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Editorial

Dear Colleagues,

While the whole world maintains a close eye on the big international financial centres such as New York,
London or Tokyo, another Eastern metropolis has been working hard on its ambitious aim to join the
prestigious list of IFCs. Ever since 2010, when President Medvedev announced the ‘obvious’ interest in
this goal, Moscow has started on its admittedly ‘long way to [...] a truly competitive financial centre’. And
while Troika has been supervising the progress in Greece, the Russian government, chief economists as
well as Mayor Sergei Sobyanin have initiated their own internal battle towards better economic policies
and advanced living conditions in Moscow. ‘If we make Moscow comfortable for our own people then it
will resolve the problems for creating an international financial centre,” Mayor Sobyanin reasoned shortly
after his appointment in 2011. Thus, this volume of our EABH bulletin will serve as a vehicle to introduce
EABH members and friends to Russian financial history. How far Moscow has come on ‘the way to an
international financial centre’ is subsequently discussed by four Russian economists from Samara State
Economic University, who were not afraid to take an optimistic but also critical approach on this long-term
project and the current developments in Russia.

EABH is also delighted to further deepen the historic cooperation with the Central Bank of Russia and to
present another numismatic contribution from the established Russian expert Sergey V. Tatarinov, who has
kindly provided new research material about ‘The History of the Unique Financial Operation of the State
Bank of the Russian Empire and Banque de France.’ To round off this Russian introduction young scholar
Vladimir Bakhtin elaborates on ‘Russia’s Finance and War’s in the nineteenth century’.

Furthermore, while EABH and the National Bank of Romania are doing last preparations for the eagerly
awaited annual conference on ‘Public Policies and the Direction of Financial Flows’ from 7-9 June in Bu-
charest, young scholar Ann-Kathrin Prior already offers a little Asian excursus on this theme and introduces
the reader to ‘A Dual-Track Reform of China’s Banking System in the 1980s and its Consequences on the
Direction of Financial in this edition of the bulletin.

Retrospectively, this volume offers EABH members and friends a little insight on the symposium ‘The
Euro: (Greek) tragedy or Europe’s destiny’, which united numerous experts in Bayreuth in the beginning
of the year as well as at the EABH’s successful 3rd Young Scholars Workshop, kindly hosted by GREThA
Research Centre in Bordeaux. Last but not least we are happy to have Catherine Eagleton introducing
the new project of the British Museum along with other news and latest book reports.

Trusting that you will enjoy the latest and already 29th edition of our EABH Newsletter, | look forward to
meeting you in Bucharest.

Manfred Pohl
Deputy Chairman
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Paying a visit to...

Moscow: the Way to an International Financial Centre?

Introduction

In the course of market transformation of the
Russian Federation the country faces the big
challenge of integration in the global economy.
One aspect of such an integration is the full-
scale participation in the world financial system.
The country has already done a lot in this di-
rection — both the government and the private
sector. High rates of economic growth in the
2000s created new opportunities for financial
development in Russia via high liquidity from
the boom in commodities markets and inflows
of private capital. Russia accumulated substan-
tial international reserves and sovereign wealth
funds which should be invested and efficiently
managed.

Moscow has firmly established itself as the na-
tion’s financial centre, where the bulk of the
financial industry and financial flows are con-
centrated. However from the international per-
spective, the country is still dependent on the
global international financial centres — primarily
London and New York, then Frankfurt and now
Hong Kong — with regard to big financial busi-
ness (IPOs, long term borrowings via syndica-
tions and Eurobonds, important M&A transac-
tions). Moscow is still placed very low by the
Corporation of London research team in the
Global Financial Centres’ Index. Therefore the
Russian authorities have put forward the ob-
jective to develop a Russian financial centre
of international standing which will be based in
Moscow and probably later partially in St. Pe-
tersburg.

The present paper intends to start the discus-
sion on the feasibility of such intentions and
tries to assess critically the perspectives of the
programme from the present situation. The au-
thors hope that such discussion will help the
official circles in Russia and the international
financial community to better understand the

challenges and opportunities, and find an effi-
cient way forward. It proceeds as follows: Part 1
provides the literature review on the processes
of emergence and development of international
financial centres. Part 2 provides the brief over-
view of the Russian official programme on the
international financial centre. Part 3 discusses
the present level of Russia’s involvement in in-
ternational finance. Part 4 deals briefly with the
issues of development of the Russian banking
system. Part 5 goes on with the discussion of
perspectives of further development of Russian
banking and other financial sectors to meet the
challenge of the international financial centre.
Part 6 deals with the specific issues of taxation
and tax administration of the financial sector
which is critically important for the endeavour
of development of international finance. Finally,
there is a brief conclusion.

1. Literature on International Financial Centres:
an overview of problems, solutions and gaps

A developed post-industrial economy’s key fea-

ture is a leading International Financial Centre

(IFC) located within its territory. Yet there is no

single opinion on what constitutes an IFC. A

financial centre is, as Y. Cassis and J. Collier

put it, a number of financial services grouped

together in a certain urban area. Indeed, it

seems a pretty simple thing. A more functional

definition is also given: a financial centre is “the

place where intermediaries coordinate financial

transactions and arrange for payments to be

settled”.’

An IFC is characterised by:

- a favourable business environment,

- efficient markets,

- diversified financial activities,

- professional services (technological expertise
as well),

- skilled workforce,



- reliable high-quality information accessed at
once whenever it's needed.
Likewise explicit definitions of a “tax haven” and
an “offshore financial centre” are absent, the
widely used and generally synonymous terms.
Based purely on its macroeconomic features,
Ahmed Zorome defines an offshore centre as
follows: a country or jurisdiction that provides
financial services to non-residents on a scale
that is incommensurate to the size and the fi-
nancing of its domestic economy.? Offshore fa-
cilities for non-resident clients may include in-
vestment and trust management, and tax-free
bank deposits. The list is surely not exhaustive.
A “world city” is another term (introduced by the
University of Chicago Professor Saskia Sas-
sen) closely linked to our theme.?
There is no clear cut off point as to what a world
city is. J. Friedmann®, S. Sassen and M. Cas-
tells® are the authors of the key concepts, dis-
cussed and criticised (for weak empirical vali-
dation) by P. Knox and P. Taylor®.
Summing up the above concepts, a world city is
basically a multi-dimensional space of interac-
tion (financial interaction being of major impor-
tance) in globalisation.
An explicit hierarchical order of world cities is
proposed by the Globalisation and World Cities
Study Group (GAWC) from a British University
at Loughborough. A city’s “world city-ness” is
assessed depending on the development level
of the four services available in the city. These
include accountancy, advertising, banking/fi-
nance and law. The cities are in four classes
(alpha, beta, gamma and delta) and twelve as-
cending categories.” GAWC group distinguish-
es 55 world cities with London, New York, Paris
and Tokyo on top. 67 cities are potentially world
cities with Moscow placed seventh within beta
class.
A huge amount of literature is devoted to an ap-
propriate ranking of IFCs.
The American economist H. Reed is the author
of a pioneering IFCs’ ranking.® This provides a
quantitative rather than qualitative approach:

the criteria used (the number of foreign and
multinational banks plus the share of non-res-
idents’ banking deposits in a financial centre)
allow a comparison of a number of centres
though they provide scarce information on the
centres’ true nature. G. Jones distinguishes
national, regional and global financial centres.®
This gives a more qualitative insight. R. Rob-
erts generally shares Jones’s position yet he
is more specific about the categories of finan-
cial centres — offshore centres are added.™ G.
Dufey and |. Giddy organise financial centres in
a more functional way: traditional financial cen-
tres, financial entrepots and offshore centres."
However to find information on Moscow-like cit-
ies (those with the evident world city/IFC per-
spectives) is relatively difficult.' This is the gap
we attempt to fill.

“‘How do IFCs emerge?” is another problem
discussed in the international literature. The
different fortunes of the world’s two major IFCs
— London and Paris — are under detailed con-
sideration in a book of Y. Cassis and E. Bus-
siere.™ A historical and comparative analysis of
IFCs is undertaken in another Cassis’ research
“Capitals of Capital”.* Here IFCs’ rise and de-
cline are particularly emphasised. The case of
Moscow is almost unique in this sense as it al-
lows us to witness the entire process of an IFC
formation from the very beginning and further
through its development.

Experts agree on the list of IFCs: London and
Paris; Berlin and later Frankfurt'®; Zurich (plus
Geneva); Brussels'® and Amsterdam; Luxem-
bourg; New York; Tokyo; Hong Kong and Singa-
pore. Yet some points remain arguable. Zurich,
for example, is present on the list but it's con-
sidered an IFC to a far less extent. Amsterdam
used to be a leading IFC up to the beginning
of the nineteenth century and later during the
1920s." Luxembourg is a pure off-shore centre.
IFCs’ shifting to Asia is particularly emphasised
today. Tokyo, Hong Kong and Singapore are a
vivid illustration of the trend. Shanghai also per-
forms well and is believed to become as impor-
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tant as Hong Kong and Singapore.'®

There is no single opinion in the international
literature regarding benefits and troubles IFCs
bring. Moreover advantages and disadvantages
of having an IFC may vary for developed coun-
tries and emerging market economies (Russia,
for example). Authors agree to the point of IFCs’
benefits: jobs, wealth concentration and pov-
erty reduction, business-friendly environment
— to mention just a few. The troubles IFCs bring
are hardly discussed to date. Strengthening of
inequalities, asset stripping and local corrup-
tion (the last two being particularly characteris-
tic of Russia-like countries) are mentioned but
scarcely analysed. This constitutes another se-
rious gap in the literature on the theme."® How-
ever making Moscow an IFC requires careful
pre-consideration of all “for” and “against” argu-
ments. Making any city an IFC is a long-term
challenge. Thus a serious theoretical analysis
and efficient policies are equally needed.

2. Official plans of the Russian authorities.

The goal of development in the Russian Fed-
eration of the new international financial centre
was put forward by President Dmitry Medvedev
in his first Presidential Address to the Federal
Assembly of the Russian Federation in Novem-
ber 2008. Following the outbreak of the global
economic and financial crisis the Russian au-
thorities expressed the intention to open up new
opportunities for financial innovation in Russia
and try to increase the role of Russian ruble in
international settlements.2°

The starting point of official thinking is based
on the view that Russia faces a dilemma: either
it develops the financial market in line with the
international standards and integrates it into the
global financial market as one of its important
parts or it loses the national financial market
completely since the majority of financial trans-
actions (including those of the Russian resi-
dents) move to other financial centres.

Since this is a complex task the more concrete

policy guidelines were set in several official
documents of the Russian government. These
documents provide in-depth analysis of the
practices of international financial centres and
pre-requisites for their development and set the
guidelines for the development of an interna-
tional financial centre in the Russian Federa-
tion. We will briefly outline the most important
measures which Russian authorities must con-
sider on the way to achieve this goal.

The official documents specify the following

pre-requisites for the development of a Russian

international financial centre:

- the large size of the national economy and its
dynamic nature which should potentially cre-
ate demand for the financial services;

- the high level of human capital which could be
used in the financial services industry (since
Russia has high level of education in math-
ematics, computer science, engineering and
natural sciences, the people with such educa-
tional background should be able to success-
fully employ their skills in the most advanced
areas of modern finance);

- the geographical location of Moscow between
the European and Asian financial centres;

relatively high level of development of na-
tional financial market which already trades
a number of financial instruments including
many derivatives, has two exchanges;

- relatively close links with CIS countries and
the absence of language barriers which opens
the door for access of securities from those
countries to the financial centre in Russia.

However there is yet much to be done on the

way to a financial centre of international stand-

ing.

First, Russia should further develop its legis-

lation and regulatory framework for financial

markets and financial transactions. The most

urgent laws which should be approved and im-

plemented are those on exchanges, clearing,

securitisation and anti-inside measures. The

Russian legislation should also be developed

with regard to derivatives, collaterals, infra-



structure of the financial markets.

The development of a financial centre in Russia
requires substantial development of national
tax legislation and further improvement in tax
administration. The financial sector is charac-
terised by the relatively large scale of the vol-
ume of transactions in comparison with the fi-
nancial result therefore the tax rules should be
adjusted accordingly to put the tax burden on
profit and not on turnover. Special measures
should be taken to stimulate the long-tern sav-
ings of the population via the financial market
which should create the long-term funds in the
system to finance investments.

The functioning of the financial market is inter-
linked with the stability of property rights and
the system of corporate governance. There is
really much to be done in this area in Russia
both in legislation and implementation via the
judiciary system. The high concentration of
ownership in the hands of large shareholders
necessitates specific regulation of the relations
between these subjects in addition to the pro-
tection of the interests of minority shareholders.
Second, Russian authorities find it important
to stimulate the further development of the na-
tional market in terms of both variety and so-
phistication of financial instruments and finan-
cial market infrastructure. The wide range of
measures includes such steps as IPOs in Rus-
sia, and an increase in the free-float of shares
of Russian companies (including those with the
government controlling stake).

The country needs the modernisation of ex-
changes, clearing and depositary institutions,
more technically advanced payment systems,
centralisation and transparency. However this
could not be achieved efficiently via administra-
tive pressure or legislative changes (ex., forced
merger of MICEX and RTC) but should be the
logical outcome of the step-by-step develop-
ment in line with the global trends.

Third, the Russian financial market should be
gradually integrated in the global capital mar-
ket. Foreign participants should get easier ac-

cess to the Russian financial market, in particu-
lar to exchanges. At the moment such access is
possible via two regimes — either registration of
issue under Russian law or Russian depository
receipts (RDRs). The Russian authorities don't
see any distinctive advantage of either of these
regimes and therefore will promote them both
equally.

At the moment, however, in order to trade at
the Russian exchanges, foreign participants
are required to register a legal entity under the
Russian civil legislation and obtain the license
of the professional participant of the securities
market (otherwise they have to use the service
of brokers). In the age of Internet and sophisti-
cated IT this may create obstacles for foreign
participants who wish to get the direct access
to the Russian exchanges from their offshore
offices and therefore undermine the competi-
tiveness of Russia in the global financial mar-
ket. The possible solution might be to grant the
licenses of the professional participants to cer-
tain types of institutional investors which meet
the requirements of the Russian legislation so
that they escape the establishment of Russian
subsidiaries.

Fourth, certain steps should be taken to provide
qualified personnel for the financial centre. It's
necessary to improve the quality of education
in economics and finance in accordance with
the modern international standards since at the
moment only several advanced higher educa-
tion institutions provide training of international
standing. At the same time Russia needs to
make immigration of foreign specialists easier
and make steps to further improve quality of life
in Moscow (rental costs, transportation, Eng-
lish-speaking personnel, etc.).

The Russian official documents don'’t set any
quantitative targets for short-term perspectives
since the global economic and financial crisis
causes a lot of uncertainty at the financial mar-
ket developments. The short-term priorities are
focused on the technical issues of the financial
infrastructure. However in the medium-term
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perspective (to 2012) the following economic

and financial targets are set:

- one of the Russian exchanged should be in
top 12 exchanges in the world;

- the share of foreign securities at the Russian
exchanges should be not less than 10% in
terms of turnover;

- the share of financial sector to GDP should
rise to 6%;

Further impetus to the project came from Presi-

dent Medvedev in April 2010 when he had a

special meeting with leading foreign financiers

doing business in Russia and Russian officials
in charge of economy and finance. The special
task force led by former Chief of Presidential

Administration and current Chairman of Board

of Norilsk Nickel Alexander Voloshin was estab-

lished to facilitate the legislative and regulatory
changes and maintain the dialogue with the
market actors.

3. Russia in international finance.

The period of market transformation in Russia
started in 1992 and was marked by develop-
ment of international economic relations with
the rest of the world, growing economic and fi-
nancial openness and integration of the country
in the global economy. These developments led
to the growing role of the Russian Federation
— through different institutional sectors — in the
world finance.

The main features of Russia’s financial interna-
tional links by the start of the global economic
and financial crisis could be described as fol-
lows. First, Russia accumulated the third larg-

Chart 1. Russia’s current account as % of GDP, 1992-
2008.

Source: International Monetary Fund, World Economic
Outlook Database

est foreign currency reserves in the world (af-
ter China and Japan) which amounted to 582
bin. USD as of 1 September 2008.2' The high
energy and raw material prices allowed the
Russian government to improve substantially
the state of public finances, reduce the level
of foreign debt and accumulate substantial re-
serves in the Reserve and National Wellbeing
Funds. Second, the Russian financial institu-
tions and non-financial companies substantially
increased their presence at the world financial
markets via both share issuance (including
IPOs) and borrowings. This caused the sharp
increase of the foreign debt obligations of the
Russian private sector especially in the period
of 2005-2008.

It's worth noting that during the whole period of
market transformation Russia was the net cred-
itor of the world economy since it maintained
the positive current account balance (which
means that gross national investment was less
than gross national saving). In terms of gross
figures the capital outflow from Russia in the

2001 2002 2003 2004 2005 2006 2007 2008
Assess 248752 | 259498 | 288480 | 336825 | 406635 | 516412 | 731590 | 1099335
Liabilities | 184507 | 215587 | 251301 | 332001 | 417270 | 547860 | 770133 | 1244651
NetlIP- | qisas | a3oir | 37179 | 3924 | -10635 | -31448 | -38544 | -145316

Table 1. International Investment Position of the Russian Federation, 2001-2009 (min.USD), Source: Central Bank

of Russia
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past nearly two decades was more that 400 bin.
USD.22

The evolution of the international investment
position of the Russian Federation is shown
in Table 1. The data shows the significant in-
crease of the Russian involvement in the global
finance.

