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ASSESSMENT OF RUSSIAN
BANKING SYSTEM
PERFORMANCE

AND SUSTAINABILITY

Abstract

The paper estimates the problem of trust in the banking system, which remains signifi-
cant in the context of development of Russian banking system. Data used in this article

had been collected from Thomson Reuters as of July 2019. The paper reveals the major
problem of banking system, which is the lack of long money cominginto the financial

system of Russian Federation. It comes, first, from the household sector, and secondly,
from pension savings. The paper investigates most‘important,internal andyexternal

factors, which influence both individual commeréial banks and the whole banking sys-
tem. The analysis of the institutional aspect of the regional banking sector development

proves that multidivisional and differentiated structure of credit institutions has been

set up in Russia, which, in the wholejmeéts the needs of customers. Also, the current

stage of Russian banking system development can be characterized by serious influ-
ence of the global economic crisis. Under these conditionsythe revocation of licenses

from inefficiently functioning credit organizations is a positive fact that contributes to

strengthening the stability of-the banking system:

Keywords banking system, capital formation, inefficient risk
transformation, non-banking financial sector, asset
allocation, market efficiency, Russian Federation

JEL Classification “G20,G21, G28

INTRODUCTION

The banking system is, first of all, a system of commercial banks.
Therefore, the indicators of financial stability of each bank should be
considered in order to assess the stability of the whole banking system,
in which the banks are its generic elements. This approach is common-
ly used within the framework of stability of the banking system. The es-
sence,of this approach is that the combined indicators of all banks can
be considered as a sufficient characteristic of the whole banking system.

The article considers the basis of this approach and the apparent identity
of signs of economic sustainability and factors that influence it. Signs
of banks’ stability are the expansion of their activities, the appearance
of new products and services in the list of bank products, the sustaina-
bility and balance of activity areas, etc. One can say that these signs are
also the characteristic of the banking system stability. Of course, this
is not accidental, because it is not the essential difference between two
subjects — the bank and the banking system, - but their development.
Characterizing their development, one can really find a lot of common,
although their manifestation in each bank may not coincide.

There are many similarities in external factors that affect the stability

of both an individual bank and the whole banking system. However, it
should be also noted that each factor for one particular bank may have

http://dx.doi.org/10.21511/bbs.14(3).2019.17
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different values. Moreover, this factor can manifest itself differently in relation to the system as a whole
and in relation to each specific bank. For example, trust in the banking system can remain significant,
but this factor could not be so relevant in particular bank’s activity, because if it is preserved as a fun-
damental factor, it will not fully manifest itself. On the contrary, it can happen that confidence in the
banking system as a whole has been dropped, but it had nothing to do with a particular bank, because

it still remains a stable and highly trustful bank.

Considering the relationships between the stability of banks and the whole banking systém, one should
not forget about another important feature: commercial banks operate at the micro-level, previding the
needs of concrete customers; banking system operates at the macro-level, serving the needs of the whole

economy.

1. LITERATURE REVIEW

Each part (level) of the system, being part of the
whole, however, works on the vital activity (stabil-
ity) of the general system. However, they are un-
likely to be the same in full. Therefore, it is more
correct, and using summary data on the activities
of commercial banks and their sustainability, the
article will correlate them with the sustainable de-
velopment of the banking sector as a combination
of credit organizations (Hunjra et al., 2011).

It should not be forgotten that the central bank
and the commercial bank are two different types
of banks. Central bank performs both operations
inherent in the bank as such anddoperations o is-
sue cash means of payment thatcommercial banks
do not do. These operations area monopoly of the
central bank; due to the operational difference, the
factors affecting its stabilityymay be different, have
a greater macroeconomic nature, relate primarily
to money circulationyithe payment system, settle-
ments, and generally to the regulation of money
turnover (Alkassimy2005).

The stability of the banking sector can be judged
more by the share of troubled banks in their total
number the share of overdue loans. It is unlikely
that the stability of the central bank as a state in-
stitution can be judged by the size of the profitabil-
ity of its activities, while the profit of a commercial
bank is one of the elements of its stability (Abdul-
Majid et al., 2010).

