












































































































































































































































































































































































































































































































































1. The interest spread, scale and the type of the bank
1.1. General

In chapter III we already found that banks were not very successful in collecting deposits. In
chapter V we found that banks were setting loan rates too high. As a consequence spreads
were very high and banks’ credits to the economy were low. This caused desintermediation in
the Russian economy, as can be seen from table VI.1. The spread differential between state
banks and non-state banks supports the idea of a perverse separating equilibrium as theoreti-
cally argued in chapter V, section 4. Apparently banks were not very successful in their role of
intermediaries between savings and investments in the Russian economy, which was to some
extent due to the high interest spreads. In this section we will analyse the role of a bank’s type
in the explanation of high interest spreads.

Table VI.1. Interest spreads in Russian commercial banks

Dec-93 Mar-94 Jun-94 Sep-94 Dec-94
Region state enterprises
Moscow 44.1 53.2 66.1 19.8 81
North West 63 65.8 92.4 50.9 71
Ural 75.4 98.4 102.6 245 92.4
Western Siberia 30.7 478 75.1 17 65.5
Eastern Siberia 74.7 80.7 93.5 50.3 92.7
Region non-state enterprises
Moscow 57.4 64.8 73.6 24.1 89.1
North West 78.6 914 105.7 26.4 97.3
Ural 93.3 127.9 141.6 45.1 88.9
Western Siberia 66.2 65.8 90.6 35.9 76.4
Eastern Siberia 98.6 100.5 103.8 42 91.8

Index of commercial bank credit to the economy in real terms
December 1991 = 100 22.7 20.5 23.3 25.8 19.5
March 1992 = 100 77.7 70.2 799 883 66.7

Source : Own calculations based on CBR-data’

1.2. Expectations
Moscow

In section 3 of chapter III we found that deposit rates in Moscow do not differ significantly
from the sample average. However, if we include interbank funds, average Moscow-based
banks pay higher deposit rates, because they are more dependent on interbank loans. In section
5 of chapter V, we found that Moscow-based banks have lower loan rates. We conclude that
spreads are expected to be lower in Moscow than in the rest of the country.
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State

In section 3 of chapter III we found that state banks have lower deposit rates. In section 4.3 of
chapter V, we found that state banks have higher loan rates. It is straightforward therefore to
expect higher interest spreads for state banks, which does not comply with the widespread
belief that former state banks are soft and grant loans at low interest spreads. In chapter V,
section 4.4, we already clarified that these high spreads also explain the bad loan quality in
state banks.

Natreg

National or regional banks were not significant for the explanation of deposit rates, nor loan
rates. This may be due however to multicollinearity with scale and with Moscow-based banks.
Almost all national banks are Moscow-based and all national or regional banks are large.
Nevertheless, it is possible that the spread of national or regional banks differs from the aver-
age spread. Given the argument in previous chapters we would expect lower spreads for these
banks. It may be wise to split the category into national banks (NATIONAL) and regional
banks (REGIONAL), because the multicollinearity is mostly a problem of national banks.

Scale

We found no relation between scale and deposit rates in chapter III. In chapter V, we found
that scale is inversely related to loan rates. But the significance of scale disappeared when we
introduced other variables. Also, we showed that loan rates can be modelled as a markup to
operational costs, more specifically labour costs (see section 4.3.). So the limited significance
of scale to the explanation of loan rates could be due to the fact that large banks have smaller
operational costs, with loan rates as a markup to costs. This implies that there would exist -
economies of scale in Russian banking. Economies of scale and markup pricing of loans could
together explain the negative relationship between loan rates and scale. In section 2, we
analyse this relationship between cost-efficiency and scale. If scale is not related to deposit
rates and negatively related to loan rates, the relationship between scale and the interest spread
1s expected to be negative.

However, the relationship between scale and spreads may not hold for former state banks. -
Large former state banks may have inherited an inefficient cost structure from their communist
predecessors. More specifically there may be quite some excess labour in former state banks.
This problem is likely to be more severe in larger state banks. If this is the case and if loan rates
are indeed a markup to labour costs, then the relation between scale and loan rates (and hence
spread) may be insignificant or positive for state banks. In section 2, we analyse whether the
cost structure of state banks indeed differs from the cost structure of other banks, which would
explain a possible distorted relationship between scale and spreads for state banks.

1.3. Empirical verification
We again use OLS to test out these hypotheses. The innovation is that we do not use sample

A, but sample B(1994). Indeed in chapter III and IV, data requirements forced us to use
sample A in most instances. From the analysis on sample A in previous chapters we drew the
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hypotheses of this section. These hypotheses do not require much data to test. Therefore we
test them out on sample B(1994), with 230 banks. This is to some extent an external validation
of the findings in earlier chapters.

