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The creation of a modern banking system in a post-command economy is the subject of this article. The 
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Introduction 

The process of systemic transformation of the 
former Soviet-type command economies to­
wards the market system has been thoroughly 
investigated and its regularities largely disclo­
sed. Three groups of measures, liberalization, 
privatization, and stabilization, have been na­
med as the principal directions of systemic chan­
ges (Balcerowicz, 1998, 129, 152-153; Balce­
rowicz includes privatization into a broader con­
cept of restructurization of main social institu­
tions). 

However, the main features having been 

identified and described, one more regularity 

deserves to be defined as characteristic of the 

countries which embarked on to radically trans­

form their economic and political systems, 

which is the importance of experience accumu­

lation and learning. This especially concerns 

the sectors of the economy which either did not 

exist in the centralized economic system or we­

re represented just by title but not by content. 

The modern banking system is the case among 

several others (almost all of them are market 
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system institutions non-existent in the com­

mand economy). 

The market economy is characterized by two 

layers: the financial system, which comprises 

money and capital markets (ie. the banking sub­

system, insurance institutions and securities mar­

ket) and the layer of real economy, embracing 

all units that produce goods and provide servi­

ces for the satisfaction of conswners' and produ­

cers' needs. 

The financial system warrants that the sa­

vings collected by most of production units and 

households are promptly transferred to a relati­
vely small group of investors who use them to 

augment the nation's production capacity. 
In other words, the real growth of a market 

economy depends on the functioning of its fi­
nancial system. Since the growth (the rate of 

growth) is of crucial importance for the newly 
emerging market economies, so is the role of 
their financial systems.] This is especially so with 

regard to the banks which are the core of the 
modern financial systems. Together with other 
financial institutions, banks help to solve pro­
blems of market failures, such as market incom­
pleteness, transaction costs, externalities and in­
formational asymmetries (Reininger, Schardax 
and Summer, 2002, 7). 

1 The former communist countries, after they tur· 
ned to systemic transformation, were classified as "tran· 
sition countries". In its semi-annual World Economic 
Outlook, the International Monetary Fund had used to 
divide countries of the world into three major groups: 
advanced economies, developing countries and coun­
tries in transition (World Economic Outlook. Septem­
ber 2003. - IMF. Washington, D.C., 2003, p.163). Be­
ginning from the spring 2004, IMF has changed the 
classification; now countries are grouped into two broad 
categories: advanced economies (29 countries) and 
other emerging market and developing countries (146 
of them). - See World Economic Outlook. April 2004. -
IMF. Washington, D.C., 2004, p.176-177. 
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Lithuania's economic development confmns 

both the importance of the newly created (or 

radically restructured) financial system (with 

banking as a sub-system) and the necessity of a 

certain period of time for experience accumula­

tion and learning. It also cautions about the dan­

ger of structural destabilization in the banking 

sector and, preswnably, in the whole economy. 

A more precise investigation of the Lithuanian 

case of modern banking system creation provi­

des strong arguments for the need, on the one 
hand, not to overlook the threats of ignorance 

and lack of expertise and, on the other hand, of 

the necessity of institution building and mana­

gement professionalization at the initial stages 
of a systemic economic reform. 

The surroundings of systemic 
banking transformation 

In the period under review, Lithuanian commer­

cial banks started operating as independent eco­
nomic actors gradually rising their role in eco­
nomic development. The expansion of banks was 
determined by the political, economic, public 
and social changes that were taking place in Li­
thuania. With changes in the whole political, eco­
nomic, social and geopolitical situation, time was 
needed not only to convince the society that banks 
were the best institution for saving, but, at the 
beginning, to secure that banks are not establis­
hed by crooks. 