It can be assumed that indicators of sustainable
development of the banking system are a combi-
nation of indicators of two types of banks: issuing
and commercial ones (Agarwal & Taffler, 2008).

http://dx.doi.org/10.21511/bbs.14(3).2019.17

Due to the different nature of the functioning of
types of banks as partsof the'banking system ele-
ments, the intensity 0f the impactof heterogeneous
factors may also differ. So, according to American
studies, the reasons for the decline in stability and
the subsequent emergence of banking crises were:

« _poomasset quality (98%);

« £ poor planning andsmanagement (90%);

¢  abuse of collectors (35%);

o unfavorable external economic environment
(35%);

» lackofinternal audit and control (25%);

o fraudulent reporting data (11%);

. unsecured expenses (9%) (Ahmad & Ariff, 2007).

Different accents in the decline in stability and the
subsequent transition to the crisis can be observed
at the banking system level. The most typical rea-
sons here were a decline in production, inflation,
a high proportion of non-performing assets, etc.
The stability of credit organizations directly de-
pends on the stability of the banking system, the
policy of the central bank. While attracting addi-
tional financial resources through refinancing, in-
cluding in the face of lower interest rates, a credit
institution is able to expand its resource base. In
the event of bank insolvency at the expense of re-
serve funds guaranteeing deposits of citizens, their
losses can be covered, and as a result, the confi-
dence of individuals in the banking system will be
maintained (Denisova et al., 2019; Nyangarika et
al., 2019b).

Factors and indicators of the stability of credit or-
ganizations and the banking system may vary. The
preservation of integrity and the achievement of
the interaction of elements as signs of consistency
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are the most important task of the banking system.
Assessing it through the prism of these signs, the
company receives additional information about
the stability of both the banking system and indi-
vidual credit organizations (Johansen, 1991).

It can be assumed that the sustainable develop-
ment of the banking system is such a form of move-
ment that is associated with positive development
and growth. This movement expresses a compre-
hensive, positive development of both quantitative
and qualitative parameters of activity — both the
banking system as a whole and the activity of its
individual elements in interaction with the inter-
ests of the economy (Abedifar et al., 2013).

The criterion for the sustainable development of
the banking system as a measure of evaluation is
the judgment on the preservation of its signs or
properties. With this approach, the criteria for the
banking system stability can be considered the
circumstances in which it demonstrates the invar-
iability of its image as a socially significant institu-
tion and ability to fulfill obligations arising from
its functions (Singer, 2007).

In the most general sense, it can be assumed that
the banking system can be considered as stable
when it meets the following requifements:

1. 'There are no crises.

2. Individual banksdmnay become bankrupt, but
the general trend towards positive develop-
ment continges.

3. Effective distribution of accumulated capital.

4. 'The circulation of capital is ensured.

5. Persistence (balance) is maintained even with
increased imbalances or negative external
shocks.

6. Itis possible to assess and manage risks.

7. 'The ability to self-correct, limit and eliminate
imbalances has formed.

The formulated criteria make it possible to reach
the indicators for assessing the development of the
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banking system at the macro level. Based on the
functions of the banking system defined above, its
development can be assessed using the following
indicators:

1. The ratio of assets (liabilities) of the banking
system to GDP.

2. The ratio of the total profit of the banking sys-
tem to GDP.

3. 'The ratio of banking system gapital to GDP:

4. 'The share of loans granted to the,real sector of
the economy in GDP and'tetal banking assets.

5. The,ratio of the amount offsecurities pur-
chased bysbanks te GDP.

6. Profitability,of the banking system, including
inscomparisoniwith profitability indicators of
other economy sectors:

7.\ The ratio of the monetary funds of the popu-
lation as part of the resources of the banking
systemito GDP and monetary incomes of the
population.

8, The ratio of cash of enterprises and organiza-
tions as part of the resources of the banking
system to GDP.

9. The level of concentration in the banking
system.

The presented indicators make it possible to identify
the strengths and weaknesses of the development
of the country’s banking system, as well as some
systemic risks in its functioning. In the dynamics,
these factors may indicate negative phenomena in
the banking sector, a decrease in sustainable devel-
opment (Lopatin, 2019; Meynkhard, 2019).

If the first concept is addressed to a combination
of banks and banking infrastructure, then the sec-
ond characterizes the functioning of only one of
the elements of the banking system; the functions
of the banking system, thus, express broader pro-
cesses, characterize the activities of both individ-
ual banks and the system as a whole (Mikhaylov,
2018a, 2018Db).

http://dx.doi.org/10.21511/bbs.14(3).2019.17



2. DATA AND METHODS

It can be assumed that the indicators characteriz-
ing the performance of the banking system can be
considered as, namely:

1. Currency stability.

2. Cash flow stability.

3. Monetization level of GDP.
4. Inflation rate.

5. 'The effectiveness of monetary regulation of
the economy.

