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| ‘ .
This report describes the development of commercial banks
_ ; :

in‘Russiaiand role of government and Central Bank in

[

iz

o ' | : ,
advance of Russian financial system. First banks appeared

i

| S soon as tbev were legally

el

in late 80s - early 90s

8
I
{ . N
permit ed using the capital created by distribution of

_state funds and assets and with trade operaticns involving

natural resources. Further, banks were adapting to
| v ,
extremely unstable economic situations. Instability of
‘ . {
| _
|

DO 1t1ca‘ and economical environment determined the

s ] o as , e
orientation of banks’ activities on short-term profits

|
1

rather hen on building lonq term foundation for normal

|
|

functioning. In order to provide such profits, banks got
Lo

involved!|in foreign exchange operations, short-term (up to

L ‘ .

a year) %ending,vgovernmental securities trade, and in

crea+lon,of FIGs - affiliate enterprises supported by

bankb. Cklols of August 1998 became a sdund culmination of
\

consequepces of every wrong Step that had been taken by
banks’ mgnagement and Russiaﬁ government. Today, high
operatiné, default, énd liquidity‘risks and governmehtal
'practiceg’make Russian banks unsafe for long-term

. ! . .
relatio&shipsi

3

[ but likely profitable for short-term gains.
t
‘: .
b ‘ : Codii
i

i
!
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CHAPTER ONE

|
|
|
1
|
1
| _
j INTRODUCTION
i

In rlecent years, foreign investors considered Russia
% , .

as riskyjbut potentially profitable market. Hedging funds
|

, | . . . .
and portﬂolio managers were actively involved in dealing
o - o
with Russian governmental securities. But to successfully
| , | |
conduct business in any country presence of developed or at

least noﬁmally functioning banks are necessary.
‘ .

Thié,research is thought to describe the current

. | .
situatioq for commercial banks in Russia as a mirror of
| .
developing economic reforms in the country with detailed -
, ! o

analysis lof reasons and consequences of crisis of August
1998. It;touches also question of money laundering'that

stréngly}affect thevactivities of commercial banks. This
papef caé bé“useful to-ﬁot only finanéial majoré or

‘»potentia#‘iﬁvestors but aISO‘to‘anyvbusiness entrepreneur
"who is téinking of doing business with Russian companies.

,The;data,preSented and analyzed in this‘report was

collecteé form numerous business magazines, newspapers, and
- web page% in USA and Ruséia. No Speéific‘researches that
utilize %hole area pfesented in this ﬁeport were féund -
the info%mation wasbcbilected piece,byupieCe.vHoWeverL some .
! ‘ : .
|

1

|
|
?
i
|



Russian sources are thought to be neutral and objective in

their evaﬂuationé'aﬁd,some particularly detailed articles

“about spehific sides like legal environment of banking
industry br historical development df commercial banks,

i

were very directing and beneficial.
i
Development of commercial banks in Russia was shown

from historical perspective, in connections with the
. : | i
L o e , T -
general progress of market reforms in the country.

Due?to the large amount of the different data sources,
the biggdst problem faced during this research wés,the
contradiqtory statistical numbers - especially for

historical trends. Presented data was chosen by majority
' , | : ) . , o
principle, as less emoticnal and biased data, or as imply
; | . ‘ ’
. ‘ : .
averaged. Nevertheless, although generally all presented
| _ .

information is correct from author’s perspective, there is
a possibility of mistake in the preciseness of numbers.
o i o - _ o : '

§ Functions of Commercial‘Banks'

|

‘Ban%ing crisis is long—étanding inability of the
majorityiof the banks to fulfill their obligations and

responsibilities to their partners and customers. In

| , ,
particul%r, obligations of payments, responsibilities for

investorﬁ and depositors of banks,vbankruptcies and

!

|

[N

J
1
I
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1
\
1
|
|
4
i

llquldatlons of banklng oranches and filials. More banks
are 1nvolved into Crltl”al condltlons of operatﬂons, ‘harder

I

are the cpnsequences of such economic crisis which can

affect eﬁlstence of the whole banking industry of the

country ﬁspecially if involved are the banks with higher
i . .

volumes Qf operation in the industry.

Cr;als of 1998 was a reault of external financial
i
1

troubles ‘¢f Russian ‘banking system such as almost
bankruptéy of the government, sharp devaluation of natienal
_ e ,
currency; and break up of financial markets, as well as
\ o - .
interna1 ‘structural weaknesses: management mistakes, low
1e§e1 of;capitali;ation, inadequate enaluation and

. L . , _
estimatien of risks, weak development of real banking
|
businesses. Magnitude of losses in crisis of 1998 was
‘ i ' ‘ o
estimated as 50-60% of country’s whole banking system
| ; )
N
capital.;
o i
Financial intermediaries facilitate the capital

N - .
formation process by efficiently directing the flow of
om Jenders to borrowers. When current income

A

urrent consum tlon de31res, peopm tend to save

*ﬁ“—ﬂ64~—

! Aleksashenko Banking Crisis: Does Fog Go Away? Questions>of‘
Econom;cs, 5/1999.




their inéomerin'order to‘get:highér retdrns in fﬁture,»

| ‘ : .
excess oé funds created. Theéé resourCes become available
for~inve%tment purposes. However,‘coordinating saVings énd
'investiné is difficult because_manyrdifferent participants
are invoived in'fhis process. Coordinéting'such pfoCess is
primary %unction of financial‘services ihdustry. The’major,
represenéatives of fihanéialvinduStry are banks.

4 , o -
Mar#et—driven-banks compete to’attract.savings by

offeringgthe highest deposit rates that are consistent with

their"co$t'structure and revenue stream. At the same time,

they combete to lend to creditworthy customers by offering

the loweét lending rates that will cover overhead costs and
. T :

interest| payments on deposits.
i . ' : _
To %rite about Russian banks is challenging because

1 .
i
] .

Russian banks are not financial intermediaries in the
lestern banking glossary meaning - basic rules of banking

may not %pply’to"Rﬁssian banks. For example, chahges‘in
supply and demand on funds, intereSt rates, and conditions
of borrowing in Russia are just barely following Western

style logic. Not many economists consider banking in Russia

even asﬂseparate industry or as basis for development of
nation’s economy.

1

|

|

1
! 4



|
|
i
?

L S , ,
J . . 0 v 0 . '
Due to specific conditions, commercial banks in Russia

were evoﬂﬁihg”as‘profit:orientéd non-production
,organizaﬁionsf For Russian banks actual lending, especially

for long-term, takes far smaller part of activities than

for West%rn banks.‘They are oriented on‘gettingvprofits
: S . o ‘ '
today, nﬁt next year, and not even tomorrow. The most

o . ' .
‘popular activities are foreign currency exchange and
et ‘ : , _

manipulaﬁions with governmental bonds.
Anoﬁher specific tradition is the close relationships

i . ) . : .
with clients and partners. Tell me who your friends are,

et

and I will tell you who you are — Russian folklére idiom

became the strategy among businessmen and bankers in

—

today’s Russia.' Relying on personal connections in business
became,tﬁaditionalfdiplomacy in Russia.
Mosﬁ of’the‘fUnctions performed by commercial banks

may‘be'divided_intovfew categories:
e Payments - creating and efficiently transferring the
- nation’s mean of payment; Because anvefficient:payment

system is’ vital to a stable economy, banks are the

~essende of payment systemn.

|

i

i
i

The Russian F-connections. Problems of Post-Communism, Section:

Formal Institutions 1/1999.

i
1
1
i
0

i
I
i
[



. _IntermediatiOn.‘Cdmmerciai banks intermediate between

those

who have‘money (savers or depdsitgrs);and those who

need money (borrowers). To the savers or depositors,

commencial banks offer VarrOus;typés of:depositsvthat

meet t

he néeds'of those customers betterlthan alternative

uses of funds. To attract depositors banks provide

deposit instruments with low denomination, low risk, and

high liguidity. Banks are ablé'ﬁheﬁ'tb‘ﬁaCkége large

~ amount of small deposits and lend‘thosérfuhds to

borrowers.

e Providing trust services to individuals and business

firms.

e Financing international trade.

- e Offering financial planning and»securities‘related

services (brbkerage_and inVestment‘banking,related

serviaces) .

o Off-ba
assumi
and re

-Dur

.and its

1lancevsheet_riék takingf(generatigékfee income gy a
Thg'.certain“Cbntiﬁéénr:iiébilitiés)} and insurance
aal‘éstate rélaﬁed_acﬁi?ities;'

ing SOviet'Era,ythg mainvfunctions’of Cenrral'Bank

subéidiaries'were»to provide StableAand'reliable

payment transferring system and.prOVidekdistributionﬁofA'“
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P
i

|

i

; _ _ > :
State budbet’s subsidies. Although payment system was

inefficient and slow, it was operéting. Another function of

|
i

the bank Fas to help enterprises to meet the targets for

output and investment that had been laid down in the
i .

governmenF's annual plan for the economy. The Bank

performed this function by puttingvét the disposal of the
enterpriées the necessary amount of credit to realize the

| .
"planned" transactions.
| .

Othqr functions did not exist at all or were provided

through dentral Bank with goVernméntal central control.

Both‘priqes and credits served primarily as accounting

tools. eqerprises paid each other by instructing the Bank

to afféct a transfer frbm‘one deposit (or overdraft)

account to another, and the Bank would - more or less

automatically-— permit overdrafts to accumulate. Plan

v N ] R L
- prices were state-determined and were adjusted very

infrequeqtly. IntereSt‘rates, which were also Changed
infrequently, bore little relation to the return on

-capital.fThe system léft'ﬁo role fdr'profité,as a
.motivéti%g factQ%.',

Altﬂough banks‘in RussiéJWefé alwayé.ﬁresent, history
of Cémme%dial independentiﬁénks.haséétagied just recently.

