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ANALYSIS

Russian Investment Regulation:

Lessons of Bank Deposit Insurance Reform

By Steven E. Halliwell, New York

Abstract

Russia’s bank deposit insurance program demonstrates that, contrary to widespread belief, the federal gov-
ernment is capable of effective financial industry regulation. This mandatory program, instituted in 2004,
may in its broad outline prefigure how investment industry regulation will unfold in Russia, possibly in the

not-too-distant future.

One Successful Reform

Russia’s poor performance on every aspect of invest-
ment regulation—shareholder rights, enforceability of
contracts, insider trading, corporate transparency and
disclosure, etc.—is well documented and analyzed. At
times, the prospects for reform seem hopeless, buried
by centuries of centralized control, pervasive corruption,
and a culture of “legal nihilism.”

There is, however, an area of financial regulation that
has been successful in Russia during the Putin era—the
bank deposit insurance program. Little attention has
been paid to this program, perhaps because the security
of small retail depositors is not a terribly exciting subject.
The deposit insurance program provides a window, how-
ever, into how effective Russian regulation can be when
the political will exists to support it. While the program
is significant in itself, it may also prefigure how mean-
ingful investment reform may come about.

Bank Deposit Insurance: The Basics

Under the bank insurance program, deposits of pri-
vate citizens are insured up to 700,000 rubles at almost
1,000 banks. Similar to the US Federal Deposit Insur-
ance Corporation (FDIC) in design and implementation,
the program is meant to mobilize domestic savings that
traditionally have remained hidden (most often in hard
currency) under the mattress. The insurance is covered
by premiums paid by member banks. Membership in
the system is mandatory.

The Agency for Bank Insurance (Agenstvo po stra-
khovaniyu vkladov, www.asv.org.ru), created in 2004, is
a joint venture of the Russian Ministry of Finance and
the Central Bank. The Agency, as administrator of the
insurance fund, has the authority to put banks into
bankruptcy for failing to meet Agency criteria. To date,
the Agency has closed 176 banks since 2005, and has
placed 111 banks in the process of liquidation. Another
15 banks are either in the process of being “sanitized,” or
have recently completed the process. Assets of the lig-
uidated banks are sold under a bankruptcy procedure.

The Agency's Chairman is the Minister of Finance.
Funding for support of bank stability is reported to be

300 billion rubles ($11 billion), a small sum in most
banking systems. Russian banks are, however, much
smaller in general than Western banks: the ten largest
banks in Russia have combined assets of $525 billion
equivalent, slightly larger than the reported assets of the
49th largest world bank, Toronto Dominion Bank. (http./
www.bankersalmanac.com/addcon/infobank/bank-rankings.aspx)

Deposit Insurance: National Patterns

Russian banking remains, twenty five years after the

start of perestroika, heavily centralized in Moscow and

the Moscow region. Nearly half of the insured banks—
476—are based in Moscow or Moscow Oblast (see Table

1). After Moscow, the next nine regions with the highest

number of insured banks have between them 24% of the

total, leaving 26% of the nation’s deposit-taking banks

scattered across the remaining 72 administrative units.

Table 1: Russian Deposit-Taking Banks: Eleven Largest
Regions

Moscow and Moscow Oblast 476
DPetersburg 36
Dagestan 27
Tatarstan 24
Sverdlovsk 20
Samara 20
Rostov 18
Nizhny Novgorod 17
Tyumen 16
Krasnodar 15

Source: asv.org.ru

The dominant bank in the Russian system, Sberbank, is
present in every jurisdiction. As both the largest savings
institution in the country (its role in the Soviet era), and
the largest corporate lender, Sberbank dwarfs the other
institutions. Its assets are roughly $270 billion, nearly
50 percent of the total assets for the ten largest banks in
Russia (see Table 2). Combined with state-owned VTB


http://www.asv.org.ru
http://www.bankersalmanac.com/addcon/infobank/bank-rankings.aspx
http://www.bankersalmanac.com/addcon/infobank/bank-rankings.aspx
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(the prior Vneshtorgbank, or Bank for External Trade),
with assets of $95 billion, of which $27 billion roll up
under the retail subsidiary VTB 24, these two banks
control two thirds of the total bank assets for the ten
largest banks. Excluding the two foreign-owned banks
in the top ten—Unicredito and Raiffeisen—removes
$30 billion of the top ten assets, leaving the banking sys-
tem even more heavily skewed (70 percent) to the two
giant state institutions, Sberbank and VTB.

The areas with the highest concentration of banks
include major industrial regions—Sverdlovsk, Samara,
Rostov—and regions oriented toward resources, nota-
bly oil—Tyumen and Krasnodar. Dagestan is both a
resource region and has an active economic relation-
ship with Central Asia and the Caucasus.

Several resource-rich or industrial regions are not
represented in the top ten, a possible indication of the
regional elites’ relative political weakness. None of the
Siberian or Far East regions figure in the top ten for
number of banks.

