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Introduction

Origins and features of money

There are numerous myths about the origins of money. The concept of money is often confused with coins and banknotes, but coins are a relatively modern form of money. They appeared probably in Asia in the 7th century BC. 

To determine the earliest use of money, we need to define what we mean by it. The first use of money is as old as human civilization: early stone-age man used precious metals as money; the early Persians deposited their grain in state or church grainaries. The receipts of deposit were then used as methods of payment in the trades, ancient Egypt had a similar system, but instead of receipts they used orders of withdrawal making their system very close to that of modern cheques. Other commonplace objects were subsequently used in the abstract sense, for example miniature axes, nails, swords, etc
The earliest method of exchange was barter, in which goods were exchanged directly for other goods. Problems arose when either someone did not want what was being offered in exchange for the other good, or if no agreement could be reached over how much one good was worth in terms of the other. Until the invention of coins, valuable metals such as gold and silver began acting as a medium of exchange and were weighed to determine their value. Counting is of course more practical; the first standardized ingots appeared around 2200 BC for example Greek Drachma, which had a constant value from the 6th century BC to the 2nd century BC, became standard of coinage in Asia and Europe.

          Full standardization arrived with coins, approximately 700 BC. The first printed money appeared in China, around 800 AD. The Mongols adapted the bank note system in the 13th century. The Mongol bank notes were “legal tender”, which means that it should have been accepted by everyone (it was a capital offense to refuse them) as payment.

         Paper money was reinvented in Europe in the wake 17th century where people were leaving gold with the local goldsmith for safe keeping and were taking their receipts. Soon those receipts were recognized as being 'as good as gold' and were readily taken in exchange for goods. So goldsmiths became the first specialist “bankers" and their receipts began to circulate as “banknotes”.

               There are several functions of money (we will discuss them below) and the most crucial is its acceptance as means of payment or medium of exchange. That means that money is used in all exchanges – workers change labor services for money, people buy and sell gods in exchange for money. We do not consume money directly because it can be subsequently used to buy things we wish to consume.
Money can also serve as a standard of value – that means that society considers it convenient to use a monetary unit to determine relative costs of different goods and services. In this function money appears as unit of account, it is the unit in which prices are quoted and accounts are kept. In Russia prices are quoted in Roubles, in Britain – in Pounds, in Europe – in Euro, in USA – in Dollars.
Money is also a store of value – it can be used to make purchase in the future. No one would accept money as payment for goods supplied today if the money is going to be worthless when they try to buy other goods with it tomorrow. Finally money serves as a standard of deferred payment – when you borrow some money – the amount you will have to pay back in certain period of time is measured in the same unit.
So we have come to a conclusion that money is something which people generally accept in exchange for a good or a service and thus any item which is going to serve as money and have all abovementioned features of it must follow the following criteria:
· acceptable to people as payment; (to be means of payment) 
· scarce and in controlled supply (amount of money issued in the country should be under government regulation)
· stable and able to keep its value (store of value)

· divisible without any loss of value ( to make exchange easier because value of different goods and services are measured not only in round figures)
· portable and not too heavy to carry. (one has to have certain amount of money with him all the time in case he wants to buy something)
Brief history of banking
 The term “bank” as we know it now appeared in 15th century in Italy from the Italian word “banca” meaning 'bench', the table at which a dealer in money worked. Now  “bank”  is a special financial institution which offers savings and check accounts, makes loans and provides other financial services, making profits mainly from the difference between interest paid on deposits and charged for loans, plus fees for accepting bills and other services. 
       In the ancient temples of Egypt, Babylonia and Greece, the gold and silver deposited for safekeeping were then loaned at high interest rates and was a simple form of banking, which in fact does exist now. The Greeks, Romans and Byzantines developed private banking to a certain extent. In the Medieval times, banking was dominated by the Jews and Levantines because of the strictures of the Christian Church were against interest and because many other occupations were largely closed to Jews. With the growth of industry and trade, banks developed rapidly throughout the 18th and 19th centuries. Different countries evolved different forms of banking individual to its economic and social life. The ancestors of the modern banks were often designed for a specific purpose. The Bank of Venice (1171) and the Bank of England (1694) were chartered regarding loans to the government while the Bank of Amsterdam (1609) was chartered to receive deposits of gold and silver.