In the c?uhtry where planned sconomy exiSted for a 70 years
|
|
i



i
1
i
:
|
i
g

and Centr%l Bank’s functions were mostly to control
o ' | S _

payments transfers; development of commercial independent

banks was| interdependent with development of market economy

!

reforms.i

Personal Connections

Coordinating movements of the securities from lenders
| . , ‘
to borrowers may have form of direct or indirect transfers.

Direct t%ansfefs:— face—to—face negotiations - éonside;ed
ineffici%nt from point Viéﬁ of Western style banking

I . ‘ :
because ?f the additional costs incurring duriﬂg process of
| matching}needs Qf bérrdwers and lenders. From Russian point

i ‘ . : -
view, it%is primary duty of bank’s top officials to search
for trus@able and reliable clients.?

i

In én‘economy where nonpayment of debts is contagious;,

1
} .

0 ! 0 v ’ 0
there is'no tradition of loan repayment and there is no
legal recourse for defaulting on a loan because of the
Soviet p$act1ce of subsidies. Under these circumstances,

: T . » S R . .
the F-connection serves as a minimum protection against

irresponsible-borr@wers and dishonest dealeiég Reacting to

the riSké of lending, many banks concentiaté on a few well-

1”

1

| ) : . )
* The Russian F-connections. Problems of Post-Communism, Section:

T ;
Formal'InsFitutions 1/1999. .
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. known cu
relation

* Rel
btraditio
‘Russian
their cd
connecti
fsmily m
poténtia
colleagu
‘busihéss
and extea
‘heart—to
trust, m
each oth

The

provided

of krugo
- ensure
includin

nurtured

stomers,-deVeLop very close patfdn—client

S, and_remain'suspicisus towsrd‘outsiders.

ying on pérsonalmsonnectioﬁs‘in business became

hal'tactic ih Russia; If one‘wogld ask today’s

bankers and businéssmen about the éarly days of
reers,vbuSinessmen‘woﬁld refér tobpérsohal‘

ons:. friends or rslatives“inﬁitédsfhéﬁ £o7work, a
ember telephonsd.a managsr ﬁo*refer tﬁémwssf

1 candidates for vacanﬁzpositibhs;*or fofﬁer

es recommended them to bdsses.1 Néw Russian

es reconnect'ffiends, classmates, former cQworkers;
ndsd families. Russians belisve their tradition of
hard conversations is superipr because it builds
akes people be involved and interdependent With_
ér; and creates usuaily long%lastihg relationships.

network of personal conﬁections known as}blat

access to iﬁformation and résdﬁrcesf The pattern

vaya pdruka‘fcircular support and\fésponSibilities

d an‘interconnsctedmcoveréup'of activities,

g illegal ones. Patron - cliént relatibnshipsjare

by the risks of doing business in Russia. Groups,

1Th
Formal Ins

e Russian F—connectioﬂs.
titutions 1/1999.

" Problems of Post-Communism, Section:




or clans
organize

Per

business.

vsupport

vFrém_éﬁo
‘friends;
group, a
clans’ i
~Tho
ﬁbusineés

against

'kiilef;
"'présidén
he‘Sugge
"prpteéﬁi
‘himself
it as a

said: "I

, or gruppirovkés,xfﬁnctioﬁ as‘cpopefatively
'i enfity ?urSﬁlng its own interests.®.

sonal coﬁnedtions provide'sedurity and cértainty of
It ié verykimportant for such groups té have

oi be'connectéd’to powe#ful bﬁsinéssmanvof leader.
ther side; as good‘as'it getsvto have powerfgl 
strong cdnnections;.and fo bélohg to_respected
S,Mﬁch'dangerous-it'becamé to inte:fefe with othér’
hterésfé; |

ugh ﬁrofiﬁable}‘banking in Rﬁssié is'a.dangefous

.. Armies ofvsecurity gﬁards are ﬁo guarantee
hdétilé competitérs aﬁd ériminals;.The president of

oné bahkétated€ ﬁthhing:canvsave oﬁe from a COntract]
aﬁdbaﬂything‘less than the sécurity servige‘of fhe
t“éf é,céuntryvié'inefféctivé."'As an aiférnative;
étéd‘per$§naliconné¢£ionévas,a reliablé_means‘of
5n, Another 5ank foundér‘and3presideﬁt prided

qn hisfaécéés»tQ a:ia?gemsgg}al nétw§rk,‘regarding
guarantee égainst‘théfcéiiapséj&ffhiéfbaﬁk; He

f you ask me now t

name all my friends and

) -

The
Formal -Ins

Ruésian E—conneétiohs.
titutions 1/1999.

Problems of Post-Communism, Section:
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j‘acquaint
aﬁd ﬁhy.
“Ban
-speak:iﬂ
kBanke£s'
which ev
 déa1s de
‘fin thé‘w
'doneldn
Qualitie
Solomon,
, accoﬁpli
St. Pete
banks.;;
the‘same
.aithough
‘Mos

are made

“to six p

ances;'l'één give yod710LOOO names - who,,where,
ALl thisuinforﬁatiqn ié in my Head.ﬁ%'

kérs ahd ieading Rﬁssiah businessﬁen prefer to
vpiural‘of'theméélvesf? “Wef, rathervthen;“l.”.v

describe their commercial space as a "village," in

eryone knows everyone else, and where business

pend on evaluations of peoplé as well as projects.

ords éf one of the_buéinessman: “Much business is
intuitioh and on the‘knowledge of the personal

s of yoﬁr ﬁarthers. If'ah in#elligeﬁt, wise'as
.Mus§OVite-takes my position} he would not

sh what;i,can.,He;does not knoﬁ the specifics of
réburg,.of its banks, of the people behind these
St.jPeteerurg is a small town for us. Moscow is
for MuscoVites: everyone‘knows each‘other,
the'population there is ﬁwice as large.z”

cow becahé a central point where all biggest deals
, capital‘of Rgssian capitalismi The city makes up

ercent of Russian population, but attracts two-

1 Th

Formal Ins

Formal Ins

evRussian‘F—connections. Problems. of Post-Communism, Section:
titutions. 1/1999.

Russian F-connections.
titutions -1/1999."

=
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thirds of foreign investment and provides 24 percent of the
country tax revenue. Majority of Russian banks are Moscow-

based.

-
[\



- CHAPTER TWO
DEVELOPMENT OF BANKING}INDUSTRY

1985 —~ 1991: First Private

Capital

In ﬂ985‘perestroika movement was thought to modernize -
the Soviet system of production and distribution by opening
' g o :

Russia t? the world market with intentions of introducing

advaﬁceditechnology, to diversify the‘Sovietveconomy SO

that it would be less dependent on sale of raw materials,
. | : o - :

i
|

and.rais%ng the basic standard Qf living. Government
permitted opening of brivate companies and allowed direct
dealing &ith‘foreign £irms withdut central éontrol and‘
intéfven%ion.

Theibest and easiest way to earn money in end of the
80s and garly 90s was to buy materials such as metals or
oil ét l?w, state-controlled priCeS'in_Rpssia and then
resell tﬁem abroad at world,pricé$3 In early‘1990,vfor
éxamplé,éthe Moscow free—mérket-price;of“a‘package of

‘ ‘ S .
Marlborogcigarettes was 30 rubles - exactly. the Samé‘price

as a ton|of crude oil.! In 1988, state enterprise managers
|
| | |
! Russian Corruption And Money Laundering (L.H. Summers). FDCH
Congressional Testimony, 9/21/99. '

13



|
|
|
|

i . _
were allowed to set up private cooperatives for arbitrage
with "their" government-owned businesses. Managers of state
: ! ' , BT e :
0oil companies bought oil fromﬂtheir'ehterpriséé privately,

A

obtained!export licenses and.qﬁotas from cbrr@pt dfficials,

and sold the oil abroad at the mérket price.1 This situation
created‘opportunities for quick fortunes to be made by

those wHo were able to purchase oil domestically and then

l .
resell it overseas. From different sources, from 30 and up
60 percent of GDP was lost in this type of business in 1990
l

|

percéntiof the world market price. Eventually, after 1992,

- 1992 In 1992, the Russian price of Oll was still one

the refdrmers succeeded in deregulating commodity prices,

'

but onl% after few managers had extracted billions of
I
dollars from their state enterprises.

Anéther way of making big money in this period’was
through‘food - impbrt subsidies.'Slowdown of internal
producfion.of food and agriculture products in the Qinter
»of 1991#92-caused‘the'reformers inability to cancel the
'existiﬁg.éubsidies.for food. A food importer paid only one

percent of the going exchange rate when purchasing

essential foods from abroad, but could resell them
|
|
i _ v ,

! W{inner Takes It All. Foreign Affairs, 9/1/99.

s .
} o | . 14



réiativelyvfreely on the doméstic,market-and pocket the

subsidy;"

These imports were paid for with Western

“"humanitarian" export credits that were added to Russia's

 state debt. Total import subsidies were 17.5 percent of

Russia's

'GDP in 1992. These profits were highly"

conceﬁtrated, bénefiting a limited number of traders in

Moscow who operated through the old state-agricultural .

monopolies.