4. Russian banking system: difficult ways of de-
velopment.

The commercial banking system turned out to
be the first sector of the financial system which
developed in the course of the market transfor-
mation in the Russian Federation.?® This trend
was characteristic for all transition economies
and lies in line with more general trends of fi-
nancial development in the world economy. The
financial market is characterised by the informa-
tional imperfections (e.g. information asymme-
try) which require development of certain insti-
tutional arrangements and regulatory regimes
to allow them to function properly.?* The current
global economic and financial crisis shows that
even developed countries are far from a perfect
solution of this challenge.
The development of Russian banking system
was subject to numerous criticisms in the past
years. However it's worth noting that the devel-
opment path of the banking system in Russia
followed the same pattern as that of more ad-
vanced transition economies (Poland, Hungary
and Czech Republic) but with less involvement
of foreign financial institutions. Russia man-
aged to develop its national banking system
which withstood both liquidity and systemic cri-
ses in the last nearly two decades and rebuilt
itself in the post-crisis periods.
The distinctive features of the Russian banking
system are:
- the large number of credit organisations;
- the small size of the banking system relative
to the economy.
These features really give ground for doubts
on the capabilities of such a system to perform

Financial Depth Indicators of the Russian
Banking System, 1994-2008
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Chart 2
Source: World Bank, Financial Development and Struc-
ture database.

all functions of financial intermediation in the
growing economy and were the milestones of
critical remarks of observers and researchers.
However the available data shows that the con-
ventional financial depth indicators of the Rus-
sian banking system steadily increased in the
course of market transformation. This process
became even more pronounced in the 2000s
when Russian authorities under President
Vladimir Putin launched important institutional
and legal changes in Russia and the boom in
the commodities markets increased the avail-
able liquidity in the system.

The increasing sophistication of the banking
system in Russia, which now offers a wide
range of services to both companies and pri-
vate individuals, forms the solid basis for further
integration of the sector in the global financial
market. At the same time these opportunities
requires further critical assessment which is
provided below.

5. The Russian banking system as part of inter-
national financial centre: how realistic?

Talking about the banking system we must re-
member that it is only a transmitter, an econo-
my pump for forcing investment, savings, and
money funds and for transforming them. Such
a system helps to create an interconnection
between government (an emission centre and
regulator), non-financial economy, financial

Paying a visit to...



Paying a visit to...

market and general public. These connections
should bring effective and rational economic
growth, balanced economic structure, innova-
tive development and a rise in standard of liv-
ing. That's why banking system status can tell
us about the development of the whole econ-
omy. From this perspective we can state that
Russian economy is seriously ill. Its heart — the
banking system — does not put the Russian
Federation in the position of one of the global
financial centres and economic leaders. Russia
is like Hercules, who cannot stand up and walk
normally because of a weak heart. Our short
research makes it its objective to answer this
question — will Hercules be able to walk easily
and if so, when and why will it happen.

We'll try to compare the Russian banking system
with the behaviour of an International Financial
Centre introduced in part 1 of our research. For
better understanding first we will determine the
opportunities of the Russian Federation, both
existing and potential; afterwards we will em-
phasise obstacles on the formation of power-
ful international financial centre in Russia. Let’s
make a reservation: the only megalopolis to be
such a centre is Moscow (64% Russian bank-
ing assets), other big Russian cities are not able
to compete with Moscow and Russian officials
have no plans of creation artificial megalopolis.
It is a Russian tradition that the capital is the
incontestable political and administrative hub
together with the economic and financial cen-
tre. In our opinion, it is the country’s “cancerous
growth”, but to change this government position
seems impossible (it is the object of a different
research). We should also mention that we will
take into consideration only the banking sys-
tem, because non-bank financial institutions in
Russia are undeveloped and have no real influ-
ence on the economy. Therefore it's impossible
(at least until a powerful banking system will be
formed) to enter the global financial market and
to occupy an advantage-ground with such insti-
tutions (investment funds, pension funds, insur-
ance companies).

Opportunities:

1) The Russian Federation attained status in
geopolitical and geo-economical space.

Russia as an active member of G8, G20, World
Bank, Paris Club of Creditors, FATF, APEC,
BRIC and others international organisations.
This constructs the necessary institutional en-
vironment for the future international financial
centre. In spite of all disproportions Russia is
acknowledged as a country with market econ-
omy and year in year out the Russian Federa-
tion penetrates deeper into the global economic
process. Undoubtedly Russian banks receive a
favourable institutional environment for a rise in
their capitalisation and widespread expansion
on the world financial markets.

2) Significant factors of national wealth — back-
ground of banking system’s generating.

Expert judgements show that nowadays Rus-
sia uses only 8 — 10% of its national wealth. It
includes rich deposits of mineral wealth, land,
agricultural holding, real estate and intellectual
property. If all these resources are involved in
financial turnover particularly with the help of
pledge mechanism used when crediting and
issuing money supply, the banking system will
be able to raise its assets promoting qualitative
economic growth of the whole country.

3) Favourable macroeconomic and financial

situation in the country.

A brief description of the favourable situation:

- available considerable gold and exchange
currency reserves (448.6 bin USD on 15 April
2010);

- huge amount of state savings (about 190 bin
USD)?%;

- effective and consistent government policy:
budgetary and fiscal, monetary and financial,
capital flow regulations — on the one hand
aimed at maximum liberalisation of capital
and operating balance of payment transac-
tions, on the other hand, the government’s



support of national banking system;

- permanent reduction of bank rate and infla-
tion controls (Central bank inflation forecast
of 6.5 — 7.5% in 2010)%;

- relatively stable rate of exchange has sturdy
consolidation factors; opportunity of trans-
forming Russian oil and gas payments into
rubles, creation of the raw materials ex-
changes (first — oil exchange in Saint-Pe-
tersburg) and movement towards free con-
vertibility of rubles; possible creation of ruble
zone in CIS countries and use of rubles as
means of payment in BRIC;

- good perspectives of private banking (the rich
Russians have 300-350 billion USD)*

In 2009, the Russian banking system resisted

crisis in many respects owing to proactive gov-

ernment intervention particularly Central bank
that allotted unsecured credits. Central bank
efficiency is performed not only by stabilised
system, but also by its income on such credits —
about 200 billion rubles (net profit of all Russian
banking system in 2009 — 205 billion rubles)?.

According to the Head of Central Bank Sergey

Ignatiev the banking system is being restored

and nowadays it has no serious system risks.

4) Foundation of significant universal state
banks (banks with primary state interest)
— Sberbank, VTB group, Rosselhozbank,
Gazprombank.

These state banks form the base of the Russian
banking system; they own significant capital
and assets together with confidence. Sberbank
and VTB carried out successful IPO, actively
entering the world money-market and market
of capitals, and carrying out direct investment
in foreign markets, including acquisition of non-
financial assets (e.g. Sberbank purchasing
claims in consortium with Magna to Opel, as a
result of which GM voluntarily decided to pay an
indemnity to Sberbank for a fouled-up bargain).
Listed Russian banks are able to compete with
the key transnational banks from developed
countries.

In addition, the Government plans an VEB IPO
together with other development banks, which
today are state corporations.

5) Pent-up potential demand for bankroll from
the direction of the nonfinancial sector under
the circumstances of essential thorough mod-
ernisation of Russian economy and capital re-
newals.

President Medvedev declared this problem
the issue of the day for our economy. Russia
needs tremendous investment expenditures
into industry, infrastructure, non-manufacturing
business, housing and communal services.
The banking system together with public and
foreign investments at this juncture is supposed
to become a basic funding source while such
sources as profit, depreciation and portfolio in-
vestment within the next 5-10 years right up to
2020 are not foreseen to be of great importance
in the investment process. The need for tech-
noparks and technopolises, commercialisation
of intellectual products, continuation of space
technology, power engineering, and medicine
and education development are of great con-
cern for the Russian Federation. In this case
the appeal of the Russian market for transna-
tional banks of USA, France, United Kingdom,
Switzerland, Italy and others is obvious.

6) Intense interest of first-rate world private
banks in Russian credit market.

The number and weight of non-residents in the
Russian banking system continually increases
and at the end of 2009 made up 24.53% of the
market. With all this going on, according to Rus-
sian laws, foreign banks and insurance compa-
nies are not allowed to open branches and rep-
resentative offices. Undoubtedly, foreign banks
first of all give credits to ultimate consumers,
the general public (population), and especially
banks that are affiliated with transnational cor-
porations. It is statistically corroborated. At the
same time a rise in standard of living and sat-
isfaction of increased needs remain one of the
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critical goals of Russian economy. Therefore
this factor cannot be solely be due to unfavour-
able factors.

Of course, the aforementioned opportunities do
not represent a complete set; we emphasised
only those of vital importance from our point of
view.

Now let’s turn to obstacles. They are greater
and more serious than opportunities because
they already have chronic substance starting
with the transfer of the Russian economy to a
market system in the 1990s. All obstacles can
be divided into external and exceptionally inter-
nal obstacles.

A major external obstacle is a global financial
crisis. In recent times Russia felt already two
shocks in the years 1998 and 2009. In 1998 our
economy and its financial system found itself
on the verge of collapse and default, however
in 2008-2009, as shown by Central Bank sta-
tistics and forecasting information of the World
Bank, the Russian financial system held out
and became stronger than industrial and hu-
man services sectors of the economy. As some
world-famed analysts mentioned, Russia has
come out of crisis to become stronger than be-
fore. In many respects it was possible owing
to accumulated state funds and reserves and
the weak dependence of the Russian finan-
cial market on portfolio investment, derivatives
and compound financial instruments. There is
no significant financial market in Russia in re-
spect of the world market; our financial market
takes up only approximately 1% of the global
financial market. On the one hand, this situa-
tion deprives Russia of many financial shakes,
and the downfall of the Russian stock market
and ruble devaluation related overall to declin-
ing oil prices. Russian’s financial market and
economy have fallen deeper than any global
key countries (financial market approximately
by 30%, economy by 7.1%), but have shown
a faster recovery (for example, the capitalisa-
tion of the Russian stock market has doubled in
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2009; in 2010 an increase of the MICEX index
is expected at the rate of 15-25%). The Rus-
sian market and economy have shown extreme
volatility. Even during the last months the fore-
cast concerning Russian economic growth are
being constantly revised towards an upwards
trend. At the beginning of February it has been
about 2%, but now, at the end of April, the of-
ficial forecast of Ministry of Economic Develop-
ment is 3.1%; but in the opinion of the Head of
Citigroup in Russia and CIS countries Zdenek
Turek it's already 5-6%%. S&P has revised the
long-term rating changes forecast from “nega-
tive” to “stable” for 14 Russian financial insti-
tutes recording the stabilisation of their busi-
ness conditions and going through the peak
of non performing loans (according to Reuters
from 1 April 2010).

We may be glad to it. But in our opinion the last
crisis has shown the weakness of the Russian
economy, first of all in the financial sphere and
banking system, which couldn’t support the
industrial sector (downfall of industrial produc-
tion in 2009 of 19.8%). The banking system
was obliged to go with an extended hand to
the Central Bank and the Government itself. As
mentioned S&P forecasts that, in spite of posi-
tive movements the process of recovery of the
banking sector in Russia will be a long one, tak-
ing at the least 2 years. If we continue com-
paring Russia with Hercules, then Hercules has
been presented with “the bludgeon” in the form
of state reserves but he cannot pick up this
bludgeon for the present. His heart is pinking.
But on the whole, it will be well to note that the
Russian Government has realised a certain
maturity in the fight against the consequences
of global financial crisis. Reserves were used
correctly although it has led to a lowering in the
living standards of a large quantity of Russian
citizens. As an example, for the welfare of the
banking system, considering only operations
with credit instruments, 785 billion rubles of the
state budget was spent, compared with 275 bil-
lion rubles of all budget expenditures in 2009



on the provision of pensions and only 75 billion
rubles for the recapitalisation of banks®.

Now let’s turn to internal obstacles, which pre-
vent the creation of a Russia international fi-
nancial centre.

Internal obstacles.

1) Excess dependence on the banking system
from state banks.

This dependence can break the development
of private banking sector and direct credit re-
sources to inefficient and state-controlled firms.
In this way there will come a time of new Rus-
sian stagnation — “zastoi” (the so-called “sce-
nario 70-80”). In international practice already
there is the example of Japan. Japan suffered
from so-called “lost ten years” in 1990s, which
were triggered by the creation of a large quan-
tity of zombie-firms with the aid of the state-
banking credit mechanism.

2) Big share of bad debts (non performing
loans) and overcrediting of Russian borrowers.
Based on assessment of S&P bad credits
amount to 40% over the banking system (cou-
pled with restructuring credits). As a result of
this the agency expects the rising of the credit
portfolio in 2010 on a level of about 10%*, al-
though the Head of the Central Bank Sergey
Ignatiev expects 15%. Undoubtedly it will seri-
ously break the process of new crediting and
will force banks to take on big transaction costs
for improvement to the current situation. This
will entail a rise in a value of credits. On the
other hand, because of overcrediting, demand
on credits is falling, in spite of even a severe
lack in investment resources. It happens be-
cause business has to waste a certain amount
of time and reserves on the readjustment of
current debts.

3) The absence in Russia of a remarkable in-
vestment banking sector.
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On a global financial scale the Russian invest-
ment banking sector is absent. On the one
hand, Russian Government has not to puzzle
over the decoupling of commercial banking
and investment banking, nor to feel the direct
consequences of crisis by way of failure within
national investment banks. On the other hand,
without remarkable investment banking the
transformation of Russia into an international
financial centre is impossible. The accelerated
economic growth on the basis of innovation,
technological advance and development of
small and middle -sized business is also impos-
sible. In our opinion it's one of the key obsta-
cles.

4) Poor development of institutional investors
and lack of a wide range of financial instru-
ments in Russia.

Unfortunately, in the Russian financial mar-
ket the proportion of investment funds, pen-
sion funds and insurance companies is utterly
small (about 10-15%). It hampers the alloca-
tion of household’s savings and transformation
of these into the investment resources. At the
same time the lack of many contemporary fi-
nancial instruments and the small number of
security’s issuers are leading to the view that
Russian market is not attractive for global port-
folio investors. Russian financial market is en-
tirely oriented around the raw materials sector,
energy and communication (10 first-rate issu-
ers, which has occupied 80% of the market). As
mentioned by the President of Samara Curren-
cy Interbank Exchange Professor Dr. Mesch-
erov, in the last 10 years the number of issuers
in the Russian stock market practically didn’t
change, which is a catastrophe on a local scale,
and led to the “lost ten years” of the Russian
stock market. It's also one of the key obstacles.

5) Low level of household’s savings, distrust for
financial institutes and stagnation of consump-
tion.

Distrust for financial institutes in Russia is
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deeply rooted; it was formed particularly after
the currency reform in 1991 when the deposi-
tors of Sberbank lost their savings. Despite the
fact that these savings were returned it didn’t
offset even half of the damage. Another blow to
trust happened in 1998 when the Government
created the financial pyramid of short-term ob-
ligations itself. As a result of this the technical
default and ruble devaluation was three times
more than previously. Therefore the hope that
today the trust for banks has been restored is
not founded. Households actively invest in real
estate overheating the market; or in foreign cur-
rency which leads to withdrawal of these funds
from the national investment process. The
number of households which have securities or
shares in investment funds amounts to 8-10%.
The banking system remains a sole alternative
to consumption and quasi-investment demand,
but household’s savings are decreasing (25%
of households have bank deposits — about 10%
of all household’s incomes) because of low in-
comes (average wages — 6500-7000% per year)
and low yield on savings deposits (keep within
inflation). And it's also one of the key obstacles.
There are also other obstacles which we could
mention.

In conclusion, we can say that there are no
chances for Russia to create an international fi-
nancial centre before 2020. In the best case it'll
be possible to form a regional financial centre
for CIS and East Europe. The majority of op-
portunities are potential, and our society, busi-
ness and Government must work day-by-day,
and roll up their sleeves in order to transform
potential into reality. As mentioned by Joseph
Eugene Stiglitz, the objective is not to simply
create strong healthy banks, it is necessary to
create strong healthy banks which supply credit
for the economic growth. As an example, Ar-
gentina has shown that an inability to do this
can lead to macro instability in itself. Russia
has no right to do something similar.

6. A short note on bank taxation in Russia
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Development of an effective financial infra-
structure within the concept of an international
financial centre in the Russian Federation con-
templates a reform of tax rules and procedures
in respect of financial institutions, in particular,
of the banks. At present there exist a number
of issues of bank taxation that have a negative
impact on the Russian banking system.*2

First, in the opinion of a majority of Russian
economists, the main problem of bank taxa-
tion is an absence of effective mechanisms that
can stimulate banks to invest in a real sector of
economy. The solution to this problem will pro-
vide a gain to the taxable capacity of the econo-
my and certain regions and industries, increase
banking industry assets, and enhance income
of banks that will ultimately result in extra tax
revenues received by Russia’s budget system.
For increasing an interest of banks in long-term
loans to the real sector it is necessary to define
an opportunity for banks regarding tax deduc-
tions of income received from long-term loans
to the priority industries.

Second, it is essential to amend the tax proce-
dure of recognising an interest income on over-
due loans originated by banks. The question at
issue is a continuation of interest accrual in tax
accounting on credits originated by the banks,
even if the borrowers have stopped returning
loans or paying interest. According to that, a
tax charge on uncollected profit and effective
banks would yield decreases.

This problem becomes especially relevant in
a period of crisis, when a lack of liquidity be-
comes pronounced and it is important to adhere
to the Central Bank standards (especially, the
bank standard of capital adequacy). There exist
a number of methods to stop accrual of inter-
est on overdue loans in tax accounting of credit
organisation, but each of them has its own dis-
advantages. These disadvantages can result
in a worsening of the bank’s financial state-
ment (e.g., as in the course of write-off of non-
received income by way of increasing the loan
loss provisions (LLP) or in case of the transfer



of receivables to closed investment funds that
requires extra LLP creation as well) or in recog-
nition of severe losses on loans (in case of sale
of lending portfolio to collection agencies) or in
a very long and difficult process of recognition
of overdue loans as non-recoverable in tax ac-
counting.
Third, the financial derivatives play a key role
in hedging of interest and exchange risks and
contribute to financial result of banks. Howev-
er, before 2010 there existed an uncertainty in
the Tax Code of the Russian Federation with
regard to the taxation of derivatives. The Tax
Code did not contain an exact definition of a
derivative or an explanation of the differences
between the derivative and the co tango trans-
action. The taxation of them differed, e.g. in re-
spect of losses received from the execution of
these operations: losses on co tango transac-
tions reduced taxable profit of bank, losses on
derivatives did not. The statutory tax provisions
incompletely explained a market price determi-
nation of unquoted derivatives and a classifica-
tion procedure of deals as hedging operations.
These disadvantages have often resulted in tax
risks rising in banks.
Furthermore, the revaluation procedure for de-
rivatives was not clearly defined in the tax leg-
islation; in particular, there existed an ambigu-
ity of the liability to revaluate derivatives on the
reporting date. In this case, the banks face the
tax risk in the case of unrealised loss on deriva-
tives.