Like the other post-communist countries of 
Central and Eastern Europe2, Lithuania failed 
to avoid problems in the activities of banks. The 

2 A study covering three Central European countries 
(Clech Republic, Hungary and Poland) revealed that all 
of them had experienced banking crisis in the initial 
phase of transition. The main causes of the crisis have 
also been basically the same (Reininger, Schardax and 
Summer, 2002, 77). 



fall of some commercial banks, which took pla­

ce in 1995-1996, shocked the society and disc­

losed the imperfection of the bank activities. The 

consequences of collapses of commercial banks 

were felt long. On the other hand, after the cure 

of the banking system, the policy and activities 

of Lithuanian banks, including the central bank 
(Lietuvos Bankas) policy and, managed to beco­

me trustable providers of savings and credit ser­

vices for the national economy. 
The economic science, viewing retrospecti­

velyfrom the one and a half decade that has elap­

sed, is now in a position to make an objective 

assessment of the process of development of com­

mercial banks, evaluate the reasons for the defi­

nite situations, activities of various officials, as 

well as their influence on the restoration and 

development of the domestic banking system. 
There is still a lack of scientific research ne­

cessary to characterize the development of com­

mercial banks during the period under review in 

an integrated way. The issue of bankruptcies of 

some and of the collapse of the largest banks has 

not been sufficiently investigated yet, despite the 

fact that attempts have been made to discuss the 
problem in one aspect or another (Flemiog, Chu, 

Bakker, 1997,42-45) 

Research of this kind after restoration of in­
dependence was carried out neither in Lithua­

nia nor in the other Baltic States. Few similar 

works may be traced in other Eastern and Cen­

tral European countries in transition, therefore 

the authors of the present paper had to elaborate 

their own methodology of the investigation of 

the topic (The Economist, 1997; Rostowski, 

1995,233; Dziobek, van der Vossen, 1999, 157). 

The paper covers the chronological limits of 

1988-2004. The beginning of the period dates 

back to 1988, when, during the years of "perest­

roika" and National Revival. the genesis of the 

contemporary national banking started; the in-

vestigation ends with the year 2004, when Lithu­

ania became a member of the European Union. 

The development of the Lithuanian system 

of commercial banking, discussed in the paper, 
is divided into four periods: genesis, early stage, 

crisis, and late stage. Various phases of develop­

ment of the banking system are characterized 

considering both essential moments in the coun­

try's political and economic life and the events 

that were the turning points for the object under 

investigation and had a decisive influence on the 

priorities during different periods and a direct 

influence on the development of contemporary 

commercial banking. 

The historical process of modern 
banking formation in Lithuania 

The beginning of the contemporary domestic 

banking in Lithuania dates back to the years of 

"perestroika" (1988-1989). In the period ofNa­

tional Revival. the issue of the establishment of 

the Lithuanian banking system became an inte­

gral part of the concept of Lithuania's economic 

sovereignty (Liekis, 2000) In accordance with 

the concept of national banking, a plan was 

drawn to restructure the Soviet mono-banking 

system into a two-tier banking system, with the 

traditional functions of the central bank entrus­

ted to the Bank of Lithuania (Lietuvos Bankas) 
established (re-established) in March 1990, i.e. 

shortly after the restoration of independence had 

been proclaimed (11 March 1990) (Terieckas, 

1995). 

The development of banking in Lithuania 

during 1988-1990 virtually depended not only 

on the fundamental economic restructurings that 

were taking place in the country, but also on in­

ternational political events. As long as the inter­

national community had not recognized Lithua­

nia as an independent state, the Bank of Lithua-
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nia could not be recognized by western central 
banks as the central bank of Lithuania. The cre­

ation of a contemporary banking system in Lit­

huania was delayed by an economic blockade 

launched by the Soviet Union in April-June 

1990 and the absence of international recogni­

tion of the State of Lithuania, which ended along 
with the failure of the coup d'etat in Moscow in 

August 1991. 
Although some changes (towards commer­

cialization3) took place before the restoration 

of independence, the more profound transfor­
mation began on the ground of resolutions pas­

sed during 1990. The banking reform was ac­
celerated by adopting legal measures narrowing 

the scope of activities of some state-owned spe­
cialized banks at the same time, and the mate­
rial basis of the Bank of Lithuania was develo­

ped from two formerly specialized banks (Lie­
tuvos Respublikos Auksciausios Tarybos ir 
AuksCiausios Tarybos Prezidiumo dokumentq 
rinkinys, 1991, 115-116). After nationalization 
of Soviet banks, their commercial functions 
and customers were inherited. The commer­
cial banks that already operated at that time 
were actually in a position to accumulate capi­
tal for the Bank of Lithuania. At the end of 1990, 
the Lithuanian Bank of Industry and Construc­
tion alone was able to transfer over 10 million 
roubles to the reserves ofthe Bank of Lithua­
nia. 