        The Bank of Barcelona in Spain is considered to be the first bank to offer most of the basic banking operations we are familiar with. Merchants founded it in 1401 and this bank held deposits, exchanged currency, and carried out lending operations. The bank check is believed to have been introduced by this bank. The institutions that laid the foundation for modern banks of deposit and transaction were the Bank of Amsterdam (1609), the Bank of Venice (1587), and the Bank of Hamburg (1619). A committee of city officials managed each of these banks.

Powerful statesmen and wealthy private bankers, who controlled the banking industry for over 300 years, line Europe’s banking history. The Medici family in Florence and the Fuggers in Germany are most popular. The Rothschild family, founded by a German financier Mayer Amschel Rothschild, was perhaps the most influential bankers in all of Europe and in the world in the 19th century.

The modern banking system of the world

Commercial banks
Banks, as we have already discussed, are authorized financial institutions that perform four main functions. They accept deposits from people and commercial companies, and use them to make loans and investments, arrange payments and provide a number of other services for customers.
People keep their savings in banks for several reasons. Funds are generally safer in a bank than elsewhere. A bank account provides a convenient way to pay bills. People who deposit money in a bank are actually lending it to the bank, that typically pays interest for the use of the funds.

Banks help to promote economic growth in different ways and so their role in the development of any country can not be overestimated. 

Non-financial (Commercial) firms borrow money from banks to develop their activities - buy new equipment and build new factories. People who do not have enough savings to pay immediately the full price of a house, an automobile, or other products also borrow from banks. In these ways, banks help to promote the production and sale of goods and services, and so help to create jobs.

Banks nowadays are not dying out - they are changing. Typically, we see a cycle of innovation. Banks develop a complex new product, extract some rents for a while, and, eventually, the product becomes well understood and is offered by the market. Banks then move on to new products.

Like all businesses, banks try to earn profits. They have traditionally done so in very simple way by accepting deposits at one rate of interest and then lending and investing those funds at a higher rate (and continue doing so). But large banks also earn fees from other activities, such as brokerage (buying and selling securities for other investors) or selling insurance.

So, coming closer to the main subject of this Chapter we may define modern banking system as a combination of different kinds of banks performing on the territory of a country. Banks have been traditionally distinguished to different types according to their functions. In most developed countries of the world there is a so called two-tier banking system, which consists of commercial banks, whose activity will be described below and one central bank, whose business differs from the commercial banks’. 

To understand the growing role of commercial bank in the economy of the country we have to answer several questions.

The first one is: «What is a commercial bank? »

We have already defined the term bank above and it is important to mention that financial experts sometimes use the word “bank” to refer only to a commercial bank because other institutions (savings and credit unions and insurance companies) do not perform all the functions of commercial banks or more restricted from regulatory point of view.

Now commercial banks offer a more diverse set of products and services than ever before (in addition to their primary functions of making loans and investments and handling demand as well as savings and other time deposits) often crossing business lines in their effort to make sure their clients get the financial services they need. 

The second one: “What do banks do for their customers?”

Here I would like to concentrate only on some basic commercial banking services which include:

Safeguarding deposits. 

Deposits in a bank are relatively safe. Banks keep cash and other liquid assets available to meet withdrawals. Liquid assets include securities that can be readily converted to cash. Banks are also insured against losses from robberies. But the most important safeguard is the fact that in most countries, governments have established deposit insurance programs. The insurance protects people from losing their deposits if a bank fails.

A bank not only keeps savings safe but also helps them grow. Funds deposited in a savings account earn interest at a specified annual rate. Many banks also offer a special account for which they issue a document called a certificate of deposit (CD). Most CD accounts pay a higher rate of interest than regular savings accounts. However the money must remain in the account for a certain period, such as one or two years, to earn the higher rate of interest. Banks also offer money market accounts. These accounts pay an interest rate based on the prevailing rates for short-term corporate and government securities.

Providing a means of payment. 

People who have funds in a bank checking account can pay bills by simply writing check and mailing it. A check is a safe method of settling debts, and the canceled check provides proof of payment. Customers may also ask a bank to automatically pay recurring bills, such as telephone and mortgage payments, by a process called direct deposit deduction. Many banks allow people to pay bills electronically by telephone or through the Internet computer network.

