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This article is focused on analysis of foreign mekpansion to Russian banking sector
and its influence on sector’'s basic indicators.céimpares banking sectors of developing
countries to find out the most attractive onesfimther increasing of foreign investment. Then it
analyses the possible interconnection between sitfeaf foreign direct investment inflows on
emerging markets and economic conjuncture in deeelccountries. The article pays special
attention to the positioning of foreign banks insBian market to make known its possible
competitive strategies.
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Foreign banks expansian Russian market was one of the most discussedethén
period before August 2008 which regards the devetoy of domestic financial sector.

Non-residents’ share in authorized capital of Rarséianks increased twice and came to
23% in year 2006-2007. In the same period sharasséts controlled by non-residents (with
more than 50% non-residents’ share in capital)ggregate assets of banking system increased
by 9 pct, coming to almost 18%or comparison: in the year 2004-2005 this ineeezame only
to 1 pct.

This kind of expansion caused a lot of questiomrswHtable is the process? How long
will it last? On which level of foreign banks invas to the domestic marketill market
saturation come? It should be said, that not onlgd/a is involved to the process — many
emerging markets (in countries of Latin America,nCaél and East Europe etc.) felt its
consequences over the last decades. The lattercarsidered in following researches:
Detragiache, Gupta (2004); Levy Yeyati, Micco (20&nikov (2006).

The financial markets crisis of developed countudsch had begun in the middle of
year 2007 complicated the analysis of situatiorgernthese questions hard to answer. On the one
hand the crisis raised attractiveness of finans&dtors of countries with emerging markets
(including Russia) which came to be considereddrgifin investors as “safe heavens” for some
time. On the other hand, in the matter of crisigdatransnational banks had to direct resources
for saving their own financial stability. This letb limitation of their resources for 1)
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international M&A operations in the new countriesda2) investment in development of
international branches.

A new wave of the world financial crisis, which hiaglgun in the third quarter of the year
2008, quickly turned to tsunami which blown awayg tlsafe heavens” from the developing
markets. The climate for banking business in tlvesmtries got worse dramatically. At the same
time local bank valuation decreased manifold thereblyetame easy for the global strategic
investors to enter the domestic markets and contketdore there. Under the assumption what
local markets’ medium-term prospects are positieelatter term is even able to raise investment
attractiveness of local banks.

The contradictoriness of the situation makes ifialift to answer the questions about
stability and perspectives of foreign banks expamsd the Russian market in the new climate.

We have tried to find an approach for understantiege perspectives by analyzing the
following aspects:

. correlation between intensity of foreign direct estment (FDI) inflows to
emerging markets and economic conjuncture in deeel@ountries;

. Russian banking sector “profile” and banking sectoir the other countries with
emerging markets: dynamic indicators, profitabiatyd risks;

. classification of non-residents subsidiary bankerapng on the Russian market

by the development strategy types.

An aim of the research is to answer the followingstions:

. Could the foreign investments in the next 2-3 ydmsome a factor which will
support the capitalization level of the Russiankivam system and thereby mitigating the crisis
negative influence?

. Should the strengthening of competition betweereifpr capital banks and
private Russian capital banks to be expected omRtlesian banking services market? And if it

should - in which segments?

1. Investment attractiveness of banking sector in Russ in pre-crisis period (before
year 2008)

Cross-country studies have shown that in pre-cpsisod Russian banking sector was

one of the most attractive for investments amorgy shmilar sectors in the countries with



emerging markets. On the one hand it was one ofmib&t fast-growing and profitable sectors.
On the other hand, modest credit risks were tygaaRussian banking sector.

Russia was one of the three leaders of bankingsaggewth rate among large countries,
both developed and developing, for the last 2-3syélaig. 1-4). Only Kazakhstan and Ukraine
had better results in pre-crisis period.

