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ABSTRACT

This paper examines the contradiction between the accountability and cost effectiveness of
regulatory policy at a time when the “delegation” model is dominant. Using the banking sector
as a case study, it shows the relationship between formal and informal practices during volatile
international and domestic market conditions. The authors analyze the practice of regulation by
the Bank of Russia (Bank Rossii), the central bank of the Russian Federation, of a minimum level
of capital and risk management at a particular commercial bank. The analysis is based on regu-
lations and consolidated statistical data from the central bank and reporting data from lending
institutions. The authors’ principal conclusions show that, given the closed nature of the decision-
making process, banking-sector actors set up unofficial interaction channels in addition to legal
ones, and this intensifies distrust in the market. Hence the capital ratio standard that is used in
the reporting documents of lending institutions is not an accurate indicator of a bank’s financial
stability. Given the weak institutions, the tasks of cost effectiveness are better served by a hybrid
model of accountability that is based on a balance between delegation and hands-on participa-
tion. This model limits the actors’ ability to unilaterally influence the regulator and thereby re-
duces the systemic risks of the banking sector.

Keywords: “delegation” and “participation” models of accountability; regulatory policy;
level of trust; regulation of the banking sector; central bank policy; capital ratio.

g n instrumental vision of the institution of public regulatory policy regards it
as an indispensable form for achieving desirable and predictable effects (Sal-
amon, 2002). At the same time, one of the key ideas of institutionalism lies in

*  Translated by Steven Shabad.
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affirming preferences of interests and values in regard to institutional forms and
policy outcomes (Olsen, 2010). It turns out that an assessment of the consequenc-
es of activities in terms of the feasibility of regulatory decisions that measures the
implementation of predetermined and formally stated objectives is inadequate for
understanding the nature of interaction between the regulator and the regulated.
The use of the criterion of accountability makes it possible to identify the proce-
dural weaknesses of regulatory action and to focus on the risks of growth of the
shadow economy. Specifically, in an undeveloped institutional environment, the
mechanisms of accountability boil down primarily to prohibitions and sanctions.
Under these conditions, secretive decision-making contributes to increased un-
certainty in the regulatory mechanism and, simultaneously, stimulates the use not
only of formal but also informal methods of combating its dysfunctions. Parallel
structures (informal institutions) take shape where the key tool for implementing
rules consists of negotiations by participants in regulatory policy that result in an
increase in exceptions to the rules.

This paper considers accountability as a specific type of relation that denotes
a dominant status of one actor over another in the process of interaction; the right
of one actor to participate in another’s activities, influence decision-making, and
receive an accounting of the performance of obligations. Therefore the account-
ability of actors who are the objects of regulatory policy is a specific state of ad-
ministrative relations in which the regulator has the right to audit the activities of
market actors, including the right to cancel or suspend their administrative acts,
while the latter are required to provide the necessary opportunities for such audits
and report on their activities. Accountability characterizes the activities in terms
of following formal rules, based on the criterion of comparing actual behavior
with prescribed standards; hence the focus is not on outcomes but on process.

Accountability in this interpretation implies that the regulator has the right
to include the actors of economic relations in the network of standards, to judge
whether they are fulfilling their obligations in accordance with these standards,
and to impose sanctions if it decides that the prescribed obligations have not been
tulfilled. This incorporates the interaction between the competent government au-
thorities and those who ensure the exercise of their administrative powers, includ-
ing by means of informational support. This interaction is based on the legitimacy
both of the operational standards of accountability and the powers of the parties
to the interaction, in which one party exercises specific powers while the other
supports their accountability (Oakerson, 1989).

In analyzing accountability relationships, the authors will use the delega-
tion and participation models defined by Ruth W. Grant and Robert O. Keohane
(2005). These models show that the “standards/information/powers/sanctions”
mechanism operates in democratic countries when society has the ability to hold
power-wielders accountable for abuses of power either as the source of that power
(the delegation model) or as the body affected by it (the participation model) or
both. Therefore the concept of accountability implies that the actors being held
accountable must act in ways consist with existing standards of behavior or the
prescribed sanctions (penalties) will be imposed on them for their failure to do
so. Norms (standards) and sanctions are connected by means of the relevant com-
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munications channels, through which the necessary information is regularly pro-
vided: in one direction, on the substance of the norms; in the other, on the degree
of conformity (divergence) between the norm and real actions.