Altogether, the géins from these two business

activities amounted to no less than 79 percent of GDP in

1992. Most of the profits, billions of dollars, were highly

concentrated among a small elite - tight inner circlé of -

governmental officials, their friends, and relatives who

had access to useful resources and information. Inside

informét.
were the

Bef
consiste
governmer

Central I

ion,‘insider lendiﬁg, and iﬁSider privatizatibn

key tools of:thiéiQiétfibutién;?'.

bre perésfioikavthérbaﬁking Systémfin.Russia‘
i_of.Central Bank aﬁa iﬁs regiohal branches and'few
1t COﬂtroiled épeCialized‘baﬁks.vanctions of

3ank were to provide payments system, accept

Wi

nner Takes Tt All. Foreign Affairs, 9/1/99.
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savings f&om people, and print additional money to cover

1' . . B
“budget deficit when government spent more than it was

to. Central Bank had specialized branches, such as

supposed

v
{

Sberbank - Savings'bénk that accepted depbsitS~from people,
» | ) TR R

Vneshtordbank - state trade‘bank,,and>VneSheconombank -
» | v n _

bank that dealt with international operations of Russia.
o o | o

Less important branches included Selhosbank that served

- farms - %Olhoz— and agricultural organizatidns; Industrial

bank - seérved production companies especially in natural
i .

! : . ’
resources, heavy machinery and equipment industries.
Securities markets were virtually absent.

Théiﬁeceﬁt_monetary historyofRstialbegins ihvthe
late per%stroika period, when thg Cehtréi Bénk printédvvast
»quantitiéé‘of'moﬁey to financé an out—qf—control budget,
wﬁile th%bgovernment used strict pricé controls to limit

i
inflation.
By %he end‘of 1991, when the Soviet Union became

RusSia‘aﬁd Boris Yeltsin declared the disbandment of

: P : . »
Communisﬁ Party, there were about five times as many rubles
in circuiation as were needed to finance natiénal;income.l
Presence!of’money excess not supported by appropriate

|
|

! Wﬂlen Property Is Theft. Reason, 12/98.

|
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 from 1,7
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hiéh]inf
""1991[Rus
© speciali

“evolved m

of goods called for hyperlnflatlon,‘longflines;

v stores that symbollzed that perlod Before;l

durlng Sov1et era, people were allowed to save but,yw

1Vest Investment as an optlon of money managlng

EXiSt“at'all People were trylng to save for
1t by laylng a81de part of thelr wages
latlon of 1992 1993 most of these sav1ngs were f*”

5_' For example,‘money that would have bought a.

:lonerntoypanyOr_the_burialﬂwould buy only»a

1991 = 1994 Growth d

~

O

'period.Can,be characterlzedfbyyViplosion of'newhff

the’ number of reglstered c_edf'corganlzatlons rosef

JO to 2 600 It can be explalned by low_ff"j
=nts of startlng capltal and by attractlon of
3u81ness due to hlgh profltablllty potentlals of

latlon and contlnuous fall of the ruble In early

Sia'tranSformedVall.900‘regidnalvbranches'off,fﬁd'

redfg0vernmentjbanks;0nfitS”territorytinto :
éﬁtﬁbaﬁks,gthe banking businessubeeamegthe first

ﬁarketHWithiafoompetitiveisfnuoture,
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Abse

nce of legalvfegulations_énd‘laCkvof professional

experiencF of_operating‘commercial.banks caused opening of

cOmmerciaﬁ'banks-almost on. each corner of the streets. Even

as late £S'iﬁ 1993 the capital requirement to set up a bank

was about

choice be

(from 199

3 million
banks).l

For

$100,000 - giving new Russian éntrepreneurs a
tween buyihg a luxury apartment and opening‘a'bank
9 - the minimum capital requirement is set at ECU

for new banks and ECU 1 million for existing

the new banks to discover that taking depositS’

from savﬁrs and. making loans to businesses was not the

quickest

more prof

‘credits a
»invest‘ﬁh
the cfédi
~interest
three per

1992, whe

|
continued

way to get rich did not take much time. A much

iﬁébie strategy was to attract_Central Bank’s

t interést rates Weli below fhe réte of:infiatioh,
e proéeeds ih‘hard—currency ésSets, énd.pay:off
ts‘later in devalued'rubles.‘Under>Soviet system,
rates had no economic function and were fixed at
cent‘per~yeér‘by Russian Cenﬁrai Bank. Even in

n inflation was at 1,500 percents, Central Bank

to give away 10-25% interest rate loans. In 1992

‘ ' The
Economies:
Economic St

Financial System In Russia Compared Tc Other Transition
The Anglo-American Versus The German-Japanese. Comparative
udies, Spring 1999. ’
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. percent

h»Fer

the net credit issue of the Central Bank was 32

‘the first years of commercial banks existence,

Gentreleﬁank’sjld@?ihté#eet_ratééuCréditSﬁeubetituted the

“savings

l iepo S 1 tS

‘There were no particular interests in =

- having $Udh:ahChOr5¥*private,aceouht37hbanks were opening

- accounts|

In

'“icherfsourCes of:profits were:“free”f”

:ﬁ&fthe*aeeounts of the 1ndustr1al enterprlses

,gthat 1n

’,“_;pa831veb

ﬁ}hﬁpopulatl

o The

‘was to decontrol prices.

1994”accounted‘o:m“

‘first majo:

just because they SuppooedvtOgeéyﬁ' Y

:3ddltl0n to the fall of ruble and governmentbloans,f f_

sesmbff;esourcesrohijJ

ReSOurces'of

:ystem were formed from money of the enterprlses .

Wthh ex01ded,several tlmes dep051ts of the o

L o
‘act of economic reform,

President Boris Yeltsin and

»‘:h?}7iSF§?¢EQQ?ﬂGaidéftihtrodﬁeed~se?ealledj“shock

7 macroeaonon]
7f7ecchpmy'and clalmed that

7¥hVefy1§a1nful

althOugh'tHefprocess would‘be o

the 51tuatlon would begln{to 1mprove 1n 31xk—f‘

! Winner Takes It AIl.-

Foreigh Affair

»”and 1n 1995 = 24 of banklng:fe;‘:?“

th?JahuarYQ2f5a,“”
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i o '
nine month. Given the huge excess of money supply, the

pricg lev
1992 alon
wduld>soo
industrie
 processe§

they didn

els were jumping, rising by 245’percent in January
e. If no new money had been created, inflation

n have run out of steam. But inefficient state

s, which fail to rationalize their production
and labor distribution,’began‘complaining‘that

't have enough cash to stay in operation.

It a
levels o%
poverty #
,followed!
elder;'tu
reformers
Bank, tuf
level in?
in charge
which per
below 20(
been Qill
progresé

had to be

to increa

lso was proved politically incorrect to hold the

wages and pensiops} Numbér_of pépple living‘below
ine inéreased'unexﬁeétedly high; eéoﬁomic strikesv
one after another,}disappointed pebple, especially
rned back to suppdrﬁ Cémmunist Party. The

gave up. Viktof Gerashchenko, heéd‘of'Ceﬁtrai‘
ned‘an unanidable,bne—ﬁime jump invthe ?ricé
o.cdntinuous hyperinflation.‘Geréshchenko stayed
of the'Central Bank until October 1994, during
iod the annuél ;ate.éf money‘growth never fell
pércent. Under Gérashchenko} the Central Bank‘héd

ing to print enough money to cover the gap, but if

was to be made against inflation, something else

done. There were three options:'to cut spending,

se taxes, or to borrow.
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 was offi
- regime’s
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. successft

 But
- step of

“:;privatim

- distribug
 woman,
'7éﬁ¢ti¢93
tobe 'W

w:sﬁthem:immG

A

ﬁmainbg5al

sesﬂcontinued'to operateu

reforms - privatization.

firStfRusslan'feforﬁfgonernments,?headed}by'Egorbh'
1d VlktorFChe*nomyrdrn w1th’V1ktor Gerashchenko as
,entral BanK, had brldged the budget deflClt w1th
”rowed from the Pentral Bank —-by‘prlntlng money.aslu.
Xl;heughreveryenefrnvolved_uncerstoodlthatvthls was'

{éfygfthéie Qaé'siﬁpiy‘ﬁaiéiéérﬁatlve; |
lunellégé’ nhen the flrst phaselof ﬁarket reforﬁ
:lalleyer,’lt had falled to accompllsh the :‘
| 5o Inflatlon raged and 1nefflclent '

-Political~preSSures anduﬂ;m

11’ maneuvering by the main economic participators

‘vw'fmanaged'to:deform‘andhdlstract‘real?marketfreforms;i

:goverhﬁehtqrushed;Wlth;impleﬁehtatlontofxsecondficl
atidﬂ“AhdﬁéiiyfChﬁbaisfhurriédwnithlaiéfributionfof
”operty Mllllons”of prlvatlratlon‘?ouchers‘Were
_ed to the publlc at large, one for.every ﬁan; .
1d Chlld These could be exchanged forvstock at-

of state enterprlsesA But the vouchers turned outv“
”th less than $20 each Most people elther sold

=d1ately, 1nvest1ng the proceeds accordlng to thelr'V

ok Em}

31re Envy And Othcr Obstacles To Economlc Reform In Russra

' Problems o

f Post Communlsm, 6 1998




tests or| needs, of elsé'plaééd,them'with fraudulent voucher
pyramids maskihg‘themselves a$zlegitimate mutual funds. In
the end, the shareé pquhased»with unchers méstly énded\up
“in the hands of the same former communists, governmént
officials and otﬁer used—to—be—rulers and now businessmén
Who bénéfited from other quick but profitable forms of
businesses.' |

Although idealistic ideas that voucher priVatization

would'léad to a broad-based péopie's cépitalism‘turned to
dust,_bqt in iffs owﬁ termsvpri§atizétion Qaé‘a success. In
just two years, from early 1992vto early 1994, 104,000
vstate enterprises were pfivatized. At the end of this
period the private sector accounted for more than 50
percent |of GDP and some 60 percent of employment.?