——Poccus —=— Borrapusa Yexus BeHrpus
—*—[MorbLa —e— CrioBakvs —+— Typuwsa

Fig. 1. Growth rate of banking sector’s assets in Russi&astern Europe and Turkey (%)
Notes:
Poccus — Russiapboreapus — Bulgaria; Yexus — Czech Republi@enepus — Hungary;
Tomvwa — Poland;Crosakus — Slovakialypyus — Turkey

Source:data IMF, calculations CMASF
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Fig. 2. Growth rate of banking sector’'s assets in Russiand CIS (%)
Notes:
Poccus — RussiaYkpauna —Ukraine; Kazaxcman — Kazakhstan

Source:data IMF, calculations CMASF
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Fig. 3. Growth rate of banking sector’s assets in Russianal East Asia (%)
Notes:
Poccusa — RussiaKumau —China; Huous —India; Huoonesua — Indonesia;
Kopes — Korea; Manaiizus — Malaysia ;Taunano — Thailand

Source:data IMF, calculations CMASF
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Fig. 4. Growth rate of banking sector’ assets in Russia ahdeveloped countries (%)

Notes:
Poccus — RussiaClIIA — USA;'epmanus — Germany @panyus —France;Umanus — Italy

Source:data IMF, calculations CMASF

Russia had higheseturn on assets (ROA) ratio at banking industrieast for 5 years
among large countries with emerging markets. Iltegap its leading position to Mexico in year
2007. At the same time Russia was one of the cegntvith highesteturn on equity (ROE)
ratio at banking sector along with Poland, Braai &exico.
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Fig. 5. Profit-to-asset ratio for banking sector in Easten Europe and in Turkey (%)
Notes:

Poccus — Russiaporeapus — Bulgaria; Yexus — Czech Republi@enepus — Hungary;
Tomvwa — Poland;Crosaxus — Slovakialypyus — Turkey

Source:data IMF, calculations CMASF

According to ratios describing inclination to credsks (capital adequacy and rate of
stale debt), Russia was in better situation thajonity of Eastern Europe countries (Fig. 6).

However it was inferior to some developing courstrigf other regions (Brazil, Mexico and

Chile).

22.00

20.00

18.00

16.00

14.00

12.00

10.00

8.00

6.00

e S— -
2.00 T T T T —
2003 2004 2005 2006 2007
—e—Poccuss —=— bonrapusa Yexuss < BeHrpusi =#—llorblwa —e— CroBakus —— Typuus
Fig. 6. Rate of stale debt in banks of Russia, EE and Tugy (%)

Notes:

Poccus — Russiaponeapus — Bulgaria; Yexus — Czech Republi@enepus — Hungary;llomwa — Poland;
Cnosaxuss — SlovakiaTypyus — Turkey

Source:data IMF, calculations CMASF



Dynamics and profitability of Russian banking systavere much higher than in
developed countries. According to the level of dretk our country did not look worse
nominally as well. However, high level of creditrffolios concentration, difficult process of
debt collection, poor transparency of borrowers atiger institutional “flaws” leveled this
advantage much. Institutional “flaws” did not affeauch the level of bad debts and capital
adequacy only because of beneficial economic catjwe for Russian borrowers.

This kind of Russian banking sector “profile” maitieather attractive for global banks
investments. It made it possible to expect goodltesiot only in specialized product and client
niches but also in sphere of mass standard baskirnces.

But the crisis entering Russian market in year 2@8@Bchange the situation for sure.
Credit, market and liquidity risks worsened dramelty. Money and credit contraction process
beginning in the second part of year 2008 will cwne at least for a year. It will cause an
extremely weak and almost stagnant dynamic of keking services market in the short run. At
the same time surge of demand for specific «cribigmking services which are difficult for
foreign banks to adopt (credits backed by commenotes, netting of debts, cash-out schemes
etc.) may be expected.

High profitability of the operations may become tbely one serious competitive
advantage for investment to Russian banking sector.

2. Interdependence between intensity of FDI inflowso the emerging markets and
economic conjuncture of the developed countries

Strong interdependence between economic growtleweldped countries and amount of
FDI from those countries - including investmenttiie developing markets (Fig. 7) - has been
observed from the end of the last decade of XXuwgntThis point is indicated in researches
(Claessens, Demirguc-Kunt, Huizinga (2001)) whibbvg analogous results. According to this
interdependence and taking into account recesai®/SIA, Europe and Japan one may suppose
that in 2008-2009 amount of FDI from those coustigll drop to local minimum of year 2001
or even lower.