However, the legitimacy of standards, sanctions, and powers is apt to decline
in an environment of weak institutions with a low level of confidence in the ac-
tual procedure for producing regulatory decisions. It should be noted here that,
in essence, the external accountability that is considered within the framework of
regulatory policy is an institutionally constructed communication that provides
an exchange of resources between the administrators of government agencies and
market actors. The economic actors have important resources that the adminis-
trators need, including information on their projects and the capacity to act. The
administrators have their own resources, in particular, powers, finances, and sup-
port that are essential for the economic actors. Accountability in this sense may
also be represented as a barter relationship, in which each party makes deals with
the other party to exchange its needs and resources (Khillman, 2009).

Delegation performs its functions under a developed institutional system.
This accountability model is not practiced without transparent procedures; that
is, its implementation imposes a requirement that transparent rules be followed
not only by the regulated party but also by the regulator. This requirement can be
fulfilled in an environment of weak institutions if associations of businesses and
specific market participants are included in the process of working out account-
ability standards, which implies a blurring of the boundaries between the delega-
tion model and the participation model. Such a hybrid accountability model, by
using negotiations between governmental and nongovernmental entities with a
stake in joint efforts to achieve a mutually acceptable result, may include a filter to
screen for the effectiveness of planned regulatory measures.

In order to achieve accountability that meets the criteria of democracy and
simultaneously promotes effective government regulation, it is essential to find
a balance between specific mechanisms of external and intra-organizational ac-
countability. For this task to be accomplished, there must be not only institu-
tions of accountability that are able to combine oversight of the use of delegated
powers and intra-organizational accountability of administrative managers, but
also well-developed consultative channels of communication and consensus
decision-making procedures. In this connection we should note that various ac-
countability mechanisms are suitable for the established practices of economic
and political actors.

A prime example of such practices in Russia, in our view, is the interaction
between commercial banks and their regulator, the Bank of Russia (Bank Rossii),
the central bank of the Russian Federation (RF).

We will consider the typical practice of commercial banks that is the subject
of the government’s regulatory policy. Banking activities involve an intertwining
of the interests of different actors that have various resources (economic, politi-
cal, administrative, informational, analytical, etc.), both with regard to assessing
their own risks and with regard to influencing the regulator’s policy. The bank-
ing business is an activity with high risk, which does not always lend itself to a
precise assessment. The reasons for this are, on the one hand, the low transpar-
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ency of the banking sector and, on the other, the lack of incentives for linking
information on the level of stability of a specific commercial bank with financial
decision-making by economic actors. The level of detail of the information that
is provided (e.g., the disclosure of the amount of loan loss reserves; information
on unprofitable or nonperforming assets, etc.) prevents a potential investor or
shareholder from adequately assessing the degree of acceptance of risk by a com-
mercial bank.

The practice of banking activities proceeds from the need to re-allocate risk
in the economy, when a bank accumulates risks for which it receives payment
from other economic actors: “Banks are regarded not simply as risk-bearing com-
panies but as companies for which risks are sources of profit” (Vine, 2014). For
a potential depositor or creditor, putting available funds in a bank (in deposit or
settlement accounts) is a method of saving money. A commercial bank invests
these funds in assets with various levels of risk, thereby transferring this risk to
the creditors and depositors. In an environment with a nontransparent financial
market, banks that have a strong appetite for risk may offer a higher interest on
deposit accounts, which will be a key reference point for potential depositors.
As a result, banks with a small proportion of risky transactions find themselves in
a worse market position. As researchers have noted, the stability of the banking
system is largely determined not only by the level of competition and a display
of sustainable growth but also by the aggregate level of risk (Zrazhevskii, 2007).
It is revealing that Russian law highlights the maintenance of the stability of the
banking system and the protection of the interests of depositors and creditors as
the principal objectives of banking regulation and banking oversight (Federalnyi
zakon , 2014). Thus the functions of accountability include providing information
that is required not only for legal regulation but also for enabling investors and
depositors to make well thought-out financial decisions by reasonably assessing
the risk level.