The Accredited Banks

Among the banking insurance program members, the
Agency for Bank Insurance has appointed 59 banks as
agents of the insurance program (see Table 3). These
banks have a privileged status. When the Agency decides
that a bank has failed to perform adequately under the
insurance program, these accredited banks are responsi-
ble for carrying out the liquidation of the assets. Banks
compete in a tender process to act as liquidator, a role
that allows the bank to see the failed bank’s holdings and
quite possibly to acquire assets or deposits in the liqui-
dation. Agent status also reflects confidence at the Cen-
tral Bank that these banks will conform to the require-
ments of the regulatory system, and carry out orderly
liquidations without creating scandal or in other ways
discrediting the system. In that sense, these banks—rep-
resenting just six percent of the registered banks—are
the “A” list of Russian retail banking. See http/www.asv.
org.ru/accreditation/org_agent/bank/

These agent banks and the way in which they are
spread across Russia’s regions provides a window into
the banking system and a perspective on financial reg-
ulation more broadly. In some respects, the agent bank
pattern mirrors the pattern of bank registrations across
the regions—that is, the banks accredited under the
deposit insurance regime are heavily concentrated in the
most heavily banked regions. 39 of 59 accredited banks,
or 66 percent, are located in the ten regions with the
most banks (see Table 4). And again Moscow is dispro-
portionately represented—29 agent banks or half of the
total are based in Moscow. As in the case of bank dis-
tribution, the ten largest regions for accredited agents

have about 75% of the total, leaving 25% to be distrib-
uted thinly across the remaining jurisdictions.

Some of the larger regions by number of banks—
Tyumen, Dagestan, and Rostov—have no accredited
agent bank. This suggests that the agency is able to mon-
itor the system effectively from Moscow (or through the
local Sberbank resources) in even relatively large regions.
It also suggests that there are no local banks that are
considered strong enough to exercise fiduciary responsi-
bility for the Central Bank in some of the major regions.
And although there are no Far East regions in the top
ten list by number of banks, three Far East regions—
Amur, Kamchatka, and Sakha/Yakutia—each have two
agent banks (as do Chelyabinsk and Saratov). Fiduciary
responsibility is therefore somewhat more widely distrib-
uted than the purely quantitative distribution of banks
would suggest.

Why Did Banking Insurance Succeed?

Bank deposit insurance has enjoyed significant success
in Russia for a number of reasons. First, the most rudi-
mentary functioning of the post-Communist era econ-
omy required a reliable system for processing transac-
tions. Domestic payments, import trade transactions,
clearing and settling securities trades all required sta-
ble and reliable processing capability. Second, mobiliza-
tion of the savings of the population required confidence
in the banking system. The 1998 market collapse left
many citizens with a deep distrust of their own banks, as
many of the banks closed and confiscated their deposits.

These two issues—the need for a stable transac-
tion processing system and the desire to attract savings
into bank accounts—set the stage for launching bank
deposit insurance and with it, the first serious enforce-
ment of bank regulation in Russia. Even though the
need for a stable banking system was obvious, it was
not a foregone conclusion that strong regulation should
be implemented. Banks, especially those with hard cur-
rency licenses, were critical of the capital flight and
asset stripping that prevailed in the Yeltsin years and
had enriched many individuals. For much of the coun-
try, the lack of strong bank regulation and the opacity
of most bank activity was essential to their continued
self-enrichment.

It was dangerous to propose bank deposit insurance
in the early 2000’s—Andrei Kozlov, a first deputy Chair-
man of the Central Bank and a pioneer of deposit insur-
ance, was fatally shot outside a Moscow stadium in Sep-
tember 2006 by gunmen allegedly hired by a disgruntled
bank owner. Kozlov understood that bank deposit insur-
ance required the ability to oversee banking activity, and
he was known for withdrawing bank licenses when he
found money laundering or other illicit activity.
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But perhaps the strongest single reason for the suc-
cess of bank deposit insurance is the political vulnera-
bility that continued bank failures would ignite. Once
a deposit insurance system is initiated, it must succeed
or it creates unacceptable levels of risk for the political
rulers. Thus, the bank deposit program was created as a
mandatory program, with strong enforcement capability.

This decisive regulatory move suggests that Russia’s
ruling groups reached a consensus in the early 2000’
that the days of using the banking system for personal
enrichment were, if not over, at least fading fast. The
banking system was simply too vital to the personal
enrichment of the elite to allow continued abuse. There
are of course no minutes of meetings that record how or
when this consensus was reached, but it seems clear that
Russia’s informal system of overlapping and competing
clans and interest groups reached agreement to regulate
banks—or perhaps to accept the imposition of banking
regulation—during the early Putin years.

Outlook for Investment Reform

If deposit insurance and bank regulation can be viewed
as a major regulatory accomplishment, what will it take
to convince Russia’s elite that it is absolutely essential
to their collective survival (and coincidentally, the
nation’s economic survival) that major investment mar-
ket reforms be enacted and rigorously enforced?

The political consensus to reform the banking sys-
tem coalesced in the wake of a major disaster. The 1998
default led to the wholesale incineration of the banks,
staggering losses for foreign banks operating in the coun-
try, and the ostracism of Russian banks from operations
in most of the world’s major banking centers. Russia’s
historic lack of civil institutions makes the country vul-
nerable to moments of major crisis: change does not take
place until the existing political infrastructure and the
country is on the verge of disintegration.

To reach a reform consensus for the investment
industry may take a collapse equally as devastating as
the 1998 default. The 2008-2009 global crisis triggered
major declines in the Russian securities market—stock
prices dropped 75%, and several oligarchs found them-
selves unable to sustain their debt load given the decline
in the underlying collateral. Bank liquidity dried up,
and lending to corporations all but disappeared. But
resurgent oil prices helped ameliorate the worst effects,
and no serious reform ensued. One wing of the rul-
ing elite, gathered around Medvedev, saw the implica-
tions but was powerless to force the situation to a gen-
uine policy shift.