The dependent variable is the interest spread (S).

The independent variables are a constant, MOSCOW, STATE, REGIONAL, NATIONAL,
and LOGSCALE. Section 3 of this chapter suggests that both excess reserves and required
reserves are inversely related to S. Therefore we add CBRA to the relation in equation No. 2,
with
CBRA = (required reserves at the CBR + excess reserves at the CBR) / total assets.

We omit insignificant variables in equation No. 3. In equation No. 4 we look whether the effect
of scale is different for state banks and non-state banks. Results are reported in table VI1.2.

Table V1.2. Interest spreads and the type of the bank

Dependent variable is S
sample B(1994), 230 banks
Equation No. 1 2 3 4
C 0.375 **+* -0.036 0.398 ***
(3.567; 0.000) (-0.340; 0.734) (4.099;0.000)
MOSCOW -0.088 ** -0.054 -0.048 *** -0.090 **
(-2.268; 0.024) (-1.55;0.123) (-2.781; 0.006) (-2.382; 0.018)
STATE 0.097 ** 0.055 0.061 **
(2.186; 0.03) (1.400; 0.163) (1.853; 0.065)
REGIONAL -0.074 * -0.059 * -0.054 -0.074 *
(-1.85; 0.066) (-1.711; 0.088) (-1.577; 0.116) (-1.962; 0.051)
NATIONAL -0.012
(-0.303; 0.762)
LOGSCALE -0.017 * 0.0036
(-1.832; 0.068) (0.424; 0.672)
CBRA 1.523 *#4% 1.5]3 ***
(6.68; 0.000) (8.92; 0.000)
STATE*LOGSCALE -0.011
(-1.34; 0.163)
(1-STATE)*LOGSCALE -0.019 **
(-2.227,; 0.027)
Adjusted R? 0.101 0.280 0.286 0.10
F-statistic 6.146 18.825 31.555 7.668

White heteroskedasticity-consistent standard errors & covariance.
For all results *** is 1%-significance, ** is 5%-significance and * is 10%-significance.
T-statistics and t-probability are in brackets.

In table VI.2., we observe that our hypotheses are not rejected by the data. MOSCOW,
STATE and LOGSCALE are significant and show the expected sign. It is shown that
Moscow-based banks have lower than average spreads and state banks have higher than
average spreads. The reasons for this have been set out in previous chapters. Scale also plays a
role, which is clarified in the next section. NATIONAL is indeed insignificant, due to
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multicollinearity, while REGIONAL shows significance with the expected negative sign in
equation Nos. 1 and 2 and comes at the brink of 10%-significance in equation No. 3. Adjusted
R? of equation No. 1 is limited. The introduction of CBRA increases adjusted R* substantially
and renders LOGSCALE insignificant. Apparently larger banks have lower spreads because
they have lower excess reserves (and hence higher efficiency) and lower required reserves (and
hence lower cost of deposits). The effect of required reserves and excess reserves on spreads is
analysed more in detail in section 3.

2. Efficiency of Russian bank intermediation
2.1. General

Dewatripont and Maskin (1995) show that the decentralisation of credit markets induces one
out of two equilibria. There exists an equilibrium with many small banks (say equilibrium A),
and an equilibrium with fewer but larger banks (equilibrium B). They show that B is Pareto-
superior to A and is characterised by higher credit volumes than A. One way to interpret these
theoretical findings is that in equilibrium A credit volumes will be lower because interest
spreads will be larger.

This is however not supported by the data. In chapter III, we found that the relationship
between scale and the deposit rates was at best unclear (see table III.15.). In chapter V, we
found that the relationship between scale and loan rates was also not very clear. After the
introduction of the other variables, the significance of the scale completely vanished (see table
V.15.). In section 1 of this chapter we observed that the relation between scale and the spread
is unclear too. Significance vanishes completely, after the introduction of CBRA (see equation
No. 1 in table VI.2.). Section 1 however also shows that one should distinguish between state
banks and non-state banks. For state banks there is no significant relation between scale and
the interest spread. For non-state banks however, there is a significant, substantial and negative
relationship between scale and the interest spread (see equation No. 1 of table VI.2.). This
difference between state banks and non-state banks with respect to the relation between scale
and spread, may be due to different efficiency or different production technologies of state
banks and non-state banks.