At the end of 2009 the legislative act amended

derivatives taxation procedures as follows:

- A derivative definition has been introduced (in-
cluding the definitions of a deliverable deriva-
tive and an estimated derivative);

- The derivatives taxation procedure has been
improved (thus, the banks can reduce taxable
profit on the amount of received loss on un-
quoted derivatives since 2010);

- The tax procedures of revaluation of claims
and liabilities in respect of derivatives have
been adjusted;

13

- The transfer pricing rules with regard to de-
rivatives have been introduced.
These adjustments, that became effective on
1 January 2010, shall simplify the computation
of taxable base on derivatives and significantly
lower tax risks in case of detailed analysis of
the advantages of mentioned amendments.
However, there still remains a probability of tax
risks increases in banks on derivatives opera-
tions in the period from 2007 to 2009 (the time
period that can cover a field tax audit).
Fourth, banks in Russia are the main partici-
pants in the securities market. Effective taxa-
tion of securities trading can facilitate an es-
tablishment of friendly tax climate for investors,
competitive growth of the national securities
market and the international financial centre
development in the Russian Federation. Be-
fore 2010 the statutory tax provisions have not
clearly explained the tax assessment in respect
of operations with quoted and unquoted secu-
rities as well as market price determination of
unquoted securities.
Changes in the legislation brought in by the law
at the end of 2009 and coming into effect on
1 January 2010 have amended these issues,
improved transfer pricing rules in relation to se-
curities trading, the securities netting (clearing)
procedure and the methods of sold securities
cost deduction.
However, some ambiguities still remain. For ex-
ample, the Tax Code of the RF doesn’t clarify
the possibility to use the securities prices fixed
in negotiated deals mode & address orders of
bidding process organiser for the purpose of
market price determination when there are no
deals in prime deals mode. Furthermore, it isn’t
clear if itis possible to consider the price of sale
or another disposal of security as the market
price based on the price of a security deal that
was only registered by the bidding process or-
ganiser on that specific day.
Fifth, trading of precious stones and metals in
the form of ingots by banks to legal entities and
individuals is subject to VAT. This suppresses
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the development of domestic physical precious
metals market that is an instrument of curren-
cy risks hedging and making profits (e.g., in
case of arbitrage and exchange transactions)
for the investors. Tax legislation of the RF pro-
vides VAT exemption of precious metals sale
by banks only in the case that purchased ingots
are placed on the metals account of the sell-
ing bank or, in other words, to the special bank
storage. In such a case, when carrying out a
physical transaction with the precious metal
purchased to the account (e.g., a transfer of pre-
cious metals by client from the metals account
in one bank to metal account of another bank or
delivery of ingot to a client in a physical form),
the bank shall ask for a VAT charge. This proce-
dure isn’t clearly explained by the tax legislation
and often it is very hard to work this in practice,
since tax risks usually appear in banks. As a
result, banks often include VAT in initial price
of precious metals to secure themselves from
the risks mentioned. Investors are usually not
interested in investment in precious metals and
stones in the form of ingots since losses occur
at return sale to the banks, because a purchase
by banks of precious metals and stones is not
subject to VAT regardless of seller.

The Russian Bankers’ Association is deeply in-
volved in the process of reforming bank taxa-
tion legislation by virtue of providing the round-
table discussions with the participation of the
representatives of the Ministry of Finance and
the banks members for the purpose of discus-
sion of aforementioned and other issues, work-
ing out draft laws and returning them to the
State Duma of the RF for appraisal. It ought to
be noted that these actions positively affect the
tax legislation.
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Conclusion

The development of an international financial
centre in the Russian Federation — the goal
which was set by President Dmitry Medvedev
— is really a big challenge. Though the Rus-
sian government put forward a well-defined
programme its practical implementation faces
serious difficulties. A project of such scale and
scope affects various sides of the functioning of
the public and private sectors.

The most important obstacle is the insufficient
level of financial development in the Russian
Federation. Even the Russian banking system
— the most advanced part of the national finan-
cial industry — provides less intermediation than
its counterparts in developed and advanced
emerging economies. Other sectors of financial
industry — especially those providing the vehi-
cles for long term saving and financing — are
even less developed. The other obstacle is the
low level of public services and public adminis-
tration (including corrupt practices of all level of
state bureaucracy) which is a big issue for the
whole Russian society.

However the 2000s also allowed us to look for-
ward with some optimism for the project. Grad-
ually the Russian financial sector is developing
and increasing its technical and instrumental
sophistication. Russian government and busi-
ness become more and more involved in the in-
ternational financial markets — both as creditors
(investors) and borrowers. There is no doubt
that the commitment to such an ambitious goal
will have its own positive impact of the further
financial development in Russia and the arrival
of serious big international business will put
drive more discipline in terms of both national
business practices and national administration.
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Gold to Silver, 1861
The History of the Unique Financial Operation
of the State Bank of the Russian Empire and Banque de France

This article was completed as a result of the
cooperative efforts to research the history of
the Bank of Russia and Banque de France. We
would like to gratefully acknowledge the help
and support provided by the Head of Historical
Research unit of Banque de France Mrs. Muriel
Bordogna.

Many collectors, coin collectors in particular,
might not even be aware which steps have
to be taken before a coin, already familiar to
them, comes into circulation. The collection of
the Museum and Exhibition Fund of the Bank
of Russia comprises a 10-kopeck silver coin of
1861. Unlike other coins of this denomination
struck during the same period, the abbreviation
MI formed from the initials of the mint-master
of the St.-Petersburg Mint Michail lvanov, who
was in charge of the mint from 1861 to 1863, do
not appear on the above-mentioned coin. This
is not a mere chance. The coin is not counter-
feit. The fact that it has no initials of the mint-
master is indicative of its foreign origin. The
coin was struck, to be more precise re-struck,
outside Russia, somewhere abroad — in Paris
or Strasbourg.

Striking Russian coins abroad was not rare;
however, the case of 1861 seems to be special
after all. The given instance was not set out in
great detail in the national banking history. Thus,
the 1861 report of the State bank (i.e. the report

covering the first year of its operation) mentions
the fact that Banque de France proposed an op-
eration for the exchange of gold coins to silver
coins worth over 30 million francs. Additionally
the report specifies that the above-mentioned
operation was conducted with the kind permis-
sion of his Imperial Majesty Alexander Il. It also
states that the silver francs were re-struck into
Russian kopecks soon afterwards.

The author of the article had at his disposal his-
torical documents provided by the Archives di-
vision of Banque de France casting new light on
the 1861 deal for the exchange of over 7 million
rubles in 5-ruble gold half-imperials to over 30
million French francs in silver Ecu.

However, before addressing the detailed chro-
nology of the deal we should note one specific
feature of this operation. Undoubtedly, both
the parties could have done without the deal in
question. Nevertheless, both of them derived
certain benefits from the exchange in the end.
Moreover, the benefits that Russia enjoyed from
the deal were of a more future-oriented nature.
The half-imperial («poluimperial») is the Rus-
sian gold coin that had been struck since 1755.
It derived its name from the 10-ruble gold coin
(from Latin «imperialis»-imperial). Half-impe-
rials had been struck by St.-Petersburg Mint
(half-imperials struck by Moscow Mint in 1763
are extremely rare) from 1755 to 1897. Prior

10 kopeck

15 kopeck
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The half-imperial was hardly ever found in cir-
culation. Given that the half-imperial was an at-
tractive coin for saving, from 1886 onwards it
became equivalent to the French gold 20-franc
coin in terms of the metal fineness and its gross
and net weight (as well as corresponding, simi-
lar gold coins: 20 Belgian franc coin, 20 Swiss
franc coin, 20 ltalian lira coin, etc.). As the new
value of the imperial, 7 rubles 50 kopecks, in-
troduced in the course of the 1895-1897 mon-
etary reform, was not a convenient means of
payment it was discontinued in 1895. Since
then they had started minting gold 5-ruble (1/3
imperial) and 10-ruble (2/3 imperial) coins until
1911. Today one can find half-imperials worth 7
rubles 50 kopecks minted only in 1897.

The word ‘ecu’ (from Fr. «ecu» — shield) re-

fers to the French gold and silver coins, and
the coin was so called because its design in-
cluded a shield bearing a coat of arms. Ecus
had been issued since 1266 as 4g gold coins.
The trial silver ecu was issued during the reign
of King Francis | of France (1515-1547), and
was equivalent to the gold ecu. The first silver
ecus were struck in 1641 by the standard of the
European thaler with a gross weight of 27.19
g (24.93 g of fine silver). In the sixteenth and
eighteenth centuries ecus were silver coins
used in France for making high-value payments.
In 1795 France adopted the decimal monetary
system and the «franc» was established as the
national currency. However, ecus were in circu-
lation up to 1834. Later on a 5-franc silver coin
was commonly referred to as ‘ecu’. The 5-franc

Charles Gabriel Lebégue (10 June 1857-15 May 1863 — Governor of Banque de France), count de
Germiny, was born on 3 November 1799 in Cliponville, province Seine Maritime. Since 1832, he
was a member of the French state council; from1843 onwards, he was in charge of tax revenues
in Sonna and Loire provinces, and worked at the Prefecture de Seine-et-Marne as a counselor of
the Chamber of Accounts. Later on, he became head of the tax authority in Rouen. In this capacity
he participated in establishing the Discount bank and a number of credit institutions. On 31 Janu-
ary 1850 he succeeded Alexis Andre Dosne as the regent in Banque de France. On 6 July 1854
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he was appointed Governor of the Mortgage
bank. From 24 January to 10 April 1851 he was
Minister of Finance in France. On the day of
his resignation he was awarded the French Le-
gion of Honour. On 10 June 1857 he succeed-
ed Count D’Argout as Governor of Banque de
France. He served in this capacity till 15 May
1863 and then joined the Senate. He was high-
ly acclaimed for his «extremely posh reception
parties», the art of «fine cuisine» and his per-
sonal chefs. In the twilight of his life he greatly
enjoyed spending a lot of time on lunches with
friends, which involved tasting exquisite fine
dining. He was the author of a few dishes, in-
cluding the well-known potage soup Germiny
made with sorrel and sour cream, «which is
served cold in a bowl». He died in Le Havre on
22 February 1871.



silver coin was used for both domestic and for-
eign payments. Along with gold coins this silver
coin was included into the coin stocks to ensure
that banknotes of Banque de France were ex-
changeable for gold or silver (its place as one
of the principal French coins was secured when
in 1865 the Latin monetary union was estab-
lished). In the nineteenth century 5-franc coins
were struck with 900 fine silver with the gross
weight of 25 g (22.5 g of fine silver); these char-
acteristics had remained unchanged through-
out the whole century.

Let us consider the exchange operation in more
detail now. On 24 January 1861 the Governor
of Banque de France Charles Gabriel Lebégue
notified the General Council of Banque de
France about the deal of the exchange of 30
million francs in silver coins to 30 million francs
in gold coins that was concluded in Paris with
the banking house Dutfoy, Kinen et Cie. The lat-
ter was operating under the instruction and on
behalf of the Russian Finance ministry.

The arrangements between Banque de France
and the banking house Dutfoy, Kinen et Cie
were finalised on the grounds of a wire received
from St-Petersburg on 16 January 1861:

«Postal item Ne576
St-Petersburg, 16 January 1861
Dutfoy, Kinen et Cie, Paris

The Finance minister (the Russian minister here
— Author’s note) accepts the proposal made by
Banque de France, however, the minister con-
siders it necessary to conduct this exchange
operation with bullions instead of gold imperi-
als. You are allowed to carry out the operation
with both bullions and gold coins within the limit
of 7 700 000 rubles. According to the minister
the gold transaction must be conducted at the
market rate without paying out the premium
for the equivalent amount in ecu. Our banking
house takes responsibility for transporting gold,
i.e. Banque de France will reimburse us for the
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transportation costs above the gold price per
kilo, which accounts for 3434,44 francs. Gold
will be dispatched as soon as we receive your
reply by telegraph.

Wyncken»

The dates of the transaction completion attract
attention. Given the facilities for communication
in place at that time, we can claim with good
reason that the transaction was effected highly
efficiently and promptly.

The monetary committee authorised by the
General Council of Banque de France to man-
age the gold stocks approved this transaction
without any further delay. In accordance with
the terms for the delivery of 30 million francs
in gold coins to Paris, the expenses incurred
by Banque de France as commission charges
to the banking house Dutfoy, Kinen et Cie, who
took all the transportation risks, accounted for
5/8 %. In line with the agreement reached the
dispatch of gold from Russia was supposed to
be made prior to the dispatch of silver to Rus-
sia. Thus, until the silver coins were delivered to
the banking house Dutfoy, Kinen et Cie Banque
de France had been, in fact, safekeeping cash
holdings. However, troubles began right after
that.

As early as 18 January 1861, Governor of
Banque de France notified the General Coun-
cil about the force majeure event that had oc-
curred in the course of the transaction where
the banking house Dutfoy, Kinen et Cie was
one of the parties: the completion of the deal
was suspended due to the fact that the Rus-
sian emperor had not approved the transaction.
It seemed hardly possible for the French party
to gather more detailed information on the rea-
sons for his rejection. The Russian documents
that are available do not shed any more light
on this matter either. According to the French,
Banque de France did not suffer much from this
refusal since its gold reserves «had somewhat
grown by that time due to some other transac-
tions». However, that was not the case with
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the banking house Dutfoy, Kinen et Cie, who
may have incurred heavy losses since they had
taken all the transaction risks. Meanwhile, Gov-
ernor of Banque de France notified the General
council that the negotiations had not broken
off completely and the banking house Dutfoy,
Kinen et Cie had not given up hope of removing
all the impediments to the exchange operation.
On 7 February 1861 Governor of Banque de
France reported to the General council that he
had notified the Embassy of Russia in Paris that
as a result of the difficulties that had caused the
break-down of the agreement other parties to
the talks suffered more severe complications
than Banque de France. In its turn the Russian
government recommended that Banque de
France should hold direct talks with the State
bank of the Russian Empire with a view to ne-

gotiating the terms of resuming the operation.
One should pay attention to an important detail:
for the first time the State bank was mentioned
in the correspondence. This move was an ob-
vious attempt by the Russian government to
attract the attention of the major central bank
in Europe to a new participant in economic re-
forms in the Russian empire — the recently es-
tablished State bank, an institution that was not
well-known in Europe at that time. As a matter
of fact, the State bank only started its operation
as late as autumn 1860.

However, Banque de France insisted on the co-
operation with the banking house Dutfoy, Kinen
et Cie, who was operating «on behalf and un-
der the instruction from the Russian ministry of
finance». Certain arrangements had already
been made with the above-mentioned banking

Baron Alexander Stieglitz, born in St.-Petersburg in 1814. The first Governor of the State bank of
the Russian Empire (1860-1866). Alexander was home-schooled, continued his education at Dor-
pat (Tartu) University and during his travels in Europe. In 1843, after his father’s death, Alexander
inherited a vast fortune (18 million silver rubles) and a banking house. From 1843 to 1860 he served
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as the court banker of the Russian government
and the placement agent in Europe for Russian
foreign loans. From 1846 to 1860 A. Stieglitz
was Chairman of the St.-Petersburg Exchange
Committee; he established a stock exchange
partnership, which was named after him. In
1860 A. Stieglitz liquidated his banking house
and was appointed Governor of the State bank
of the Russian Empire. In this capacity he fo-
cused mainly on foreign payments and curren-
cy circulation. In 1862 he established a savings
and loan fund for the State bank employees.
He was discharged as Governor of the State
bank in 1866, after which he continued to serve
as an honorary member of the Board of Trade
and Manufactory under the Ministry of Finance.
A. Stieglitz was one of the richest people in
Russia and founder of several companies and
enterprises. He was known as a philanthropist
and a patron of arts. He died in 1884.



house, which served as a starting point for the
agreement to be finalised, thus they had to be
fulfilled.

On 14 February 1861 Governor of Banque de
France notified the General council about the
telegram received from St.-Petersburg which
said:

«St.-Petersburg, 11 February 1861
To: Count de Germiny, Banque de France

| hereby agree that we sign an agreement
with the banking house Dutfoy, Kinen et Cie
in the best interests of the State bank. We
take responsibility for the whole amount. We
are ready to leave the cash funds intended
for the transaction in Banque de France for
the time being.

Baron Stieglitz»

The terms of the agreement were approved
once again and the banking house Dutfoy,
Kinen et Cie was selected as an intermediary
in accordance with the terms originally agreed
upon. Banque de France consented that the
State bank should participate in the deal sub-
ject to the restriction that they would be allowed
to keep silver coins in Banque de France until
31 December 1861. Thus, the parties found the
optimal solution for that moment.

Only a month later, from 13 to 21 March 1861,
the State bank delivered to Banque de France
cash funds in gold coins worth 30 883 084, 05
French francs.
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«The State bank
St.-Petersburg
26 February 1861

Monsieur Count,

With regard to your telegram as of 14 Feb-
ruary on behalf of the State bank | have
approved and signed the agreements be-
tween the two institutions about the delivery
of half-imperial gold coins worth 7 725 000
rubles in silver coins.

These agreements signed on 15 February
and approved by Banque de France con-
tain only two clauses that differ from the
original agreement which was supposed to
be signed with the banking house Dutfoy,
Kinen et Cie.

After 1.5 million (rubles here — the Author’s
note) in gold half-imperials is transferred to
Banque de France, the State bank does not
require an instantaneous transfer of 5-franc
silver coins for the equivalent amount to
its account and reserves the right to place
these funds on deposit without any charge
till the end of this year.

Bank receipts worth 2 million each will be
issued for the whole amount paid out in sil-
ver coins, including the premium, on behalf
and under the authority of the State bank.
Officers of the State bank authorised to de-
liver gold, Messrs. Rofsy and Damish, will
be honored to provide you with the written
agreements along with the specification
sheet indicating the number of boxes and
bags of 1000 coins each.

Would you please be so kind, Monsieur
Count, as to hand over to our representa-
tives a copy of the agreements signed on
behalf of Banque de France, the state-
ment of gold reconciliation in terms of its
weight and value in the national currency
of France, as well as bank receipts for the
whole equivalent amount in silver coins af-
ter doing the inspection of weight and ap-
praisal of the gold delivered, pursuant to the

New research



New research

above-mentioned agreements.