Further, investment reform lacks the immediacy for
the general public that bank reform had. The public is
less likely to take the leadership to task for investment

abuse. Investment in public equities by the citizenry is
still at a very low level, so losses in that market do not
have the same resonance as a loss of savings does. The
risk of widespread scandal resulting from corrupt prac-
tices in the equities markets therefore is still relatively
low. The alleged theft of $230 million from Hermitage
Capital’s operating accounts and the subsequent death
of Sergei Magnitsky in prison was a boldfaced example
of how crude corrupt practices can be carried out with-
out risk of widespread public outrage or governmental
action (at least to this point).

As long as the population does not hold the leader-
ship liable for the continued theft of resources, there is
liccle risk that the political stability of the country will
be adversely affected by the lack of reform. Sentencing
an occasional corrupt individual for his/her crimes (the
Luzhkovs come to mind) is sufficient to maintain the
appearance of progress. Only if the top leadership were
tied directly to an incidence of corruption that is sim-
ple enough for a large part of the population to under-
stand is there significant risk of public anger and a need
for fundamental reform.!

Increasingly, however, the old corrupt methods
are bumping up against the grim reality of economic
stagnation. Russia has fallen behind its peers in the
emerging markets in terms of growth: market analysts
argue regularly that the “BRIC” countries (Brazil, Rus-
sia, India China) should really be the “BIC” countries.
Despite record oil prices and high commodity prices,
economic growth remains in the four percent range; for-
eign direct investment remains at extremely low levels,
and is focused largely on resource industries. Declin-
ing population, decrepit infrastructure, and an unde-
veloped technology sector all make Russia vulnerable
to economic decline when so many of its neighbors in
Asia and Europe are making solid progress.

Implementing Reform: The Broad Outlines
If a major scandal caught the public attention and mass
demonstrations were to occur, it could precipitate a gov-
ernment decision to undertake a major reform. In that

1 Just prior to publication, Russian banking authorities authorized
a massive bailout ($14 billion) to the Bank of Moscow, the coun-
try’s fifth largest bank. The announcement has all the ecarmarks
of a major power play in Moscow, rather than a failure of bank
supervision. The bank was closely aligned with Mayor Luzhkov
and his wife, and was the target of a hostile takeover by VTB
Bank, a state-owned institution and the second largest bank in
the country. The Bank of Moscow CEO fled to London imme-
diately after the VT'B attack was launched. Sixty billion rubles
(over $2 billion) in loan proceeds have reportedly been sent off-
shore, and all loans to Luzhkov-linked entities are being treated
as worthless. The Deposit Insurance Agency will be lent $10 bil-
lion equivalent by the Treasury. After “saving” the bank, VTB
will control 75% of the former Bank of Moscow.
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event, it is likely that the lessons of the bank deposit
program would provide the blueprint for moving for-
ward. First, the Ministry of Finance would put in place
an organization like the insurance agency—a joint ven-
ture of the government with a securities regulator capa-
ble of liquidating the assets of companies that violated
basic securities law. As in the case of deposit insurance,
it is certain to be a heavily Moscow-oriented system in
its earliest incarnation.

Second, the focus of reform in the initial phase will
likely be state institutions—in the first instance, the
state bureaucracy, followed closely by the state corpora-
tions (See Table 5). Medvedev’s decision to remove mem-
bers of the state hierarchy from the top management of
state corporations is a step in this direction. Given the
dominance of state institutions in Russia’s economic
life, the focus makes good sense. Sberbank and VTB
dominate the banking system, and gave the Ministry of
Finance a firm foundation for putting in place a manda-
tory deposit insurance program—roughly two thirds of
all banking assets are in state-controlled banks. If the
state apparatus can be “cleansed” in terms of the worst
forms of corruption, and state-controlled corporations
are forced to follow that model (interestingly, state own-
ership of the largest Russian corporations is roughly the
same as the percent of bank assets under state control),
the reform movement would have significant momen-
tum for attacking the issues of corruption, transparency,
and shareholder rights in the private sector.

Third, it is likely that regulatory reform would insti-
tute the same kind of mutual liability system that under-
lies the bank deposit program. Part of the success of
banking reform lies in this “shared responsibility” aspect
of the program—that is, all banks pay an insurance pre-
mium to cover the costs of failed banks. Bank manag-
ers have to worry that the sins of their neighbors will

About the Author:

be visited upon them in the form of heightened insur-
ance premiums. A similar kind of self-regulatory incen-
tive would be needed in the securities industry in order
to assure compliance.

None of this would come easily, and investment
reform would be far more complex than the banking
reform that allowed deposit insurance to succeed. For
enforcement of investment laws, the government would
need to change the compensation for judges. Only if the
judges at all levels are given the possibility of living a life
free from improper payments can one expect the jus-
tices to refuse the temptation of bribery. Justices would
at that point have an incentive to protect the integrity
of their profession, and a self-regulating environment
would be cultivated.

To pay for an independent judiciary may require
new taxes, just as the insurance system relies on insur-
ance premiums from member banks. A tax on corpo-
rate profits or securities houses may inspire new capital
flight, buc it is likely that many of the more pragmatic
businesspeople in Russia will realize that the benefits
of instituting a vigorous anti-corruption regime will
far outweigh the cost of funding independent justices
at all levels.

Russia’s government has proven it can act very effec-
tively on regulation of financial services companies when
the political will to do so exists. The alternative to action,
as Russian history has shown on numerous occasions,
is a full scale collapse of the political order in the face
of mass political unrest. Russia’s leaders know that pat-
tern well, and are likely to see the introduction of a
strong investment regulatory regime as the lesser of two
evils. As the backwardness of Russia’s economy presses
ever more strongly on the political class, the choice will
become that much more stark.