In section 2.2. we will visualise the relation between scale, efficiency and bank type, by means
of some simple ratios. In section 2.3. we estimate cost functions and look whether we can find
economies of scale and whether state and non-state banks have indeed different production
technologies. The line of thought is the following. The finding, that loan rates and interest
spreads are set as a markup to labour costs and deposit costs, holds for all banks, because the
relationship was controlled for the influence of former state banks (see chapter V, section 4).
Given the markup properties of loan rates and the exogeneity of deposit rates for the bank (see
chapter III), efficiency differences could offer an explanation for the observed fact that smaller
banks set higher interest spreads (in the case of non-state banks). One of the main explanations
for these efficiency differences could be the existence of economies of scale. This would give
an empirical interpretation of the Dewatripont and Maskin (1995) finding. The fact that the
negative relationship between scale and the interest spread does not hold for state banks,
would then imply that there are no economies of scale for state banks. The significance of the
bank’s type could also be explained by efficiency differences between the several bank types.
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In short, we hypothesise that there is a relation between scale, type of the bank and bank
efficiency, and that state banks and non-state banks have different production technologies,
with economies of scale for non-state banks and no economies of scale for state banks. If these
hypotheses cannot be rejected, we have identified one of the explanations for the negative
relationship between the spread and the scale of the bank. However, since the relation between
the scale and the interest spread is not very strong in the first place, we would not be too
surprised to find nothing at all.

2.2. Some simple indicators

In order to have the maximum possible sample we use sample B(1994). One bank had to be
deleted because of extraordinary outliers in some of the ratios, what left us with 229 banks. We
use several basic efficiency ratios.

The first ratio is the asset requirement for one unit of revenue, calculated as total assets over
total revenues (AR). Next follows the leverage (LEV) calculated as total assets over equity. A
third ratio is the net margin calculated as profit over total revenues (NM). The fourth ratio is
the interest margin (as opposed to the spread) calculated as interest revenue minus interest cost
divided by the average of interest bearing liabilities and interest bearing assets (IM). Asset
utilisation (AU) or asset rotation is the fifth ratio, calculated as revenues over total assets. AU
equals 1/AR. A sixth ratio measures the operational efficiency and divides operational costs by
total assets (OC). The seventh ratio is specific to Russia. It measures net non-interest income
as a share of total revenues (OIR). The last ratio measures capitalisation or capital risk by
dividing total equity by total assets (CAPAD2). CAPAD?2 equals 1/LEV.

We calculate these measures for two bank types, namely state banks and Moscow-based banks
and test whether their averages differ significantly from the estimates for other banks (see table
VI1.3. and VL.5.). We do this by means of a standard T-test. However, the significance of bank
type for efficiency may be due to the influence of bank size. For example state banks are on
average bigger than other banks and this may distort results. Therefore we split the data in 7
size groups and repeated the variance analysis (see table V1.4 and VI1.6) within size groups.
The seven size groups are : (1) total assets less than 20 min, (2) 20 min-50 mln, (3) 50 min-100
min, (4) 100 mIn-200 min, (5) 200 min - 500 min, (6) 500 min - 2000 min and (7) more than
2000 min. Results are reported below.

Table V1.3. Are Moscow-based banks more efficient than other banks ?

Group No. of AR LEV NM M AU ocC OIR CAP
description  banks

non-Moscow 106 2477 13.050 0.181 0.183 0.460 0.054 0.143 0.098

Moscow 123 4833 10.333 0.186 0.117 0.341 0.078 0.213 0.165
Total 229 0 0.009 0.407 0.002 0.000 0.003 0.015 0.000
T-sign. of difference Fokk KKk no *okk *kk *okok K% Fokok

For all results *** is 1%-significance, ** is 5%-significance and * is 10%-significance.
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Table VI1.4. Bank efficiency, size and Moscow as a financial capital

Group No. of AR LEV NM ™M AU ocC OIR CAP
No.  banks

non-Moscow

18 2.040 9.198 0.178 0.312 0.550 0.064 0.067 0.144
25 2.276 12.371 0.142 0.164 0.481 0.062 0.165 0.098
18 2.107 12.855 0.205 0.218 0.501 0.051 0.130 0.096
18 2.696 12.874 0.185 0.150 0.443 0.043 0.142 0.080
13 2.635 16.350 0.210 0.120 0.391 0.053 0.190 0.079
10 2792 16.238 0.170 0.117 0.377 0.035 0.127 0.084
4 5.074 17.604 0.248 0.094 0.240 0.062 0.295 0.080
Total 106