I would like to express my hope, Monsieur
Count, that this exchange operation would
contribute to establishing close relations
between the two banks and lay a sound
foundation for future direct and mutually
beneficial cooperation, which | would be
pleased to strengthen and develop.

Please accept, Monsieur Count, the assur-
ances of my highest consideration.

Believe me to be,
Yours sincerely,
Baron Stieglitz»

«State bank
St.-Petersburg
26 February

Agreements as of 15 February 1861

Banque de France receives without com-
pensation gold half-imperials of the Rus-
sian Empire worth the equivalent of seven
million seven hundred and twenty five thou-
sand rubles payable in silver coins calculat-
ed in accordance with the gold content 916,
which corresponds to approximately 30-31
million francs.

The gold value for Banque de France will
account for 3437 francs per kilo by the of-
ficial rate plus the premium of 5/8 %.
Banque de France agrees that it will credit
the account of the State bank after every
delivery of gold.

Banque de France commits to ensure the
safekeeping, till the end of 1861, of the pre-
mium stipulated by the agreement totaling
5/8 %, as well as silver 5-franc coins re-
ceived by the State bank as a result of the
exchange operation for the amount equiva-
lent to the value of gold half-imperials deliv-
ered to Banque de France.
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Banque de France agrees that it will pay out
cash funds to the designated persons act-
ing on behalf and under the authority of the
State bank in accordance with the bank re-
ceipts worth a minimum of 1-2 million francs
each, issued for the whole amount placed
on the free-of-charge deposit.

On presentation of the bank receipts cash
funds shall be paid out in silver 5-franc coins
subject to the average weight requirements
accounting for 4983 % g per 1000 francs.
The present agreement has been con-
cluded between Banque de France and the
State bank in St.-Petersburg and signed.

Baron Stieglitz
Governor of the State bank»

On 20 June 1861 Governor of Banque de
France notified the General council about the
decision taken by the Russian party to take ad-
vantage of the right for safekeeping silver coins
(i.e. till 31 December 1861). Governor of the
State bank baron Alexander L. Stieglitz sent
a written notification to his French colleague
about the endorsement of 31 bank receipts is-
sued by Banque de France for the funds it holds
worth 31 077 009,85 French francs payable to
the banking house Dutfoy, Kinen et Cie and two
special agents of the State bank authorised to
receive these funds. This silver was intended
for the production of Russian coins in Paris and
Strasbourg.



«State bank
St.-Petersburg, 25 May 1861
To: Banque de France

We hereby inform you about the endorse-
ment of 31 bank receipts worth a total of 31
077 009, 85 French francs payable to the
banking house Dutfoy, Kinen et Cie in Paris
and two agents of the State bank, Colonel
Count Olkhovsky and collegiate assessor
N. Galushev. We kindly ask you provide the
above-mentioned messieurs with an op-
portunity to make use of the funds should
the necessity arise beginning in June to
September this year.

Please accept my sincere wishes for fos-
tering friendly relations between our banks
and the assurances of my highest consid-
eration.

Baron Stieglitz
Governor of the State bank»
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The above-mentioned amount was paid out
from the account on 19 June - 11 October 1861
in accordance with the given schedule. The
1861 Annual report of the State bank men-
tions re-striking French silver coins into Rus-
sian ones: «In France small silver coins were
struck by Paris and Strasbourg mints under
the continuous surveillance of two officers from
the Mining department assigned by the Rus-
sian Government and control of the French
government coin committee. Special stamps
(«matochniki») for coining dies of 10-, 15- and
20-kopeck coins were produced by the St.-Pe-
tersburg mint. As soon as the coins were struck,
they were delivered to St.-Petersburg by sea .
Thus, the exchange operation was successfully
completed».

S. V. Tatarinov
Bank of Russia
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Russia’s Finance and Wars in the 19" Century

In the nineteenth century developments in the
field of finance, monetary circulation in Russia
and wars that the country waged were closely
interlinked.

A high impact of wars upon the Russian finan-

cial system is proved by the figures of military

expenses and their share in the country’s total
expenditure. A thorough analysis of the state
expenditure reports reveals that the share of
military expenses in Russia’s total expendi-

ture remained at a steady level of around 30%

throughout the century'. In fact it could hardly

be otherwise as military conflicts and wars were
almost a permanent phenomenon for Russia at
the time.

Whatever importance might be attached to oth-

er conflicts by different authors, the three major

wars that had the highest impact on the Rus-
sian economy and finance in particular were

The War of 1812 (1812-1814), The Crimean

War (1853-1856) and The Russian-Turkish War

(1877-1878).

Notwithstanding the ever high military expendi-

ture it increased dramatically during the war pe-

riods both in absolute and relative terms.

- in 1812 the military expenses accounted for
54% of total expenditure growing by 34% as
compared to the previous year (see Annex 1)

- in 1813 the military expenses accounted for
67% of total expenditure and grew by another
55% as compared to 1812 (see Annex 1).

The military expenses during the Crimean War

followed the same pattern (see Annex 2).

Although the share of military expenses even

decreased (24%) by comparison to the pre-

war period (34% in 1852), the actual military
expenses grew by 11%. Going further one no-
tices that in 1854 the military expenditure even
decreased compared to 1853, however it con-
tinued to grow in 1855 (by 77%) and 1856 (by
almost 38%). The reason for the decrease in
1854 was that some military expenses were not
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registered in the periods they fell in but were
written off later on.

As is clear from Annex 3 the Russian-Turk-
ish war of 1877-1878 was not an exception.
Against the background of high military expens-
es in 1877 they grew by almost 65% in absolute
terms and remained at this level till the end of
the war.

The link between wars and the state finance is
evident. In particular the three wars examined
did play a crucial a role in economic and finan-
cial development of the country. However the
ways in which wars affected the state finance
are ambiguous.

In order to unveil the financial mystery of the
major Russian wars that shook up the country’s
economy in the nineteenth century it may be
expedient for illustrative purposes to distinguish
between explicit influence and implicit influence
of wars on the state finance.

The explicit influence can be traced through the
sources of financing military expenditure. The
main one being Borrowings and Paper money
issuing.

The implicit influence can be traced through the
financial phenomena that resulted from the war
constraints and should be regarded as para-
doxical because the wars brought about chaos
such as monetary distortions while financial
“know-how” would appear in wartime.

The War of 1812

The beginning of the nineteenth century for
Russia was marked by a number of wars with
France (two campaigns in 1805-1807), Turkey,
and Sweden.

Russia had hardly finished signing a peace
treaty with Turkey in May, 1812 in Bucharest
when another war with France broke out. That
war is known in Russia as the War of 1812.
The main task for the Ministry of finance was
finding money to cover the war expenses. Get-



ting loans abroad was very hard, because Rus-
sia had not repaid its previous debt (see Annex
4) fully and the country’s credibility had been
undermined.

In 1798 the Polish debt was incorporated into
the Russian debt. The overall debt reached 93
million guldens or 70.350.000 rubles (the Rus-
sian part of the debt totaled 56.500.000 gul-
dens borrowed from Holland plus 5.500.000
guldens borrowed from Genoa, resulting in a
total amount of 62 million guldens or 46.5 mil-
lion rubles (the rate of the time being 1 gulden =
0.75 ruble). The Polish part of the debt equaled
31 million guldens or 23.850.000 rubles).?
According to the Decree issued in 1798% the
total debt (amounting to 93 million Dutch gul-
dens) was to be repaid in 12 years, i.e. in 1810.
Obviously the Government had been unable
to find extra finance to reimburse the debt due
to excessive military expenditure required for
waging wars during the period of 1805-1811,
and 82.6 million Dutch guldens were still out-
standing.

Thus the Ministry of finance borrowed money
from the State (Zaemniy) Bank of borrowings
and other state institutions.

The importance of borrowings from these in-
stitutions can be determined by comparing the
state debt outstanding to these institutions on
the eve of the War of 1812 (in 1810) with that
after the War (in 1817). The stock of borrowings
grew by 170 million rubles and their share in
total debt reached 21.4%.* This figure reflects
the amount of money whose repayment pe-
riod was not fixed and that would hardly ever
be repaid thus undermining the state’s credibil-
ity. Besides, a significant part of this sum was
provided by the State (Zaemniy) Bank of bor-
rowings that accumulated money deposited by
the population on a non-fixed term basis, so the
money could be reclaimed anytime, thus mak-
ing this source of finance very unstable. If the
money had been reclaimed it would have en-
tailed a collapse of the Bank.
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However large the debt mentioned above was,
paper money issuance played an even greater
role in financing the War. This is proved by the
“assignations” (paper money of the time) stock
increase during that period.
It grew at a rapid pace from 1802 till 1817 (see
Annex 5) while different wars were waged and
the post-war economy restored. Again these
figures reflect a growth of state debt outstand-
ing to the population. While authorising their
holders to receive precious coins in exchange,
in fact “assignations” could not be exchanged
into silver, thus every paper ruble issued added
to the non-repayable debt of the Russian Gov-
ernment.

The results of the War of 1812 can be summa-

rised as follows:

- the non-repayable debt (including paper mon-
ey issued) grew by over 240 million rubles;

- due to excessive issuance of “assignations”
the prospect of restoring their exchangeabil-
ity into precious coins was postponed for the
distant future.

In conclusion, therefore there was an obvious

need for reforms.

The Crimean War (1853-1856)

The Crimean War was to a large extent financed
by borrowings. The following borrowings were
undertaken during the war period®:

- Two external 5% loans amounting to 90.56
million rubles.

- Loans provided by the state banks amounting
to 218.4 million rubles (non-repayable) — this
money was borrowed with no repayment term
fixed which meant they would hardly ever be
repaid.

- Borrowings from the Commission for state
debt reimbursement amounting to 12.3 million
rubles (non-repayable) — this was a double blow
for the financial system as, on the one hand,
borrowings were made on a non-fixed term
basis and, on the other, money was borrowed
from the institution that was supposed to repay
the state debts thus depriving other creditors of
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their lawful proceeds.

- Treasury bonds issue amounting to 90 million
rubles (non-repayable) — those initially were
bonds with an 8-year maturity period that were
prolonged on a permanent basis and never re-
paid.

- Total borrowings accounted for 411.26 million
rubles including 320.7 million rubles of non-re-
payable debt.

The monetary system was rather stable on
the eve of the Crimean war. The paper money
(credit notes or in fact short term public loans to
the government) were exchangeable into silver
and used as the main means of payment. The
decade after the reform was a time of relative
stability for the monetary relations.

In 1853 credit notes worth 225 million rubles
(see Annex 6) were in circulation while the ex-
change fund (golden and silver coins collected
and brought together specifically to support the
paper money rate) contained coins worth 146.8
million rubles. Therefore only 78.3 million paper
rubles were not backed by coins. It should also
be noted that precious coins worth only 5.4 mil-
lion rubles out of 146.8 million rubles within the
exchange fund belonged to the State Treasury.
The rest, i.e. 141.4 million rubles belonged to
individual depositors who had exchanged their
coins for credit notes.®

By the end of 1857 the amount of credit notes
in circulation grew to 735.3 million rubles (see
Annex 6) while the exchange fund diminished
by 5.3 million rubles to a cost of 141.5 million
rubles. Therefore the sum of credit notes not
backed by precious coins reached 593.8 million
rubles. The Government “prompted into action”
firstly withdrew its minor portion of precious
coins out of the exchange fund. Secondly, it re-
stricted the exchange of credit notes into coins.
A specialist permission issued by authorities
was now required for individuals to exchange
credit notes into coins. The restriction (or in fact
abolition) of exchangeability was to the detri-
ment of trust in the official means of payment
(credit notes).
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The results of the Crimean War can be sum-

marised as follows:

- The non-repayable debt (including paper mon-
ey issued) grew by over 530 million rubles

(The consolidated part of the debt had scarcely
augmented. However the non-repayable part
of the public debt had swelled and accounted
for almost 80% of the overall debt. This was
a phenomenon never observed before in the
Russian history of finance).

- Due to excessive issuance of “credit notes”
their exchangeability into precious coins was
abolished;

In conclusion, taken together these new difficul-

ties brought about by the War were an impetus

for reforms.

The Russian-Turkish War (1877-1878)

Extensive borrowings were required for the

Russian-Turkish war. However these borrow-

ings were based on actual credit principles (i.e.

on conditions of repayment, interest payment,

maturity and security). Although the state debt

augmented considerably, its non-repayable

part didn’t grow due to borrowings.

The following borrowings were made”:

- 5% bonds - 91.8 million rubles (domestic);

- 1st “oriental” domestic loan — 174.6 million ru-
bles;

- 2" “oriental” domestic loan — 276.1 million ru-
bles;

- 3" “oriental” domestic loan — 255.5 million ru-
bles;

- Receipts from railway bonds — 69.4 million ru-
bles

Total domestic finance — 867.4 million rubles

External loan — 106.4 million rubles.

The military expenditure associated with the

Russian-Turkish war totaled 1.021 million ru-

bles. Therefore 85% (867.4 million rubles out

of 1.021 million rubles) were covered using do-

mestic credit resources. That fact distinguished

this War from the previous wars of the nine-

teenth century.

No matter how successful those borrowings



were they became a large financial burden for
the country’s economy and did not prevent the
Government from printing paper money.
A dramatic increase in paper money stock dur-
ing the Russian-Turkish war was another major
financial consequence of the war (see Annex
7).
First and foremost credit notes were required
as a source of short term loans supporting ex-
traordinary military expenditure since long-term
instruments cannot provide finance as quickly
as that.
However the Russian Government could not
rely as much on the credit notes as it did during
the Crimean War. In 1853 full-fledged money
that could be exchanged into precious coins
was in circulation. By issuing credit notes worth
400 million rubles the Government did get fi-
nancial resources in amount of 400 million ru-
bles. In 1876 non-exchangeable paper money
was circulating. Thanks to the high credibility of
the authorities the paper money rate remained
steady at the level of 85% of its face value in
peace time. However once the War broke out
the rate plummeted (1876 — 80% of the face val-
ue, 1877 — 67.5%, 1878-1879 — 63%). Besides
the growth of paper money stock increased the
state non-repayable debt.

The results of the Russian-Turkish War (1877-

1878) can be summarised as follows:

- the state debt was managed in a better way
than before, its non-repayable part only grew
due to paper money issuance;

- however excessive money issuance made the
currency rate fall and prevented the Govern-
ment from restoring the exchangeability of
“credit notes” into coins;

In conclusion, there was an obvious need for

reforms.

The implicit influence should be discussed sep-

arately. Two opposite examples of implicit influ-

ence are given below.
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Monetary circulation distortions

Since paper money was one of the main sourc-
es of financing military expenditure during the
War of 1812 it had to be stable and accepted by
the population as an official means of payment.
Otherwise the government would not have
been able to get what it needed: armaments,
food etc.

Based on this assumption it can be suggested
that it was in anticipation of the war and tre-
mendous military expenditure that could not
be provided for other than by printing paper
money that the Russian government issued a
Manifesto as of 9 April, 18128, proclaiming “as-
signations”, the official obligatory means of set-
tlement to be used for all payments and deals
within the territory of the Russian Empire.

In accordance with the Manifesto all taxes de-
nominated in silver had to be levied in “assigna-
tions” at the rate of 2 rubles in paper money for
each silver ruble. Other duties such as postal
duty, state land duty and some others at the
rate of 3 to 1. The payments (whose amounts
were denominated in silver) by the State Treas-
ury to individuals had to be performed in pa-
per money at the rate of the day. All the settle-
ments between individuals had to be executed
in “assignations” only. It is obvious that the of-
ficial setting of different exchange rates of “as-
signations” along with a free rate for everyday
life of commercial dealers and ordinary citizens
could only bring about chaos in the monetary
relations. Notwithstanding the intention of the
Ministry of finance to support the “assignations”
price, the Manifesto instilled confusion in mon-
etary relations. The fluctuating “assignations”
rate difference came to be known as the “folk
agio” that was not ousted from the monetary re-
lations until the reforms of Kankhrin.

It is not an assertion, rather a suggestion that
the “folk agio” was a side effect of preparation
for the War of 1812. Since the state needed fi-
nancing to provide for the extensive military ex-
penditure it resolved to find ways of supporting
the paper money where unlimited issuing was
expected.
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Curious facts about the “folk agio”

The “folk agio” existed in two forms: Although
the official exchange rate of “assignations” re-
mained at the level of around 28 kopeks (de-
nominated in “assignations”) per silver ruble
the circulating silver and golden coins had a
mark-up over the price of “assignations”. The
second form of the “folk agio” was even more
curious: the “assignations” of large denomina-
tions (such as 100 rubles) had a mark-up over
the price of copper and small denomination sil-
ver coins.® However strange this situation may
seem at first sight the underlying reason for the
second form of “folk agio” was pretty simple. If
someone in Russia had to pay a high price for
some goods or services one would generally
have two options: either bring to the provider
of goods or services a “large” sack of copper or
small denomination silver coins or just pass to
the aforementioned person a sheaf of “assigna-
tions”. The latter seemed to be more appeal-
ing. However the stock of large denomination
“assignations” was not enough to provide for all
the payments of that kind. Thus the supply of
large denomination “assignations” did not meet
their demand.

Besides the “folk agio” was continuously fluc-
tuating and varied depending on the part of the
Russian Empire. This was the reason for a tre-
mendous amount of speculations that benefited
the cunning and made others lose their money.
For example in Nijniy Novgorod (a major Rus-
sian city) one could buy goods at the price of
100 rubles in copper or small denomination sil-
ver coins or at the price of 80 rubles denomi-
nated in “assignations” (in case the “folk agio”
equaled 20%). Then those goods could be
transported to Siberia and sold at the price of
real 100 rubles denominated in “assignations”
because the “folk agio” did not apply there.™

Financial “know-how” of the time

The opposite example (that of positive implic-
it influence of a war on the Russian financial
system) is evident in the Russian-Turkish war.
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Intensive railway construction had to be sus-
pended during the war but it was not stopped
completely. The amount available (in the spe-
cial fund) for railway construction in 1876-1879
reached 131.5 million rubles. However, the ac-
tual amount spent was much higher at 286.5
million rubles." That sum exceeded the funds
available by 155 million rubles necessitating
supplementary paper money issuance. Thus
usefulness of paper money as a bridging in-
strument of financing railway construction until
receipt of proceeds under long-term loans was
revealed.