In the largest and most attractive Russian companies
with hiqh market liquidity, outside investors by now owned
more‘shéres than workers and managers, and this pattern was
likely to emerge in»othér companies, whose shares were not
yet traded in the markef and which were still controlled by

- work collectives. Invthevlarge, but not the largest,

1

' When Property Is Theft. Reason, 12/98.

1

2 Wnen Property Is Theft. Reason, 12/98.
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shares of
By t
the groﬁp
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reportedl]

ost profitable pieces of

bidder
|

j‘Russianicompaniéé oUtsidersIOWHed in 1996 dﬁiy
aresﬁ'with 59% of éhares"belqnging to.insiders and
étate, while in the 1QQ,la£§ést Russian compaﬁies
dened on average 57% ofvall‘shares (insideréb—v
state f‘21%5.1

hat beriod therevWeré also ldts of speculationS'in

where institutional investors, namely banks,

rength after the “shares for loans” auctions—sales
_— | g B |
government property to. the
i : :

ﬂthat stérted in late 1995; énd,did not

ny concessions to thg’work éolleétives; Several

ks received—as a coliateral for éredits issued to

ﬁmént—large bldcks‘of shafes of non-financial
(Menatep bank won 78% of sharés‘of‘Yukos~the

rgest‘oil‘producer,.Oneximbank got 38% of the
Norilsk Nickel, etc.). |

he end of 1996 the newspapers were writing about
of fivé—seven banks that control a géod half of

an econoﬁy. The largest group, Qnéxiﬁbank, in 1996

Y controlled several banks with total assets of
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Financial System In Russia Compared To Other Transition
The Anglo-American Versus The German-Japanese. Comparative
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some $ 5

billion ahd.fewniﬁdustrialventerprises with sales

of about § 9 billion. The second largest, Menatep, had

~ banking assets of about $2 billion and held control over

enterpri
ob&ioqsl
(1995 GE

_ In
economie
:sectors
hiring’ﬁ
created

1991-94,

However,

operatio

ses with sales,of about $6 billion. This 1is
y‘a sigﬁifiéant proportion,ofbnatidhal economy
b was & 364 billion).
Russia, similarly to other post-communist
s, commercial banking became'oné of the few growing
- it expandéd‘even'in the middleldf the recessions,
ew employees»and opening new.offices.vThe GDP
in bankiﬁg, finance and insurance grew by 57% in
while the total GDP decreased by a'good 35%.
this increasé was largely dué to thé growth of

ns other than issuing credits to the enterprises.1

- Russian banking aCtiVity until recently was

‘cohcentr
deposits
bank cre
term cre

derégula

atéd in'procesSing payments;:not in attracting

andvissﬁihg credits. Back in Soviet times total
dit to enterprises exceeded half of‘GDP, with long
dits alohe amounting to 12% of GDP. After

tion of prices in 1992, the:demonetisations of the

L Th

L]
Economies:

e Financial System In Russia Compared To Other Transition
The Anglo-American Versus The German-Japanese. Comparative

Economic |Studies, Spring 1999.
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vby'theje
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credits

proceeded suiprisingly quickiy: totaipbank Qfedits
ing felivtb‘abputhio% ofRGDP;byvthe,epd of 1996;
e leng‘term.credifsrshrankpte less than i% of;GDP.
nd of 1997,£Qtal net'assets of Russie’e benking
mounpea to oniy about‘$1bO‘billion,iless than thet
beurg or-Singaporevahen the possibility of a‘bahk
as diseuseed_in the summer of 1996, a frequently
ument was that‘thetotaI.bahk eesets are so small
vto the size:of the.e¢0n¢mythapvevenﬁthe‘collepse'
bapks would not peceme eidiéaeter.l
ks/ufocuses oﬁ individuals fluCtuated'Widely,during
7: the share of'personai deprite in banks stood at i

%

in the 1980s, decreased to belowlO% in late 1992,
increased to over'40%,by the end of 1996.
ses’ cesh and bank‘depesits went down from the'

pOint of 28°‘of ‘GDP in late 1992 to only 4% of_GDP'

nd of 1996 2 Initia'iy, in 1992 94, newly’created

ks survived only beeause they were able to getfhuge

frbm fhe QBR4Central Bank of Russia.
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Table 1. Balance Sheet of Commercial Banks in
of Rubles o

1992, Billion

ASSETS 1-Jan | 1-May LIABILITIES 1-Jan | 1-May
Credits|: short- o _ '
term 395 850 |(Founding capital 43 76
Creditsl: long- ‘ ' S ‘
term o 40 50 Deposits (rubles) 315 475
Inter-bank Deposits (foreign ‘
credits| A 15 25 |currency) 3 390
Cash ‘ oo 5 7 |Loans from banks 190 460
Correspondents : ‘ : ' ' -
account . 130 110 |Government loans 45 110
vForéigﬂ currency 5 | 445 | Others 34 154
-Precio@s metals 0 10
Others | 40 168
Total . o 630 1665 Total 630 1665

~Table: " The Financial System In Russia Compared To Other Transition
Economies: |The Anglo-American Versus The German-Japanese. Comparative

Economic Studies, Spring 1999. ‘

'Comnercial,banks formed out of regional pranches of

'.specialiﬂed banks acted in fact as “channel banks”: a good

part of their liabilities were credits from CBR intended

for specific industrial enterprises. To be eligible for

“such a centralized credit an enterprise was supposed to

apply towthe respective industrial department.

If the

applicatﬁon'approved, the CBR issued credit to the
. i : _ .

| commercial bank from which the enterprise was willing to

get this credit. Normally, these were ei—épecialized banks

providing services to that particular enterpfise before

26
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small po
Lat
through
share of
Howévef,

weakness

on'ahd thtiﬁuihg‘tdeb so afterwards. in late
R'scredits'td ¢Qmme£cial'bahks»amounted to 30—40% 
éréaitsioutstanding-to éhterpfises}and to over 50%
'crédits‘df “éﬁanne;:banks@g*EQr;“ghannel banké”

R crédifé were'mo£e iﬁpof#§ﬁtlsﬁﬁrcésééi funds than
of enterprises‘and;househo;dsiénd'ihterbankingv

1

the asset side of the balance sheet, the most

ve'diépfopbrtion'was the high share of total assets
in hardvcurrency (ét that,timé the rapidly growing
rate Qf»the dbllar in-rubles pfovided gfeater réai
thaﬁ_iﬁtérest chargedLon_ruble credits). Russian:-
al’bankawerefmoétly borrowing long—term‘and‘

short térm: ;oﬁgFtetm loans>¢oﬁstitutéd_ohly a very
rtion of their ﬁotai assets.;, |
er the‘CBﬁ stdpped-issuing‘cfedits to enterprises
commercial banks; inflation SIOWQdeown aﬁd’the
assets invested in hard currency decreased.

these changes only’revealed'fhe real_structural‘

es of the Russian~banking‘sector. It turned out

1 Th
Economies’
Economic S

o

c Financial System In Russia Compared To Other Transition
" The Anglo-American Versus The German—Japanese. Comparative

tudies, Spring 1999.
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targets:
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services to enterprises were more centered not on

| deposits and issuing credits, but on processing
I N i

lion’s share of activity of Russian banks has to
rocessing payments, which is a sharp contrast to
tions of the Western banksv— the share of

es in the form of processed payments in Russian

over two times higher,,Baﬁking bperatidns per se—
ing deposits and iéSuing“éfédits-Was only a small

art of the iceberg; whereas about 7@% of total

es and about 50% of assets were engaged in
| ' ‘ ‘

s of Qlearing-payments.1

Developmént of Commercial

Banks in 1995-1996
e 1995, the government has pursued a "forced
policy of not paying workers and pensioners on
's was intended to Satisfy thé IMF's budget-cut

it's easier to “borrow” from workers and

s than to collect taxes from the wealthy and well

cOnnected.'By the end of 1997, a quarter of workers had not

been paid in at least six months--the government had $10 -

1

ile Of Ruble. The New Republic, 9/7/1998.
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;o pursue a tlghter moneta’y

1t owed another $12>
lnﬂbackvpenSloné)and 1t had yet to collect some’
iénﬁln{backlta%es -But thlS atrategy worked mithe‘
government deflclt fell from ll percent 1n 1994 to
t in 1995 o ' B

ﬁgrowtn{ofﬁthetlnternal publlc'debt derlves fromtaffi

isionhby{Borle.Fedoroy,-Mlnlster of Flnance, to

anc1ng the budget det1c1t w1th loans from the CBR
1tlonal method of prlntlng money flnally proved to
tlonary‘and not;acceptablehanymore Although there .
hunumbers of}operatlng banks; banks ~sizes and-
zatlon made them 1ncapable of maklng largevloans ton
nt, In addltlon/vforelgn 1nvestors were not |
1cally 1ncllned to lend but wererready to buy o
93goVernmentwsecuripiee‘:“ ST e |
aIMFband WeSternadylSerSfendoreed'Fedoroyls'methody_’
alng the budget def1c1t by lesulng governmental
| Durlng 1995.the market for Ru531an Treaaury
and bonds

KOs) (OFZs) began to grow ThlS enabled

Q*As,awresult,-’

atlon/rate‘declinedfandf he r ble~

>ile Of Ruble. The New Republic, 9/7/1998. ' w =
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stabilized. Moreover, as a consequence of reducing
_inflation,'the”nominai rate of interest on government

securities also declined, which helped national finances.