Many banks offer credit cards. People can use the cards to pay for their purchases at stores and other businesses

The bank then pays the businesses directly and sends the customer a monthly bill for the amount charged. The cardholder can usually choose to pay only part of the bill immediately. If so, he or she must pay a finance charge on the unpaid balance. 

Making loans and credits. 

Banks receive funds from people who do not need them at the moment and lend them to those who do. For example, a couple may want to buy a house but have only part of the purchase price saved. If one or both c them have a good job and seem likely to repay a loan, a bank may lend them the additional money they need. To make the loan, the bank uses funds other people have deposited. They also lend money to companies who may use it to buy equipment, inventory, supplies or to fund expansion efforts. Credit is particularly important to companies that rely on seasonal sales or face other situations, which can affect their cash flow.

Cash management services

That means investing of excess funds in safe investment vehicles that brings the company or a person income without putting its capital at risk.

International trade services

This is a rapidly growing area because very many companies operate across borders. This may include helping clients exchange currencies, reconcile accounting differences between countries, meet local legal or regulatory requirements, keep assets safely in trust around the globe, set up relationships with local banks or branches of their main bank in other countries, and guarantee their creditworthiness to investors, bankers and merchants so that they can do business abroad.

Other services include:

Corporate finance, insurance products, leasing services, brokerage services.  

The third question: “Why do banks perform those services?”

Most of commercial banks in the world are private firms with a public purpose.  

It is owned by stockholders who buy shares in it. In return for acquiring a bank's stock, stockholders expect the bank ultimately to pay them cash dividends from its profits. So they seek to maximize shareholder wealth by earning profits. But they can earn a profit only by taking risk, and that is why banking in general is management of different types of risks. (I would like just to mention these types not trying to analyze all of them in particular because it is a very complicated problem that demands special investigation).

-- Credit risk




-- Interest rate risk



-- Liquidity risk



-- Price risk




-- Foreign exchange risk

-- Compliance risk

-- Strategic risk

-- Reputation risk

It is absolutely important to stress that a major obligation of a bank is to permit depositors to withdraw their funds upon demand. But no bank has enough cash readily available to satisfy its depositors if all were to demand their funds at the same time. Banks know from experience, however, that such a demand-called a run-rarely occurs. If people are confident they can withdraw their funds at any time, they will leave them on deposit at the bank until needed. As a result, banks can loan and invest a large percentage of the funds deposited with them. In most countries, the government limits the percentage of a bank's funds that can be used for loans and investment. The government through the central bank simultaneously sets a minimum percentage of funds that must be kept on reserve for meeting withdrawals.

For better understanding of a banks activities and its’ structure we have to understand what are principal sources and uses of funds for commercial banks. Basically they are as follows:

Assets (use of funds)

Loans

· commercial and industrial (C&I) loans

· real estate loans

· consumer loans

Investments

· short-term, liquid securities (e.g., Government securities)

· long-term securities

               Cash

               Other assets

· Buildings, equipment, etc.

Liabilities (sources of funds)

· Deposits

· Non-deposit sources of fund

    Equity

              Relatively small compared to debt sources of funds.  

              Highly leveraged compared to non-financial firms.

The inner structure of any commercial bank depends on the set of business functions this or that bank performs now or is going to perform in the nearest future according to the strategies of management and needs of its clients.

Usually the inner structure of a commercial bank looks like following:
High management of the bank, who effects general strategic long term management, 

Departments:

Credit/Loan department - responsible for issuing credits to commercial companies and loans to individuals. Sometimes if the volume of both types of operations is very high these departments are separated.

Treasury Department/Assets and Liabilities department - Responsible for calculating a budget of a bank based on cash flow of assets and liabilities,

Funding the bank activity and internal operations, effecting foreign exchange transactions, operates on capital and money market on behalf of the customers of the bank and on it s own behalf. (in some banks these departments are separated)

Settlements Department – responsible for all types of payments (including international) made by bank itself or its’ customers. It effects direct currency payments and documentary operations - Letters of Credit and Collections which are very popular in international trade.  

