 2013

The crisis influence on insurance and reinsurbsiness activities was
strongly reflected in: the fall of premium incomiayestments and change in
investment portfolio, the fall in investment prafiility and total profitability,
significant losses on specific insurance lines,osxpe to “toxic” financial assets
and non-traditional activities (OECD, 2010 and ltkedet al., 2010).

The research and analysis of the Geneva Associatidnthe Insurance
Europe emphasize that insurance sector was natritj@ of the crisis nor did it
contribute to it with its business activities, ceqaently resulting in a weaker
impact of the crisis (Liedtke et al., 2010). Theurance sector was not the key
recipient of the financial support either. Durif tcrisis, government and central
banks of the G20 countries have, directly and &uliy, helped the financial
sector with 10 trillion USD, out of which only 1Gillon USD went to the
insurance sector (CEA, 2010, p.3). When taking icdasideration the fall in
premium income, investment losses and reducedtabdfty, financial crisis did
have a strong effect on the insurance sector, disawehe rest of the financial
sector. Changes in investment policy and new réiguis of these institutions
have further deepened the crisis on the financakst. Contractional component
of life insurance policy and its long-term savirgvk prevented more significant
outflows from this sector.



Investment funds were the most exposed to thesdrifuence due to the
nature of their business activities. The investmimids’ assets recorded a
worldwide downfall of nearly -30% in the period fnoend 2007 till end 2008. At
the end of 2007, this fall amounted to 26.1 tmlidSD and 19 trillion USD by
end 2008. Their assets again grew at end 2009 egidriing 2010, recording 23
trillion USD at the end of the first quarter (Thg@iK, 2010, p.3).

The structure of investment funds according to stveent strategy has
changed significantly. Stock and mixed types ofestment funds have lost
importance and their share, while money market $umdthe period of crisis
grew. In 2008, investment funds recorded significauntflows causing portfolio
management difficulties, but also having a negagiffect on the financial market
as a whole (EFAMA, 2011, p.3-4). The total net tssé the UCITS investment
funds in the EU were reduced by 26.4% in 2008 astdcapital outflows were -
356 billion Euro, while only money market funds haét capital inflow
(EFAMA, 2011). These trends on the example of ibwesit funds in the EU are
shown in chart 2.
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In 2009, the number of investment funds in liquidkatprocess in the
USA was higher than the number of newly establistuedls, being also one of
the consequences of the crisis. The number of nestigblished funds was 457,
824 had exited the market, 488 was going througtptbcess of fund liquidation,
while 336 were merging with other funds (ICI, 20pQ15).

The financial crisis has revealed shortcomings tiedtrue character of
business conduct, regulation and institutional stees' behaviour. The crisis
demonstrated that institutional investors, as asglthe rest of the financial sector
acted procyclically (Croce et al., 2011, p5). Ty kharacteristics of this kind of
approach were: short-term approach to businessnandtments, herd behaviour,
disinvesting on capital markets, inadequate inolusaind prediction of market
changes. Additional stimulus to the crisis camenfifire sales and outflows from
investment funds and other institutional investdis,a smaller extent. The
responsibility for this kind of consumer behavi@man be found in an inadequate
level of investment protection of institutional @stors, lower risk tolerance and
still insufficient financial literacy.

5. LESSONS AND INITIATIVES AFTER THE
FINANCIAL CRISIS

The regulatory framework and the supervisory aechitre of the EU
financial system were altered focusing aracroprudential regulation and
improvement of microprudential regulation and sufgon. Three new European
agencies were established in the beginning of 2081European Banking
Authority, European Insurance and Occupational iBassAuthority, European
Securities and Markets Authority and European 3y&teRisk Board. The new
supervisory architecture wanted to restore confiddn the financial system and
supervise financial institutions more efficientlgpecial emphasis was put on
achieving and maintaining financial stability ase tiundamental goal of
macroprudential regulation.

As concerns institutional investors, macroprudéntgulation should
ensure stability of, primarily, capital markets,ingoto the danger of creating
“bubbles” and establish warning signals for finahairisis, but also act as a
manager at the onset of a crisis. The frameworknatroprudential regulation,
instruments and indicators are still in the begignphase (Stojanovic and Kristo,
2012).

On the level ofmicroprudential regulation the process of forming new
Solvency Il regulations is still an ongoing procéssthe insurance sector. It
started back in 2002, with the first phase ending009, with the adoption of the
Solvency Il directive 2009/138/EZ. Current disput@® connected with the
Omnibus 1l directive which should complement Soberl directive for the
authorities of the European Insurance and OccupatiBensions Authority. In
order to implement full Solvency Il regulation, Oimns 11 and level two and
level three measures, together with supervisorydajuies and technical
standards, have to be adopted. Solvency Il intresluisk based regulation into



the insurance sector and significantly tightensteabhpdequacy calculations, risk
management and consumer protection. Solvency lildrmme into force in the
beginning of 2014, probably in a reduced form (H2013, p.27).