The nominal interest rate fell from 95 percent in September
1996 to about 20 percent in the summer of 1997.%

, o , - , |

AlsL by early 1995,.uﬁder the,new'léaderéhip'of Sergei

\ L ‘ : S o - ,
Dubinin,| the Central Bank began to apply conservative

monetariLt methods. Inflation sfeadily slowed. When the

disinflapion effort began, government expenditures at all

levels a%counted fqr more than 40 percent of GDP, a higher:
figure than in the United States or Japan, and very high
indeed fgr a countryyéf low income lgvel. Tax‘reveﬁues were
ovéf>a third of GDP, but were not high enough to prevent a
budget deficit of more than 7 percent of GDP.?

When inflatién slowed, machinations with cheapbloans
stopped orihging as much prbfit as it used to, but another
Way of'ggtting high earnings took place. By 1996, Russian
gdvernment bonds were paying interest rates'of up to 100

percent per year, double or triple the inflation rate.

! The Russian Financial Panic and The IMF. Problems of Post-
Communism, September-October 1998.

? When Property Is Theft. Reason, December 1998.
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sibecameithe largeSt bﬁyers of Russian government
li financing éome of their purchases with cheap

t credits but'increaéingly also bofrowing dollars
n marké on international financial markéts.
sChémes made the banks so rich and powerful that
e — seven banks that raised on food subsidiaries
al’resources scheméé bebame ﬁo bé described as

4

s,” widely percéived to have dominant influence

over the
i
the bankg

of being
were inve

As 1

the end o
1

Prime Min

Russian government. Unfortunately, along the Way,
failed.to”deVelQp true finaﬁcial customs. Instead
used for loans'to_businesses, allvavailablé funds

sted into the government debt market;l
t'was'already Séid; the loans-for-shares deals at

f 1995 were a scandal that damaged reputation of

ister Anatoli Chubais and paled the significance

of privatization. A few large banks»wére ailoWed,to
privatize some large‘enterpriSes in aﬁctions they
theméelves controlléd; Several huge césh cows of oil export
bﬁsiness changed hands, most'notabiy th:ée big oil

companies: Yukos, Sibneft, and Sidanko.

When Pfoperty Is Theft. Reason, December 1998.
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No qualitative change accompanied these takeovers. The
]

new majority‘bwners_did not behave like self-interested

proprieta

rs but.just continued to manage with orientation

on instaﬂt piofits, primarily‘by-Selling the products below

market pr

ices to their own trédiﬁg COmpénieE; létting the

old state companies corrupt.:After'a shOrt%lived boom,

these companies' values fell below their low purchase

prices.

company,

it in a 1

For instance, Norilsk Nickel, the large metal

lwas lonngorth less than what Oneximbank paid for

995 noncompetitive deal. In 1998, the big new

"capital‘

less for
minority

holdings.

ists" showed

yvet again that they could not care
the market value of their enterprises. Many
shareholders responded by selling off their

The Russian stock index consequently drove down

94 percent from its peak in 1997.!

Financia

L?Industrial Groups

Sin
enterpri

This was,
|

ce 1995, large industrial and commercial

ses have created close ties with the leading banks.

a common strategy in the Soviet era and was a

reasonable response to current pressures. Mergers through

interloc

king shareholdings and directorates allowed having

T Wi

nner Takes It All. Foreign Affairs, 9/1/99.
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~ontrol of assets through the development of
and personal ties. The creation of

l-industrial groups (FIGs) allowed key players to

d; co-opt, suspend, Qr'eliminate market ties and to

competition; conditions that eould'increese chances
val for the incorporeted financial institutions and
4 owningiihdustrial firme, banksewere receiving
ed customers and tag ﬁeﬁegé?iééulthedqce
nty in lending, and&egpandfeﬁteﬁprise‘fevenue for
rm financial dealings.‘Eeare of an anonymous’market
'this strategy. |
se new conglomeraﬁes (Financiél~IndUstrial Groups
have begun to.form,vseeking to verticelly
e all stages of the productlon process. The most
FIGs controlled large parts of the most. profltable
of the Russiénbeconomy —_those relating to natural
s, especially-to‘eil‘and gae - the resulﬁ of a 
secﬁre suppott er.Yeltsin‘in the 1996

tial elections. The key‘figureé in the FIGs have

xceedingly wealthy}_buying up the Rﬁssian media,

and becomingvincreasingly involved in political decision-

making p

. figures

rocesses. The 1mporuance of seven leadlng banklng

has led them to be called the ‘oligarchs’, a term
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1_Asvof now, President Putin

I

\% investigating_operatiénsbQf “oligarchs” and
té them businessmen - top managers of that period
nder.arrestor giving testimonies.

of parliéméﬁtary control.évgrlgovefnmentbénd the
ial"appéra?US has allowed the relationshipsb
inancial'figures andvstaﬁe officiéls'to become‘a
| bBoris Berezovsky,'heéd of the.LogoVAZ

was rewarded for bankrolling Yeltsin’s 1996

.campaignbwith a key positiop in the Security
.5'50dy fréquently.referred to as thevfunctional

t of the;old Politburb.«

f pdlitiéians have found themselves comfortable |
ésvdirectors of FIGs. In addiﬁion, criminal

afia) also‘exerciséd‘é growing influence,
Substantial resources that were not productively
or chaﬁneled to thé étate injthe form of tax
But’e&en éfter the creation of bank-based FIGs, it
ppear that banks were becomihg'long—termvstrategic

ers of production-oriented companies.

1

2 Rus

Rusgia’s Crisis. Capital and Class, Summer 1999,

sia’s Crisis. Capital and Class, Summer 1999.
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e levels, part of the bavklng act1v1ty assocrated

hgareuof goVernment”

§llf; pagtially_at_théienpense
15f3555£ credlts to;buslnesses;hr
he end ofvl9§6 Ru881a had over 216oo;bah£sf
emhwere‘notvooeratlng though) by the end of 1997 o
eratlng banks and 22 other credlt 1nstltutlonstjr

g 730 wrth capltal less than LCU l mllllon)L

concentratlon 1n the Russran banklng sector was

_As“of January l 199,; 1n Rn581a1the.share\of thei?
.banks in total'banklng aSSetsfwasnonly333%sa'1g

n. western economles 1t 1s w1th1n the range of 57—v1

1he beglnnlng of 1997 the average bank had only 2

;(1f Sberbank w1th 1ts branches across Ru881a is-

and the reglstered capltal (equlty) of less than R

There'are no “blq three” »:“blg four” natlon—_a'fh

;The largest Russran bank—oberbank (fOrmer Statel

ankfstlll tontrolled by the CBR) accounted for 13/‘:
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credit outstanding, while the ten largest banks

for only 1/3 of total credits. Only two Russian

assets of over $5 billion and capital of over
ion by early 1997.1

4

banks virtually stopped the financing of capital

t. Total bank credits outstahding in relation to

ned steadily. In 1992 they ensured the financing

0% of total capital investment, in 1993 - less

in 1995-96 - less than 1%, i.e. an amount

e with equity financing. No less important, long

its (over 1 year term) amounted to only 5% of
k credits and did not play any significant role in
when

cing of capital investment. In late 199¢,

was already under control, interest rates on bank
0 industry still stood at a level of about 100%,
an the‘rates on inter-bank ctedits; the CBR rate

%), the returns on GKOs—government treasury bills

much higher than the rates of return in industry

! The
Economies:
Economlc St

Financial System‘In Russia’ Compared To ther Transition
The Anglo-American Versus The German Japanese Comgarative
udies, Spring 1999. ,

% The
Economies:
Economlc St

Financial System In Russia Compared To dther Transition
The Anglo-American Versus The German- Japanese “Comparative
udies, Spring 1999.
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Table 2. Assets, Registered,Capital} and‘Credite of 10
Largest Russian Banks as ofiJanuary 31, 1996

- Bank H

Legend for Chart: A
B - Assets,. trllllon rubles
- Cv—:Reglstered capltal trillion rubles
D - Credits outstanding, trillion rubles
E - Share in total credit outstanding, %

A . ‘ B e D E
Sberbank ‘ 256.5 15.3 31.9 13
Vneshtorgbank ' 27.9 6.1 8.1 3
Inkombank 22.2 2.0 7.7 3
ONEXIMbank 20.6 2.9 10.6 4
Mosbiznesbank 17.7 . 1.0 3.1 1
Rossilyskiy: Credit 16.3 1.2 2.5 1
Tokobank o - 14.5 1.1 3.3 1
Stolilchniy Bank ~13.9 1.3 2.5 1
Sberezheniy‘Menatep 12.2 1.0 7.8 3
Natsional'niy . . 11.2 1.6 2.2 1
Total o ’ 413.0 33:5 79.7 33

Table: The |Financial System In Russia Compared To Other Transition
Economies: |The Anglo -American Versus The German-Japanese. Comparative
‘Economic Studies, Spring 1999.