Steven E. Halliwell is the founding CFO of The US-Russia Investment Fund, and co-founder in 1997 of River Capi-
tal Management LLC, an investment management firm for private equity investing in the Russian Federation.

Additional Reading

¢ Bank Insurance Law: www.asv.org.ru/en/legislation/law_1/law_dia.doc

e List of Accredited Banks: http://www.asv.org.ru/accreditation/org_agent/bank/

e World Experience with Deposit Insurance: http:/www.asv.org.ru/insurance/experience/
Deposit insurance currently exists in 106 countries. Over the last decade, the mandatory deposit insurance system
was introduced in most post-socialist states, including all countries included in the European Community, as well as
in Armenia, Azerbaijan, Belarus, Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan , Ukraine and Uzbekistan.
e Carsten Sprenger, “State-Owned Enterprises in Russia,” Presentation at the OECD Roundtable on Corporate
Governance of State-Owned Enterprises, Moscow, October 27, 2008, http://www.oecd.org/dataoecd/23/31/42576825.pdf


http://www.asv.org.ru/en/legislation/law_1/law_dia.doc
http://www.asv.org.ru/accreditation/org_agent/bank/
http://www.asv.org.ru/insurance/experience/
http://www.oecd.org/dataoecd/23/31/42576825.pdf

RUSSIAN ANALYTICAL DIGEST No. 99, 12 July 2011

Table 2: Russian Banks: Top Ten by Assets (Stated in Billions of USD)

Bank
Sberbank Rossii*
Bank VTB
Gazprombank
Rossel’khozbank*
Bank Moskvy AKB*
VTB 24*
Al’'fa-Bank*
YuniKredit Bank
Rajffajzenbank
10 Bank Uralsib*

Total assets:

O 00 NN O N A W=

City
Moscow
St. Petersburg
Moscow
Moscow
Moscow
Moscow
Moscow
Moscow
Moscow

Moscow

Ruble Assets
7,492,012,807
2,646,496,899
1,602,359,183
981,582,663
821,746,715
750,417,278
630,295,339
537,197,806
481,217,452
438,250,650
16,381,576,792

USD Assets

$ 263,256,362
$ 92,993,320
$ 56,304,128
$ 34,491,116
$ 28,874,757
$ 26,368,364
$ 22,147,487
$ 18,876,201
$ 16,909,148
$ 15,399,369

$ 549,251,889

State Controlled
Yes
Yes
Yes
Yes
Yes
Yes
No

Foreign
Foreign
No

*Accredited Bank for Insurance Agency

VIB 24 capital is included in Bank VTB and is deducted from the grand total.

Source: Interfax

Table 3: Accredited Banks by Region and Rank, Agency for Insurance of Deposits, 2010

Bank Region Asset Rank Capital Rank Retained Profits
Rank
Vostochnyi KB Amur Oblast 48 55 34
g;rfko’ﬂkh""kea“k’ Amur Oblast 91 90 53
VKABank Astrakhan Oblast 467 280 293
InvestKapitalBank Bashkortostan 176 308 215
Chelindbank AKB Chelyabinsk Oblast 102 79 136
Chelyabinvestbank AKB Chelyabinsk Oblast 112 114 96
Bank Verkhnelenskii Irkutsk Oblast 632 680 533
Kamchatprofitbank AKB Kamchatka Krai 303 410 323
Solid Bank Kamchatka Krai 382 453 519
Kuban’ Kredit KB Krasnodar Krai 110 101 55
Kraiinvestbank Krasnodar Krai 122 117 200
Lipetskkombank Lipetsk Oblast 135 205 78
Sberbank Rossii Moscow 1 1 1
Rossel’khozbank Moscow 4 4 28
Bank Moskvy AKB Moscow 5 5 7
VTB 24 Moscow 6 6 3
Al’'fa-Bank Moscow 7 7 13
Bank Uralsib Moscow 10 11 11
Promsvyaz bank Moscow 11 13 971
Rosbank AKB Moscow 12 17 945
TransKreditBank Moscow 14 25 14

Continued overleaf
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Table 3: Accredited Banks by Region and Rank Agency for Insurance of Deposits, 2010

(continued)
Bank Region Asset Rank Capital Rank Retained Profits
Rank
NOMOS-BANK Moscow 15 15 22
Bank Zenit Moscow 22 30 36
MBRR AKB Moscow 25 40 969
Svyaz-Bank AKB Moscow 32 33 15
Absolyut Bank Moscow 34 50 970
MInB AKB Moscow 39 45 50
OTP Bank Moscow 40 41 80
Rus™-Bank Moscow 41 69 112
BINBANK Moscow 43 81 963
Yuniastrum Bank Moscow 46 52 69
Probiznesbank AKB Moscow 52 66 102
Investtorgbank AKB Moscow 57 49 58
Vneshprombank Moscow 61 100 90
Rosevrobank AKB Moscow 64 63 65
Severnyi Morskoi Put’ KB Moscow 70 76 79
VserossBRR Moscow 73 119 62
Moi Bank Moscow 127 183 153
Agropromkredit KB Moscow 134 158 931
Russlavbank KB Moscow 156 257 916
Evrotrast KB Moscow 183 229 934
Sarovbiznesbank AKB Nizhny Novgorod 115 132 116
Oblast
MDM Bank Novosibirsk Oblast 13 10 974
Orenburg KB Orenburg Oblast 212 215 240
Ural’skii FinansDom KB Perm Krai 146 157 897
Bank Sankt-Peterburg St. Petersburg 16 20 63
BaltInvestBank St. Petersburg 79 121 194
PrimSotsBank SKB Primorsky Krai 151 208 117
Pervobank Samara Oblast 90 92 961
Gazbank KB Samara Oblast 113 109 195
Ekspress-Volga KB Saratov Oblast 128 263 125
Ekonombank AKB Saratov Oblast 230 278 260
SKB-Bank Sverdlov Oblast 53 68 93
Ak Bars AKB Tatarstan 18 14 75
Tatfondbank ATKB Tatarstan 62 56 165
BystroBank Udmurtia 187 232 424
Khanty-Mansiiskii Bank Aulf:;:;igxgliiriug 21 26 45
Almazergienbank AKB Yakutia-Sakha 199 288 940
Taatta AB Yakutia-Sakha 567 582 758