In order to assess the banking system develop-
ment, one can use macroeconomic indicators that
reflect the characteristics of the banking sector de-
velopment. It is known that, within the framework
of a departmental approach, the Bank of Russia
analyzes (based on reports submitted by banks
during prudential supervision and during inspec-
tions) indicators of the banking sector stability.us-
ing information on compliance with mandatory
economic standards for credit institutions.

The banking sector structure includes:

1. Capital adequacysthe ratio of equity (capital)
to risk weighted assets, the ratiovof fixed cap-
ital to risk weightéd assets, the ratio,of assets
weighted by credit risk to tetal assets.

2. Credit risk-assessment: the share of bad loans
in the total loans, the formed reserve for pos-
sible losses.on'loans as a percentage of the total
amount of loans issuéd, the ratio of the total
size of large credit risks to capital, the struc-
ture of the debt on loans granted by credit or-
ganizations by industry, geographical distri-
bution‘of granted interbank loans and placed
deposits.

3. Liquidity assessment: the ratio of highly liquid
assets to total assets, the ratio of liquid assets
to total assets, the ratio of highly liquid assets
to demand liabilities, the ratio of liquid assets
to short-term liabilities, the ratio of customer
funds to total loans.

http://dx.doi.org/10.21511/bbs.14(3).2019.17
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4. Market risk: currency risk, interest rate risk,
stock risk.

5. 'The financial result of banks for the reporting
period: as a percentage of banking assets, as a
percentage of banking capital.

It is advisable to compare the degree of the bank-
ing system stability based on the noted indica-
tors (where possible) with their regulatory levels
established by the Bank of Russia: It'should be
taken in mind that these indicators themselves,
despite their importance for|assessment, are
limited to a certain extent. From the standpoint
of sustainability assessment;, they should be
analyzed in dynamics, taking into account the
influence of a number of factorsg€omparing the
achieved walues with similar indicators in other
countries, using the'estimates of both domestic
and foreign experts.

Thie crisis factors in thedbanking sector are shown
in Table 1.

Table 1. Factors of crises in the banking sector

Source: Author’s generalization based on Thomson Reuters.

Structure shifts in the national
economy

Factors

Sharp fluctuations in interest rates,
commodity prices, prices for financial assets

: Foreign economic factors

Macroeconomic L o
The consequences of the stabilization policy

i Market reforms

: Fixed exchange rate

i Bank management quality

i Excessive credit expansion

i Off-market motivation for granting loans

i Low level of supervision and regulation of
i banking systems

i Incomplete regulatory framework

¢ Limited banking

Institutional and
infrastructural

i Underdeveloped segments of the financial
i market

¢ Untimely and inadequate response to the
i solvency of banks by regulatory authorities

Ineffective insurance system and bank
deposits organization

The above-mentioned factors of crisis phenome-
na in the banking sector are interconnected and
multiple, which greatly complicates but does not
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underestimate the task of developing indicators of
the banking system pre-crisis state.

Finally, it should be noted that in the framework
of the macroeconomic analysis of the banking sys-
tem, it will also be useful to assess the indicators of
the banking market development and the forma-
tion of equilibrium in the banking market.

Macroeconomic equilibrium in the banking mar-
ket can be defined as the balance between supply
and demand for banking products and services,
the number of credit institutions and the degree
to which the needs of economic entities in bank-
ing services are satisfied, etc.

In terms of the general economic (macroeconomic)
approach to assessing the banking system stability, it
is important to identify the interconnections of the
banking system with other economic systems, and
above all, with the monetary and financial ones. This
will allow adequately determining the current state
of the banking system and identifying the factors
which affect the achievement of its sustainable de-
velopment, including identifying threats that could
reveal the approaching banking crisis.

3. RESULTS

First of all, the article presents macroeconomic
indicators of the Russian banking sector for re-
cent years. In general, the main macroeconom-
ic indicators of the Russian banking sector are
close to the guidelines set by the Development
Strategy of the banking sector of the Russian
Federation or exceed these guidelines, (Table 2).

Despite the slowdown of the RusSian‘economy,
the banking sector as a whole/developed quite
rapidly in 2018, the assets of credit institutions
grew by 35.2% (adjusted for exchange rate dy-
namics - by 18.3%), to'RURZ7.7 trlni(for. 2016 -
by 16.0%).

Growth dynamics of total assets (liabilities) of the
banking sector of Russian Federation is shown in
Figure 1.