Markets fot cdrporate eeeurities‘were only emerging}m
end only larﬁe'companies could‘classify for equity and bond
“financing. Nevertheless, it eeemed like-theSe'eources of
investment finanCing,for large companies were’alreedy more
important than‘bahk credite..Total_Volume of trade in

shares,in»1995 (mostly OTC) was estimated at about $5

\

billion - 1-2% of GDP or 25% of market capitalization. And
market capitaiization‘as well as the volume of trading
increased threefold in the sechd quarter of 1996 after

stock prices soared on the eve of presidential elections,
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old - in late 1996 and early 1997 - after Yeltsin

d from heart surgery. Estimates for 1996 put the
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rket capitalization at $5O 55 billion (13% of GDP)

volume of trade in shares- at 40-70 mllllons a day,

illion annually (3-4% of GDP).l
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Crisis of Year 1995

ivation of business life and increase of values in
apital provoked banks to lower their already weak
in-

measures. The share of bad loans rose from 32%

Q

o

37o‘in'1995 and to‘45% in the first quarter of

1e banking crisis of August 1995 was a logicai

f the foolish credit policy of many banks thatblent
thout coliateral or good guarantees. Russian

nt had tQ,make state debt more attractive as an

nt for the private sector.

When the ruble was in danger of falling for the first

time, the interest went up to as high as 200 pereent.

Because

had their assets in rubles, not in dollars;

>f high interest rates, most of the private banks

S0, by the

' The
Economies:
Economic S

‘Flnan01al System In Ru381a Compared To Other Transition
The Anglo-American Versus The German- Japanese Comparative

tudies, Spring 1999.

2 The
Economies:
Economic S

\Flnan01al System In-: RuSSla Compared To Other Transition
| The Anglo-American Versus The German-— Japanese. Comparative

tudJes, ‘Spring 1999.
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1995, majority of cgﬁmercial banks were loaded
debts and, to function, they‘had to be net

Qﬁ the money mérkets. About 90% of Russian banks
thankloo"billion rubles in equity and, thus, were
ibleutobmarket changes.
pril 95, one of the‘big banké, MMKB, stopped to
ebts. This bank'waé bne of ﬁhe biggest borrowers
two months and after it wen£ bahkrupt, it was in
séveral-thousand of billions‘of rubles.
hevsummer.1995, when debts of thosé banks that
rréﬁers‘after the spring eveﬁts increaééd

y, banks started to decrease or close credit lines
ther. That led‘to'bankrﬁptcylof sevefal small

well as two well-known banks - Lefortovsky and
Credit. Two weeks after that the markets beéame 5]e
hat one small rumor of sométhihd else going wrong
h to crash the wholeﬁsysfemf;

chnical glitch'in MoSbUsinésébénk'bécame such a
elr computers went down one day préventing the
making paymenté to anybody.. Next day they had to
penalties but a wave of delay of payments was

riggered.»Almost nobody paid, as everybody

to wait and rather pay later with penalties, than
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to pay to on tlme and not get the money from a counter
party in return.
Interest rates on ruble money markets reached 1000-

| : . : -
1500% fo£ overnight deposits and 50% for USD denominated

deposits, but there were no lenders. In two or three days,

the Cent%al Bank tried to increase the liquidity in the

markets #y nlacing'its:depoSits‘with the biggest of the
commerciél banks and by msssively buying government bonds.
This measure helped the markets, butjnot the banks.
Customers,‘hearing about problems in their bank, rushed to
’transferimoney out.

When the state debt pyramid did collapse, the banking
system allso collapsed. Most of the banks lost most of their
assets, so they were not able to pay their customers.' A lot
of money accumuleted in forms of soecalled financial
capital - state debt, state bonds —»that didn’t go into
production but were recirculatino in'the'banking system.?
That was‘tne week that changed the psychology of

bankers in Russia. It took half a year to reestablish links

between banks and set clean credit lines again. But

! On| The Russian Collapse. Mulfinational Monitor, 10/1998.

? On/ The Russian Collapse. Multinational Monitor, 10/1998.
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attitude

to risk became much more serious. Another result

of the crisis was the fact'that bad banks either

disappearied or their names became well known. The crisis

led to reductioh of 2,500 commercial banks to about 2,300

in January 1996. The state-owned Sberbank, by far the

largest &ith a capital base of $1.3 billion in 1996, ranked

below the worlds top 500 banks. Most Russian banks were

much smaller. About 80% had capital of just $1 million or

less,

and only 4% had capital greater than $5 million.

Persistent high real interest rates meant that

borrowinq costs remain high, and little lending took place

on terms
rose shan
reached 1
small shs

meaning a

of all cr

projects
securitie

The
1996, per
subsidial

to use mu

of more than 30 days. Interbanking lending rates

ply following an August 1995 liquidity crisis and
_ . v

o

o

20% 1n June 1996. Commercial lending was still a

re of business, and long-term lending—in Russia

o

o

nything over one year—accounts for less than 8

edits. Most businesses were concentrated in

and trade finances, trading in various types of

s, and foreign exchange dealings. .

new commercial banking law, effective in January

mitted foreign banksvté establish full-service

‘les in Russia, though it allowed the Central Bank

ituality as a criterion for granting approval.
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'Republic-Natibnal Bank of Néwifofkjfook.adVAhﬁége of the
new law to obtain‘a licensé&éhd bééin fﬁll—éervice
-»operatidnsbin September 19954 o

On May 16’1996 the Central Bank announced that the
ruble exchange band, which since January 1996 had been set
between 4,550 and 5,150 rﬁbles per dollar, would be
repiaced with a crawling-peg mechanism, with parameters
that would shift‘gradually from 5,000 to 5,600 rubles per
dollar on July 1 and then to 5,500 to 6,100 rubles per

dollar by the end of 1996.

1997: Stability

Thié year was the most stable year during reforms.
Banks wére counting Wounds and accumulating néw strength,
government was spending IMF loans, and businesses were
enjoying softveconomic and financial constraints.
| Méin characteristic of this periodeas the fast growth
of banks{ investments into governméntal obligations: from
1996 to 1997 the volume of’such‘investmeﬁts had tripled.
VQlume and technology of inveStménts into governmental
obligations allowed the participants of this market to
quickly and almoét‘without expenses to turn their

obligati

ons into highly liquid and profitable governmental
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instruments. The ‘election company of 1996 and constant need

of the government in “live” cash guarantied high interest

rates that were unmatched with current inflation rates and

economical indexes. Russian banks become active buyers

governmental obligations déhominated not‘only'in rubles but

also in

iobligati

Jjollars and other foreign currencies. Governmental

ons become the major source of revenue for banks:

in 1996 the revenues on such obligations were 40% of all

banking revenues, in 1997 - 30

Mr.
Massachu

Internat

o 1

=

Fischer, former economics professor at
setts Institute of Technology and No. 2 at the

ional Monetary Fund, and Mr. Summers, a former

economist at Harvard and No. 2 at the US Treasury termed

11997 as

progress
more clé
to‘was a
 inflétio

1996 and

‘a year of acﬁiévement.” They noted “dramatic

- toward stabilizing eqonomy.and integrating'it
se;y with the global economy.” What they referred
stable exdhange réte for the ruble and lower

n - 11 percent in 1997, down from 35 perdent in

from 2,500 percent in 1992. Further, according to

o tos,
Economics,

Aleksashenko, Banking Crisis:

Does Fog Go Away? Questions of
5/1999. »
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e Russian financial harketsvsurvived the East Asiaﬁ
though not without some tréubling days.'
ﬁ eébnomists also ranked getting its tax collection
n order as Russia’s No.l econqmic problem. Russia
taxesbeqﬁal to about 10.8 percent‘of'gross
‘product; its total output of goods and sérvices;
far lessvthan the'l9 percent of GDP collected by
§n.»But RuSsia'é.goﬁernment spendiﬁg amounts to
vcent of GDP.
er sig'yearévbf deéline,:output was up a bare 0.3
last’yéa£) but it;Was positi&é. One estimate finds
nt of Russian‘economic‘aétivity accounted for by -
entérprise, For all.its.imperféctions; the private -
as‘“beégme the major agent‘Of»econbmic growth énd
ﬂMoﬁey\tﬁat wés fquing oupEof Russia.has
_iy‘beeﬁ:fldwing back.:Ruééiaﬁ‘banks bépqﬁe!active
énts in actiVitiés bfiéxtér@éi'ma;kéts. Sfability
, low interest rates Qf,egternal ﬁérkéts, ahd
bseﬁCé‘of'intérnal.sayingé pushed baﬁks to bofﬁow

and borrow from foreign investors.