In the process of development of the con­
temporary banking system in Lithuania, opinions 
of the representatives of two economic schools 

3 The fIrst legal acts regulating of the functioning of 
the contemporary banking system appeared during the 
years of "perestroika" and national revival. Although 
they provided a primary legal framework for the forma­
tion of the loan market of commercial banks, their com­
plete enforcement was only possible in a sovereign state. 
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- advocates of Lithuanian banking pattern in the 

pre-war period and those of the contemporary 

free market model- clashed. This affected the 

development of both the Bank of Lithuania and 

of domestic banking in general. As the first view 

prevailed during the first phase, creation of mo­

dem banking was delayed in Lithuania. 

The following tasks of utmost importance 

were solved at the initial stage of the banking 

reform: Lithuanian banks were separated from 

the banking system of the Soviet Union and na­
tionalized, the Bank of Lithuania was establis­

hed and started operating, foundations were laid 

for the activities of state-owned and private com­
mercial banks. 

The major legal acts passed for the regula­

tion of activities of commercial banks provided 
favourable conditions for their growth in quan­
titative terms. Since the legal acts regulating the 
activities of commercial banks were quite libe­

ral, many companies and small groups of indivi­
duals capable of accumulating primary capital 
were able to establish banks. By the end of 1993 
there were 28 banks in the country (Bankq sta­
tistikos metrastis 2002, 2003, 11) 

In 1991, when voucher privatization started, 
a number of new market entities emerged and 
took hold of a considerable share of the national 
economy. This was used as an opportunity to 
accumulate property for various criminal grou­
pings as well, which began forming up at that 
time. Exploiting lax banking and commercial 
laws, as well as the poor banking supervision, 
these groups made a significant negative impact 
on the position of commercial banks and actual­
ly jeopardized the stability of the banking sys­
tem of Lithuania. 

One of the most serious problems during the 
original period was that, with minor exceptions, 
domestic specialists in finance had been trained 
for the planned economy. Most banks employed 



staff of low qualification and competence who, 
in extending credits, failed to perfonn a com­
prehensive analysis of the activities of their cus­
tomers. Many new bankers and businessmen fai­
led to adequately respond to the changes of the 
situation in various business areas, in the deve­
lopment of the national economy when many 
economic entities became insolvent. 

While, due to the general economic deterio­
ration, the financial situation of most enterpri­

ses kept worsening, the interests on credits and 
deposits as well as the bank margin remained 
very high, determining the accumulation of bad 
loans. One may also claim that depositors and 
small shareholders of banks indirectly contri­

buted to the emergence of problems in the acti­
vities of credit institutions and banks. Initially, 
they received considerable interests and/or divi­

dends and practically were not interested in the 
actual management of such credit institutions 
or in the use of funds accumulated by them. 

At the beginning of transition to the market 
economy, commercial banks were not the only 

institutions to collect individuals' savings and 
legal entities' funds. In the period 1992-1994, 
various small credit companies, quite often es­
tablished as financial "pyramids", became se­

rious competitors to commercial banks byoffer­
ing high interest rates and thereby managing to 
attract and subsequently appropriate considerab­

le amounts of cash. The law of 15 July 1993 
imposed a prohibition on savings collection and 
loan provision for economic entities other than 

credit (banking) institutions (Valstybes zinios, 
1993, No. 31-714) 

In 1993, when hyper-inflation showed the 
first signs of exhaustion, the national currency­

the Litas - was introduced (on 25 June). Infla­
tion, however, was still galloping, slowing down 

from the average rate of 1021 per cent in 1992 to 
410 per cent in 1993 (Vetlov, 2002, 39). After 

extensive national debate, the Government of 
Lithuania took the decision to shift its monetary 
policy to the currency board arrangement 
(CBA). 