European Insurance and Occupational Pensions Atyttemmt its final
proposal on the new regulation for occupationalspenfunds at the beginning of
2012. When revising the directive on occupatioreigion funds, the European
Commission has expressed intention to improve thegles market of financial
services for occupational pension funds, to enthei business activities among
member states, develop risk based regulation dfethestitutions and ensure
identical business conditions among financial tostins (EIOPA, 2012).

Regulatory provisions of the UCITS investment fsigdle in the process
of reshaping; therefore the proposal for the newT &V directive was issued by
the European Commission in 2012. The goal of the be&ective is to improve
safety for investment funds' investors and impraviegrity of the financial
market (ECB, 2012). There is a strong concern atfmushort-term approach and
the problem of herd-behaviour concerning Solvenaggdulation (Rohde, 2011,
p.4), but also about the amendments to occupatmeraion funds regulation.

The regulation of Credit rating agencies and fim@ncmarket
infrastructure is also being reshaped. The reguiatif Credit rating agencies
needs to be improved in order to increase theirutedipn and market
competition, their role in regulatory requiremenfsother financial institutions,
to define a model of payment of their services aefbrm their conduct of
business (Pavkovic and Vedris, 2011, p.22-24). Reégry reform of OTC
derivatives market are based on more efficientsruda trading and issuing
derivatives, market infrastructure, settlements at@hdardisation, managing
systemic risk and regulatory arbitrage (Pavkovizl® p.90). The securitization
process and securitization market needs new rageahanced market discipline
as well. Liquidity risk was also underestimated;liling problems in financial
institutions’ risk management and in the systemigersight (Kordic and
Pavkovic, 2011).

Achieving economic growth once again and chanrglimstitutional
investors' assets inttong-term investmentsis one of the essential strategic
initiatives of both the European Commission and @ECD. The European
Commission issued the Green Paper on the long-ieancing of the European
economy (EC, 2013) in March 2013 and stimulateddéiteate and creation of the
new strategic framework. At the same time, the OE€@ the G20 countries
started a project called Institutional investorsl &ong-term investments in May
2012,

To improve and encourage institutional investors [mng-term
investments, it is necessary to reform the regyatamework of institutional
investors, encourage more active approach to imergs and more active
shareholding, ensure state support for investing long-term projects, assure
adequate education and consumer protection (Crtaale €011, p5). Investments
of institutional investors into long-term developmeprojects using capital
market would ensure additional stability for theafincial market, since long-term



approach to investments would have a stabilizirfgcefin times of crisis and
instabilities.

Improvements inincentive framework of institutional investors'
business conduct refer to enhanced consumer pmteantd financial education,
forming additional sector guarantee mechanismsuarantee schemes, ensuring
liquidity and stabile infrastructure of the finaacimarket, forming an incentive
framework by the government as regards investmangate, debt policy and tax
incentives for voluntary pension savings. An impattissue is also a more
significant involvement of institutional investois corporate governance and
improvement of corporate governance practices (OEXDD1).

In Croatia, these incentives are still not being recognis@dbody
responsible for macroprudential regulation hasyevbeen established and that is
the first step towards building a framework of nmgmudential regulation in
Croatia. As for microprudential regulation Croatwill comply with new
regulatory requirements in the European Union agiddba member state will be
in a position to contribute to creating new regolat The long-term benefits of
the investment policy of institutional investorsvhao be emphasised especially
due to the specificities of the mandatory secomidrppension funds in Croatia.
Other incentives from consumer protection, finaheducation and tax incentives
to pension savings are at an initial phase.

6. CONCLUSION

Institutional investors are a significant segmehthe financial sector
and the economy as a whole. The recent financisisdnas strongly influenced
their profitability, investment policy and pointédl the herd-behaviour. Investors
holding portfolios in institutional investors haweso reacted by outflows and
disinvestments. This significantly influenced thabdlity of the financial market,
resulting in shortage of liquidity during the csisfire sales and inability of the
financial market to fulfil its basic functions ofansferring and allocating
financial means. However, the commitment to rededirbank regulation was
dominant shortly after the crisis, as well as farghmacroprudential regulation,
mostly bank oriented. Recently, the importancensfifutional investors has been
emphasized together with their mediation in chdimgellong-term investments
with the aim to achieve economic growth. Macropniié regulatory changes
have been intensified for all types of institutibmavestors, as well as measures
to improve market environment, financial education consumer protection. As
regards macroprudential regulation and the impogaof institutional investors
further steps have to be made in order to devebapytical framework testing the
influence of institutional investors on maintainifigancial stability. The paper
discusses key areas essential for improving thwoiset institutional investors.
Some of these initiatives have been implementedlewdthers still await their
implementation on the EU level. Therefore conclosiand recommendations in
this paper can be useful as guidelines for creabbreconomic policies and
financial sector regulation in Croatia.
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