1 Ry

ssia:'ProgreSs at Last. Christian Science Monitor, 1/20/98.
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level of
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1997 was also.qharacterized'by excessive inflow

q,portfolio investments. In 1997, they amounted

on or over ten perCenﬁ of GDP - far‘mdie than
uld‘abSorb. Thé cénsequénces became evident Qn

,v1§§8,_when RuSsia sﬁffered a éataclysﬁié c:ash.
eign stoCk ownership in Russia péaked in late 1997f 
30 peréént of mafket>capitalization - abéut $30

or 7 percent of GDP.1

id 1997 market cépitalization was presumably at a

g - over 5% of GDP made Russiavone of the leaders

of stock market development together with China and Central

‘Européan‘
In 1
stocks de
European
shares of
due to th
skyrocket

remained

uncertain

countriés.»
993-97, with short setbéck‘iﬁ suﬁmer 1995, Ruésian
finitely outperformed the stock markéts’in East
éountries. invéﬁmmer and‘fall 1994 the demand fbr
majérbRussian companies increased'greatly (mostly
e inflow of foreignbcapital), and the stock prices
ed for the‘fiISt time. Later, the stock market
slow due to the Chechen war and political

ty in the country, but in April - June 1996 stock

Y Win

ner Takes It All. Foreign Affairs, 9/1/99.
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eached nearly $3 billion in 1997,

hcreased againaaboatv3‘times'in'real and dollar
ticipatingvahd themAwelcomihg Yeltsim's victory inv‘
ideﬁtial‘eleotiions.1 investing'inaﬁussia Was a fad
ing funds, wﬁich enjoyed high returms in 1993fl994

an securities.

the end of 1997vtheuquantity of channels and-

'iiﬁkihg‘RussiafWith the global'finahoial system had -

d;sigmificantly.pThe}credit’and.investment sphere
principal source of these’ties..According to
estimates, the aggregate.share of foreign oapital
ussian banking system hao'reached 5;6—8% by the

g of 1998, given a iegal iimit of 12%.

sia has been‘attractive fortlarge amounts of
investment;:Direct:investment,'evepfthrough-Russia
whioh is actually
n 2% of the world‘market of capitalization ($300—

ion a.year);aAt the end of January 1998,pthe

s MiniStry reported that the list of foreign.
s-ready to invest in Russia looked'something like
MacDurmet, and\Shell‘— $28

owing: Exxon, Sodeko,

I Th

Economies:|

Economic.-S

Financial System - In Russia Compared To Other Transition
The Anglo-American Versus The German Japanese Comparative :
tudies, Sprlng 1999. ' ‘
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X collectlon 1n Ru351a 1s a dangerous profe351on
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j-brg,Waves.OfdeSContent

aegan galn welght and respect
Jt about how much to pay
,ountry On average,

1try there was one credlt organlzatlon

:ks’and*commerclai’papers,

In

26htax»ColleCtors.werefkrlbed 74 wounded 6

d and 41 burned out of thelr homes AttemptS tokT"'

But 1n,general,'Taxw¢ S

Bus1ness people'

The flghts now are not about “to ' pay or: not to f”wz*

1998 DévéiopméntVdfvcriéiéfji?‘"’

of 1/1/98 1697 credrtvorganrrations were operatlngiv;y
e on 18 5OO men of populatlon of :;pi
bank or | :
Although majorlty of commercral banks 1ssued thelr T
‘ ’ :nonewon,themﬁW1thui[ﬁE;1f~f
3n of Sberbank was able‘to achleve‘approprlate

,y of such papers and had approprlate market

Lzatlon.

21 though prev1ous year was stable w1th p051tlve

Ln GDP andfmas51ve cash 1nflow from forelgn and

E dlesshwinter Orbls, Wlnter 1999

even small sums of money from needy workers havejgfv‘u]jyf

to understand that they are better off paylng than':g'fnil~



domestic investors there were few~negative moments that
could’destroy fragile sucCees. Russiaisiarge industrial
companies were still living by Soviet'era rﬁies, not by
‘market economy reQulations.;Yetefew Qent‘out of business;
iMore U.s. compenies are going bankﬁupt‘during a fogr—week
period than did Russian businesses all of 1997 year.'Thisv
anomaly|is made possible through,the'widespread use of
barter. |The enterprises ceuldcontinﬁebto‘produce geode
because |they had aiguaranteed set of ‘buyers; and because
they'évoid fhe usefof money. |

'AvOiding meeey,;threugh bafter and,ether forms ofinon?
monetérypexehenge;ia;lowe_the goods to be overp;iced,
givingvthe'appeéreﬁce of more value being produced thah}is‘e
the'case; These overpriced goods are‘then delivered to the.
gevefﬁmentvinsteadeof taxee,‘or to velue—adders, maihly
energy sgppliers Such‘as the naturai gasemonpriyeGazprom.'
it Continqes*to'fqnetieﬁ‘by_ueing barter‘and cher hone
monetary devices to;genetetepieducte:lees Vaiuable than

~ the requiredbinpuﬁs,.while preﬁendihg.to add value.? More
'than'so bercent of §eyments ﬁade amehg industrial coﬁpanies

~and 40 percent of corporate tax‘paymehts were made through

i Seeing‘Rﬁs_svia Plain. The National Interest, Spring 1999.
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d Foreign Investors
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profitabi
convert d
obligatic

The
denominat
reached a
»which sh§

banking e

n 1996, banks become

~
L

active borrowers on the
markets and lehderé_to industrial”enterprises.'By

possibility of expanding banks’:passives from

sources almost did not existed. Leading and big

‘rowed form foreign investors with majority of such

1ts (80%) with,repayments within one year and

tY‘to prolong payment period upon agreement of

s. Guaranteed stability of ruble and high

lity of'governmental sécuritiesvallowed banks to
u;renby into rubles.and in&éstvihto governmental
ns. |

différencé betweénipassiﬁes»and actiﬁes

ed in foreign currericy for éommergiél.banks
bopt‘40% of'vdlume’of banks' chrency»obligatiohs;
wed,that thefe wefe_structural,disbroportions in

pérationS‘and'high_dependency on stable eXchange :
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In

998-99, Asian crisis finally reached Russia.

stage of crisis, Thailand’s currency depreciation:

triggered a sudden collapse in other Asian exchange rates,
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financial

-dollars i
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prices,

1

rash of bankruptcies amorng corporations and
institutions‘tnet,had borrowed neavily in'U.Sr
n the first half of the 1990s. In turn, the
ons contributed to a slide in,world oommodiﬁy

eading currencies of other commodity producers.

such as Australla, Canada,vNew Zealand Chile, and Mex1co

to fall as well.
: Durlng these two stages, Russia escaped ruble
devaluation thanks to previously pledged IMF support and

investors demands for high-yield Russian Treasury bonds.

' A.
of Crisis.

Astapovrch D. Slpmolotov Russian Banks in 1998

Development

Questions of Economics, 5/1999
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the IMF féiled to help sustainvthe rgble in the

nd early summef 1998 as it came undér preséure from
large budget deficit and first post—communist
ficit, investors panicked.

July 1998,_foreignérs held at least‘$25 biilion of
billion of outstanding Russian treasury billé -
percent of GDP. They érovidéd revolving credit to
ian government easing Russian enterprises’ need to
s but still permitting them‘the enjoying government
s. Private and regional bond issues were even

ith poor guarantees of répayment. The 1997 foreign
nt inflow.was so huge that in the early 1998 some

" concluded they ﬁad better take the mdney while
:ld.

West has decided to allow Russian domestic banks
operations abroad. In Januaryv1998 70 banks had 10
ffices and 100 representative offices in the far
outside the CIS). Such expansion has‘begun to

ts negative side. By the end of 1997'the}total

bns of credit instiﬁutions outside Ruséia exceeded
sets by almost $6 billion. For comparison, in the

1997 this amount was only $2.5 billion, and in 1996

sets had actually exceeded their liabilities by
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In 1998

Russian institutions emitting‘"Eurobonds" (87

, near1y $l billion‘waé emitted by the regions.‘Of
-issions, 40% were acquired by iﬁvestors-ffomvthe’
by\Western,EurOpe énd\lS% byzinvéétors fﬁom Asia.

16 regions expressed their willingness to come

1

of Crisis

A,

Astapovich, D. Sipmolotov. Russian Banks in 1998: Development
Questions of Economics, 5/1999.
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Table 3.

The Federal Budget (QOutcomes, Percent GDP)

‘According to the Ministry of Finances

1993 1994 1995 1996 1997

Tncome 13.2  14.1 3.9 2.5 2.1

Expenditure -~ 20.1 24.0 6.9 15.8 5.3

Peficit 6.9 9 3.0 3.3 3.2
Aceording to the IMF

Income 13.0  11.9  12.0 12.8  10.9

‘Expenditure ' "28.6 22.5 17.4 20.5‘ 17.4

Deficit 15.6 '10.6 5.3 . 7.8 6.5

Table: The Russian Financial Panic and IMF. Problems of POst-CommUnism,

9-10/98.

Fro
expendit
ailbbeen
remained
»percent
a result
week to

‘securiti

m this table we can see that the income,
ures, andedeficit of the(federal government have
falling} but the deficit (using IMF methodology)

'

‘high:as‘a,pereentage»of the GDP. In 1997 only 63

of federal expenditufes were covered by income. As

, the Russian government must sell securities every
finance its current deficit and redeem maturing

es.

56




 Table 4.

'State Debt of Federal Government

1992 1997 -

o In Mllllard rubleS‘
e Total
_“"Denomlnated Ir

L Denomlnated Iy

'Incudlng GKOs |

1993 1094 1995 .. 1996 1998 Sep-98
- 2,749.
2,279.
470,
. 387.
14,

1,360.
7. 854.
506.
436.
32,

7490
558.,
191
ST

490.
t 402,
. 88.
10.

134.
118,
15,
o
0.

43,

*1,059.
34, -

694
365.
237,
22!

N CurrenCy’L
1 Rubles

N U e o

;3GKOs as Percex

7 In_Milliard o
Denominated. I
.‘Denominated Iy

~Incuding:GKOs Ce
nt To Totall .

. .. GKOs as. Perces

“Table:gA.
. Questions

of Economlcs,

it To Totall

N

2.

L2171,
141.
' .29‘3.
o4,
14,

1217,
136.

- 80.

© 69..
32,

L 207:
T 123.

. 83.
64,
3l

L1907,
125.
. 65.
42,
Lo,

161.
120.
gl
15.