Undoubtedly, reduction of FDI inflows from devela@peountries will affect banking
sectors of majority of countries with emerging naskincluding Russia. At the same time
increase of FDI from the other countries with enreggnarkets may be expected, in the first
place from Asian countries. However it is next topossible that this increase will balance

developed countries investment contraction.
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Fig. 7. FDI ($ min) and GDP growth rate in countries withdeveloped market (%)
Notes:
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Source:data IMF, calculations CMASF

One may separate out three stages in the histdfipbfo Russian banking sector for the
last five-six years (Fig. 7):

- before the middle of year 2006 — weak increaseushted by general positive estimate
of Russian economy and financial sector’s prospects

- from the end of year 2006 to the middle of ye@02 — rapid growth acceleration,
abrupt change to brand new level. This stage wasistted by Russian stock market expansion
which had lead to substantial reevaluation of Russianks’ assets. Moreover, key mega-deals
played important role — Rosbank’s large share lyyig Sciete Generale, IPO of VTB and
SPO of Sberbank;

- from the middle of the year 2007 to the end o# tyear 2008 — FDI increase
deceleration, conditioned by influence of the wdnténcial crisis.

Though in the end of the third quarter of 2008 raerease of FDI to Russian banking
sector had been continuing, however, it was undiptunder its own inertia and was caused
by conclusion of previous deals.

According to the discussed dynamic of Russian ntarkeestment attractiveness and
influence of the world financial crisis one may egpthat new forth stage in the history of FDI
to the Russian banking sector will start from thegibning of the year 2009. It will be

characterized by multiple contraction of FDI ampuattive re-allocation and consolidation of



Russian banks’ shares between narrow group of gludozking groups, growing role of profit
capitalization in the own capital building sourcéson-residents’ subsidiary companies.
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Fig. 8. FDI to the Russian banking sector (Q/Q, $ min)

Notes:

1 sman — 1 stage
2 sman — 2 stage
39man — 3 stage

Source data CBR

Substantial slump of amount of FDI to the bankiegtsr, expected in the new stage of
development will cause the situation when FDI whirdly become a factor supporting
capitalization level of Russian banking system.rEigensive FDI inflow in the end of 2006 —
the first part of 2008 could not stop the procekslexrease of the ratio of Russian banking
system equity capital to its assets (Fig.9). Itustianot be expected also that FDI will help to
stop this process in the current harsh conditions.
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Fig. 9. Ratio of banks’ equity capital to assets (withouSberbank and VTBB), share of
banks fully owned by foreigners in the assets of Rgsian banking system (Q/Q; %)

Notes:

Ommnowenue xanumana x akmusam — Ratio of capital to assets

Hons axmusos unocmpanuvix 6ankoe 6 akmueax 6ankosckoul cucmemvt — Share of foreign banks’ assets in the
assets of russian banking system

Source:data of CBR, calculations CMASF

3. Foreign banks’ positioning on Russian market

202 banks with non-resident capital contributiorswagistered in the beginning of the
year 2008. In 61 banks non-residents controlled®d00the capital.

Asset concentration level between non-residentssisiiary banks was medium-high. 20
biggest foreign banks owned more than 85% of aggeegssets of banks fully owned by

foreigners.
Table 1

Financial ratios of 15 biggest banks fully owned ynon-residents at 01.01.

Share of net Share of net
. ; credit (credits | Share of net
Number in the foreign assets . :
. Assets, bin ; minus IBC given to
ranking by the | Bank (assets minus . . .
rubles R deposites) PP| residents in
assets liability) in . w0
and LP* in assets**, %
assets, (%) o
assets, %
1 Raiffeisenbank Austrig 435.3 -21.9 16.2 -2.8




2 UniCredit bank 368.3 -14.8 10.4 -5.6

3 Citibank 150.2 -8.6 -36.2 9.9

4 Absolute bank 134.4 -35.4 34.8 1.0

5 Societe Generale 106.8 -42.1 38.8 -7.9

6 ING bank Espasus) 81.5 -4.4 5.0 -5.4

7 Home credit bank 73.7 -31.5 58.1 -0.7
8 algs?sil"réf:r:ger 65.3 56 1.7 16

9 ABN AMRO bank 54.5 n/a n/a n/a
10 Credit Europe bank 54.5 -49.0 60.9 -1.6
11 Rusfinance bank 50.4 -52.9 81.9 1.7
12 Commerzbank Eurasijp 49.2 -56.4 57.2 -3.6
13 Deutsche Bank 49.2 39.2 -42.2 -10.1
14 BNP Paribus bank 39.4 -46.6 55.3 -10.5
15 Swedbank 36.7 -72.2 65.9 6.5

* PP — physical person, LP — legal person.