Corporate finance department – responsible for providing long term funds for large industrial and commercial companies- customers of the bank by effecting market operations (like issuing customers bonds – to attract additional to bank credit funds for long term projects).  

Correspondent banking Department - provides correspondent relations (opens accounts) with local and foreign banks, monitors financial standing of the above banks, sets limits for operations with local and foreign bank and controls these limits, coordinates activities of the bank's departments in respect of cooperation with other banks.

Personnel (Human Resources) Department - 

conducts and the matters of all kinds related to banks’ staff, 

develops the bank's personnel policy and takes necessary measures for it's effective application,  informs the employees of regulations, rights and social security, develops on effective training system

Retail Banking Department -  

introduces new products and technologies in all branches of a bank

Provides different types of transfers within home country and abroad:

Transfers from bank account, transfers without opening an account, 

Issues and services debit and credit cards 

Legal Department – responsible for legislation of banking activity, represents the bank's interests in courts. The role of this department very important. 

Accounting  Department- 


Carries out control of the operations of the bank, supervises financial and economic activity.

Economic Analyses and Banking Development Department

Regional Development Department

- builds and develops bank's funds in different areas of the country and abroad, supervises the of the bank's branch network 

It is important to mention that some banks may have different structure, which may better reflect its’ operations, for example Investment banks (they can also be attributed to commercial banks) will have different structure because they are concentrated mostly on medium and long term investments and not for retail business. 

Central banks
Most countries also have agencies called central banks. Although they are called banks, they do not accept deposits or lend money to the public.

Central banks, which in most countries are government agencies, perform financial services for national governments. 

Their chief responsibility is to help stabilize interest rates, prices, and overall economic activity. Central banks do so by influencing the money supply, which is the total quantity of money in a country, including cash and bank deposits.

Only central bank of a country has the right to issue money in circulation. Central banks also perform a variety of services for other banks. For example, they serve as a lender of last resort: they make emergency loans to banks that need cash for unexpected deposit withdrawals. Central banks also handle the clearing of checks, the process by which banks settle claims against one another that result from the use of checks.

The functions of central banks may differ from country to country. In the United States, the Federal Reserve System, often called simply the Fed, is the central bank. The Fed helps regulate and supervise commercial banks. But the Bank of England, the United Kingdom's central bank, does not regulate banks. The Monetary Authority of Singapore carries out most functions of a central bank in that country. However, unlike the Fed and the Bank of England, it does not issue currency.

 As a conclusion I have to say that Central and Commercial banks is one of the most important part of economy and all discussions like “Do we still need commercial banks?” are to my mind useless: the banking system may change but not disappear. 

The banking system of modern Russia

The current banking system overview
Not to go back to the very beginning of banking system of Russian Empire and Soviet era, I would like to start from beginning of 1990 when The Soviet Union collapsed.
The financial system of the Soviet period was a rudimentary mechanism for state control of the economy. There was a mono-bank system with the only one - government owned Bank, which managed the banking system. It was The State Bank (or Gosbank), which acted as the only commercial bank of the country. In its capacity as a Central Bank, Gosbank handled all significant banking transactions, including the issuance and control of currency and credit, the management of gold reserves, and the oversight of transactions among enterprises. Enterprises were issued money and credits in accordance with the government's planned allocation of wages and its management strategy for other expenses.

But in the 1990s, Russia's financial sector, particularly its banking system, has been one of the fastest changing elements of the economy it has developed from the centralized system of the Soviet period (as was mentioned above) to a two-tire system, including a central bank and commercial banks, which is, as we know, the standard structure in most market-based economies.. Although changes have moved clearly in the direction of market principles, in the mid-1990s much additional reform was necessary to achieve stability.

The Central Bank of the Russian Federation
On December 20, 1991, the State Bank of the USSR was disbanded and all its assets, liabilities and property in the RSFSR were transferred to the Central Bank of Russia, which several months later was renamed the Central Bank of the Russian Federation.