Conclusion

The wars, while making matters far worse for
the economy and the financial system in par-
ticular, were to some extent drivers for reform.
Such war consequences as increases in non-
repayable debt aggravated the bad state of the
financial system and made it difficult to man-
age the state debt. This problem absolutely re-
quired resolution. At the same time excessive
issuing of paper money either made the latter
non-exchangeable into precious coins or made
it impossible for the Government to restore pa-
per money exchangeability into coins even if it
so desired.

The wars were a “stress test” for the financial
system highlighting its weaknesses thus show-
ing the way for reforms (follows from the previ-
ous statement).

The wars were a controversial phenomenon for
the financial system since, on the one hand,
they spawned monetary circulation distortions
such as the “folk agio”, and, on the other, they
brought about financial “know how” as evi-
denced by the experience of railway construc-
tion during the Russian-Turkish war (1877-
1878).

Vladimir Bakhtin
Financial University in Moscow



Annex 1. ncome and expenses of the Rissian Enpit e in 1809.1317

Year 1809 1810 1811 1812 M1l 164 1815 1816 1817
Income, millions of rubles | 30583] 3352 3556 4154 5§31 506.1 5718 B17.2| B28.15]
Expenses, milions of
rubles 278,45 78 I 3422 423 4572 3013 428.2] 43857
Military expenses, millions
of rubles 136,04 147.5 1369 " 218 ;11 2308 2541 2022
Share of rmilitary
expenses in total
| expenditure % 449 53 80 54 % 6 549 ot 46|
Military expenditure growth] QD]
rate % 8| -d T as B -23 i0 a3
Balance, millions of
rubles 2T AT 56.24 83.39 73,19 108 1389 180.3 189 18T.63
Source The mthor's calculstions based on the State expendture reports of the years 1609-1817
Annex 2, Income and expenses of the Russian Empire in 1650.1858
Year 1850 1851 1852 1853 il T 1A% 1857 1858|
income, millions of rubles 231] 2252| 2284| 2275 2424 2615] 2848 2472 2328|
Expenses, milions of
rubles 2683] 2588 2816 3363 3893] 5441 5233 any 257
Miitary expenses, milions
of rubles 732 88.5 88,7 M1 (=B GE 2 728 17 §3,3|
Share of rilitary
expenses in total
expenditure % 28| 34 34 Fs | 14 ¥ “ 36 36|
Military expenditure growth]
rate % 20,9| 0,2 1.1 40 a3 el -489 -203|
Balance, millions of
rubles -32.2 =346 -35.2| -108.8| -1469 -2826| -2584 75 <251
Souree The sthor's calculstions based on the Stabe expendiure reports of the years 1850.1858
Annex 3, Income and Expenses of the Russian Emnpite in 18741879
Year 1874 1875 1876 1677 AL 1879
Income, millions of rubles 5517 5765 S5583] 5488 626 662
Expenses, milions of 5433 5432 624.1] 10144 10371 178
|rubles
Military expenses, millions 188.7] 2013| 2B08] &2 a4 1321
of rubles
Share of military ar ) 42 47 a1 17
expenses in total

niditure %
Military expenditure growth) 13 298 44 4 -B9.1
rate %
Balance. millions of 14.4 333 £4.8 4655 4111 -114
rubles
Source The suthor's calculabons based on the State expendiure reports of the yesrs 1874-1879

Annex 4. The external debt of the Russian Empire

Ernpire in 1812

Debt outstanding,
Borrower, year millions of guldens
Russiain 1798 62
Poland in 1798 3
Totalin 1798 93
Non-repaid external debt of the Russian 826

Source: W KaydesaH. MocygapcTsetsibe fonm Poccuu (1-8 wacTs). BecTrak EBpons), Tom 1,
wrmra 1-a. - C-Nereplypr 1885 rf | Kautman. State debts of Russia (part 1), Herald of Ewrope,

Vol Book 1.—S. Petersburg 1885
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Annex 5. Paper money stock increase at the I)e{!illtlill!l of the 19th century

Year |Millions of rubles Stock increase rate,%
1802 231

1805 292 264
1806 319 9.2
1807 382 19.7
1808 477 2489
1809 533 11,7
1810 579 8.6
1811 582 0.5
1816 700 203
1817 836 194

Source: W.C. Bamoxs. Deancel Pocckm XIX cTonetva. Motopua — CTaTticTiea, Tom
1. C-Nerepbypr. 1882, cr. 844 Blioh. The Finance of Russia in the 15th century

Annex 6. Paper money stock increase in the 1850s

Year |Millions of rubles Stock increase rate,%
1852 170

1853 225 32
1854 235 4
1855 204 25
1856 509 73
1857 690 35
1858 735 7

Source: The author's calculations based on data from the works of Blioh and Kauffman

Annex 7. Paper imoney stock increase inthe 1870s

Year |Millions of rubles Stock increase rate,%
1872 7186

1876 797 11
1877 1097 38
1878 1297 18

Source: The author's calculations based on data from the works of Blioh and Kauffman
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A Dual-track Reform of China’s Banking System in the 1980s
and its Consequences on the Direction of Financial Flows
Insight from China’s Countryside

China’s development strategy has been influ-
enced and characterised by the aim of yindizhi-
yi i.e. adapting measures suited to local con-
ditions. Central government policy making has
often been in the form of guidelines and direc-
tives that set a general framework and left room
for local interpretation and developments. Con-
sidering the size of the country, its geographic,
cultural, social and economic divergences, this
is a reasonable and pragmatic approach. As a
country in transition with an incomplete insti-
tutional setting, China furthermore has made
use of this strategy to allow for an evolution-
ary approach, which includes limited local ex-
periments, a dual-track price system and a
certain amount of opportunity for bottom-up
developments. The latter creates opportunities
to eventually adopt changes on the micro-level
and incorporate them into central policy direc-
tives.' However, this evolutionary approach to
development has resulted in frictions within the
hierarchy of power and in the inherent risk of
power collusion. Policy guidelines issued by a
central government run the risk of causing de-
viating developments on the micro level which
could even counteract the original intention.
Given the situation of China’s ‘fragmented au-
thoritarianism’2, where the power relationship
not only includes market and state actors but
also involves local government acting as stra-
tegic players, these consequences were to be
expected.

Against this background the paper analyses
how the interaction between top-down instruc-
tions and bottom-up responses has shaped
the evolution of China’s banking system in the
1980s%. The paper shows how decentralisa-
tion of capital allocation to lower levels resulted
in economic growth as intended, eventually
though at the cost of central control over finan-
cial flows and excess credit expansion. Inflation
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in the post-reform period in China has been
subject to a number of macroeconomic stud-
ies.* The present paper takes a different ap-
proach and focuses on developments on the
micro-level that responded to macroeconomic
and monetary policies. The decentralising of
lending decisions to lower levels took place at
a time when financial institutions had no means
to independently assess their clients to evalu-
ate their credibility but had to rely on local ar-
rangements of non-market forces to manage
lending risks. On the other hand, as financial
institutions were put on a dual-track lending
system comprising both commercial and policy
lending, loopholes for local collusion were cre-
ated making non-market interference possible
in the first place. Micro level arrangements in-
fluenced financial flows at the local level and
eventually impeded central government’s in-
tention. Subsequent adaptions of the banking
system were partially a result of these develop-
ments and thus were induced bottom-up.®

Setting the framework: Implementation of a
two-tier banking system

Towards the end of the 1970s, it became ob-
vious that microeconomic decisions could not
be controlled and coordinated from offices of
government administration at the central level
alone.®* When China’s reform and opening-up
policy was launched in 1978 by the Third Ple-
num of the Eleventh Central Committee of the
Communist Party changes in the real economy
were introduced that gave enterprises the right
to make their own production and investment
decisions.” Subsequently, reforms in the 1980s
aimed to establish a financial system that or-
ganises and directs financial flows more effec-
tively and efficiently to enhance the productivity
of the real economy.® Yet, market based mech-
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anisms were supposed to act “under the guid-
ance of one plan™.

Central government objective: decentralisation
of the financial system to comply with economic
reforms

At the beginning of the reform era in 1978,
deciding what role state actors should play
within the capital allocation process and what
should be left to be directed by market forces
was highly controversial: Shih (2008) analysed
various internal government and banking docu-
ments and concluded that the more traditional
faction favoured a rather bureaucratic system
that regarded the banking sector as a means
to achieve policy tasks, to maintain social and
economic stability, and to reduce costs for mon-
itoring and evaluating state-owned enterprises.
The other faction saw banks as a source of
funds to fuel local economic development and
increase investment autonomy at local levels.
Banks would be a means for local government
to circumvent the central budgetary granting
process and direct financial flows according
to local conditions.'® The latter faction, which
was headed by Deng Xiaoping, eventually pre-
vailed. The reformers hoped to increase effi-
ciency on the micro-levels, as banks would act
more selectively in allocating their funds, as
they would be able to collect and incorporate
local information when giving out loans and
thus would monitor the performance of the re-
cipient enterprises more closely. Efficiency in-
duced by market mechanisms was expected to
be brought at comparably lower costs than it
would have been if responsibility for loan distri-
bution had remained with central government
offices.” Moreover, bank credit was supposed
to lead to a hardening of budget constraint, a
problem well known in the pre reform era.? It
will be shown below, that the resulting system,
however, still contained elements of both posi-
tions on the role of banks.
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Corresponding changes in the monetary poli-
cy: bogaidai - bank loans instead of budgetary
grants

Before 1979 the distinction between fiscal and
financial assets was rather artificial, as the Peo-
ple’s Bank of China (PBC) de facto functioned
as a fiscal agent to the Ministry of Finance and
the mono-banking system controlled the flow of
government budget, which included the finan-
cial flows for investment decisions, enterprise
finance and funds for government projects.™
The main role of monetary policy was to con-
trol the implementation of the physical plan,
which required a financial counterpart, i.e. the
credit plan that provided the amount of liquid-
ity necessary to realise it. The task of supply-
ing funds was divided between the budget and
the banking sector. The budgetary plan defined
by the Central Planning Committee funded all
fixed investments plus most permanent work-
ing capital required by enterprises in the form
of grants. The PBC supplemented these funds
with short-term working capital when enterpris-
es temporarily needed more than the centrally
allocated quota.’ Cash circulation for enterpris-
es was furthermore tightly controlled: maintain-
ing an account with the PBC was required and
withdrawal could only be done when expressly
authorised.'® Bank operation as such was not
decisively determined by risk considerations.
As long as the banking system followed the
instructions of the planning commissions and
other bodies it had mostly accounting functions
to perform.'®

The first steps to reforming the banking sector
were taken in 1978, when the PBC was sepa-
rated from the Ministry of Finance and granted
the status and authority of a central bank in
1983. In a second step, four banks were au-
thorised to undertake commercial operations:
Industrial and Commercial Bank (ICB), Agri-
cultural Bank of China (ABC), China Construc-
tion Bank (CCB), and Bank of China (BoC). A
two-tier banking system arose with these four



banks and the PBC as the central bank. The
widely used practice of zero-interest govern-
ment budgetary grants for investment projects
was phased out in favour of interest-bearing
bank loans for both working capital and fixed
asset investments. This policy was implement-
ed in 1979 and was officially labeled as bogaid-
ai, i.e. loans instead of allocations.'”” Between
1979 and 1984 the share of investments into
fixed assets financed outside the state budg-
et increased from an estimated 35 percent to
about 60 percent.'® Along with this transforma-
tion of the banking system, decisions involving
the issuing of loans were decentralised, so it
was only logical that the PBC stopped granting
direct loans to enterprises altogether in 1984."°
This required certain changes in monitoring
policy. When the PBC lost its ability to chan-
nel budgetary grants and financial assets to en-
terprises and to government favoured projects
directly, the credit plan from the pre-reform pe-
riod was kept in place as one of the monetary
instruments of the central bank. Its formulation
changed though, as the calculation of the over-
all money supply was supposed to incorporate
micro level data: Based on expected economic
growth, the total volume of new loans and the
allocation of specific loan ceilings for each of
the specialised banks were tentatively commu-
nicated by the central bank to the headquarters
of the respective banks. After consulting their
provincial and regional branches, the branches
on a provincial level submitted a revised plan
to their headquarters to mutually formulate
the final credit plan, eventually approved by
the State Council.®® The PBC then issued and
ratified loan quotas for each of the four special-
ised banks and set the rediscount rate to which
banks were able to borrow from the central
bank.?' The credit plan was the basis to achieve
the national investment plan targets and deter-
mined the allocation of funds provided either in-
directly by the central government as “directed
credit” or by lending granted from the banking
institutions themselves.?
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Among the monetary instruments with which
the central bank was furthermore endowed ,
was the authority to centrally set interest rates
for both loans and deposits, which varied ac-
cording to their classification, e.g. lower rates
for agricultural and infrastructural loans. Fur-
thermore, the central bank issued reserve re-
quirement ratios for the four specialised banks
as a means to control liquidity in the market.?
Originally set at 20% for enterprise deposits and
25% for rural deposits, including the redeposit
of the rural credit cooperatives at the Agricul-
tural Bank of China, the reserve requirements
were reduced to a uniform 10% for all types of
deposits and all specialised banks in 1985. In
1985 the rate for bank lending from the central
bank was set higher than for deposits placed at
the central bank. Moreover, rates were set dif-
ferently for lending within the credit plan and for
lending needed for additional lending, the latter
one being higher. %

Despite these indirect instruments, the credit
plan remained the main instrument for the cen-
tral bank to control the amount of money supply.
Unlike the pre-reform era it, however, aimed to
also stimulate microeconomic incentives in the
actual allocation of capital.

New incentive structures within the banking
sector: duocun duodai - more deposits, more
loans!

With the switch from non-interest bearing budg-
etary grants to bank loans, banks were facing
a new situation: They were the primary chan-
nel through which investments were financed,
but also had inherited the responsibility for the
proper allocation of capital within the economy
from the PBC and the Ministry of Finance. In
addition they were supposed to make their own
lending decisions and became responsible for
their own profits and losses.?® At the beginning
of the 1980s the central government replaced
the traditional system of centralised manage-
ment of deposits and allocation of loan quotas
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with a new system of “central planning and
decentralised administration, linking deposits
with loans and controlling their differentials”
(tongyi jihua, fenji guanli, cundai guagou,
cha’e baogan). The central plan was ‘devolved’
and quotas were allocated to branches at the
local levels. The local branches of the PBC
were still assigned goals for total deposits and
total loans that were derived from the overall
credit and cash plans, but were given greater
leeway in their lending decisions: The volume
of loans was linked to the volume of deposits
and the difference between loans and deposits
became the constraint the banking system had
to meet.?® The year-end planned deposit vol-
ume was to be added to the appropriated fund-
ing volume from above and stood against the
total outstanding loan volume planned.?” This
led to what was eventually described as duo-
cun duodai (i.e. more deposits — more loans).
Branches that succeeded in attracting more
deposits could extend more credit rather than
having to remit these funds to a higher level of
the PBC.2®

Applied reform approach: Dual-track price sys-
tem

A dual-track price system comprises two differ-
ent allocation mechanisms: one track functions
on the grounds of fixed input prices and fixed
outcomes, the other track is based on market
prices. When combined they form a strategic
option for a country to gradually develop from
a planned to a market economy. Such a dual-
track system is often cited as a alternative for
the so called big-bang strategy; it is considered
to be socially less costly as the old system can
remain and gradually transform while the mar-
ket oriented system slowly grows.

The loan allocation in China in the first reform
years was determined by two types of loans.
One type of loans was part of the mandatory
plan (zhilingxing jihua) and was supposed to
support national priority projects, among them
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construction projects and policy loans for rural
development. These loans were not given out
on the basis of economic principles but were
justified by political priorities. As such, these
loans featured positive externalities, as those
that benefitted often did not bear the cost for
funding, namely state-owned enterprises.?® The
provision of these loans was jointly worked out
by the provinces, the respective ministry and
eventually the State Planning Commission
as well as the PBC.*® The other type of loans
consisted of working-capital for local projects
and commercial loans. These loans were sup-
posed to be granted by the financial enterprises
on the basis of economic principles. Hence a
dual-track lending system was established: on
the one hand banks had to provide funds for
government-endorsed investment projects —
the so-called policy lending (zhengce daikuan)
— which most often were priced at lower inter-
est rates than commercial loans so that banks
received less return from supporting these
projects.?' At the same time banks were ex-
pected and encouraged to attract funding, i.e.
deposits, themselves, so that they could extend
a substantial volume of loans at their own dis-
cretion in addition to the so-called policy lend-
ing (zhengce daikuan).®?

Insight from the local level: The development of
China’s financial system in the countryside as
an example for the consequences of the reform

The economic reforms of the late 1970 em-
barked first in the rural areas. The households
became the basic production unit and when la-
bour was released from collective units, capi-
tal was needed for both agricultural production
and industrial development in the countryside.
In the years 1978 to 1984, the annual growth
of per capital rural household income reached
73% and industrial production in the country-
side grew by 1,188% and thereby outperformed
the national industrial production, which grew
by only 227% in the same period.®® The diver-



sification of production and the emergence of
a vibrant non-agricultural sector led to a more
complex demand for financial services in the
countryside. So-called township and village en-
terprises (TVE) emerged and significantly con-
tributed to China’s rural development. By the
late 1980s, these enterprises produced over
two-thirds of rural industrial output.®*

Institutional setting: state-owned agricultural
bank and rural credit cooperatives

Among the measures of financial liberalisation
and decentralisation, the State Council reestab-
lished the Agricultural Bank of China (ABC) in
1979.% The bank was made a direct subordinate
of the State Council and initially functioned as a
representative of the central bank (PBC) in the
countryside. The ABC thus was put in charge of
managing the countryside’s financial situation
and of appropriating government funds.* Policy
lending included loans to collective agricultural
organisations, for the purchase of agricultural
and sideline products and for the purchase of
grain.’” Although the reforms of 1984 also in-
troduced competition among the four special-
ised banks and allowed them to lend outside
their originally allotted business scope, the ABC
was usually the only banking institution in many
townships in the countryside. Furthermore, the
bank obtained the control over the local rural
credit cooperatives (RCCs).*

The RCCs have been in existence since the
1920s and had developed into a large national
system of local cooperatives during the 1950s,
when around 90 percent of farmers’ households
were members by either holding shares or as
depositors. During the Great Leap Forward
(1958-1961), these institutes were converted
into the financial management units of the peo-
ple’s communes at the cost of their independ-
ence, thus deviating from the cooperative prin-
ciples of serving individual households.*® With
the banking reform in 1984, RCCs were pushed
to resume their original role of a cooperative fi-
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nancial institution. Thus, they were nominally
member-owned and had the status of inde-
pendent legal entities. 4°

This independence of the RCCs was only su-
perficial, though. When the setting of differen-
tials between loans and deposits was extend-
ed to the RCCs, it proved to be impossible for
them to follow these rules in their operation
given the highly seasonal nature of agricultural
loans.*' Therefore the RCCs were put under the
authority of the ABC so that loans and depos-
its of the two institutions could be pooled and
the fluctuations over the year could more eas-
ily be counterbalanced by interbank transfers
between branches of the ABC and local RCCs.
While both types of institutions continued to
maintain separate account books*?, funds were
in reality often combined and large amounts of
rural household deposits were channeled to the
ABC. Until 1984 more than 50% of the depos-
its held by the ABC were transfers from RCCs.
Although this percentage decreased in 1984
when guidelines were issued to strengthen the
collective structure of the RCCs, the system
contained the source of a long-lasting conflict
of interests between the two financial institu-
tions.** While the ABC commanded a wide-
spread system of local branches and reached
down to the township level, it remained nev-
ertheless a central government organ and an
instrument of central policy. RCCs on the other
hand operated on a rather limited network and
were more embedded in the local community
structure.