Accountability, however, is not an equitable interaction. On the one hand, the
regulator has the right to prescribe rules and sanctions in order to implement ac-
countability mechanisms. On the other hand, there is an informational asymme-
try when the measure of knowledge about the level of risk of a commercial bank’s
transactions diminishes along the chain: bank - regulator - investor (depositor).
Conditions arise that promote a gap between public (external) accountability and
its latent mechanisms. From the standpoint of external accountability, its actors
must fulfill the directives of the regulator in good faith. The latter, however, may
orient itself in its activities not only toward standards and rules but also toward
the interests of various regulatory actors. Regulatory actors (subjects) that have
substantial political resources may construct back-channels of interaction with
regulatory authorities, thereby making it possible to influence their decisions, in-
cluding guarantees of assistance in the event their financial situation deteriorates.
In addition, there are state banks in the Russian banking market, which have ac-
cess to relatively cheap resources (e.g., by borrowing funds from state companies).
In obtaining preferences, major players are interested in preserving the back-
channel mechanisms of regulatory policy, based on informal practices of harmo-
nizing interests. The exceptions in regulatory policy become the rule when formal
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standards and requirements are mandatory only for actors with a low capacity
for political influence, which increases the costs to end users of their services and
reduces the overall effectiveness of the banking sector.

This situation in the banking sector is exacerbated by the following factor.
The mobilization of resources for risky but highly profitable transactions utiliz-
es funds from less profitable markets, which unbalances the financial system as
a whole. Naturally, the regulator responds with directives seeking to limit the po-
tential risks of depositors and creditors. But a tight regulatory policy generates
additional costs for stakeholders. Banks are forced to increase expenses by ful-
filling the regulator’s requirements, which becomes an additional burden for the
bank’s borrowers and clients, since the price of banking services rises. The ratio
of administrative and managerial costs to assets in a five-year period in Russia’s
banking system increased by 125 percent, while it rose by 8 percent in Germany
and 5 percent in China. In the United States this ratio fell by 1 percent and in India
it dropped 23 percent (Tosunyan, 2014). In addition, the increase in restrictive ac-
tions by the regulator provides new incentives for actors with political resources of
influence to seek new back-channels of interaction.

At the same time, major players have an interest in exceptions to the deci-
sions that have a substantial impact on their business. But it is precisely the rou-
tine decisions of the central bank (revising the calculation of guidelines, impos-
ing additional itemizations, clarifying specific rules) that transform the banking
business into an endless fulfillment of new requirements from the regulator.
This problem is typical not only for Russia. Arthur Burns, the former chairman
of the Board of Governors of the Federal Reserve System in the United States,
described banking regulation as “a legal thicket in which one loses one’s mind,”
as a system whose components “compete in the absence of clarity” (Sinkey, 2007).
The low level of transparency of the regulatory process undermines confidence
in the formal procedures of accountability, which in turn increases the impetus
toward back-channels of interaction.

The authors of this paper find it helpful to consider the risks of the estab-
lished accountability mechanism in the case of the regulation of a minimum
level of capital and the quality of management of bank risks at a particular
commercial bank. The purpose of this analysis is to define specific markers for
a transition to an institution of accountability oriented toward implementing
a participation model in an environment where the banking sector has struc-
tural imbalances.

During the current stage of development of Russia’s banking sector, the fol-
lowing processes can be identified as reinforcing its structural imbalances.

1. The market share controlled by a small group of major lending institutions is
continually increasing (Timofeyeva, 2012), which is illustrated by Figures 1 and 2.