The Bank of Russia carries out its functions, which were established by the Constitution of the Russian Federation (Article 75) and the Law on the Central Bank of the Russian Federation (Bank of Russia) (Article 22), independently of the federal, regional and local government structures. Central bank of Russia 

- elaborates and pursues a single state monetary policy in interaction with the Government of the Russian Federation;

- exercises its exclusive right to issue currency and manages currency circulation;

- acts as the lender of last resort for credit institutions and manages the system of refinancing them;

- sets the rules to effect settlements in the Russian Federation;

- sets the rules to conduct banking operations;

- manages all categories of budget accounts, unless otherwise is stipulated by federal laws, by effecting settlements upon the instruction of authorized bodies of executive power and government extra-budgetary funds responsible for organizing budget execution and executing them;

- efficiently manages Bank of Russia international reserves;

- makes decisions on the state registration of credit institutions, issues banking licenses to credit institutions and suspends and revokes them;

- supervises the activities of credit institutions and banking groups;

- registers the issue of securities by credit institutions in compliance with federal laws;

- conducts on its own or on the instruction of the Russian Government all kinds of banking operations and other transactions necessary for the fulfillment by the Bank of Russia of its functions;

- organizes and implements foreign exchange regulation and foreign exchange control in compliance with federal legislation;

- establishes the procedure for effecting settlements with international organizations, foreign states and also legal entities and private individuals;

- sets the accounting and reporting rules for the Russian banking sector;

- sets and publishes the official exchange rates of foreign currencies against the ruble;

- participates in drafting the Russian balance of payments forecast and organizes the compiling of the balance of payments of the Russian Federation;

- establishes the procedure and terms and conditions for the organization by foreign currency exchanges of operations to buy and sell foreign exchange and issues, suspends and revokes permits granted to currency exchanges to organize operations to buy and sell foreign exchange. (The Bank of Russia will issue, suspend and revoke permits granted to currency exchanges to organize operations to buy and sell foreign exchange once the federal law amending the Federal Law on the Licensing of Individual Kinds of Activity comes into force);

- analyses and makes forecasts on the state of the Russian economy as a whole and by region, especially with regard to monetary, foreign currency, finance and price relationships, and publishes corresponding materials and statistical data;

- performs other functions in pursuance of federal laws.

In its first years The Bank of Russia has had the greatest impact on Russia's economy through its role in monetary policy. The RCB controls the money supply by lending funds to commercial banks and by establishing their reserve requirements. For several years after its establishment, the RCB issued direct credits to enterprises and to the agricultural sector at special rates. Such credits were directed via commercial banks to strategically important sectors of Russian economy: agriculture, the industrial and energy enterprises of the northern regions, the energy sector in general, and other large, state-run enterprises.

The Bank of Russia monetary policy was designed to maintain financial stability and create conditions conducive to sustainable economic growth. The Bank of Russia promptly reacted to any change in the real demand for money and took steps to stimulate positive economic dynamics, cut interest rates, damp down inflationary expectations and slow the inflation rate. As a result, the ruble gained somewhat in real terms and financial market stability increased.

Due to the balanced monetary and exchange-rate policies pursued by the Bank of Russia, the country's gold and foreign exchange reserves have grown for the past 10 years: from 15Bln. USD in 1995 to 138.9 Bln. USD in March 2005:
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And there have been no extremely sharp fluctuations in the exchange rate. The efforts made by the Bank of Russia with regard to the payment system aimed at increasing its reliability and efficiency in the name of financial and economic stability. To make the Russian payment system more transparent, the Bank of Russia introduced reports on payments by credit institutions and its own regional branches, which took into account international experience, methodology and practice of surveillance over payment systems.

In 2003, the Bank of Russia launched the implementation of a project to improve banking supervision and prudential reporting through the introduction of international financial reporting standards

In December same year the Federal Law "On Insurance of Individual Bank Deposits in the Russian Federation" was adopted. The law stipulates the legal, financial and organizational framework for the system of mandatory insurance of individual bank deposits in the Russian Federation, and also the powers, procedure for the establishment and operation of an institution which performs functions of mandatory deposit insurance, and the procedure of deposit compensation payments. It was absolutely inevitable because most of Russian commercial banks are currently operating on a lopsided playing field, in particular where retail deposits are concerned. Only Sberbank, which monopolizes the retail banking market with about 75 percent of all deposits and a network incomparably larger than its nearest competitor, had by that time a government guarantee for deposits. 

