
Building Trust

Developing the
Russian Financial Sector

THE WORLD BANK

Washington, D.C.



Contents

Foreword ix

Acknowledgments xi

Abbreviations and Acronyms xiii

Executive Summary xv

Chapter 1 Building Trust for Financial Sector Development: An Overview 1
Introduction 1
Trust, Financial Sector Development, and Growth 3
Legal and Accounting Infrastructures 6
The Banking System: Structure and Performance 13
Regulation and Restructuring of Banks 21
Improving Enterprise Financing 33
Conclusion 42

PART I Legal and Accounting Infrastructures 49

Chapter 2 Creditor Rights 51
Introduction 51
The Framework for Secured Transactions 53
Enforcement Mechanisms 56
Information Mechanisms 64
Other Obstacles Related to the Use of Pledged Assets 67
Annex 2.1. Creditor Rights: The International Experience 70

Chapter 3 Framework for Corporate Insolvency 83
The Role and Function of Insolvency Systems in Market

Economies 83

iii



BUILDING TRUST: DEVELOPING THE RUSSIAN FINANCIAL SECTOR

Overview of Russian Corporate Insolvency Practice 86
Legal Framework for Corporate Insolvency 91
Implementation of the Insolvency Regime 97
Assessment of Key Features of the Bankruptcy Regime 102
Framework for Corporate Workouts and Restructurings 106
Conclusion 107

Chapter 4 Disclosure and Transparency 115
Introduction 115
Accounting Standards and Disclosure 116
Auditing Standards and Disclosure 118
Enforcement and Disclosure 120
Recommendations 121
Comparison of Russian and International Accounting and Auditing

Standards 122

PART II The Banking System: Structure and Performance 127

Chapter 5 The Role of the Financial System 129
The Importance of the Financial Sector for Economic

Development 129
The Key Role of Banking System Reform 131
Size and Structure of the Russian Banking Sector 133
Domination by State Banks 136
Roles and Ownership Structure of the Banking Sector 137
Conclusion 139

Chapter 6 Analysis of Banking Practices 143
Introduction 143
Asset Structure and Quality 145
The Structure of Bank Liabilities 150
Schemes That Distort the Structure of Liabilities 152
Assessing Bank Capital 153
Profitability 153
Conclusion 155

Chapter 7 Reforming the Role of State Banks 159
Influence of State-Owned Banks on Performance and

Growth 160
The Trend Away from State Banks 161
State Banks in the Russian Federation 162
The Role of Sberbank 164
The Government's Management of Sberbank 165
The Strategic Review of Sberbank 171
Restructuring Sberbank 175
Vneshtorgbank 176



CONTENTS

Vnesheconombank 178
New Development Banks 179
Conclusion 181
Annex 7.1 Reforming State Banks 184

Chapter 8 Encouraging Foreign Entry to the Banking Sector 205
Introduction 205
The Presence of Foreign Investment and Foreign Banks

in Russia 206
The Regulatory Environment for Foreign Investment

in Banking 208
The Survey and Opinions of the Foreign Bank Subsidiaries

in Russia 211
Future Plans 215
Conclusion 216

PART HI Regulation and the Restructuring of Banks 227

Chapter 9 Building Trust through Effective Banking Supervision 229
Improving the Enabling Environment 231
Political Will 232
Role of the Banking Sector 234
Establishing the Role of Banking Supervision 235
Improving Supervisory Effectiveness 238

Chapter 10 Does the Russian Federation Need Deposit Insurance? 249
Introduction 249
Deposit Insurance in Other Countries 252
The Benefits and Risks of Deposit Insurance 252
Introducing Deposit Insurance in Russia 255
The Design of Deposit Insurance Schemes 257
Leveling the Playing Field? 258
Creating Trust through Incentives 259
Conclusion 260