Initial impact of banking reform: credit expan-
sion based on unconventional lending and risk
management methods

In the 1980s the total loan volume of the ABC in-
creased by more than 370 percent, with the loan
book of the RCCs growing by 1300 percent in
the same period. During that time the increase
of the volume of loans extended to township
and village enterprises (TVE), the successor of
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the former commune-brigade enterprises, by far
exceeded the above figure: Aimost 700 percent
for the ABC and 1800 percent for the RCCs.*
In 1984 the ABC extended around 15 percent
of its loan volumes to TVEs, which consider-
ably exceeded the originally intended amount
of loans to rural enterprises.*> These figures
are surprising when taking into account unclear
ownership structure of these enterprises: They
were neither owned by private individuals alone
nor were they state-owned.*®

They began in a legal white spot and developed
in political and economic niches.*” As their sta-
tus was unsecured given the fragmented and
lagging legal and administrative structure at
that time, their property rights were ambiguous
and thus made it impossible for banks to rely
on these property rights exclusively when mak-
ing loan decisions. While central government
attempted to improve the integrity of the bank-
ing business by requiring working capital to be
backed by 30 percent of the company’s own
fund, rural enterprises were often able to obtain
loans even though they did not meet these re-
quirements.*® Apparently, rural financial institu-
tions applied other measures to address their
clients’ credibility. Unconventional methods to
mitigate lending risk became necessary as no
reliable external or third party existed to audit
corporate financial data and thus made it possi-
ble for companies to “fool the banks™® through
‘creative accounting’. Moreover, as most assets
of these township and village enterprises were
held collectively or by local government, liqui-
dation costs in case of non-repayment would
be relatively high. According to Park and Shen
(2003) the word collateral did not even appear
in ABC documents until 1985.%° Even if collat-
eral was available in rural enterprises, the fi-
nancial institution was often not able to get hold
of it in case of failed repayments. Although the
bankruptcy law was passed in 1986, it was of-
ten difficult to have it enforced.

Park and Shen (2003) argue that despite their
institutional and legal short-falls, it was the col-
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lective characteristic of these rural enterprises
that made rural financial institutions willing to
lend to them in the end: Lending to TVEs con-
tained the key features of joint liability lending,
where the problems of adverse selection and
moral hazard are overcome by group sanc-
tioning and monitoring abilities.5" Sanctioning
mechanisms were however exerted by the lo-
cal government on the collective enterprises
within their jurisdictions. This was possible be-
cause managers of these collective enterprises
were mostly native local residents who usually
had well-developed personal relationships with
the local government. They were nevertheless
highly dependent on the local government for
career advancement. So in the end, it was of-
ten the local government which made collective
lending reliable.

One aspect of the intermediary role of local
governments was their advantage in collecting
and providing information, as they were able to
extract inside information and to provide moni-
toring capacity over township and village enter-
prises and their management. As local govern-
ments had an interest themselves in influencing
the allocation of capital according to economic
principles, they collected information on en-
terprises and created credit ratings to identify
creditworthiness themselves. Chen (2006) fur-
thermore observes that this construction re-
sembles a relationship-based contract where a
“senior community member replaces the func-
tioning of the market as a means of identifying
entrepreneurial talent” 2. Given the special po-
sition of local governments in the rural industry,
local banks used the information contained in
these credit ratings when extending loans to
the local industry, because they could assume
the ratings to be fairly reliable.5?

Another aspect of the intermediary role of local
government was the provision of guarantees.
According to the Chinese law, a guarantor was
required to be an economic entity with its own
independent source of income. Interviews by
Whiting (1996) reveal, however, cases where



local government offices resumed the function
of a guarantor: While the township industrial
corporation, the successor of the rural enter-
prise bureau, was a government office with the
official function to supervise the TVE, it was si-
multaneously working as an economic and le-
gal entity, similar to a financial conglomerate or
a holding company, and managed profit remit-
tances.®* Within this construction, local govern-
ment frequently placed levies on the retained
profits of the successful enterprises under its
jurisdiction in order to repay delinquent loans
of enterprises that are performing poorly.® This
made it possible for a bank to lend to rural en-
terprises despite their lack of reliable financial
statements and marketable assets to pledge as
collateral.®®

Local government in some cases also used
its fiscal budget to pay back loans in case of
delinquencies.®” This can be seen as part of a
reputation mechanism, when it is anticipated
that any default will put an end to future lend-
ing by the banking institutions. As there was low
competition in the rural financial market, finan-
cial institutions were endowed with some mo-
nopolistic power and could place a hard budget
constraint on the rural enterprises. Financial
institutions drew additional power from the fact
that only loans to state-owned enterprises were
administratively mandated as part of the state
credit plan.%®

The ABC and the RCCs extended mainly short
term working capital loans to the rural enterpris-
es, because these loans were less restricted by
central planning, but also because rapid repay-
ment in principle reduces the monitoring costs
for the financial institutions.

The local government: rent seeking eventually
counteracted initial market enhancing function-
ality

Whiting’s in-depth analysis of how tax and eval-
uation systems function as incentives for local
administrators at the grassroots level provides
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a further, though less positive view, on the inter-
mediary function of local government.* During
the pre-reform era, enterprise profits and tax
receipts were transferred to the central gov-
ernment and budgetary grants were centrally
allocated to the lower levels given the system
of “unified income and expenditure” (fongshou
tongzhi). Exceptions were made for profits and
tax receipts of commune and brigade enter-
prises, which accrued to their de facto own-
ers, i.e. the commune, and not to the central
government. Fiscal reforms in 1980, which
were subsumed under the slogan of “eating in
separate kitchens” (fenzao chifan), made local
government primarily responsible for their own
revenues and expenditure. Whiting (2000) thus
notes that this system made “township govern-
ment the de facto owner of the collective enter-
prises under its jurisdiction with a claim on the
profits of these enterprises, while at the same
time it was a tax collection agent of the cen-
tral government”.®® While this constellation has
been subject to extensive research with contra-
dicting conclusions®’, it nevertheless serves as
a strong incentive of local government to sup-
port the growth of rural enterprises. Adding to
this, the cadre evaluation system as issued of
1979 emphasised quantifiable indicators of per-
formance: Besides education and other public
goods, it was the growth of rural industry by
output, profit or sales that determined the bo-
nuses of the local cadres. Given these incen-
tives, local governments put a lot of effort into
securing as much loan volumes as possible
from the banks to finance new enterprises, be-
cause it was easier to increase output value by
setting up new enterprises than by improving
the performance of the existing ones. Efficiency
considerations were eventually not among the
most important factors directing financial flows
in the countryside.®

Thus, rural financial institutions did not only
have to deal with the problem of incorrect state-
ments by local enterprises, but also with local
government personally intervening so that en-

New research



New research

terprises received a higher rank in the bank’s
own credit rating system.®® This situation was
exacerbated by the fact that the bank manage-
ment often depended on the local government
for its career development. Given the dual
leadership of banking governance, local party
authorities were able to influence the appoint-
ment of township bank officials and were able
to make use of party channels to govern them.%*
More subtle examples of this type of influence
include the supply of water, electricity or hous-
ing as well as providing access to better school-
ing for children of bank officials.®

A World Bank study covering that time points
out that towards the end of the 1980s rural in-
dustries could retain less and less of their gross
profit for their own investments and were thus
increasingly dependent on credit finance. In-
stead higher shares of profit were transmitted
to township government and local cadres.®

Eventual reform outcome: increase in demand
for funds and loss of control over the allocation
of these

Bank credit was, however, still subject to the
central credit plan and to the policy of ‘more de-
posits, more loans’. More leeway in lending and
thus capital flow outside the state budgetary
plan was thus only possible when banks could
absorb more funding from household savings
than necessary to fund central government
projects.

Household savings was one source of funding
and its increase was intended and anticipated
by the financial reform policies in the 1980s. The
deposit of the RCCs rose from RMB 21.5bn in
1979 to RMB 214.5bn in 1990; during that time
the proportion of household savings placed
with the RCCs increased from 36% to 86%. The
ABC was not able to reach down to the house-
hold level to mobilise funding to the same ex-
tend.%” Until 1984 the ABC was, however, able
to extract a large amount of household depos-
its from the RCCs. When the RCCs strove for
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more independence, though, the ABC branches
had to adjust their loan-to-deposit ratio increas-
ingly on their own.%® As expressed by a respec-
tive bank manager, the ABC was squeezed be-
tween “pressure from above and leakage from
below” (shangya xialou): While the ABC was
burdened to comply with policy lending targets
and state project funding standing as high as
70% of the total loan volume, the liquidity foun-
dation, i.e. deposits from RCCs were dripping
out of their realm, as the latter insisted on their
status of a cooperative entity independent from
the remaining banking system.®°

Hence, the ABC tried to lobby for more fund-
ing, so-called re-lending (zaidaikuan) from the
central bank. The practice of re-lending official-
ly encompassed earmarked funds for special
purposes and to support financial institutions,
in case they were given loan quota but had not
acquired enough funding.”® Earmarked funds
were given to the ABC, for example, in order to
supply funds to state procurement agencies. As
part of the national development strategies, the
procurement price paid for agricultural products
began to increase; however, the increase in
prices was not reflected in the urban consumer
prices as they had yet to be subsidised. The ac-
crued losses of the procurement agencies were
left to be funded by the PBC via bank lending
by the ABC.” Thus, in order to acquire more
funding, the ABC in some places tended to stra-
tegically underfund this rather ‘rigid’ demand
for loans: An example cited by Huang (1996)
shows that the ABC exceeded its allotted loan
quota by 48 percent in the months between
January and August 1988 to ask the central
bank for additional funding for the autumn pro-
curement of agricultural products.”

Other means to extort funding from the central
bank were so called white notes (dabaitiao).
When the ABC was unable to pay for these ag-
ricultural procurements, as it had already used
its funding for commercial lending, it tended to
extend informal notes of debt obligation when
farmers came to deliver their harvest.” When



the peasants eventually came to redeem these
notes, the central bank felt obliged to cover
them by providing more funding to the branch in
order to prevent social unrest.” In the end, this
led to the overall operational principles of “what
the budget cannot cover should be covered by
bank credit, what bank credit cannot cover must
be covered by the PBC"”®. The ABC was able to
take advantage of the fact that the PBC had no
other means to direct funding to national prior-
ity projects than by channeling funds through
the banking system itself. Eventually, the PBC
functioned as the de facto lender of last resort.
As set out above it was furthermore in the in-
terest of local government to increase the loan
volume available within their jurisdiction. Thus,
local bank branches tended to collude with lo-
cal government for higher credit and investment
plans. As the PBC was subject to the system of
dual leadership, its branches on the local level
were exposed to local government intervention
and a weakening of central control. According
to Montes-Negret (1995) this often took place
in an “implicit quid pro quo””® where the employ-
ees of the local PBC branches were rewarded
for funding local projects with higher status
and benefits. It was moreover difficult for the
head-quarters of the PBC and the State Coun-
cil to obtain ex post verifiable information about
the diversion of credit undertaken by the local
banks.” Thus, it was possible for local banks to
allocate credit across projects and together with
the local government arbitrage the dual-track
loan system.” The fact that the central govern-
ment did not have any independent source of
information when formulating the central credit
plan, which determined the funding provided for
the investment plan and influenced the amount
of centrally directed funds through the bank-
ing system, increased the potential for divert-
ing funds on the local level. The assessment of
provincial investment demand had to be based
almost exclusively on the information submitted
by the provinces and was thus strongly influ-
enced by the local officials themselves.”
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Conclusion

The actual loan volume in the 1980s constant-
ly exceeded the credit plan® and thus under-
mined the main monetary instrument of the
central bank. Given asymmetric information,
local financial institutions were able to allocate
credit across projects and thus channel finan-
cial flows to purposes and projects which were
not necessarily those put down in the central
credit plan. This development was initiated by
the dual price system within the lending busi-
ness.

The dual-track lending system opened potential
for bargaining, so that in the end, the amount
of loans which banks were required to extend
as part of policy lending did not necessarily
match the amount of directed credit by central
government in order to fund them. The control
over credit allocation had the potential of pow-
er struggles between banks, central and local
government. The credit plan, and therefore also
the amount of government granted loans, was
a product of top-down estimations and bottom-
up aggregation of local data with a natural in-
formation advantage of the local level parties.
On the other hand, central government could
strategically underfund the policy projects and
leave it to the banks to fill the funding gap as a
precondition to commercial lending and to cre-
ate an incentive to prudent capital allocation.
However, despite the fact that the banking insti-
tutions are state-owned, their governance has
been — similar to other government bureaucra-
cies in China - under the dual leadership of the
state and the Chinese Communist Party. While
the PBC, as a more state-oriented institution,
monitored the banking system and influenced
the selection of bank management staff, bank-
ers on all levels also relied on the respective
level's party officials for career perspective.®'
This opened potential for local officials to in-
tervene in the banking industry. Furthermore,
the price differential between commercial and
policy lending eventually weakened the central
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bank’s power to issue binding credit plans. Lo-
cal banks used their own funds as well as cen-
trally directed loans for commercial activities
and tended to underfund state priority projects,
because they were less profitable. The cen-
tral government, which was not able to extend
loans itself anymore, was thus forced to make
up for this structurally induced underfunding by
infusing constantly more capital into the bank-
ing system. As long as central government was
committed to supporting state-owned enter-
prises and projects as part of the overall credit
plan, more and more money had to be provid-
ed. Eventually, the central government had suc-
ceeded in establishing market incentives within
the banking system; the allocation of capital
was, however, determined by investment pref-
erences that did not necessarily accord with the
original intention of the credit plan.
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Outlook: In an attempt to regain control of the
system, the Chinese government followed a
threefold strategy in the 1990s:

1) the task of giving out ‘policy loans’ was trans-
ferred from the existing four state-owned
banks to institutions specially founded for that
purpose (China Development Bank, the Ex-
port and Import Bank of China, and the Agri-
cultural Development Bank of China)

2) This made it possible to push the four ex-
isting banks further on the road to becoming
‘normal’ commercial banks because interfer-
ence by local governments was greatly re-
duced and further banking institutions were
allowed on the market as competitors.

3) The People’s Bank of China was strength-
ened in its role as a central bank responsible
for monetary control and financial stability.

Ann-Kathrin Prior

PhD student

DFG Research Training Group
University of Duisburg-Essen
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Money Stories: the Development of the Citi Money Gallery

Money is a very familiar thing in the modern
world, and something we use every day. It is
perhaps not often that we stop to think about
these small metal, paper and plastic objects.
Where did money come from? How does it
work? What is it that makes us all trust that cur-
rencies are worth what they say they are? How
has money and the ways that people use and
abuse it changed over the last 4000 years, and
how might it change in the future? These are
some of the questions that the new Citi Money
Gallery at the British Museum will answer.

The Money Gallery at the British Museum
opened in 1997, and since then the thematic
approach taken by the gallery, telling the story
of money rather than creating a display of coins
and paper money, has been imitated in money
museums around the world, and has been ex-
tremely influential. So, it was with some trepi-
dation that we began the project to redisplay it,
creating a new permanent display of the history
of money at the British Museum. At the same

N,

time, it was clear from that what was needed
was more than a simple refresh of the existing
displays, as evaluations carried out over the
years had given clear pointers for the ways in
which the Money Gallery could be improved.
Thanks to support from Citi, we were able to
begin work on redisplaying the money gallery
early in 2011. Working with the team of special-
ists in the Department of Coins and Medals and
with members of the Interpretation team, we
defined a set of key messages for the gallery,
which could tell this 4000-year global story with
fewer objects, more clearly.

We decided very early on to keep the existing
chronological structure of the gallery, so that
visitors can literally walk through the history of
money. The gallery is a long, thin, space, so
we decided that each side of the gallery would
have a different main message. One side of the
gallery will look at the authorities behind mon-
ey — the rulers, governments, and institutions,
who issued, backed, and guaranteed the value

El-Amarna hoard, Egypt, about 1350—1300 BC
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of money in circulation. The other will focus on
individuals, and what they used money for, in-
cluding the social and cultural significance that
money has had, as well as its financial uses.
Each of these main stories is told through 6 wall
cases, each of which uses 4 case studies to
look at a particular theme or key idea. To give
just three examples, at the beginning of the gal-
lery, there will be a case on the beginnings of
coinage, which includes Lydian electrum coins,
alongside Chinese bronze spade money and
knife money, and Indian punch-marked coins,
looking at what we know about the authorities
that issued them, and the ways that the tradi-
tion of coinage developed differently in different
parts of the world. In the middle part of the gal-
lery, one of the cases will be on individuals’ rit-
ual and religious uses of money includes case
studies on burying coins with the dead, on pil-
grimage, on alms-giving, and on amuletic uses

Great Ming circulating treasure note, China, AD 1375
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of coins. In the modern part of the display, there
will be a case linking to bigger economic institu-
tions, including sections that look at banking,
at financial crises, at what backs the currency
in circulation, and at communism and money.
Each case features one object in it particularly
clearly — mounted on a vibrant raspberry-red
fabric panel. These 12 key objects, which we
call ‘gateway’ objects can each in some way tell
the whole story of the case, and provide a way
into the key themes of the gallery. In addition
to the wall cases, there are a number of cases
along the centre of the gallery, and these will
show the ways that money is made, and the
ways that it is counted, accounted for, saved,
and hoarded. The central case in the gallery will
look at the problem of forgery — which has ex-
isted for as long as currency has, which authori-
ties have tried to stop in order to maintain the
value of the currency in circulation.