All five of Russia’s largest banks (Sberbank, VTB [Vneshtorgbank], Gazprom-
bank, VTB-24, Bank of Moscow) are banks with controlling government shares.
In addition, the banks in which government bodies are present as shareholders
automatically receive special status. This consists of a guaranteed market share; be-
nevolent treatment from regulatory agencies; and an image, so rare in the Russian
market, of a “reliable entity” with a transparent ownership structure (Artemev,
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2010). Moreover, in the current unstable macroeconomic situation the chief refer-
ence point for most customers in selecting a financial intermediary is the amount
of its capital and its market share. The latter enables thee major banks to dictate
their own terms to other market participants and strengthens their negotiating
positions in interacting with the regulator.
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2. There has been a decline in the capital adequacy ratios of the major banks
(Mamonov, 2012), which leads to increasing risks in the banking system as a whole
(Table 1). A key factor in the growth of risks is the complex macroeconomic situ-
ation and the international sanctions, which limit the ability of Russian banks to
raise financial resources in foreign capital markets.

Table 1
Capital adequacy ratio
(H1 before 1/1/2014, H1.0 beginning 1/1/2014), %
Bank H1 as of 1/1/2014 H1.0 as of 9/1/2014
Sberbank 12.96 12.24
VTB 12.41 10.57
Gazprombank 11.43 11.15
VTB-24 11.00 10.90
Bank of Moscow 12.01 11.19

Source: Bank of Russia (2014b).

3. Increase in past-due arrears on loans. Beginning in 2014 the quality of the
credit portfolio gradually declined for the entire banking sector, and the share of
past-due loans has risen. The increased share of past-due loans causes an increase
in reserves, which in turn leads to a diminution of a bank’s capital. Figure 3 shows
the trend in past-due arrears.

Figure 3
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As is clear from the graphs, the banking sector shows a steady growth
in past-due loans. This causes a deterioration of the quality of the credit port-
folio, growth of reserves for offsetting potential losses from loans and other as-
sets, and a decline in the capital adequacy level (a decrease in the value of H1.0).
The growth of banking reserves, however, lags far behind the growth rate of
past-due loans, something that can be attributed to two factors. First, commer-
cial banks seek to rid themselves of bad loans by putting them up for sale to col-
lection agencies. Second, one cannot rule out possible manipulations of reports
on current reserves in order to understate the risks associated with specific as-
sets. The latter factor causes a deterioration of the quality of capital, which is dif-
ficult to assess for stakeholders, especially in an unstable economic environment.
The dearth of information and difficulties in assessing risks result in increased
transaction costs. In addition, it fosters distrust of available sources of informa-
tion (financial statements) and encourages the arrangement of back-channels of
communication between market actors and the regulator. For example, G.A. To-
sunyan, the president of the Association of Russian Banks, points out: “There is
a kind of chain of distrust in the sector today: the Bank of Russia does not trust
banks enough; banks do not fully trust their customers; customers in response
do not trust the banks or their counterparties; to all this is added the factor of
mutual distrust between the banks and the law-and-order authorities, the courts.
As aresult, the circle closes and a system of total distrust forms” (Tosunyan, 2014).

One of the lines of tension is the question of regulation of the levels of equi-
ty capital. Initially, banking-sector regulators sought an aggregate performance
indicator for commercial banks that could reflect the coverage ratio and, simul-
taneously, served as a marker for regulatory authorities, investors, shareholders
and bank managers. The role of such a marker was originally assigned to the
equity-capital level of a lending institution.

As of today, the situation has substantially changed, and the amount of bank
capital is determined on the basis of the level of accepted risks. The regulatory
authorities’ logic is simple enough: if a bank’s management plans to conduct
high-risk operations, it should take care of increasing capital. It should be not-
ed that there are a number of rules that limit the right of lending institutions
with a low capital level to provide specific types of banking services.! The cen-
tral bank has set, effective January 1, 2015, a new minimum level of capital for
banking institutions of 300 million rubles (Federal’nyi zakon, 2014). In addition,
commercial banks are required to comply with the capital adequacy guideline
(H1; and effective January 1, 2014, H1.0), which is calculated as the ratio of
a bank’s capital to its assets, weighted according to their risk level (Instruktsiia
Banka Rossii, 2012).

Since 2013 the RF has pursued a policy of reducing the number of lend-
ing institutions. The regulator defines as one of the most important reasons for
revoking a license “the pursuit of a high-risk credit policy and the failure to
complete the establishment of loan-loss reserves that are adequate to accepted
risks” (Ukazanie Banka Rossii, 2009). Table 2 shows a list of the banks whose
licenses were revoked in 2014 (as of November 1, 2014). The following violations
of accountability rules are usually cited as the official reasons for revoking the
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license: investing the funds of depositors and investors in low-quality assets, loss
of solvency or the establishment of reserves below the necessary level.