The Law on the Credibility of the Litas was 
passed on 17 March 1994 and as from 1 April 
1994 the automatic money supply regime was in 

place. Litas was pegged to the anchor currency 
(the US Dollar, from 2 February 2002 the Eu­
ro). The supply of Litas was directly linked to 
the earnings of the anchor currency which, in 
turn, was inflowing the economy depending on 

its performance. Contrary to the ordinary mo­
netary policy, under the CBA the inflation rate 
was the cause for money supply rise, not vice 
versa (Vetlov, 2002, 32). 

Abandonment of the autonomous monetary 
policy severely limited the function of the Bank 

of Lithuania as the lender-of-last-resort. Accor­

ding to some analysts, partly because of this the 
Bank of Lithuania failed to properly perfonn its 
vital function of commercial banks' supervision. 
This, however, seems not to be true, at least ob­

jectively. On the contrary - introduction of cur­
rency board regime asks for" ... a full set of ap­

propriate prudential regulations, including on 
capital adequacy, domestic and foreign curren­
cy liquidity, loan loss classification and provi­

sioning, open foreign exchange position, insider 
and large exposure and maturity mismatch li­
mits" (Enoch and GuIde, 1997, 13). On the 

other hand, " ... CBAs were not essential in ensu­
ring fiscal discipline in the Baltics" (IMF Occa­

sional Paper 151, 1997, 13). 
As analysis of press reports, academic litera­

ture and documents of the time shows, during 

the pre-crisis period the activities of the Bank of 

Lithuania as the central institution in performing 
the functions of money and credit regulation and 

supervision on behalf of the state and all banks 
were over-influenced by the Seimas and the Go-
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vemment. Despite the fact that the Bank of Lit­

huania's autonomy was objectively conditioned 

by its functions as the central bank, of which 

maintaining the stability of the national curren­

cy and prices was the most important, this auto­

nomy was violated quite frequently during the 

period under discussion. 
An effective operation of the central bank is 

only possible if it is not influenced by politi­

cians and in the absence of any pressure on their 

part. In order to avoid such situations, many 

countries have introduced, by adoption of legal 
acts., some protective mechanism: management 

of the bank is appointed for a term, the duration 

of which exceeds the term of the Parliament and 
the Government. Unfortunately, this was not the 

case in pre-crisis Lithuania. 
Another important peculiarity characteris­

tic of the initial period was the model under 
which the central bank of Lithuania was also en­
gaged in commercial activities, i.e. in accumula­
ting savings and providing loans like a commer­
cial bank. 1bis can be regarded as an attempt to 
revive the pre-war traditions in the operation of 
the central bank under novel conditions, becau­
se in the pre-war time the central bank of Lithu­
ania performed both the functions of the central 
bank and of commercial banks. Activities of the 
central bank, having taken this way, led to a de­
adlock both for the Bank itself and for the entire 
Lithuanian banking system, which was inevitab­
ly to occur sooner orlater. In 1992, the Bank of 
Lithuania had to renounce its commercial func­
tions, giving them over to the newly established 
State Commercial Bank of Lithuania. 

It may generally be stated that early in the 
pre-crisis period the activities of commercial 
banks were greatly affected by the shortcomings 
in the legal regulation of banking activities. Even 
after the adoption of the main legal acts, the le­
gal framework for commercial banking did not 
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crystallize properly. Such a situation resulted 

from the adoption of the national laws on com­

mercial banking in 1992 and 1994, which affec­

ted the quality of bank activities yet could not 
prevent from cases of abuse. Neither the first 

Law on Commercial (Stock) Banks (containing 

the system of deposit insurance) adopted in 1992 

nor the second Law on Commercial Banks (wit­

hout such provision) adopted in 1994 were able 

to prevent cases of possible abuse (Valstybes ii­
nios, 1992, Nr. 24-696; Valstybes iinios, 1995, 
Nr.2-33). 