Figure 2 shows the groewth dynamics of total as-
sets (liabilities)@f the banking sector in % of GDP.
In 2018, banks continued to increase their loan
portfelio, while significant changes took place in
the dynamics and structure of lending.

Table 2. Macroeconomic indicators of the banking sector performance of the Russian Federation

Source: Author’s calculations, Thomson Reuters.

Indicators 2009 2010 2012 2014 2016 2018
Total assets (liabilities) of haRking 29)430.0 33,8046 41,6275 49,509.6 57,423.1 77,653.0
sectors (RUR bin), includings. @ v+ "0 =" e emm e e Lo
* %toGDP 75.8 73.0 744 796 868 . 1087
* Total funds (capital) of banking 4,620'6 47323 5,242.1 6,112.9 7,064.3 7,928.4
sectors (RURbIn) "y, v e ey e e o
* %toGDP 119 10.2. 94 98 107 o111
% of banking sectorassets " 157 14.0 126 123 123 102
Loans and othef placed funds provided
by non-financial organizations and
indiviciuais nclllke offlc oo Bl . 161155 18,147.7 23,266.2 27,708.5 32,456.3 40,865.5
BIn, CIUaNg: i I
DRI S ——— 415 39.2 41.6 446 490 572
* % of banking sector assets 54.8 3.7, 559 56.0 5.5 . 526
securities purchased by credit 4,309.4 5,829.0 6,211.7 7,034.9 7.822.3 9,724.0
organlzatlgp}sm('f{UR bln), including ¢ UUT o TEEE L mEeme L mm s e o
* % GDPU T, 111 126 11 113 18 .. 136
* % of banking sector assets 146 17.2 149 14.2. 136 . 125
Deposits of individuals (RUR bin), 7,485.0 9,818.0 1,871.4 14,251.0 16,957.5 18,552.7
including: o UmE G EEEE o e mmmm s e o
* %toGDP Lo 103 212 21.2 22.9 256 260
* In % to liabilities of the banking sector 25.4 29.0 28.5 28.8 29.5 ; 23.9
. 0 H T m—m—nnyyyyynynn, -y, - - - —  — e T
In % of the cash income of the 26.1 30.2 333 357 38.0 38.9
populaton . T TR0 T T T o
Funds raised from organizations (RUR 9,557.2 11,126.9 13,995.7 15,648.2 17,787.0 25,008.1
bln), including o TmEE o TEmEEm o Tmmmmn o e s o
* %toGDP i....246 24.0 25.0 25.2. 296 .30
¢ In % to liabilities of the banking sector : 32.5 32.9 33.6 31.6 31.0 32.2
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Source: Author’s calculations, Thomson Reuters.
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20,000
10,000

2009 2010 2012 2014 2016

Figure 1. Growth dynamics of total assets (liabilities) of the bankin

The total volume of loans to the economy (non-fi-
nancial organizations and individuals) grew by
25.9% in 2018 (by 17.1% in 2016) and reached RUR
40.9 trln, excluding exchange rate factor, the growth
of these loans for the reporting year amounted to
12.9%. The share of these loans in banking sector
assets decreased from 56.5 to 52.6%. At the same
time, the ratio of the total loan portfolio to GDP in-
creased significantly, from 49.0 to 57.2%.

experts noted that the recession
an economy was in a recession
eral factors, which are as follows:

ed by banks to non-financial organizati ing ower oil prices, which led to a significant re-
the reporting period increased b duction in exports and lower budget revenues.
by 12.7%); excluding the excha
Lack of effectiveness in terms of structural re-
forms, limiting growth prospects. In particular,
Corporate loan po . increased diversification of the Russian econo-
trln, and its share in ban my and reducing its dependence on oil and gas,
January 1, 201 as well as other raw materials, increased com-

Source: Author’s calculations, Thomson Reuters

120

80.

60.0 |
40.0 17

200 171

2009 2010 2012 2014 2016 2018

Figure 2. Growth dynamics of total assets (liabilities)
of the banking sector, % of GDP
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Source: Author’s calculations, Thomson Reuters
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Figure 3. Loans and other placed funds provided to non-financial organi
including overdue debts (RUR bin)

s, Thomson Reuters

60.0 7]

50.0 7]

40.0 7]
30.0 7
20.0 7]
10.0 7]

2009

Figure 4. Loans o non-financial organizations and individuals,

The weakening of confidence of internal and exter-
nal investors in Russia lead to a significant capital
outflow.

Naturally, these factors predetermined the develop-
ment of banks in 2018. The latest and most complete
data on the current situation in the banking sector
refer to September 2018. In recent months, the bank-
ing system has been showing good performance, as
confirmed by statistics for August and September.