Source: WWW.asv.org.ru




RUSSIAN ANALYTICAL DIGEST No. 99, 12 July 2011

Table 4: Accredited Banks: Federal Dsitribution. Agency for Insurance of Deposits, 2010

Moscow

Amur Oblast
Astrahan Oblast
Bashkortostan
Irkutsk Oblast
Kamchatka Oblast
Krasnodar Krai

Lipetsk Oblast

Nizhny Novgorod Oblast
Novosibirsk Oblast
Orenburg Oblast

Perm Krai

St. Petersburg

Primorsky Krai

Samara Oblast

Saratov Oblast
Sverdlovsk Oblast
Tatarstan

Udmurtia
Khantii-Mansii Autonomous Okrug
Chelyabinsk Oblast
Yakutia-Sakha

Region

Number of Accredited Banks

2

1
1
1
2
3
1

N
O

N N — = N = NN = N = e =

% Total Accredited
3%
2%
2%
2%
3%
5%
2%

48%
2%
2%
2%
2%
3%
2%
3%
3%
2%
3%
2%
2%
3%
3%

Source: WWW.asv.org.ru

Table 5:  State Participation in Industrial Ownership. Ten Largest Entities, 2008

Rank
1
2
4
9
12
15
22
23

26
32

Company Name
Gazprom
Rosneft
Sberbank
Gazprom Neft
Vneshtorgbank (VTB)
RusHydro
Rostelekom

Unified National Electric Grid
(FGC UES)

Bank of Moscow
Mosenergo
Total Capitalization

MiIn US Dollars

236,187
92,968
51,058
22,787
18,823
16,738
8,349
6,377

5,531
4,043
462,861

Share (%) State Share
50.1 118,330
84.6 78,651
60.6 30,941
73.7 16,794
77.5 14,588
60.4 10,110
50.7 4,233
77.7 4,955

44 2,434
60.5 2,446
61.25 283,481

Note: Bank of Moscow was absorbed by VIB in 2011

Source: OECD
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ANALYSIS

Investment Trends in Russian Agriculture

By Stephen K. Wegren, Dallas

Abstract

Investment is often considered to be the fuel for economic growth. Since the 1998 financial crisis in Russia,
the volume of capital investment in the agricultural sector has increased. The two main sources for capital
investment are the resources of an agricultural enterprise and bank credit. In addition, an increase in for-
eign investment in Russia’s agricultural sector has occurred, although foreign investment in the food pro-

cessing industry remains higher.

Investment and Production
Plummeting agricultural production in Russia during
the 1990s was accompanied by a decline in investment in
the agricultural sector. Since reaching its nadir in 1998,
the rebound in agricultural performance has gone hand
in hand with rising investment. This article reviews con-
temporary investment trends in agriculture, thereby pro-
viding a context for understanding increased production.
Although often overlooked, investment is an impor-
tant aspect of agricultural policy because, as argued by
one Russian academic, “the investment sphere is the
part of the economy which directly affects the country’s
rate of economic and social development, the techno-
logical level and effectiveness of production, competi-
tiveness in the world market, and most of all, the stan-
dard and quality of life for the population.” This article
discusses: (1) improvement in agricultural performance
and farms’ financial condition; (2) an increase in capi-
tal investment in agriculture, fueled by an expansion of
available credit from banks; and (3) investment in agri-
culture from foreign investors.

The Rebound in Russian Agriculture

Following the demise of the Soviet Union, food pro-
duction fell precipitously and investment into agricul-
ture sank to a fraction of what it had been in the Soviet
period. Whereas the 1990s was a decade of declining
food production, since 2000 Russia has experienced a
remarkable rebound in agricultural performance. The
rebound may be measured first in the production sphere.
The ruble value of agricultural production in Russia
increased from RUR 304 billion in 1998 to RUR 2.5
trillion in 2009 (in current prices), before declining in
2010 as a result of the poor harvest. In 2009 the infla-
tion-adjusted ruble value of food production for all food
producers rose to 81 percent of the 1990 level, a notable
improvement from the 61 percent in 2000 and 68 per-
cent in 2005. The production value from private farms
and households was actually higher in 2009 than in
1990, whereas the value of production for large agri-
cultural enterprises in 2009 was about 60 percent of its
1990 level, which was low, butstill an improvement over

the 39.5 percent in 2000. The production index (1990 =
100) by producer is illustrated in Figure 1.

Prior to the disastrous heat and drought that ruined
one-third of the harvest in 2010, crop output experi-
enced the most improvement, reaching 110 percent of its
1990 ruble value in 2009. Increases in the physical vol-
ume of grain production and in yield per hectare allowed
Russia to emerge as a global grain exporter, with exports
of wheat, batley and corn averaging over 19 million tons
ayear during 2007-2009, which brought in several bil-
lion dollars of foreign revenue annually.