The initial development of commercial 

banks showed that every inaccuracy or breach of 
legal acts distorted the activities of the banking 
system, bringing subsequently painful results. 

Legal acts for the regulation of activities of com­
mercial banks in force at the time as well as ot­

her normative acts contained a number of defi­
ciencies, quite often setting legal preconditions 
for the irresponsible behavior on the part of bank 
managers, clients or both. According to the ef­
fective legal acts of the time, in most cases a cul­
prit who had committed a criminal act did not 
formally breach the legal norms regulating ban­
king activities or the in temal rules of the bank. 
In view of the above, from outside, such crimi­
nal acts looked lawful and la ter, in the course of 
the judicial proceedings, the material damage 
caused by such criminal acts would be justified 
by "the normal risk of the failure to repay loans" 
(Buzinskas, SadZius, 2002, 45, 23-42). 

Introducing an order into the legal frame­
work of commercial banks could not be separa­
ted from the domestic legal policies in which a 
necessity for cardinal changes became increa­
singly evident. However, legal provisions of the 
Civil and Criminal codes in effect at that time 
lagged behind those of the legal acts passed and 
behind the establishment of basic provisions of 
the market economy, while some of them were 



even con tradictory for some time. This can be 
explained by the fact that drafting and passing 

legal acts related to a variety of spheres of do­
mestic life was at the initial stage then. 

Similarly to other post-communist countries 
of Central and Eastern Europe, which were im­
plementing economic restructuring and chan­
ging over to the market economy, there were al­
so broader reasons for banking system instabili­
ty. It was the macroeconomic environment, the 
Lithuanian economic system itself, when the es­
tablishment and operation of most small credit 

institutions and commercial banks took place 
under inflation extended throughout the coun­
try. Rapid inflationary changes were taking pla­
ce in the country: in 1991, yearly inflation was 
382.7 per cent, in 1992 - 1163, 1993 - 188.7, 

1994 - 45.1, 1995 - 35.7 per cent (as at the end 
of the year). The high inflation rates masked a 
poor credit evaluation. When the successful sta­
bilization began to cut the rates of inflation, the 
banks' weakness in many cases came to surface 

(Dziobek, Pazarbasioglu, 1998,9). The sudden 
inflationary changes undermined the financial 
situation of enterprises which began working UD­

der market conditions. At the beginning of the 

transitional period, the Lithuanian economy saw 
a considerable downturn. The rate of exchange 
of the national currency fluctuated widely. 

Both the general situation in the national eco­
nomy and disturbances in external markets af­
fected the performance of banks. The unsound 

operation of companies, their bankruptcies for­
ced banks to reduce their credit volumes. The 

economic situation in the CIS countries worse­
ned the financial position of most economic en­
tities, because mutual settlements were interrup­

ted and funds were frozen. Therefore, the ban­

king problems can be regarded also as reflecting 
the poor economic situation in the country at 
that time. 

By the end of 1995,27 commercial banks 
were registered by the Bank of Lithuania, but 

only 12 of them actually functioned (Lietuvos 
banko 1995 metq ataskaita, 1996,24). This may 
be related to both the lack of competence, expe­
rience and qualified staff and the intended acti­
vities being based on unclear selfish reasons and 
goals as well. In addition, under the circumstan­

ces of relevant banking supervision and control, 
a considerable portfolio of bad loans accumula­
ted. At the initial stage, banks extending credits 
actually did not require provision of collaterals 
and guaranties, because there was quite little pri­

vate property in the country at that time. Banks 
were seriously damaged by the enterprises that 
had been awarded credits guaranteed by state­

owned enterprises that later went bankrupt. The 
majority of credits so obtained subsequently be­
came unwarranted credits. It was permissible 
without any good reason to collateralize low­

value equipment and other tangIble assets as well 
as to receive credits several times exceeding the 
value of their collateral. Quite often credits we­

re issued against no collateralized property what­
soever' which set formal preconditions for 
squandering. 