Deposit insurance killed two birds with one stone, that is, meet the need for consolidation and for competition on equal grounds.

 The quality of reform can be judged by the quality of the set of requirements that are designed.

And finally one of the most significant and important points in Central Bank activity is that it has started to carry out the key function of all central banks - it has become the lender of last resort to commercial banks. Of course at present – with the aim to minimize risk of non-payment of its loan to banks – it lends funds to banks only for very short period of time on collateralized basis which means it takes from the bank extremely reliable and liquid securities (mainly government bonds)   as a back-up of the loan.

All the above shows the intentions and ability of the Bank of Russia to control activities of commercial banks in order to optimize risk of their operations in the country.

Commercial banks
Since 1990 number of commercial banks in Russia increased dramatically from practically zero to it a maximum number of nearly 3000 in 1995 (chart #2) but most of these banks were small ones and had little capitalization. A large portion of them were financially linked to large industrial companies and act exclusively as conduits of subsidized credits to these enterprises. The financial health of such institutions was highly questionable, and experts forecasted that many of them will merge into larger, more viable institutions or go bankrupt as the RCB continued to tighten its requirements and as the role of cheap credits diminishes. And eventually it happened and resulted in decreasing of quantity of commercial banks in Russia happened and now by the end of 2004 there are 1300 credit institutions:

[image: image2.emf]The number of credit institutions.

798

1132

1721

2004

2439

2273

2029

1697

1372

1363

1239

1319

13291329

1333

0

400

800

1200

1600

2000

2400

2800

199119921993199419951995199619971998199920002001200220032004

The Wake 2005


It is very important to mention that now Russian commercial banks offer almost all principal services to their clients as western banks do, but quality of services leaves much to be desired according to the standards of Western industrialized countries. They are unable to offer diverse and efficient customer services because the Soviet Union had no retail banking tradition and because Russia lacks the sophisticated infrastructure, especially high-speed telecommunications and trained staffs, on which modern Western financial institutions depend.

Most of the commercial banks offer their customers savings deposit accounts, and the more established banks provide foreign-exchange services, investment services, and corporate services. Bank checks are still rarely used in Russia because check clearance is a long process. Some banks offer debit cards that allow customers to have payments for goods and services deducted directly from their bank balances. Some banks also offer credit cards to customers with impeccable credit ratings. The continued predominance of cash transactions has slowed the rate of Russia's commerce. As you know, Russians learn very fast and during past several years our banking system has been trying to fill the gap in retail banking – we have now couple relatively well organized banks who give credits to public and very small business. Of course, this is absolutely not enough for such a big country, but we see the light in the end of the tunnel.

 It is absolutely necessary to mention the role of foreign banks which opened their branches in Russia within past 15 years. They have played a very large role in the Russian economy in the mid - 1990s, providing high class services to companies in Russia but in 1996 the State Duma passed a statute prohibiting the RCB from licensing foreign banks that did not have operations in Russia before November 1993. 

From one point of view that was a smart move from our Parliament- they tried to protect the newly-born domestic banks from extremely strong competition from very large and very experienced financial institutions of the West, but in the long run it would do more harm than good to our domestic banking sector. Lack of foreign competition will eventually stop the development of our banks by restricting access to Western financial techniques and new products and services our companies might need.

As it was already mentioned above very many of large our commercial banks of our country provide basically all classical and modern services to their clients on very high level, still a banking system as a whole is very young and remains very sensitive to the possible negative developments in macroeconomics.
Current problems and possible salvations
Despite of all positive factors in development of the activities of commercial banks they still face lots of problems. And here I would like to mention some sensitive areas of Russian banking system.

1 - Lack of capital

Russian banks’ capital value does not allow them to meet the demand for credit from the largest Russian companies. Apart from that, lack of capital puts Russian banks into a losing position with respect to Western European banks: in the list of 2000 largest companies of the world, Russian industrialists take the 12 positions, whereas Russian banks are represented by Sberbank and Vnesheconombank (both state owned). 
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 2 - Excessive dependence of the banks from their parent companies.

Virtually all major Russian banks are still to this or that extent under control of a narrow circle of owners where minority shareholders’ rights are not properly protected. This does reduce interest in the banks as investment objects or reliable long-term partners from large potential investors, above all, foreign ones, since serious problems faced by the dominating owner will inevitably result in the same problems within the bank.