Conversely, animal husbandry continued to lag and
was valued at just 52 percent its 1990 level in 2009. The
main reason for the low valuation is a reduction in the
number of beef cattle, milk cows, and pigs. Even though
milk output per cow and weight per head of cattle and
pigs has increased compared to 2000, these increases
were not enough to offset the downward trend in num-
bers. In 1990 Russia’s food producers had 57,000 cat-
tle (including milk cows), a number that declined to
27,500 in 2000 and to 20,700 in 2009. The number
of pigs fell from 38,300 in 1990 to a nadir of 13,800
in 2005, before rising to 17,200 in 2009. Even though
animal husbandry was one of three priorities in the
agricultural development program that was introduced
in 2006, beef cattle and milk cow herds continued to
decline. The situation was exacerbated by shortages of
feed grain as a result of the 2010 drought. In July 2010
President Medvedev issued instructions for regional gov-
ernments to develop programs to protect and assist the
animal husbandry sector. Although domestic meat out-
put increased in 2010, this is a short-term upward trend
as farms killed off cattle that they could not feed; the
problem of declining numbers remains.

There is also evidence of a rebound in the financial
sphere, indicated by a decline in the number of unprof-
itable farms and enhanced farm revenue. In 2000, offi-
cial statistics indicated that more than one-half of all
large agricultural enterprises were unprofitable, and as
recently as 1998 almost 9 out of 10 had been unprof-
itable. Following the introduction of the agricultural
development program in 2006, the percentage of unprof-
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itable farms fell to a low of 21 percent in 2008 before
rising to 27 percent in 2009 as a result of the financial
crisis, and declined again to 25 percent in 2010 as gov-
ernment emergency financial support was dispersed to
help farms affected by the drought. Further, as food pro-
duction increased, revenue streams rose. The decline in
the number of unprofitable agricultural enterprises is
shown in Figure 2.

Production and financial trends are important
because they impact on the incentives for agricultural
investment. During the 1990s when farm unprofitability
was high and revenues failed to meet production costs,
investment in agriculture was unattractive. Two impor-
tant events occurred early in Putin’s first term to change
the situation. First, investment flows into agriculture
received a boost by the creation of a state owned and
operated agricultural bank in 2000 (Rossel’khozbank)
that was used to channel government subsidized credit
to food producers, and the following year a new agricul-
tural credit policy was introduced that replaced the pre-
vious commodity credit policy. The new credit system
provided subsidized interest rates to purchase needed
inputs or for farm operations instead of providing sub-
sidized inputs. The intent of the new credit policy was
to increase the utilization of capital, provide an incen-
tive for banks to invest, and to provide the seasonal
credit that farms needed. Second, a program of finan-
cial renewal was introduced in 2001 that restructured
farm debt and wrote off penalties on overdue debt pay-
ments. The intent was to improve the financial condi-
tion of farms and free up capital that farms could use
for investment. By April 2008, 12,820 large farms had
participated in the program, with more than R84 bil-
lion of farm debt restructured and another R44 bil-
lion of penalties and fines written off. Together, debt
restructuring and access to subsidized credit improved
farms’ financial situation and helped to expand pro-
duction to meet growing consumer demand for food.
Then, in Putin’s second term, the national project was
introduced which led to an expansion of credit that was
channeled through Rossel’khozbank (and other banks),
thereby allowing large farms and private farms to bor-
row at subsidized interest rates; some of the credit was
used to finance seasonal needs and some was used for
long-term investment.

Trends in Agricultural Investment

Investment data are available for large agricultural enter-
prises and, to a lesser extent, for small forms of farm-
ing (private farms and household gardens). These data
examine trends for capital investment, which is defined
as investments that increase the production capacity of
an enterprise. These expenditures include new building

construction (other than residences), roads and infra-
structure, the acquisition of machinery, equipment, and
vehicles; for agriculture it also includes the acquisition
of livestock, and the sowing and cultivation of peren-
nial crops.

In the 1980s agriculture received about 32 percent
of all capital investment in the economy. In the early
1990s, in the period before reform, the level of capital
investment into agriculture declined but was still high,
about 19-23 percent (different sources cite different per-
centages). There is agreement, however, that investment
into agriculture fell precipitously after the introduction
of reform to about 3.7 percent in 1995 and 3 percent
in 1998. During 2000-10 the agricultural sector aver-
aged 3.3 percent of all capital investments in the econ-
omy. Recently the trend is upward as the volume of cap-
ital investment into agriculture rose from R12 billion
in 1998 to a high of R235 billion in 2008 prior to Rus-
sia’s financial crisis, before declining to R182.9 billion
in 2010 (in current rubles). Thus, capital investment in
agriculture has not recaptured its prior significance and
lags behind other sectors. Capital investment trends are
illustrated in Figure 3.

As to the sources of capital investment, the agri-
cultural sector is similar to the national economy in
that there has been a decline in the percentage of cap-
ital investment from enterprises’ own means and an
increase from other sources. The agricultural sector dif-
fers from the national economy in that direct govern-
mental funding for capital investment is no longer sig-
nificant, whereas in the national economy budgetary
funding for capital investment averaged about 20 per-
cent during 1998-2009. The decline in state funding
of capital investment marks a significant change from
the Soviet period.