December 1995 may be considered the peak 
of disturbances in the activities of domestic com­
mercial banks, when a moratorium on the acti­

vities of the two large commercial banks, JSC 
Lithuanian Stock Innovation Bank and JSC 
LmMPEKS Bank, was declared. These banks 

held 17 per cent of the assets of banks in opera­
tion at the time. Although the collapse of these 

large banks did not develop into a general crisis 
of the banking system, it nevertheless made harm 

to the development of the financial system and 
the economy of Lithuania, and undermined trust 

in banks both domestically and abroad for some 

time. In 1995, because of the turbulence in the 
banking system, the national budget did not re-
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ceive LTI.. 118.7 million. The downfall of the 

banks had a direct impact on 30 per cent and an 

indirect impact on 70 per cent of economic enti­

ties. Since the responsibility towards depositors 

had not yet become a legal category by that time, 

the population incurred huge losses. Due to the 

population's loss of confidence, individuals' de­

posits across the functioning banking system dec­
lined by LTI.. 377.6 million over the first three 

quarters of 1996. While in 1994 the assets of 

commercial banks made up 31 per cent of GDp, 

in 1996 they shrunk to 19 per cent of GDP (Gar­
baravicius, Kuodis, 2002,19). 

The shock in the commercial banking sys­

tem was caused by the inefficiency of legal acts, 
regulations and norms, of audit, internal con­

trol and banking supervisory institutions (Fle­
ming, Chu, Bakker, 1997,42-45). There was a 
lack of legal acts for the regulation of banking 
activities. The establishment of a legal frame­
work lagged behind the extension of the credit 
market. The development (and improvement) 
of legal acts for the regulation of banking acti­
vities intensified only after the downfall oflar­
ge banks, whereas not legitimized credit insti­
tutions and small banks started collapsing much 
earlier. The Bank of Lithuania controlled the 
activities of commercial banks (e.g., the infa­
mous commercial bank "Sekundes bankas") su­
perficially, checking their submitted annual re­
ports only. The Government and its divisions 
(Ministry of Finance and Ministry of the Inte­
rior) had no right to interfere with the activi­
ties of commercial banks. Manifestations of po­
litical lobbyism were noticeable. Bank ban­
kruptcies were determined by the inability of 
bank managers to adapt to the changing macro­
economic environment in due course, by the 
unprofessional management of banks, wrong 
lending policies and poor assessment and ana­
lysis of the business risks, and by restriction of 
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the functions of the Bank of Lithuania as the 

lender of last resort. 

Implementing Resolution of the Seimas of 

the Republic of Lithuania of29 December 1995 
"On Urgent Measures for Addressing Banking 

Problems", legal acts aimed at protecting indi­

viduals' deposits and enterprises' funds as well 

as at the restructuring of banks were drafted 

(Valstybes zinios, 1995, Nr. 107). Relevant 

amendments and supplements to the Civil Co­

de, Criminal Code and Administrative Code 

were made, aimed at disclosing and putting on 

trial persons guilty of the downfall of banks, for 
criminal or administrative violations on their 
part. 

After the downfall of banks, rapid expansion 
of the legal framework regulating the financial 
sector followed. The legal system of banking im­

proved, much progress was achieved in adop­
ting relevant legal measures. Newly adopted le­
gal acts of the Bank of Lithuania had conside­
rable influence on ensuring the stability of the 

banking system. However, the legislation of the 
Republic of Lithuania, like in the previous years, 
was quite often amended, and the formation of 
structures for its enforcement was too slow.1bis 
can partly be explained by the lack of administ­
rative skills and, sometimes, by the absence of 
mid-term strategies. 

Events and actions of the authorities that fol­
lowed them witness the continuous process of 
learning in the sector. At that time Lithuania 
was already receiving technical assistance from 
the USAID (United States Agency for Interna­
tional Development) and from the EU (under 
PHARE programme and through the bilateral 
relations with its member states). According to 
the USAID-Lithuania Financial Sector Impact 
Report, over 15 mln USD were spent for pro­
grammes to assist the coun try in building the 
well regulated, robust financial environment con-



sisting of proper institutions and professional 

managers (Kriauciunas, 2000). 