107. 134.
. 95.0

-103. 4

’ 0

S 12.4
2

1 ,83{
- 20:

Dollars~“
‘Currency
Rubles.

B8y

1%
Illarionov, ‘How Was Russran Flnanc1al CrlSlS

Organized.
11/98 : ‘

The
environm
'extfédﬁd
one‘estb

-percent

’leastd3bf

34 perce

e
relation‘
ﬂunew‘bnsh

: oaShhflm

mate,

of federal'expenditures,

shlp among ‘the qovernment prlvate banks,

:ﬁthegbank~

D‘.‘

se transactions occur in-.a financial ‘and economic
ent marked by economic recession and
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ury bills. Although such schemes have supposedly
her comfortable errangemehts,favoring the_bahks
st.‘For example, state gﬁarantees for bankleans
sses ha&e replaced the‘old syStem of_direct state
subsidies for firms. The high interest rates paid
O and OFZ meiket were particulariy advantageoﬁs,
anks, which are the main holders of fhese
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n Russia's changing and uncertain economic and

politicall
very shor
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Conditions, market operators strongly preferred

t horizons. Thﬁs, the maturity profile of the

t securities issued varied bethen vefy short and
shoit, usually between ohe and six months. It was
ly necessaiy to issue new securities to repay
ones.vFor example; in 1998 if there was no crisis,
nment would have to find 379 billion rubles (about
on) to redeem maturing securities. At the

of July, the average yield on GKOs exceeded 94
even though inflation in the-previous twelve

s only 6.5 percent and part of the planned sale of

to be canceled because of insufficient buyer
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indeed bring in much—needod resources - the value
Rugust 1998 was estimated at $40 billion, $11
£ which came from foreign sources.
‘situation, however, created tWo additional
first, itlreinforced the shift to barter
nts by divertingdbanks' reaources away from loans
ry;'SGCOHd, these bonds had to be.paid back‘with
‘t thevstate ooulddonly obtain by issuing further
ever—increasing‘rates of interest.'Furthermore(
ian banks had themselves borrowed from abroad in
invest in GKO. The pyramid of borrowing became
gly insupportable and the governméht had to
re revenue from any source it could in order to
due debts.?!

rtunately, potential sources of revenue were

rapidly disappearing. At the end of May 1998 the

governmern

t 'failed to find a buyar for 75 percent of shares

! Rus

sia’s Crisis. Capital and Class; Summer 1999.
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ft, fhé largest state oil company—blue chip,‘

out;on an énticipated windfall of $1,6‘billion- For
d Britiéh Petroleum who had earlier expreSséd

able interest decided that, with oil priceé
Rosneftbno longer'looked an attractivé

ion. The few Russian comﬁanies With the resources
cipate also withdrew.

mid-1997, with oil prices rising, the Russian

nt could have harvested $2.5 billion from the sale.

only option was to reschedule the sale for 1éter in
At the same time, the yield oﬁ GKO.rosévto an‘84
forcing the Russian Central Bank to raise interest .

a 150 percent in order to defend the ruble, bﬁt‘
sure on the governmént‘to‘devalue was enbrmous. The

anche of IMF money ($4.3 billion) arrived just in

meet some GKO commitments, but too late to prevent

luation of the ruble,‘an option previously rﬁled

eltsin. !

I Ry

ssia’s Crisis. Capital and Class, Summer 1999.
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Current Cost of Servicing GKO-OFZ Compared to
Income from Tax Collections
in 1997 (Trillion Rubles) .

A\ .
wﬁﬁ qmﬁﬁ‘ R R R S

E Revenue From Tax Collection

H Expenses to Serve Maturing GKO and Other Obligations

Figure 1. Current Cost of Servicing GKO-OFZ Compared to Income from Tax
Collectionls in_1997 (Trillion Rubles). Sibirov A., Banks and Industry,
Bulletin of Financial Information, August 99.

After raising inte;est‘rates to 150% from 94% to stop
a run on;the_ruble,vfhe.Central Bank’s head said that the
tide had turned and that harchurrency reserves were being
replenished.iYields on the shortest-term treasury bills,
which had jumped to argund 130% at the height of the pahic,‘
fell back to a still high 50%. But with the Central Bank’s
reserves still‘at only’$15vbillioh, markets remained

unstable..l

! Can Russia Fight Back? The Economist, 6/6/98.
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‘reeeghiﬂe this kind ef:deals*as official but as bet-deals

"and refused to force payments:

..reaehed

'Qperatiohs‘on’currency markets grew significantly and

maximal numbers of operation volumes. Banks were

‘buying ourreney‘for three major goals:

e Serving customers requests including non-residents for

transferring money'out of the ceuntry.

e Payments of bank’s own leigations.

e Investments in currency with expectation‘of ruble

devaluation.

Although the investments flew into financial markets

and peried of increaeing deposits of population was fairly

long, Russian banking System was not'able to become

affective tool of accumulation and transition of

investments. Functions of transformation of savings into

investments and credits between’different sectors of

-_econemics did not developed apprepriately and credits to

‘industries especially long—term'tookvlow’proportion of

‘banking

dactives. .

- Thel market of industrial credits did not provide as

obl

high profitability as market of governmental

igations.
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RiSké of deféult of credits to enterpriseé, liquidity
 and ability to,pay‘of borrowers were poor. Lack of legal
suppért invcése of default made banks frustrating and legal
‘actions égaihét debtors'long-and unprédictable; However, in-
 1997, with'stahle rubie rate and.iﬁcfe;éé Sf¥deposits,

¢redits |to industries and private siightly increaééd.

Banking Credits to Enterprises and Organizations in 1998

160 HMI"lard Rubles

150~—q\ ; :
140 {— e ‘
130 A\ : _
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90 L L e ———

 —@—Credits in Rubles ~ —#— Credits in Foreign Currency '

Figure 2.| Banking Credits to Enterprises and Organizations in 1998.
Astapovich A., Sipmolotov D. Russian Banks in 1998: Development of
Crisis, Questions of Economics, 5/1999. :

e In the period from 1995 through 1997, méjority of the
baﬁks were iﬁvolved inté manipulatiéns with GKOs and
other'governmental obligation with revenues from these
operations as significant pbrtion.of overall profits

of | banking industry.
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- .The préportion‘of.invéStments into GKO_éoﬁStantly gréw
thréughduflthe bénkihg induétry ahd‘reacﬁedlZ,Z% iﬁ 1/97
from 7.1%_in1/96.'1ﬁ early 1998, 40% of 300 biggest Russian
,cdﬁmeréiél‘bénks-hadabout 10% of their‘actives as
governmental dbligations; iZ%FOf‘baﬁkévit exceeded 25%.' But
if in;1995+95, bénkS’ soufdes of borrowing wéré deposits of
‘populatioﬁ; in l9971e>e2ternai credits,Which méde banks
”mofe sensitive.to'cﬁrrency rates.

. Stability of»rﬁble‘made deposits into banks more

attractiﬁeifor po?ulati§n. However, increased activity

- of populatibﬁ»forced‘banks to imprOvé.their‘

reliébility and efficiency. |

Operationé with peo?le’s deposits are more expensive
than with.funds df_énterprises and requiré higher expenées
 ‘for bahks’.infraétructufe creation and maintenahcé.,In
additioﬁ,’in caseaof trouble, the withdrawals of
po?ulation’ savings from bénks.islmoie active.

* Another factor of banking ¢fiSi§Wésit@eybehaViof of

top management of co%méféiéi £aﬁké,j; ti

.’Lack‘of profeSSionaliém aﬁd éxpeﬁiencé,vsituation when

‘banks were created around group of tightly related people,

- ' S. Bleksashenko. Banking Crisis: Does Fog Go Away? Questions of
Economics,‘5/1999.‘ - '
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majority
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advertis
were mad
managers
® Ina
law
banking
‘léWs and
vfunqtion
solving
optimum
of banki

enforcem

- have exp

e Asi

of

4 just one’peréon and, as a cbnsequence;_ihternal
% andvdominétion Of'relatiOnships ovér‘

onalism, and péliticai inflﬁence wére common for.
of fhe banks’ top managément‘téams. Asldfbthe‘
manégeﬁéht, fﬁnds‘wére spent on wide

ementS'and luxury offices;'inVéstments decisions

=)

e based on profitabilify and friéndship befweenithe
rather'than.riskvand liquidity‘anélYSis.f"
dequate legal.Suprrt and‘eﬁforéement of'banking

5 , _ - a

hbugh for Several'Yearé:of exiSﬁéhCe:ofTQOmmérciél
in Russia, Central Bank{was\constantlyhd??elbping
iregulations to énforce‘operations of banks,

s and.structure‘of coﬁtrol,’re?orting, and dispﬁte
procedﬁreé, ten_years were not‘enough to‘créate
database of regulationé tha£ would govern operation
ng industry effectively'and fairly. In addition,
ent préctiées Were‘inadequate and personnél did not
érience and ékills to compétently-perform fhé jobs;
an crisis led to withdrawal‘of currency investments

foreign residents.
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ough Central Bank was able to handle‘thé_
' reduced-resérves of gold (from.18.4 milliardsxté
iards of dollars) provoked rumors and doubted
thér stability_bf rublet In addition, falling

raw énd:Qil méterials‘—ﬁmajor source of currency
for Russia ~ reduces inflow of dollars into
Trust‘to’the government as guarantee of its

ns was declining, banks began to have troﬁbles
ohgation of contrécts with foreign*investoré and
erms to péy baCk tﬁeir loans. Decision of

t in June of 1998 to stop_pladement of new issues
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