3 - Lack of reliable borrowers

Most of the borrowers interesting for the banks are concentrated in highly profitable export-oriented sectors, such as the fuel and energy complex. These borrowers need large and long-term bank loans that can rarely be provided by most of the banks. There are still very few reliable borrowers among the domestic demand companies, due to low profitability of the majority of enterprises in this sector. 

4 - High level of bad debts 

In practice, in case of a borrower refusing to return the loan, lower courts in most cases do not take decisions in favor of the banks. This, along with non-transparent accounting, makes the banks focus on crediting those companies which they can influence/govern. The existing legislation on pawn crediting remains inefficient.

5 - Lack of real alternatives to crediting.

The state liabilities market has the lowest profitability that does not provide the banks with stable margin. Due to the facts that corporate liabilities value is not high, and that the inter-bank market is narrow and segmented, considerable redistribution of resources is not possible. All of this, along with a lack of reliable borrowers, as mentioned above, results in formation of high value of the retained profits (account balances, deposit balances in Central Bank of the RF, etc.). Lack of competition neither does nor serve good for the banking sector.

Banks do not have many other places to earn money - domestic capital markets are small and relatively illiquid. Domestic companies tend to have lower profits than comparable companies in more developed countries and, thus, have less to invest.

6 - Poor risk management system.

Very few banks have adequate risk control systems. In the light of forthcoming new principles of control focused on the internal control system, which are to be introduced in the global bank community, this might weaken the banks’ reliability. The inspectorate bodies focus their checks/revisions on formal, rather than meaningful issues of the banking activity.

7- Large number of very small banks which activity includes mainly jobbery (dubious financial operations)

Analysis of many small banks’ structure shows that they were mainly focused on non-traditional operations (deposit primes, issue of credit etc.) for dubious operations, such as cashing and transferring capital oversees. But mow Central Bank has a mechanism to control these operations.

 8 - Legislation hampering concentration of the banking capital 

There are a lot of formal difficulties hampering the merging process in the bank sector. Due to this, the interested banks have to transfer the actual business and liquidate unnecessary structures.

9 – Very high concentration of assets of the banking system.

As we may see from the diagram below most of the assets of our banks are concentrated among several big names – out of 1,300 licensed banks in the sector, the 30 largest - together hold about 76 percent of total bank assets. And this makes them to be more competitive to the others in their abilities to credit big companies.
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This is the most controversial point in banking reform. On one hand banks should consolidate that is to increase banks' capital and reduce the number of institutions calling themselves banks but on the other hand as many economist stress, wiping out a large number of small banks could destabilize the system because still small- and mid-sized banks play a vital role in servicing business which is most cases too small for large banks.

There is also some speculation that Russia is on course to creating a three-tiered banking sector. The two big state-owned banks will compete with each other but continue to dominate the sector, while the consolidation of the commercial banks will create a second tier in which the half a dozen leading Moscow-based banks will lead and finally the myriad of small banks that failed to get a retail license will make up a third tier of financial institutions catering to their owners’ needs.

We may have finally come to a conclusion that reform is not an easy task; Russian banking system is still very young and generally conforms to the present level of our economy. 

And though there are more questions than answers, banking system of Russia has a long way to go to become really competitive to the rest of the world, it s going the right way.
The possible solutions of basic problem of Russian banking system are, to my mind, the following 

1. Real consolidation of banks’ capital – that means some very small banks should merge into larger, or to be bought by the latter. But such consolidation should not be done radically – not to leave 10 or 20 large banks in the country but to leave reasonably quantity of medium size institutions which to my mind would be friendlier to medium and small business than the largest banks. And I hope these banks will be very flexible in making decisions and be able to meet demands both – large and small Russian companies.  
2.  To introduce world-standard risk management system – that would definitely make our banks more reliable in the banking community of the world, which in turn would help the whole economy to sustain its’ growth.

Of course we understand that is easier said than done, but our financial authorities – Central Bank takes some necessary measures to achieve this ultimate goal (some of them like system of individual bank deposit insurance) were already implemented.
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( The information was taken from the Association of Russian Banks©
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