Table 2
List of banks whose licenses were revoked
for conducting high-risk operations
. Central Date of revocation Level of capital as of Level of capital
Commercial . . .
bank bank of license to conduct last reporting date adequacy ratio as of
license No. | banking operations (thousands of rubles) last reporting date

Simbirsk
Regional 653 11/11/2014 (1318/2(8)14) 13.25
Bank OJSC
IntrustBank
Joint Stock 1,906,849
Commercial 3144 9/16/2014 (9/1/2014) 14.62
Bank OJSC
Fininvest 2,176,182
Bk L1C. 671 7/7/2014 (71112014) 10.56
BFT Bank
Commercial 2273 6/2/2014 ( 56/6;;’2%0&) 11.67
Bank LLC
Moscow
Lights -417,918
Commercial 2328 >/16/2014 (5/1/2014) 3.53
Bank LLC
First Republic 4,264,928
Bank OJSC. 1730 5/5/2014 (41/2014) 10.71
Western Bank 3,171,783
0JSC 2598 4/21/2014 (4/1/2014) 10.01
European
Trust Bank 2968 2/11/2014 na na
Commercial
Bank CJSC

2,185,415
My Bank LLC 2939 1/31/2014 (1/1/2014) 10.44
Bank for
Project 3,569,001
Financing 1677 12/13/2013 (12/1/2013) 13.99
Joint Stock
Bank CJSC
InvestBank
Joint Stock 8,562,533
Commercial 107 12/13/2013 (12/1/2013) 10.39
Bank OJSC

Source: Bank of Russia (2014a).

It is clear from Table 2 that nine of the ten banks were meeting the require-
ments for the capital adequacy ratio. Eurotrust CB CJSC was not posting data on
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the capital level and the mandatory ratios at the central bank’s official website.
For four banks (Simbirsk Regional Bank OJSC; IntrustBank Joint Stock Com-
mercial Bank OJSC; BFT Bank Commercial Bank LLC; and Bank for Project
Financing Joint Stock Bank CJSC), the capital adequacy ratio was more than
11 percent, which indicates a capital reserve. For five banks on the list the capi-
tal adequacy ratio is between 10 percent and 11 percent, which is a signal of
problems that the lending institution may have. If these indicators are compared
with the amount of the capital adequacy ratio for the five largest Russian banks,
we will not see any advantages for the latter.

Tables 3, 4, and 5 show the level of account balances and the change in capi-
tal held by banks during the period immediately prior to the license revocation.

Table 3
Change in customer account balances prior
to the license revocation, %
Change during six months Change during the month prior
Account type prior to last reporting date to the last reporting date

Current accounts of legal entities -38 -29
Current accounts of individuals 7 14
Time deposit accounts of legal

i -8 -19
entities
Time deposit accounts of
R -7 -6
individuals

Source: KUAP, 2014.
Table 4
Change in capital and the H1.0 level, %
Indicator Change during six months Change during the month prior
prior to last reporting date to the last reporting date

Capital -12 -17
H1.0 -8 -6

Source: KUAP, 2014.

Obviously, the balances in the current accounts of legal entities are going
down, while the balances in the current accounts of individuals are growing.
The reason for this gap is that legal entities are better informed about the finan-
cial stability of the bank in which they are being served. But we should note that
only in one of the listed banks (Simbirsk) were all of the funds withdrawn from
the current accounts of legal entities. Among the banks in question, only in the
European Trust Bank did the balances in the current accounts of legal entities
rise from the previous month. The balances in the current accounts of indi-
viduals, conversely, increased on the average. At the Fininvest Bank, Investbank,
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and First Republic Bank, the balances in the deposit accounts of individuals rose
for the six months prior to the revocation of the license. These banks were fairly
large; their capital exceeded 2 billion rubles. The total amount of customers’
funds as of the last reporting date for the banks in question was 200.645 trillion
rubles, of which the deposit accounts of individuals accounted for 143.532 tril-
lion rubles (Table 5).