The early post-Soviet government transferred respon-
sibility for capital investment from the federal govern-
ment to large farms and regional budgets as early as
1993. By 1998, agricultural enterprises were funding
more than 77 percent of their capital investment. This
percentage declined to 44 percent in 2009, with the big-
gest drop occurring during 20052006 when enterprises’
contribution fell from 60 to 44 percent, and then to a
low of 38 percent in 2007. The decline of enterprises’
investment levels reflects the expanded availability of
credit for investment from banks that serve as conduits
for subsidized credit from the federal government—the
subsidized rate has been about one-half the market inter-
est rate since 2007. In 2007, 62 percent of capital invest-
ment in agriculture came from sources other than the
enterprise, of which federal and regional budgetary allo-
cations accounted for less than 3 percent, the remaining
59 percent came from bank credit and loans from other
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sources. In 2010, farming enterprises provided 51 per-
cent of capital investment as the credit market tightened.

The largest lenders to farms are Sberbank and
Rossel’khozbank, accounting for about 80 percent of
loans to agricultural enterprises (Rossel’khozbank pro-
vides about three-quarters of credit loans to private farm-
ers and household gardeners). Farm enterprises obtain
either short-term or long-term credit. Short-term credit
is used mainly for seasonal operations and is repayable
after one year, while long-term credit (eight or ten years)
is used for investment and modernization. In 2009, 46
percent of the credit dispersed by Rossel’khozbank was
considered investment credit.

Turning next to foreign investment in agriculture, it
too has increased significantly although it pales in com-
parison to foreign investment in Russia’s food processing
industry. Measured in US dollars, foreign investment
into agriculture rose from $12 million in 1998 to a high
of $862 million in 2008, declined to $437 million in
2009, and then rebounded a bit to $446 million in 2010.
Much of the increase occurred after 2005—investment
levels doubled from 2005 to 2006, and then doubled
again from 2006 to 2008. Even at its height, however,
foreign investment into agriculture was less than 1 per-
cent of total foreign investment in Russia.

In contrast, foreign investment into Russia’s food
processing industry has been and continues to be much
higher, an occurrence that is understandable given
greater profitability and higher profit margins than for
raw agricultural products. Foreign investment into food
processing increased from $1.4 billion in 1998 to a high
of $3.9 billion in 2008, declined to $2.3 billion in 2009,
and then rose to $2.8 billion in 2010. Foreign invest-
ment in food processing accounted for 3.8 percent of
total foreign investment in Russia in 2008, 2.9 percent
in 2009, and 3.9 percent in 2010. In many cases, for-
eign investment in agriculture and food processing go
hand in hand as foreign investors buy or lease farms in

About the Author

order to secure food supplies for their processing plants
in Russia. This practice is especially popular in Moscow
oblast where farms and processors are integrated in order
to meet food demand in Moscow. Foreign investment
trends into agriculture and the food processing indus-
try are illustrated in Figure 4.

Conclusion

The foregoing discussion highlighted an increase in the

volume of capital investment and a rise in foreign invest-
ment in Russia’s agricultural sector, and in that sense

the situation is better than in the 1990s. Government

contributions to capital investment into agriculture have

fallen and are no longer a significant source of funding,
replaced by enterprise funding and loans from the bank-
ing sector. A consequence of using bank credit for invest-
ment is growing farm debt. Bank credit used for invest-
ment relies upon the government’s subsidized interest

to make the loans attractive, and therefore the state has

not disappeared from the equation entirely.

Going forward, the problems confronting agricul-
tural enterprises and their capital investment are two-
fold. First, in the wake of the financial crisis banks have
significantly reduced available credit for capital invest-
ment, and some, such as Rossel’khozbank and Sberbank,
have placed limits on the amount that can be borrowed.
In addition, farm assets such as land and capital stock
do not significantly improve a farm’s ability to borrow.
Farmland in particular is not a useful source of col-
lateral because of the difficulty of selling it should the
borrower default. In other words, the mortgage collat-
eral system remains weak, and the effect is a reduction
in borrowing capacity and investment funds for farms.
Second, farms’ funds for investment capital are falling
as a result of higher energy costs and input costs that
exceed the rise in farm gate prices. Thus, the investment
climate in Russia’s agricultural sector remains suscepti-
ble to broader macro-economic trends.

Stephen K. Wegren is professor of political science at Southern Methodist University, Dallas, TX, USA. He has written exten-

sively about land reform and agrarian issues in Russia.
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Figure 1: Index of Agricultural Production (1990 = 100)
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Figure 2: Number of Unprofitable Agricultural Enterprises
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Figure 3: Capital Investment in Agriculture
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Figure 4: Foreign Investment

=¢=Agriculture = mFood processing |

4,500

3,970

4,000

3,500

3,000

2,500

2,900

2,803 -

2,380

2,000

mlin US dollars

1,500 -

1,780

1,470 1,410 1,550
g ——

1,210

1,000

1,210

500

1998

1,390

862

1999 2000 2001

2002 2003 2004 2005 2006 2007 2008 2009 2010

Sources: Finansy Rossii (various years), and Rossiyskiy statisticheskiy ezhegodnik (various years).