DISCUSSION AND CONCLUSION

The banking system includes not only banks and their organizational foundations, but also awareness
about the essence of its constituent elements. In general, in this case, the banking system as a holistic
entity can be represented in the form of the blocks and their elements. The abovementioned blocks and
elements of the banking system form a unity while expressing the specifics of the whole; they are carri-
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ers of its properties. The search for its most effective model (as a kind of model, a standard of develop-
ment) continued throughout the history of banking.

The features of current state of the Russian banking sector are influenced by the global financial and
economic crisis and still have an impact, caused by the sanctions of Western countries as well as by oil
prices. All this determines the quantitative parameters and trends of the Russian banking sector.

The worsening of economic conditions (recession in business activity in the economy, rising unemploy-
ment, tightening of external borrowing conditions, volatility of prices for financial assets) resulted in a
decrease in the relative and absolute values of banking sector performance, stagnation in‘loan perfor-
mance, loss of quality and growth in problem assets, and decrease in financial results. These challenges
directly influenced key performance indicators of the banking sector and its investment attractiveness.
In particular, the rate of return on assets fell to the lowest level.

At the same time, there is a tendency of reducing in the number of profitablé credit,organizations‘and
the growth of unprofitable banks, respectively.

This indicates a steady trend and is associated with the sources ofidbanks ineomes, their stability, and
profitability of assets in the market and the level of costs. Obviously, the structure of income and ex-
penses of the banking sector and other credit organizations is-associated with the structure of assets
and liabilities. The main source of bank’s profit remains netinterestincome, the value of which in the
structure of profit factors is about 60%. However, thefstructure of this'source’is undergoing changes
due to an increase in net income from operations with securities. Adiegative factor is a decrease in the
net fee and commission income by 3.8 %, as well asian increase in the influence of unstable sources
of income, such as net income from the sale of securitiesyfrom the'revaluation of accounts in foreign
currency. Unfortunately, a number of these sources embellishsthe financial result, distorting its real
value.

The highest level in the bankingfsystem of Russia is occupied by the Central Bank of the Russian
Federation, which is the countsy’s main bank. The Bank of Russia has a comprehensive legal status due
to the variety of functions that'it performs. The regional banking system is a two-tier set of banks and
non-bank credit organizations, as'well as the regional infrastructure serving it.

Elements of the regional banking system are structural divisions of the Bank of Russia, regional credit
organizations (banksrand non-bankderedit organizations registered in the region, branches and rep-
resentative offices of foreign banks operating in this territory, branches and representative offices of
foreign banks). The/€ombination of regional banking systems forms a national banking system. The
banking system of Russia, considering its large territorial extent, functions in a single legal field, solves
common tasks through common tools, and implements the tasks set considering the peculiarities of the
régional development:The stability of the whole banking system cannot be achieved without its regional
components.

The regional banking system of Russia is a combination of interconnected and interacting divisions of
the Bank of Russia, banking and non-bank credit organizations, branches, and representative offices of
foreign banks. The development of the regional banking system should meet the following principles:
the adequacy of the banking system development to the region’s economy, self-development through
use of internal sources, the optimal combination of large, medium and small banks.

The level of development can be judged on the basis of indicators characterizing institutional develop-

ment, the role of the regional banking system in the regional economy, financial and economic aspects
of activity, profitability.

http://dx.doi.org/10.21511/bbs.14(3).2019.17 209
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The current stage of Russian banking system development is characterized by serious influence of the
global economic crisis that affected Russia and exacerbated the problems that have occurred in the de-
velopment of the regional banking system.

An analysis of the institutional aspect of the regional banking sector by region shows that Russia has
developed a ramified and differentiated structure of credit institutions, which, in the whole, meets cus-
tomers’ needs. Almost all federal districts have local banks, branches of local and foreign regional banks,
offices, cash desks, cash centers. In a number of regions, banks operate with foreign capital takeovers.

Based on the above-mentioned, a fundamentally important conclusion can be made to assess'the state
of the Russian banking system. The economic crisis revealed a number of problems that have been ac-
cumulating among banks over the years. Such problems are the high exposure of a number of banksito
risks and the lack of necessary sources to cover them, which include the adequacy of equity. Under these
conditions, the revocation of licenses from inefficiently functioning credit organizations, is a positive
fact that contributes to strengthening the stability of the banking system infthe région. Theyeconomic
crisis has shown the overall viability of the regional banking system.
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