Chapter 11 Bank Restructuring and Liquidation 263
Legal Protection of Depositor Interests 263
Depositor Preference 264
Effective Resolution of Troubled Banks 266
Restructuring of Banks in Bankruptcy Proceedings 271
Compromise of Depositor Claims in Restructuring 276
Judicial Bank Liquidation 277
Administrative Aspects of Bank Liquidation 281
Conclusion 284



vi BUILDING TRUST.- DEVELOPING THE RUSSIAN FINANCIAL SECTOR

Chapter 12 ARCO 287
Introduction 287
Overview of ARCO's Operations 291
ARCO's Experience in the Rehabilitation of Banks 294
ARCO Deposit Insurance Scheme 297
ARCO's Experience of the Bank Liquidation Process 301
Privatization of ARCO Banks 303
Conclusion 305

PART IV Enterprise Financing 311

Chapter 13 Enterprise Access to Financing 313
Commercial Credit 313
Bank Financing 316
Veksels 318
Leasing 320 '
Other Financing Instruments 321
Conclusion 321

Chapter 14 Capital Market Development 327
The Mass Privatization Program 327
Reform of the Russian Banking and Payments System 334
Developing the Government Debt Market 335
Mobilizing Savings 338
Improving Corporate Governance 340
Legislative Initiatives 345
Enforcement of the Law 348
Capital Markets Supervision 351
The Role of the Capital Markets Supervisor 354
Transparency and Disclosure 356

LIST OF BOXES

Box 1.1 Financial System Development and Economic Growth 4
Box 1.2 Consolidation of the Banking Sector: The Government/CBR Joint

Strategy 16
Box 1.3 Sberbank and Its Restructuring 18
Box 1.4 Restructuring of State Banks Other than Sberbank 20
Box 1.5 Strengthening Banking Supervision: The Government/CBR Joint

Strategy 23
Box 1.6 Problem Areas in ARCO's Approach to Bank Restructuring 34
Box 1.7 Overcoming Constraints on Lending to the SME Sector 35
Box 1.8 Summary of the Joint Government/CBR Program for the

Development of the Russian Banking System 43
Box 1.9 Priority Trust-Building Measures 46



Box
Box

Box

Box
Box
Box

5.1
5.2

5.3

7.1
8.1
8.2

CONTENTS vii

Box 2.1 Positive Features of Pledge under Russian Law 55
Box 2.2 Recommendations for Expanding Access to Credit 71
Box 2.3 Principles and Guidelines for Effective Insolvency and Creditor

Rights Systems: Secured Transactions Recommendations
(Extract) 72

Box 2.4 EBRD Core Principles for a Modern Secured Transactions
Law 74

The Main Functions of the Financial Sector 132
The Post-1998 Crisis Period: A Missed Opportunity for

Consolidating the Banking System? 135
Consolidation of the Banking Sector: The Government/CBR Joint

Strategy 139
State Export Credit Agencies 180
Where Is Russia in Foreign Bank Presence? 209
Large Foreign Bank Entry during the 1990s: Some Case

Studies 217
Box 8.3 The Generally Accepted Guidelines for the Supervision of Foreign

Banks 221
Box 10.1 The Design of the Proposed Russian Deposit Insurance Scheme

250
Box 12.1 ARCO's Deposit Insurance Scheme 298
Box 13.1 Arrears and Noncash Settlements 314
Box 13.2 Safeguards in Managing Credit Risks 323

LIST OF FIGURES

Figure 1.1 Sequencing of Financial Sector Reforms 45
Figure 5.1 Number of Operating Banks 136
Figure 7.1 Development of the Brazilian Financial System 188
Figure 7.2 Development of the Chinese Financial System 191
Figure 7.3 Total Deposits of Sectors within the Chinese Banking

System 195
Figure 7.4 Development of the German Financial System 197
Figure 12.1 Impact of the Introduction of Deposit Insurance on Member

Banks 299
Figure 14.1 Sources of Corporate Finance in Russia 331
Figure 14.2 Enterprise Use of Equity Finance 332

LIST OF TABLES

Table 1.1 Financial Market Depth (2000) 5
Table 3.1 Number of Bankruptcy Cases 91
Table 4.1 Rules Missing in RAS and Present in IAS 122
Table 4.2 Discrepancy between RAS and IAS Disclosure Requirements 123