Within this framework, and given that this will
be a permanent display, we wanted to find ways
to be able to update the content. The Depart-
ment of Coins and Medals is very active in the
processing of finds, working closely with the
Portable Antiquities Scheme and with the Treas-
ure recording process. This means that there
are often new finds and new hoards coming in
to the department, which we will be featuring.
The Department is also very actively engaged
in contemporary collecting, documenting the
ways that money in the modern world is chang-
ing. New technologies are being introduced,
and these can have unexpected impacts on
people’s lives, so we are working with the In-
stitute for Money, Technology and Financial In-
clusion at University of California, Irvine, to fea-
ture some stories about the ways that money is
changing lives. The first featured case study, for
the opening of the gallery, will be about mobile
phone payments in Haiti, which after the earth-
quake in 2010 suffered the almost complete
destruction of its banking infrastructure. Since
then, the use of mobile money has increased
dramatically, and a group of researchers in Haiti

Electrum coin, Lydia (modern Turkey), about 650 BC

undertaking ethnographic fieldwork on this are
collecting objects for the British Museum and
for this display, and a package of objects ar-
rived only a few weeks ago.

The new displays will open on 1 June 2012,
and although there is still much work to do be-
fore then, our trepidation at taking on this huge
topic and redisplaying a much-loved gallery has
changed into excitement, as well as renewed
interest in parts of the collection that had per-
haps not has as much attention as they might
have done in the past. The 1200 objects in the
new displays, from around the world, drawn
from across the British Museum’s collections,
and supplemented by a small number of loans,
all tell fascinating stories about money. The Citi
Money Gallery will give a historical context to
money, at a time when the contemporary global
economic situation is never far from the head-
lines. From the earliest evidence, more than
4000 years ago, to the latest developments in
digital technology, money has been an impor-
tant part of human societies. Looking at the his-
tory of money gives us a way to understand the
history of the world.

Catherine Eagleton

Curator of Modern Money
Department of Coins and Medals
British Museum
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A Collection of Architectural Plans
Bank of Spain
An Excellent Sample of Spanish Banks Architecture of the Last 130 Years

Volume: 1,799 plans grouped in 173 projects
Materials: canvas, paper, vegetal paper
Designs: drawings, ornaments, plants, fences,
outdoor sculptures, floorings, furniture...

The Architecture Collection brings together the
most relevant construction and remodelling
projects of the buildings previously owned by
the Bank of Spain. Of outstanding quality, these
projects were carried out by prestigious Span-
ish architects (Eduardo de Adaro, José Maria
de Aquilar, Severiano Sainz de la Lastra, José
A. Santullano, Pedro Caselles, José de Astiz,
Pedro R. Marifio, Antonio lllanes, Julian Apraiz,
Secundino Zuazo, José Yarnoz, Javier Yarnos,
Romulado de Madariaga, Luis Menéndez Pidal,
Juan de Zavala, Rafael Moneo...).

Creation of the Collection

Beginning in 1991, the Historical Archive of the
Bank of Spain assembled the plans from differ-
ent offices and its own archival documentation.
The final Collection was agreed in 2009, after
the important task of selecting those projects
that have, without a doubt, significant cultural,
artistic or historical relevance and should there-
fore be integrated within the documentary herit-
age. In 2010, the contents of the Collection was
restored, assembled and digitised in order to
facilitate consultation without the necessity of
handling.
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Structure of the Collection

Central Building in Madrid:

Plans of the different construction stages of the
building in the Cibeles environs, inaugurated in
1891 and extended for the first time in 1934.
A further extension followed in the 1970s, and
was completed in 2006. Renowned architects
have given Madrid one of its most emblematic
buildings.

Buildings of Branches:

Architectural plans of the seventy-three branch-
es and agencies that the Central Bank, which
began its territorial expansion with the con-
cession of the banknotes emission monopoly
in 1874. Only a few yet valuable modification
plans of the leased buildings used for the estab-
lishment of the first branches are preserved. In
the beginning of the twentieth century a policy
of new constructions was implemented. These
buildings were adapted to the particular opera-

tive requirements of the Bank of Spain, creating
a particular style that identifies its buildings in
every Spanish region.

Other Projects:

Plans of other buildings that belong or have
belonged to the Bank of Spain, and addition-
ally buildings that did not belong to the bank but
which, for various reasons, have been found in
the documentation of the Archive, for example
the ‘Pajar de la Puerta de los Pozos’ (Roof of
the Fountain Door’)’ by Sabatini

Other data of interest

Highlighted for its curiosity, among other things,
is the reform of the water sewerage network
of the Prado Avenue, which was necessary in
order to start the construction work of the first
building and the construction project of the ‘Ca-
mara del Oro’ (‘Golden Chamber’) in1932, lo-
cated 35 metres underground and with a total
surface area of 2.500 square meters.

www.bde.es
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Workshop report

The Euro: (Greek) Tragedy or Europe’s Destiny?
Economic, Historical and Legal Perspectives on the Common Currency
Symposium Held in Bayreuth, Germany, 11-12 January, 2012
(generously sponsored by the Volkswagen foundation)

More than 100 academics, central bankers,
doctoral and post-doctoral students from Eu-
rope and North America discussed the past,
present and future of European monetary inte-
gration at a symposium co-organised by Prof.
Bernhard Herz (University of Bayreuth, Germa-
ny) and Dr. Matthias Morys (University of York,
UK) and held in Bayreuth, Germany, 11-12
January, 2012. The symposium focused on an
economic, historical and legal analysis of the
current financial crisis in the euro area; this was
framed through the provocative (and stimulat-
ing) question “The Euro: (Greek) Tragedy or
Europe’s Destiny?”

The symposium was motivated by two funda-
mental shortcomings of the current debate: We
are not experiencing a pan-European debate

on EMU but rather a multitude of (highly diver-
se) national debates. Both economic analyses
and policy suggestions follow well-established
national fault lines which mirror earlier divisions
between “soft” and “hard” currency countries.
Policy-makers and the media target their natio-
nal audience rather than embark on a genuine
exchange of views. Moreover, we are not yet
drawing sufficiently on the rich experience of
past monetary unions in helping us master the
present and the future of EMU.

The two-day symposium addressed both wea-
knesses. The participants (who combined a
total of 18 different nationalities from Europe
and North America) absorbed lessons from
the past, i.e., explaining the conditions under
which monetary unions have worked well and

Matthias Morys (University of York), Niels Thygessen (University of Copenhagen), Bernhard Herz and Markus Mé&st!

(both University of Bayreuth) (from left to right)



appreciating the importance of monetary histo-
ry in shaping the attitudes of different countries
towards EMU. This part of the conference was
organised through a Call for Papers. We also
attempted to explain why economic analyses
of the current crisis and policy suggestions
to overcome it differ so fundamentally across
countries; this was achieved by inviting five lea-
ding economists from different European coun-
tries (Prof. Agnés Bénassy-Quéré, University
Paris | Panthéon-Sorbonne and CEPII; Prof.
Morton Hansen, Stockholm School of Econo-
mics in Riga; Prof. Manfred Neumann, Univer-
sity of Bonn; Prof. Niels Thygessen, University
of Copenhagen; Prof. Thanos Skouras, Athens
University of Economics and Business), one of
the leading economic historians of the interwar
economic crisis (Prof. Albrecht Ritschl, Lon-
don School of Economics) and a judge from
Germany’s powerful constitutional court (Prof.
Andreas Paulus, Federal constitutional court
and University of Goéttingen). A panel discus-
sion on the subject “Quo vadis Euro?” comple-

ted the two-day programme.

Following from this dual weakness of the cur-
rent debate, a first approach was to bring to-
gether the multitude of (highly diverse) national
debates to promote a genuinely pan-European
debate on EMU. In a second approach, we ex-
plored possible options for resolving the crisis,
mainly by drawing lessons from the rich history
of past monetary unions.

As part of the first approach, Prof. Albrecht
Ritschl (London School of Economics) brought
together in his keynote lecture (titled “Does Ger-
many owe Greece a debt? Long term perspec-
tives on the European debt crisis”) economic
and historical analysis and showed, based on
the examples of Germany and Greece, how
debt problems were handled after World War
| and Il. He pointed to the parallels between
the (mis)handling of German war debts in the
1920s and the current crisis where he sees too
litle emphasis on growth orientated policies.
Prof. Niels Thygessen (University of Copenha-
gen) related the discussion on European Mone-

Albrecht Ritschl (London School of Economics) delivering his key note speech titled “Does Germany owe Greece a

debt? Long term perspectives on the European debt crisis”
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tary Union in the 1990s (when he was involved
first-hand in preparing the blueprint for EMU as
member of the so-called Delors-Committee) to
the current discussion on the adequate policy
response among euro area member countries.
He highlighted that many of the current con-
flicts parallel Franco-German differences in the
pre-EMU period, e.g. enforcement of national
budget rules and the degree of (a)symmetry in
national policy adjustments.

Four of the invited speakers discussed specifi-
cally the “national” perspective on EMU as ex-
hibited by their country. Particular interest and
attention was naturally reserved for understan-
ding a typically “Greek” view which was outlined
by Prof. Thanos Skouras (Athens University of
Economics and Business). Interestingly, it was
the question of the adequate therapy which
was most controversial, while his diagnosis of
the crisis differed to a much smaller degree
from how it is analysed from abroad. Prof. Tha-
nos Skouras followed the “standard” economic
diagnosis of the Greek debt problems, i.e., in

particular a lack of reforms and sound budget-
ary policies. Concerning therapy, however, he
diverged markedly from his French, German
and Latvian peers in calling for stronger sup-
port from the European Central Bank; advocat-
ing more ECB bond buying as a “lender of last
resort”, he also outlined why, from his perspec-
tive, neither an internal devaluation via wage
reductions nor an exit of Greece from the euro
zone posed suitable alternatives.

In contrast, Prof. Morton Hansen (Stockholm
School of Economics in Riga) and Prof. Karsten
Staehr (the discussant of Prof. Hansen’s paper
from the Tallinn University of Technology) pre-
sented lessons learned in Latvia and Estonia
during the 2008/09 recessions; both Latvia and
Estonia wanted to maintain their exchange-rate
peg to the euro and demonstrated that “internal
devaluations” can work. People in both coun-
tries accepted severe wage and budget cuts
followed by deep but short recessions. Prof.
Hansen and Prof. Staehr suggested that the
“Baltic” way of adjustment contained valuable

Quo vadis Euro? Agnés Bénassy-Quéré (University Paris | Panthéon-Sorbonne and CEPII), Morton Hansen (Stock-
holm School of Economics in Riga) and Karolina Nessel (Tischner European University Krakéw) during the panel
discussion



lessons for countries such as Greece.

In her presentation of a “French” view, Prof.
Agnés Bénassy-Quéré (University Paris | Pan-
théon-Sorbonne and CEPII) emphasised the
problems in the banking sector in the current fi-
nancial crisis and proposed to concentrate ban-
king regulation on the European level. She also
stressed the necessity of institutional reform
in the EU and further steps towards a political
union. This would allow the introduction of new
financial instruments such as Eurobonds; at the
same time an exit from monetary union should
be allowed for. The proposal for more integra-
tion was strongly opposed by Prof. Manfred
Neumann (University of Bonn), whose task was
to outline a quintessentially “German” view on
the crisis. Prof. Neumann emphasised, among
others, problems of moral hazard involved with
many proposals calling for solutions on a Euro-
pean level. He strongly critised the ECB’s pol-
icy of buying government bonds as providing
wrong incentives to governments (and indeed
investors) and claimed that the ECB had vio-
lated the limits of its mandate. He considered
an exit of Greece from the monetary union as
the only sustainable solution.

Prof. Andreas Paulus (Federal Constitutional
Court and University of Goéttingen) added a
fascinating legal perspective on the European
debt crisis. As a judge at Germany’s Federal
Constitutional Court and a professor for Euro-
pean and International Law, he was particularly
well placed to explore the legal restrictions for
policy-makers in their attempts to stabilise the
common curreny.

As part of the second approach outlined above,
the symposium asked which lessons could be
drawn from the rich history of monetary unions.
The papers selected from the Call for Papers
were manifold but we were able to group them
into three fairly homogenous sessions. We were
delighted that several of the papers were pre-
sented by doctoral and post-doctoral students
which had been a specific target group of our
Volkswagen foundation sponsored symposium.
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In the first session “Doomsday Scenarios”,
Scott Urban (University of Oxford) took the in-
terwar gold standard as a natural benchmark to
analyse the European Monetary Union; in both
cases a large influx of capital and later a sud-
den stop were observed and similar restrictions
to monetary policy and the lender of last resort
financing hold. Drawing from the experiences
of the interwar gold standard he suggested for
countries like Greece to leave the euro area,
as the first countries to leave the gold standard
in the Great Depression were the first to reco-
ver. Dr. Tobias Straumann (University of Zu-
rich) and Prof. Peter Kugler (University of Bas-
le) analysed the collapse of the interwar gold
standard by using an ordered probit model and
focused on the differences between core and
periphery. They find that core countries were
capable of maintaining the gold standard in the
face of negative GDP growth, banking crises
and government instability, while countries of
the periphery were characterised by high vul-
nerabilities on these dimensions. Prof. Patrick
van Horn (New College of Florida) discussed
possible transatlantic contagion effects during
the financial crisis of July 1931 (when Germa-
ny ceased foreign payments). He suggested
that it was the contractionary behaviour of the
New York Federal Reserve in response to the
outflow of gold after Britain had abandoned the
gold standard (in September of that year) that
led to the transmission of the European crisis
to the United States but not investor sentiment
per se.

The second session was concerned with “Poli-
cy responses to the Great Depression”. While
Prof. Margarita Dritsas (Hellenic Open Univer-
sity) focussed on the analogy of the 1920s and
1930s to the present crisis, Dr. Catherine Bré-
gianni (Academy of Athens Research Center for
the Study of Modern Greek History) derived les-
sons for Greece’s current travails from the gold-
exchange standard and the great depression.
Both researchers emphasised the difference
between leaving the euro and leaving the gold
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standard; in the latter case, national currencies
had been maintained and interest rate policy
had never been delegated to a supranational
level. Dr. Alexander Rathke (University of Zur-
ich) analysed Sweden’s Monetary Policy in the
1930s. He and his co-authors argued that Swe-
den actually followed a rather conservative po-
licy. By keeping the krona undervalued to reple-
nish foreign reserves, Sweden’s exchange rate
policy unintentionally contributed to the growth
miracle in the 1930s which was clearly export-
led.

‘Lessons from the post-WW Il monetary sy-
stems” were drawn in the third session on hi-
storical perspectives. Prof. Pierre Siklos (Wilfrid
Laurier University, Waterloo, Canada) pictured
how policy makers’ overreach had provoked
repeated economic crises from the Bretton
Woods era to today’s euro crisis. He pointed
out how in the 1940s policy makers promised
too much and did not adequately account for
the actual functioning of the monetary regimes.
In particular, they failed to instill the logic of coll-
ective action among its members and neglec-
ted the importance of governance issues. He
argued that today’s problems are not purely of
the economic type and that the development
of an international regime would require a po-
litical economy approach. Eric Monnet (Paris
School of Economics) analysed monetary and
credit policy in postwar Western Europe. He de-
monstrated that some important differences in
monetary and credit policies across European
countries remain to this day but he also sho-
wed that they have narrowed down considerab-
ly over time. The session was closed by Prof.
Jonas Ljungberg (University of Lund) discus-
sing asymmetric trends and European mone-
tary policy in the post-Bretton Woods era. He
argued that the current euro area problems are
not caused by non-sustainable fiscal policies in
the periphery but are mainly due to a sub-opti-
mal monetary policy in a non-optimal common
currency era.

The two-day symposium closed with a panel
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discussion (open to the public) on the questi-
on of “Quo vadis Euro?”. Prof. Agnés Bénas-
sy-Quéré, Prof. Morton Hansen, Prof. Karolina
Nessel (Tischner European University Krakow),
Prof. Manfred Neumann and Prof. Thanos Sk-
ouras debated alternative future scenarios for
the euro area. Bringing together national per-
ceptions and historical experiences (again) pro-
vided the basis for a most lively discussion. The
exit of a country, for instance Greece, from the
euro zone was intensely — and controversially —
discussed but was seen by all as an important
policy option clearly on the table. While Prof.
Agnés Bénassy-Quéré considered an exit as a
possible step, Prof. Manfred Neumann decla-
red it as the only sustainable solution. In con-
trast, Prof. Thanos Skouras and Prof. Clemens
Kool (Utrecht University School of Economics)
rejected this option as this could lead to a loss
of credibility and a destabilisation of EMU as a
whole. From a historical point of view, the dis-
cussants agreed that leaving a monetary union
of the past, such as the gold standard, was not
the same as leaving the euro. Several other
possible solutions were discussed and evalu-
ated both from a current as well as a more his-
torical perspective. A highly diverse discussion
on Eurobonds did not, probably unsurprisingly,
lead to a clear result.

Throughout the two days, discussions were
animated, lively and often controversial, but
never confrontational. We could thus avoid any
of the not-so-pleasant undertones which, for in-
stance, the German and the Greek media have
occasionally embarked on over the last two and
a half years.

Dr. Matthias Morys
Lecturer in Economic History
University of York (UK)



3rd EABH Young Scholars’ Workshop
In Cooperation with GREThA
Bordeaux, 16 March 2012

The yearly workshop of the EABH dedicated
to young scholars in banking, finance and in-
surance history was held this year 2012 in
Bordeaux-Pessac, on the site of the Bordeaux
University.

On behalf of the EABH, the team from Frank-
furt contributed greatly to the preparation of the
event, and the chairman of the academic coun-
cil, Prof. Peter Hertner attended the workshop,
as did Profs.Niels Viggo-Haueter and Hubert
Bonin, also members of the council.