** |IBC — Interbank credit. Net interbank credit giv is a sum of credits, deposits and account besagiven to
banks-residents minus sum of credits, depositsaandunt balances obtain from banks-residents

Source: banks’ balance sheets, calculations ofe€efitmacroeconomic analysis and short-term fotewas

There are 3 main types of strategy which deternpiasitioning of foreign banks on
internal market of banking services:

- Universal (multi-product or multi-clients). Bartkies to expand its presence in all
promising sectors of banking activities. It may have any key competitive advantages in any
sector but it aims to achieve them in the future.

- Specialized (mono-product or mono-clients). Béxals key competitive advantage in
some client or product niche (mortgages, auto tsegiastic cards etc). This market or client
niche has promising growth prospects which justiink’s narrow specialization. Once bank
consolidated its position it is trying to savedtampetitive advantages in the future and this lets
him to get maximum benefit from expected extensibthe chosen segment;

- Mixed gither multi-product and mono-clients or mono-prdand multi-clients
Bank either takes into account its present competédvantages and focuses on one type of
clients giving them wide range of services or ipdes wide range of clients with one type of
service. This choice is explained by the difficuttl/identifying fast-growing narrow niches or
by ineffectiveness of trying to embrace the unemdadle.

Similar methods of identifying strategy of foreigmanks applied in the researches of
(Bikker, Haaf, (2001a, 2001b); Levy, Micco (2008xhargrodsky, Sturzenegger ( 2000).

Analysis of balance sheets, programs and declastd the top-management of large
banks fully owned by foreigners helped to makduaterization by types of realized strategies
(table 2). In addition discrimination of the bard@mple in 3 groups by the criteria of “role in

outer space interaction” was made (see Fig. 10):

10



1. Banks providing with net capital inflow from extatrmarkets to internal

2. Banks providing with net capital outflow from inted markets to external

3. Banks taking neutral position from internal-extérnaarket capital re-allocation point of

view.

Table 2

Strategy type clusterization of the banks fully owed by foreigners in 2008 year

Product niche

Client niche

Universal Specialized

Raiffeisenbank (1) OTP bank (former Investsberbank) (8)
UniCredit bank (2) Morgan Stanley bank (21)

Citibank (3)

Absolute bank (4)

Societe Generale (5)

ABN AMRO bank (9)

Credit Europe bank (10)
Swedbank (HANSA group) (15)
ICICI bank(18)

Credit Suisse bank (20)
Garanti bank - Moscow (23)

©

n

.g Total: 11 banksqluster 1) Total:: 2 banksdluster 2)

5 Total assets: 1 365 bin rubles Total assets: 77 bin rubles
ING bank (6) — LP** Home credit bank (7) — PP**
Commerzbank Eurasija (12) — LP Rusfinance bank (11) — PP
Deutsche Bank (13) — LP Calyon Rusbank (16) — LP
BNP Paribus bank (14) — LP DeltaCredit bank (17) — PP
Dresdner bank (19) — LP WestLB Vostok bank (22) — PP
Svenska Handelsbanken (27) — LP Gorodskoi Ipotechnii Bank (24) — PP

HSBC bank (25) — PP

3

E Total: 6 banksdluster 3 Total: 7 banksdluster 4)

Q Total assets: 240 bin rubles. Total assets: 212 bin rubles

()

* There are places at bank assets ranking in thekbts.

** PP — physical person, LP — legal person.
SourceCenter of macroeconomic analysis and short-terradasting
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Notes:

Jons uucmoezo kpeouma DJI u FOJI ¢ axmusax, % — Share of net credit PP and LP in assets, %
Jons uucmeix unocmpannwix akmugos 6 akmusax, % — Share of net foreign assets in assets, %
Heiimpanvhas nosuyus — Neutral position

Yuemuiii ommox kanumana na enewnue poinku — Net capital outflow to external markets
Cneyuanuszuposannvle banku — Specialized banks

Yuusepcanvnvle no npodykmam, cneyuanusuposannvie no kienmam — Multi-product and mono-clients
Creyuanuzuposaniwle no npooykmam, ynusepcanviuie no kiuenmam — Mono-product and multi-clients
Yuusepcanonvie 6anku — Universal banks