N RN

Moscow

25 2.640 5.170  0.171 0.251 0.573 0.149 0.179 0.323
20 4.354 8.855 0.148 0.097 0314 0.069 0.119 0.165
15 5.150 8.591 0.168 0.071 0.330 0.063 0.271 0.139
17 4.282 12.981 0.239 0.132 0.308 0.059 0.226 0.124
18 5.402 14.226 0.159 0.077 0.298 0.074 0.196 0.097
15 5.720 14.797 0.251 0.048 0.211 0.033 0.247 0.099
13 8.328 10.542 0.191 0.062 0.199 0.056 0.319 0,119
Total 123

N N s W N

T-significance of the difference

1 no soksk no no no skok * Hkok
2 %k k * no * *kk no no k%
3 kok kk no Kk sk sk k no no Kk
4 i no no no ok no o =
<, ok no no no kit no no no
6 ksk ok no % Fk skokk no kk no
7 i no no no no no no no

For all results *** is 1%-significance, ** is 5%-significance and * is 10%-significance.

Excluding the effect of bank scale, Moscow-based banks do not seem to be more efficient than
other banks. Table VI.3. learns that asset utilisation is lower and operational costs are higher in
Moscow-based banks. The intermediation margin is lower, which indicates higher competition.
On the other hand, income from non-interest sources is more important as a share of total
income (OIR) and capitalisation is also higher. Adding bank size alters the conclusions, as seen
from table VI.4. Regrouped in homogenous size groups, banks’ operational costs are not
higher in Moscow, the smallest banks excluded. Capitalisation is higher in the four smallest
groups, but in the three largest groups there is no significant capitalisation difference between
Moscow-based banks and other banks. Apparently small banks can more easily attract capital
in Moscow, while there is no difference for bigger banks. The asset utilisation conclusion
seems to hold well across size classes. Moscow-based banks have lower asset utilisation and
higher asset requirements in most classes. With respect to the intermediation margin and
income from other sources, the sign of the difference is largely consistent across size classes,
but the significance of the difference is rejected in some classes. For example the intermedia-
tion margin is lower in Moscow-based banks for all classes, but the difference is insignificant in
groups 4 and 5. Interestingly, the net margin seems to be similar across type and size classes.
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Table VI.5. Are state banks less efficient than others ?

Group No.of | AR LEV NM ™M AU oC OIR CAP
description  hanks
non-state 166 4.021 10.403  0.171 0.138 0.391 0.074  0.191 0.154
state 63 3.009 14.720 0.218  0.175 0410 0.048 0.152  0.083
Total 129
T-sign. of difference e e e * no wx * —
For all results *** is 1%-significance, ** is 5%-significance and * is 10%-significance.
Table VI.6. Bank efficiency, size and the role of former state banks
Group No.of | AR LEV NM ™M AU oC OIR CAP
No. banks
state banks
1 4 1368 14592 0.087 0.234 0.744 0.053  0.052  0.080
2 10 2.100 13.538 0.149  0.180 0.502 0.075 0.179  0.069
3 q 2.306 13.425 0.256 0.304 0.450 0.054 0.124 0.094
-+ 19 3.049 12.398 0.254 0.190 0.400 0.042 0.163 0.102
5 10 2.822 17701 0.235 0.147 0.379 0.045 0.171 0.062
6 13 4114 16.652 0225 0.112 0.310 0.029 0.120  0.079
7 7 4098 13.914 0.253 0.132 0.292 0.049 0.216  0.099
total 63
non-state banks
1 39 2.493 6.063 0.183 0.280 0.545 0.119 0.141 0.265
2 35 3514 10.029 0.143 0.121 0.379 0.062 0.134  0.145
3 26 3809 10241 0.170  0.110 0.416 0.057 0.213 0.121
4 23 3.684 13201 0.190 0.116 0.366 0.055 0.193 0.101
5 21 4918 13.886 0.154  0.070 0.317 0.074 0.114  0.103
6 12 5020 13989 0212  0.037 0.242 0.039 0.284  0.109
7 10 9988 11.006 0.171 0.025 0.150 0.063  0.381 0.117
total 166
T-significance of the differences
1 *kk * * no *% *kok *% *kok
2 i no no no i no no ke
3 * no no *k no no no no
4 no no no e no no no no
5 Kk * * * no * * *k
6 no no no e * no i no
7 ek no no *¥ ¥ no * no

For all results *** is 1%-significance, ** is 5%-significance and * is 10%-significance.

In tables VI.5. and V1.6. we repeated the analysis for state banks and non-state banks. The
most interesting observation is that state banks apparently have higher asset utilisation and
lower interest margins than other banks. Remarkably, the intermediation margin is lower for
state banks across scale classes, with the exception of the two smallest size classes (which
together contain only 14 out of 63 state banks)*. For all other efficiency variables, the evidence
is mixed across size classes. We will need a more sophisticated approach to draw a conclusion.
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