RUSSIAN ANALYTICAL DIGEST No. 99, 12 July 2011

14

ABOUT THE RUSSIAN ANALYTICAL DIGEST

Editors: Stephen Aris, Matthias Neumann, Robert Orttung, Jeronim Perovi¢, Heiko Pleines, Hans-Henning Schrdder, Aglaya Snetkov

The Russian Analytical Digest is a bi-weekly internet publication jointly produced by the Research Centre for East European Studies [Forschun-
gsstelle Osteuropa] at the University of Bremen (www.forschungsstelle.uni-bremen.de), the Center for Security Studies (CSS) at the Swiss Federal
Institute of Technology Zurich (ETH Zurich), the Resource Security Institute, the Institute of History at the University of Basel (http:/hist sem.
unibas.ch/seminar/) and the Institute for European, Russian and Eurasian Studies at The George Washington University. It is supported by the
German Association for East European Studies (DGO). The Digest draws on contributions to the German-language Russland-Analysen (www.
laender-analysen.de/russland), the CSS analytical network on Russia and Eurasia (www.res.ethz.ch), and the Russian Regional Report. The Russian
Analytical Digest covers political, economic, and social developments in Russia and its regions, and looks at Russia’s role in international rela-
tions.

To subscribe or unsubscribe to the Russian Analytical Digest, please visit our web page at www.res.ethz.ch/analysis/rad

Research Centre for East European Studies at the University of Bremen

Founded in 1982, the Research Centre for East European Studies (Forschungsstelle Osteuropa) at the University of Bremen is dedicated to
socialist and post-socialist cultural and societal developments in the countries of Central and Eastern Europe.

In the area of post-socialist societies, extensive research projects have been conducted in recent years with emphasis on political decision-making
processes, economic culture and the integration of post-socialist countries into EU governance. One of the core missions of the institute is the
dissemination of academic knowledge to the interested public. This includes regular email services with nearly 20,000 subscribers in politics,
economics and the media.

With a collection of publications on Eastern Europe unique in Germany, the Research Centre is also a contact point for researchers as well as the
interested public. The Research Centre has approximately 300 periodicals from Russia alone, which are available in the institute’s library. News
reports as well as academic literature is systematically processed and analyzed in data bases.

The Center for Security Studies (CSS) at ETH Zurich

The Center for Security Studies (CSS) at ETH Zurich is a Swiss academic center of competence that specializes in research, teaching, and infor-
mation services in the fields of international and Swiss security studies. The CSS also acts as a consultant to various political bodies and the gener-
al public. The CSS is engaged in research projects with a number of Swiss and international partners. The Center's research focus is on new risks,
European and transatlantic security, strategy and doctrine, area studies, state failure and state building, and Swiss foreign and security policy.
In its teaching capacity, the CSS contributes to the ETH Zurich-based Bachelor of Arts (BA) in public policy degree course for prospective
professional military officers in the Swiss army and the ETH and University of Zurich-based MA program in Comparative and International
Studies (MACIS); offers and develops specialized courses and study programs to all ETH Zurich and University of Zurich students; and has the
lead in the Executive Masters degree program in Security Policy and Crisis Management (MAS ETH SPCM), which is offered by ETH Zurich.
The program is tailored to the needs of experienced senior executives and managers from the private and public sectors, the policy community,
and the armed forces.

The CSS runs the International Relations and Security Network (ISN), and in cooperation with partner institutes manages the Crisis and Risk
Network (CRN), the Parallel History Project on Cooperative Security (PHP), the Swiss Foreign and Security Policy Network (SSN), and the
Russian and Eurasian Security (RES) Network.

The Institute for European, Russian and Eurasian Studies, The Elliott School of International Affairs, The George Washington University
The Institute for European, Russian and Eurasian Studies is home to a Master's program in European and Eurasian Studies, faculty members
from political science, history, economics, sociology, anthropology, language and literature, and other fields, visiting scholars from around the
world, research associates, graduate student fellows, and a rich assortment of brown bag lunches, seminars, public lectures, and conferences.

The Institute of History at the University of Basel

The Institute of History at the University of Basel was founded in 1887. It now consists of ten professors and employs some 80 researchers, teach-
ing assistants and administrative staff. Research and teaching relate to the period from late antiquity to contemporary history. The Institute offers
its 800 students a Bachelor’s and Master’s Degree in general history and various specialized subjects, including a comprehensive Master’s Program
in Eastern European History (http:/histsem.unibas.ch/bereiche/osteuropaeische-geschichte/).

Resource Security Institute
The Resource Security Institute (RSI) is a non-profit organization devoted to improving understanding about global energy security, particularly
as it relates to Eurasia. We do this through collaborating on the publication of electronic newsletters, articles, books and public presentations.

Any opinions expressed in Russian Analytical Digest are exclusively those of the authors.
Reprint possible with permission by the editors.
Editors: Stephen Aris, Matthias Neumann, Robert Orttung, Jeronim Perovic, Heiko Pleines, Hans-Henning Schroder,, Aglaya Snetkov
Layout: Cengiz Kibaroglu, Matthias Neumann, Michael Clemens
ISSN 1863-0421 © 2011 by Forschungsstelle Osteuropa, Bremen and Center for Security Studies, Ziirich
Research Centre for East European Studies « Publications Department « Klagenfurter Str. 3 « 28359 Bremen <Germany
Phone: 449 421-218-69600 - Telefax: 449 421-218-69607 - e-mail: fsopr@uni-bremen.de « Internet: www.res.ethz.ch/analysis/rad


http://histsem.unibas.ch/seminar/
http://histsem.unibas.ch/seminar/
www.laender-analysen.de/russland
www.laender-analysen.de/russland
http://histsem.unibas.ch/bereiche/osteuropaeische-geschichte/

	Analysis
	Russian Investment Regulation: 
Lessons of Bank Deposit Insurance Reform

	By Steven E. Halliwell, New York
	Analysis
	Investment Trends in Russian Agriculture

	By Stephen K. Wegren, Dallas