To be sure, the regulator’s revocation of licenses from problem banks is
aimed at protecting depositors and creditors against financial losses. To create
an atmosphere of trust, however, the regulator’s actions must be implemented as
part of a clear strategy that is approved by all the market participants. But if these
tough measures are sporadic and not always understandable to market partici-
pants, the latter are more likely to become increasingly distrustful of small and
medium-size banks, which promotes a re-allocation of customers’ funds to the
largest state-owned banks. In addition, in an environment of nontransparent
regulatory policy investors, depositors and creditors use the most varied meth-
ods to obtain additional information, including rumors.

The H1.0 ratio reflects the bank’s capital adequacy for covering risks, but
it does not show the quality of risk management. Yet it is precisely this quality
that determines a bank’s financial stability. In addition, the risk management
system should be included in all of the bank’s key business processes. Risk-
management tools must also be introduced both at the strategic and at the tac-
tical levels of bank management. But the determination of risk, its probability
and ways of responding are where continual interaction between the regulator
and commercial banks is important. The regulator’s requirements are not al-
ways in line with these tasks. One example is the stress-testing procedure, in
which the central bank worked out only the most general and fairly ambiguous
requirements for how to conduct it, which did not spell out either the scenario
requirements or a minimum set of variables that were needed to create such
a scenario (Pismo Banka Rossii, 2012). The banks, following the central bank’s
requirements, formulate internal statutes on stress-testing and a stress-testing
procedure, but sometimes do so in a fairly perfunctory manner, without in-
tegrating it into strategic management. Hence there is a danger of reducing
the role of risk management to the creation of an informational setting that is
comfortable for the regulator, customers, and shareholders and creates a false
impression that a company is financially stable and that there are opportunities
for it to grow aggressively, which raises the proportion of high-risk operations
even more (Lobanov, 2009).

In order to improve risk management at commercial banks, the regulator it-
self must switch to risk-oriented accountability. Bank-management experts note
that the success of applying regulatory standards in order to minimize systemic
risks and improve monitoring of their level depends on the effectiveness of the
risk-oriented oversight process designed by the regulator (Kozyrev, 2013). Risk-
oriented regulation implies, on the one hand, an analysis of the change in the
magnitude of risk when new regulatory rules are implemented and, on the other,
the introduction of tools that encourage banks to introduce models of risk as-
sessment into tactical and strategic management.
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Conclusions

The implementation of new regulatory rules, often unexpected and un-
clear to agents of the market, runs into resistance (capital flight, abandonment
of long-term investment projects, withdrawal of companies into the shadows),
which creates new lines of tension that require the next round of tightening of
rules by the regulator. In an environment where the delegated accountability
model is dominant, the contradiction between the latter and the economic ef-
fectiveness of regulatory policy is exacerbated. The traditional task of deregu-
lation is replaced by the need to design continuously functioning and trans-
parent channels of communications between the regulator and the regulated.
An analysis of the functioning of the tightly restrictive accountability mecha-
nism in the banking sector shows the risks of the delegation model in an en-
vironment of weak institutions. Therefore the task of regulation in a country
where institutional hybrids are dominant is to change from design-basis and
reactive to reflexive standardization, when the priorities of regulatory policy
(in the absence of a clearly formulated government strategy) shift from uni-
lateral administrative rulemaking and the implementation of decisions to the
creation of institutions of interaction as part of a new accountability model that
is more oriented toward participation. As a result, it is recommended that the
problem of the regulator’s discretionary powers be solved through the partial
de-statization of the accountability relationship, where, as shown in the bank-
ing-sector examples, a system can be designed whereby commercial banks and
stakeholders participate in the regulation of the banking sector by changing
from reactive regulation to a practice of institutionally designed interaction.
Under this model it is possible to create accountability mechanisms that can
strike a balance between managing risks at a specific commercial bank and
risk-oriented regulation. A hybrid accountability model is more in line with
the task of maintaining competition in an environment of weak institutions.
It limits the ability of the largest banks to unilaterally influence the regulator
and thereby lowers the systemic risks of the banking sector.
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