Cseobanx - Swedbank

Pycgunanc banx - Rusfinance bank

Topodckoii unomeunwiii 6anx - Gorodskoi Ipotechnii Bank
Kpeoum Espona banx - Credit Europe bank

XK® Fanx - Home credit bank

Kommepybanx (Eepasus) - Commerzbank (Eurasija)
FHII Iapuba - BNP Paribus bank

BecmJIB Bocmox banx - WestLB Vostok bank

4 Yellow are the banks which steadily (for 2 yegislyed the same macroeconomic role — provision stRn markets with net
capital inflow, provision of external markets withpital outflow, neutral position
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Banx Cocveme JKenepanv Bocmox - Societe Generale

A6comom Bank - Absolute bank

Tapanmu Banx-Mocksa - Garanti bank - Moscow

Paiipgpaiizenbanx Ascmpus - Raiffeisenbank Austria

Aticu-Aticu-Au bank - ICICI bank

FOnuxpeoum Banx (MMHF) - UniCredit bank

HHTI Banx (Espasus) - ING bank (Eurasija)

AFH AMPO FAHK (Koponesckuii 6anx [llomnanouu) - ABN AMRO bank
Mopean Cmsnau Bank - Morgan Stanley bank

Hnsecmcoepbanx (OTII Banx) - Investsberbank (former OTP bank)
Joiiue banx - Deutsche Bank

Bank Kpeoum Cesucc - Credit Suisse bank

Duiu-Oc-Bu-Cu banx - HSBC bank

Jlpezonep Baux - Dresdner bank

Cumubank - Citibank

Source:Banks’ balance sheets, calculations of Center afroeconomic analysis and
short-term forecasting

Clusterization of the banks controlled by non-resid leads to following conclusions.

» Universal strategy was the main field for compatitamong Russian and foreign banks
at pre-crisis period. Approximately ¥ of foreignnka’ aggregate assets were held by banks
following this strategy in Russia. As time went impre and more foreign banks chose the
strategy. Same topics were discussed at (GelosjoRa[2004). Among Russian banks this
strategy was most popular as well. As a result gmres expanding of foreign banks was
accompanied by strengthening of competition witls$tan private banks and mild crowd out of
the latters including market of basic banking prdwand services for mass client.

» During pre-crisis period foreign banks primarilyeng sources of capital inflows to
Russian market. Same conclusions were made by iRoer2006) as well. For most of them net
investment from abroad became important source ctiVea operation funding for internal
markets. It made the process of their expansioporesve to instability on foreign financial
markets.

* During the crisis period universal strategy oriente standard products and wide range
of clients may become inefficient. Mass markets @@st inclined to contagion effects. In
addition as was mentioned before dynamics of maay knarkets (like deposits from
households, retail and corporate credits) probalilybe weak during next 1-2 years because of
the credit and monetary contraction.

Banks with foreign capital which took universalaségy probably will have to choose
among next decisions.

» «Freezing» expansion to internal markets, usingl§usmccumulated on internal markets

for net capital outflow to external markets (indhugl support of the parent companies).
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* Return to specialized and combined strategies, ra@ye active positioning as banks
working with multinational companies doing businessRussia and with Russian business
owned by foreigners.

New conditions will give Russian banks some resfiten fight for borrowers with

foreigners. At the same time fight for depositand aorporate clients may get tough.

4. Preliminary conclusions

Conducted analysis argues what in next couple afrsydoreign banks expansion on
Russian banking sector will fall dramatically.

In this situation foreign capital should not berses a factor which helps to recapitalize
Russian banking system and mitigate crisis congexpse

Also it should not be counting on subsidiary baoksion-residents as on a significant
source of borrowed resources on Russian marketo@axcept for inflows of short-term capital
aiming for high return.

At the same time there might be some strengthemnipe process of re-allocation of
Russian assets among different groups of foreigikda

Subsidiary banks of non-residents will look for dbyclients and protected from crisis
product and client niches. Competition level bemnvdeussian and foreign banks on mass
markets of banking services (e.g. retail banking) @eposits) will fall dramatically.

Subsidiary banks of non-residents will try to ubeir role of the “bridge” between
Russian and foreign markets as a main competitvargage by providing services to the clients
working for both sides.
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