From the university research centre (UMR
CNRS) GREThA, its general secretary, Chris-
telle Bellanger, and Sandrne Robert, one of its
assistant, contributed to the organisation un-
der the guidance of the chairman of the centre,
Prof. Marc-Eelandre Sénégas, who also deliv-
ered the welcome speech.

In addition to the sponsorship of the EABH,
financing was supplied at the Bordeaux Uni-
versity, partly by the GREThA centre, and
partly by the middle-term research programme

Aquibanque, financed by the Région Aquitaine
and headed by Prof. Bonin.

Eight young scholars had been selected to de-
liver papers at the workshop by Profs. Apos-
tolides, Battilossi, Bonin and Hertner, with the
help of a few members of the academic com-
mittee organising the Bucharest conference in
June 2012.

Two sessions where held, beginning with the
papers and followed by an active discussion.
For the latter, Profs. Battilossi, Bonin and Hert-
ner were joined by Prof. Dominique Lacoue-
Labarthe, from the LAREFI research centre at
Bordeaux University, a key specialist in bank-
ing economics.

Alas, only two paper-givers could be selected
to deliver their papers at the 2012 Bucharest
conference. After a transparent and decisive
vote by the discussants, the “winners” were:
Katharina Gartner (“The US mortgage mar-
ket in a period of transition, 1932-1940”), and
Marius-Constantin Apostaie (“The interest rate

Speaker Dr. Catherine Brégianni and Discussant Prof. Hubert Bonin
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pass-through from policy rates to interbank in- France, Germany, ltaly/Spain), the “interna-

terest rates in the Romanian financial system”). tional” scope of the workshop was reinforced
They will attend the conference with the focus: thanks to the origins of the paper-givers: Co-
“Public policies and the direction of financial lumbia (and London School of Economics),
flows”. Germany, Greece, Israél (and European Uni-
The other six young scholars, Catherine versity Institute), ltaly, Rumania, Spain, Swit-
Bregianni, Carlos Brando, Niels Krieghoff, zerland, and the US.

Nathan Marcus, Simone Fari, Thibaud Giddey, The papers and various data are available in
were congratulated on their excellent papers. the EABH member section (www.eabh.info).

Beyond the discussants themselves (Cyprus,

Prof. Hubert Bonin
Sciences Po Bordaux & GREThA

Speaker Carlos A. Brando and Discussant Dr. Stefano
Battilossi

Speaker Katharina Gértner (Free University Berlin) Prof. Peter Hertner and Dr. Stefano Battilossi
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Catherine Brégianni
Neoelliniko Nomisma. Kratos kai Ideologia apo tin Epanastasi eos to Mesopolemo
[Modern Greek coins. State and ideology from the Greek Revolution to the interwar period]
Athens, 2011. 362 pages. ISBN: 978-960-404-210-4

The research topics of this publication address
the economic policy of the Modern Greek State
during the years from 1828 to 1940, within the
European framework, the numismatic facts (i.e.
the minting history of Modern Greek coins) and
the numismatic representations of ideological
issues. It studies the interconnections between
political structures, economic mechanisms and
ideological conditions. Thus, there are concep-
tual axes which are relative both to economic
and political history. Certain aspects of cultural
history are also analysed as components of the
Modern Greek society.

The Greek monetary policy and numismatic
history are examined within the wider Europe-
an atmosphere of economic liberalism, which
dominated the European system until the end
of the nineteenth century. The adoption of the
bimetallic monetary standard and later on of the
gold standard, the enlargement of the Europe-
an market and the growth of the banking sector
are reflected in the state of affairs in Greece.
The international depression of the interwar pe-
riod and the subsequent unsuccessful efforts
of the leading European states to restore the
gold standard suspended the monetary and
economic modernization of Greece. Thus, in
the 1930’s the generalised protectionist policy
of the European countries was followed by
the First Greek Republic (1924). At the end of
the 1930’s the Metaxas dictatorship adopted
a more interventionist economic policy. Con-
sequently, the Greek monetary and financial
policy can not be analysed beyond the wider
European economic “atmosphere”.

Regarding the financial level, the analysis of
the Greek case demonstrates that the function
of the markets is not autonomous from the sur-
rounding economic and political system. The
construction of monetary zones in the past had
led to the flow of resources from the economic
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periphery to the European centre via financial
measures, which tended to maintain the stabil-
ity of the currency or of the monetary standard.
Thus, during the last decades of the nineteenth
century the public dept continues to increase
through an excessive programme of national
loans; the productive purposes of these loans
were only partially assured. In this way, the
tertiary sector of the Greek economy (and its
parasitic nature) was enlarged to the detriment
of the development of productive structures. In
general, during nineteenth century the Greek
monetary policy is connected with the State’s
needs, while during the twentieth with the func-
tion of the market.

The representations on the coins —and on the
banknotes- reflect, through the numismatic
types, aspects of the dominant ideology. The
use of Classical Greek themes should be in-
corporated in the wider west-European atmo-
sphere, in so far as neoclassicism was the
dominant visual communication of the major
European countries during the nineteenth cen-
tury. Consequently it was brought to Greece as
a cultural transfer.
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The Money in Slovakia

This book, written by prominent Slovak nu-
mismatists and historians, offers an opportu-
nity to stop momentarily and take stock of the
past. Slovakia is presented here as an ancient
economic area with an age-old tradition of pre-
cious metal mining and coin minting, whether
it be the advanced Celtic coin-making, or the
minting tradition at Kremnica town, which has
an uninterrupted history dating back to 1328.
Coins, as symbols of the power and sover-
eignty were produced not only at the Kremnica
Mint, but also in other mints in Slovakia, for ex-
ample in Bratislava and KoSice. Paper money
first appeared in our territory in the second half
of the eighteenth century, alongside new insti-
tutions — central banks. Their main tasks were
and remain to issue currency and to maintain a
sound and strong currency. After the introduc-
tion of the crown currency in 1892, we found
ourselves on the threshold of the hectic and
turbulent twentieth century, during the course
of which Slovakia became part of different geo-
political and monetary areas.

The establishment of the Slovak Republic in
January 1993 saw the introduction of a new Slo-
vak currency called the Slovak koruna (crown).
The banknotes featured key figures in Slovak
history. There were in total seven banknote and
seven coin denominations, and they remained
in circulation for sixteen years, until the intro-
duction of the single European currency in Slo-
vakia.

The remarkable history of money in Slovakia is
not, however, finished yet. With the adoption of
the euro, a new chapter has started to be writ-
ten. The idea of a strong and stable single Eu-
ropean monetary system is not new; it can be
traced back to the 1950s. Our country reached
another historic landmark on 1 January 2009,
when the euro became its legal tender. National
Bank of Slovakia sharing responsibility for the
single currency and monetary policy along with
the euro area, the euro has become a solid
economic basis for Slovakia.

This representative book not only maps the
evolution of money in our territory, it also at-
tempts to shed light on the complex historic
and economic context in which Slovakia and
the Slovaks have developed. It is, above all, a
book about the people who lived and live in this
territory, people for whom money was and is a
prerequisite for the fulfilment of a decent stand-
ard of life.

Maria Kackovic¢ova
National Bank of Slovakia
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Banking and Finance in the Mediterranean
A Historical Perspective

This volume presents a panoramic picture of the many national and international trends and de-
velopments, factors, customs, and events that have characterised banking in the Mediterranean
area over the past two centuries. During this period banking in the Mediterranean evolved distinct
characteristics, several going well beyond the restricted realities of colonial relations. The range
of issues covered by the book is extensive and includes both national banking evolution and pan-
regional topics. The chapters touch upon various aspects of Iberian, Italian, French, Greek, Maltese,
Moroccan, and Ottoman banking history, focusing particularly on issues relating to central banking,
numismatics, archival recording, and pan-Mediterranean economic dynamics. The history of certain
specific institutions is also considered, including the Imperial Ottoman Bank, The lonian Bank, The
Banque d’Etat du Maroc, and others.

Bringing together papers by leading banking and finance historians which were first presented at the
European Association for Banking History conference held in Malta in June 2007, this volume offers
an invaluable insight towards a wider and more detailed understanding of the roles of banking and
finance in Mediterranean economic history. Seen in a context of what has hitherto been something
of a historical vacuum in terms of the coverage of much writing on European banking and financial
history, and the importance given to the Mediterranean region’s banking history in its own right, this
is an innovative book that both contributes towards our knowledge the subject, and establishes a
pattern for further work in this important area of European economic history.

Contents: Introduction; Part | Insights into Malta’s Banking and Monetary History: A small, open
Mediterranean economy — then and now, Michael C. Bonello; Malta’s banking history, overview and
observations, John Consiglio; Outlines of Malta’s numismatic history, Joseph C. Sammut. Part Il The
Rise of Modern Banking and Finance in the Mediterranean: The Mediterranean banking systems:
convergence or path dependence?, Massimiliano Affinito and Riccardo De Bonis; Stability against
all odds: the Imperial Ottoman Bank, 1875-1914, Edhem Eldem. Part Il Finance and Intramediter-
ranean Economic Relations: Non-bank financial corporate start-ups, 1830—-1909: a note on Greek
banking history, loanna Sapho Pepelasis; Diversity in banking systems. France, Italy and Spain,19th
and 20th centuries, Juan Carles Maixé-Altés; Banking expansion, success and failure in the British
Mediterranean: the lonian Bank, 1840s—1920s, Alexandros Apostolides and Athanasios Gekas. Part
IV Money and Currency Developments in the Mediterranean: National states and central banks in
the Mediterranean world in the interwar period, Nuno Valério; Central banking in the Iberian penin-
sula: a comparison, Pablo Martin-Acefia; A Mediterranean 19th century. Economic dynamics of the
Mediterranean area during the first two-thirds of the century, Gérard Chastagnaret. Part V Banking
and Finance Archives: Second-rate imperialism. The Banque d’Etat du Maroc, viewed from the
archives of the Bank of Spain, Maria Teresa Tortella and Gabriel Tortella; How French banking ar-
chives document Mediterranean history (c.1850-1960), Catherine Dardignac and Roger Nougaret;
The historical archive of the Banco di Napoli. A primary resource for social and economic history in
a Mediterranean view, Paola Avallone and Giovanni Lombardi; Bibliography; Index.

About the Editors: John Consiglio, The University of Malta, Malta; Juan Carlos Martinez Oliva, Banca
d’ltalia, Italy; and Gabriel Tortella, Universidad de Alcala, Spain.
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BNP PARIBAS
DEEP AUSSIE ROOTS

BNP Paribas commemorated last year its 130t anniversary in the Australian soil. To
mark this anniversary, the bank published a book “The History of BNP Paribas in Aus-
tralia & New Zealand 1881-2011”, narrating the history of the Australian branches of

the bank since 1881.

The Australian history of
BNP Paribas started in 1880
when some important bank-
's customers asked the
Comptoir d'escompte de
Paris (one of the ancestor of
BNP Paribas) to open bran-
ches in Australia in order to
facilitate the import and the
financing of the wool trade
to France.

And this wool trade remained
almost the sole business of
the bank until the 1940’s. This

Charles Phalempin, the first manager of the

period 1881 — 1966, remained more than 10 years in Aus-
tralia.

This history mentions also
the role played by the banks
Ywhich were later integrated
into BNP Paribas Group; for
example the book reminds
the financing proposal made
by Paribas in 1901 for the
construction of the Sydney
Harbour Bridge.

This very long experience in
Australia is the reason which

Australian branches and the bank in the 1930’s

trade business allowed the
bank to cross safely all the
crisis of the Australian market, especially the one of 1893.

This book contains also a remarkable account of the diffi-
culties of navigating the Second World War on Australian
soil which demonstrates how careful diplomacy by the
bank's managers secured their footing in Australia. The
Australian branches were part of a French bank and fell
under the scope of the Trading with the Enemy Act. The
managers of the bank made at that time the right decisions
by complying strictly with the instructions of the Australian
Authorities and thanks to the excellent relationship main-
tained with the Commonwealth Bank of Australia, they
managed to keep the bank active in Australia. As a matter
of fact CBA was extremely helpful during this period and
helped the bank to overcome this difficult situation. As the
financing of the wools imports were totally stopped the
bank had to find new business operations and it is what
they did and successfully.

Another interesting fact worth to be mentioned is the fact
that the Comptoir d'escompte, established at a time where
there was no regulations, was the only foreign bank in
Australia for over a century, from 1881 until 1985 when
sixteen foreign banks were granted full banking licences.

The book gives also a lot of details on the managers of the

Comptoir d'escompte; they were carefully chosen to repre-
sent the bank in this country and all of them, during the
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explains the development of

the bank in the country
through various business lines such as the project financ-
ing, the asset management, the securities services and
the asset finance.

: ;f:":‘. THE HISTORY
# 130" OF BNP PARIBAS
M: i Australia and New Zealand

138,'."‘”,’

If you would like to receive a copy of the book « The Histo-
ry of BNP Paribas in Australia & New Zealand 1881-
2011 », please contact the Heritage & Historical Archives
of BNP Paribas : geoffroy.delassus@bnpparibas.com

For more information on BNP Paribas,
please visit www.bnpparibas.com



The Financial History Review
Volume 19, Issue 01

Edited by Prof. Stefano Battilossi.
Associate Editor: Prof. David Weiman.

Established in 1994, Financial History Review has earned a solid
international reputation as an academic journal committed to re-
search of high scholarly standards. The Review deliberately seeks
to embrace a broad approach to financial, banking and monetary
history, which appeals to a wide audience of historians, economists
and practitioners. We welcome different perspectives including ana-
lytical narratives, theoretically-inspired research, advanced empiri-
cal analysis, and the interrelations between history, finance, policy,
culture and society. FHR is keen to provide a global perspective on
national and international financial history and publishes research
articles dealing with any historical period and country or regional
area. The Reviews, through its section “The Past Mirror”, is also
an assiduous advocate of the relevance of history for a proper un-
derstanding of present financial and monetary developments, and
no less importantly for informed and educated policy responses to
them.

Contents
The past mirror: notes, surveys, debates
Marc Flandreau

The vanishing banker

Articles
Scott Urban and Tobias Straumann

Financial History

Review

@ CCAMBRITNG

Still tied by golden fetters: the global response to the US recession of 1937—-1938

Rui Alpalhdo

From market to state: wealth transfers in the Portuguese nationalisations of the 1970s

Tobias Alexander Jopp

Insurance, size and exposure to actuarial risk: empirical evidence from nineteenth- and early twen-

tieth-century German Knappschaften

Book Reviews

James W. Cummings, Towards Modern Public Finance: The American War with Mexico, 1846—1848
(London: Pickering & Chatto, 2009, 226 pp.) (reviewer: Albert A. Broder)

Forrest Capie, The Bank of England, 1950s to 1979 (Cambridge: Cambridge University Press, 2010,

890 pp.) (reviewer: David Cobham)
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Archives and the People —
Recording Working Life in Financial Institutions

EABH Archival Workshop
Thursday 7 June 2012

The European Association for Banking and Financial History (EABH) E.V
&
The National Bank of Romania

Programme Draft

13.30 - 15.30 Session One
The Archivist as Adminstrator of Old Records - pure History of the Employees* History

Francesca Pino (Intesa Sanpaolo S.P.A.)
Professional and Social Banking Communities in Milan, 1823-1926, through the Personnel Files of
Intesa Sanpaolo Group Archives

FrantiSek Chudjak (National Bank Of Slovakia Archives)
Shine and Poverty of the Slovak Bank Official in the First Half of the 20th Century

Attila Gabor Hunyadi (Babes-Bolyai University Cluj)
Central European and Regional Relationship of Hungarian Bank Staff in Interwar Romania. Inter-
locking Directorates and Personal Unions in Regional Banks

15.30 - 16.30 Visit to the Archives

16.30 - 18.00 Session Two
The Archivist as Initiator of New Records - Oral History (And What it Enables)

Anna Rita Gresta (Banca D'ltalia)
Men and Women in the Documents of the Bank of Italy: the Other Story of Financial Institutions

Clara Harrow (The Baring Archive)
Living History: Engaging With the Past at the Baring Archive

Laure Quennouélle-Corre (Centre National De La Recherche Scientifique)
Which are the Best Practises in Oral Archives? Some Advises From Experience

18.00 End of Workshop
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Title: Bryant Model-2 Series 4000 Disc Files
Date: 1965
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Title: Executive Guide to the IBM 1440 Data Process-
ing System
Date: 1962

160-A COMPUTER

Title: Control Data 160-A Computer
Date: 1962

FERRANTI ARGUS

Process-Contrel Computer System

[PPSR

Title: Ferranti Argus Process-Control Computer Sys-
tem
Date: 1961
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Removing the dust

Selling the Computer Revolution in the 1960s

Marketing Brochures in the Collection of Computer History Museum

By the mid 1960s the computer was seen as an information processor, as part of a management
information system. Advertisers stressed the “flexibility, versatility, expandability, and ...the capacity
of the computer to make logical decisions.”

IBM in particular was very successful during this decade. Its System/360, controlled almost 70% of
the computer market and there was a long wait for their mainframes. IBMs advertising strategies
soothed consumers who were concerned about and unfamiliar with computer technology. This was
particularly effective in 1960, when IBM machines were used to tally election votes. Afterwards, IBM
began a print campaign asking “Who won the computer battle last night? You did.”

Women's labour force participation was expanding along with the use of computers. Women were
increasingly portrayed as keypunch operators, card loaders or assistants taking orders from a male
supervisor. Office automation marketing strategy used accepted stereotypes and reinforced con-
ventional occupation roles to present the unfamiliar (office computers) in the context to the known
and familiar especially in terms of occupational and sexual roles (Aspray p.137). During the 1970s
ads slowly began to change and by the 1980s, as computers become more commonplace, women
started appearing in nontraditional roles.

IBM targeted their ads at secretaries as a way of influencing their bosses by promising that electric
typewriter would drastically improve efficiency.

Read more at:

www.computerhistory.org EAI 840 Digital Computing Systerr

Burroughs B 2500 and B 31500
Electrowic Data Preceising Systams

Title: A New Level of Computer Responsiveness. The Title: EAl 640 Digital Computing System
New Burroughs B 2500 and B 3500 Electronic Data Date: 1966

Processing Systems.

Date: 1966