The creation and development of the Lithua­

nian banking system presents a particular exam­
ple of the learning curve which demonstrates that 

unit costs are lower the greater is the cumulative 

output of an industry. Unfortunately, the specifi­

city of identifying the learning process and its im­

pact on direct and indirect (social) costs of bank 

services as well as on many other transition pro­

cesses is still not recognized as a regularity. 

Periodization and main factors of 
banking system creation in 
Lithuania 

Analysis of shocks in the activities of Lithua­

nian commercial banks during the period 1995-
1996 allows to claim that in the process of estab­

lishment of a contemporary, effectively function­

ing Lithuanian banking system the mistakes of 
the past need to be examined along with the ex­

perience of western countries in the area, becau­

se the banking systems of many countries have 
already gone through similar situations. 

The measures of cure of the banking system 

and redrafting legal acts coincided, to a large 
extent, with the general rehabilitation of the na­

tional economy. The year 1995 was the flTst when 

the economic output stopped declining and tur­

ned upwards. A survey of several parameters of 

the development of banking and economy con­

vincingly proves that during 1996-2004 Lithua­

nia maintained good prospects for growth, en­
hanced its banking and financial systems, and 

increased and strengthened the private econo­

my sector. 

Gradually Lithuania opened up to interna­

tional capital markets. The beginning of privati­

zation of large state-owned banks, development 

of banking instruments and infrastructure has 

created the necessary basis for capital movement 
and foreign investments in the country. Free mo­

vement of capital was achieved through ensu­

ring unrestricted financial services across the en­

tire domestic market, open and fair competition 

among economic entities, and the clear, stable 

and reliable financial sector. The attractiveness 

of the country's money and capital markets inc­

reased investments of foreign capital into the do­

mestically operating banks (Lietuvos banko 

1997 metq ataskaita, 1998). Similarly to other 

economies in transition in the context of univer­

sal globalization and liberalization, it was one 

of the main forces assisting the finalization of 

the market economy reforms and upgrading its 

performance. 

The fall of some banks in Lithuania stimula­

ted efforts to develop an efficient, stable and 

competitive system of commercial banking in 

the country. The banking sector strengthened, 
its role as a financial mediator increased. The 

trends of development during the period eviden­

ced that the process of consolidation of domes­

tically operating banks was gaining force. Im­

plementation of the internationally acknowled­

ged practice of conservative and reliable ban­
king began in Lithuania. 

The supervision of commercial banks was 

changed, challenged by increasingly complicated 

requirements. There was strengthening of rela­

tions with other financial supervision institutions 

inside the country along with close co-operation 

with the relevant supervisory authorities of the 

countries whose banks had their branches in Lit­

huania. Lithuanian commercial banks improved 

their internal control services, extended the rights 

of external audit, made the requirements for cre­

dit extension more stringent, and took active 

measures to increase their capital. Conservatism 

and prudence became increasingly evident in the 

activities of banks (Ramonas, 2002, 3). 
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In the process of transition to the market eco­

nomy, association with the European Union and 

its subsequent membership became one of the 

most important strategic goals for the country. 
It may be expedient to divide the period under 

review into the following stages: 

1) 1988-1991 - setting preconditions for the 

Lithuanian nation to re-establish its state­

hood, to take over the accumulated experien­

ce of western and US democracies, and to be­

gin fundamental systemic reforms in the eco­

nomy; 

2) 1991-1995 - establishing contacts with the 

structures of the European Union and conc­

luding co-operation agreements between Lit­

huania and the European Union; 

3) 1995-1999 - signing the Association (Euro­

pe) Agreement between Lithuania and the Eu­
ropean Union, filling-in the application for 

the accession to the EU, adoption ofthe na­

tional programme of Accession Partnership; 

4) 1999-2004 - invitation for Lithuania to be­
gin accession negotiations, transposition and 

implementation of the EU legal norms (ac­

quis communautaire) into the national legal 
system, a national referendum on joining the 
EU, recommendation of the European Com­

mission to accept Lithuania into the EU and 
the respective decision of the Copenhagen Eu­

ropean Council in December 2002. On 1 May 
2004 Lithuania, together with seven other 
Central and Eastern European countries and 
two Mediterranean states, became a member 

of the European Union. 

For the Bank of Lithuania, the period from 
1995, i.e. signing of the Association Agreement 
with the EU, meant the period of activities ad­
dressing the tasks related to a safe and effective 
functioning of the banking sector, ensuring free 
movement of capital and a stable financial sys-
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tern. For addressing these problems, an inter­

departmental group was established in the Bank 

of Lithuania on 19 January 1995. It elaborated a 

programme which was subsequently transfor­

med into a part of the national law harmoniza­

tion programme. New legal acts, adopted and 

harmonized with the European Union require­

ments by the Bank of Lithuania, had a major 

influence on assuring the stability of the system 

of commercial banks. 

On the other hand, the crucial importance of 
privatization of largest banks in Lithuania by fo­

reign investors (large Swedish, German and Fin­
nish banks), as well as taking over the insurance 

business by Danish, German and Polish capital 

should not be ignored. T. GarbaraviCius and 
R. Kuodis (2002, 47) conclude: "The increa­

sing foreign ownership in the financial sector 
has brought stability, qualitative enhancements, 
increased competition, transparency and effi­
ciency of financial intermediation." 

During the period 1996-2004, a few USAID 
and PHARE-financed technical assistance pro­
jects aimed at improving the banking activities 
domestically were implemented. Technical as­
sistance was rendered for the purposes of im­
provement of monetary policy, banking legis­
lation, supervision of credit institutions, capi­
tal market development, internal audit, strate­
gic planning and accounting, as well as of the 
capacity of institutions to effect payments (Lie­
tuvos banko 1998 metq ataskaita, 1999; Lietu­
vos banko 1999 metq ataskaita, 2000; Lietuvos 
banko 2000 metq ataskaita, 2001). Identifica­
tion of the possibilities for Lithuanian commer­
cial banks to compete on the European Union 
market and strengthening their positions was 
among the most important conditions that 
should ensure a smooth integration of the Li­
thuanian economy into the common market of 
the Community. 



In pursuance of the strategic objectives of the 

national financial sector, the Bank of Lithuania 

prepared its proposals with regard to the follow­

ing negotiation chapters: "Freedom to provide 
services", "Free movement of capital", "Econo­

mic and monetary union". One of the most sig­

nificant works of the monetary policy of the Bank 

of Lithuania was the successful re-pegging of Li­

tas, without changing the exchange rate, from 

the US Dollar to the Euro, which was accom­

plished on 2 February 2002 (Alonso-Gamo, Fab­

rizio, Kramarenko and Wang, 2002, 8-11). From 

1 May 2004, after accession of Lithuania and 

nine more countries to the European Union, the 

national central banks of the new member states 

joined the System of European Central Bank. In 
the further move towards the integration into 

the Economic and Monetary Union (EMU), the 
Lithuanian national currency Litas on 27 June 

2004 joined the Exchange Rate Mechanism 

(ERM) IT. Thereby Lithuania began the process 

offulfilling the convergence criteria. Lithuania 

expects within two or three years to be able to 

adopt Euro and thus become a full member of 

the Euroarea. It is believed that the benefits of 

adoption of Euro (elimination of the risk of ex­

change of currency, encouragement of invest­

ment in Euroarea, etc.) will be much bigger than 

the negative outcomes (the refusal of the possi­

bility to re-install if the currency board regime 

is revoked, the autonomous monetary policy, rat­

her high one-time expenses on exchange of cur­

rencies to Euro, some confusion in prices and 

their perception by general public; most of them 

will be temporary and will mainly manifest them­
selves during the initial couple of years). 

Conclusions 

For the sake of generalization, some closing re­

marks might be formulated as follows: 

firstly, in our opinion, the experience of the 

evolving Lithuanian banking system strongly evi­

dences the importance of a well developed insti­

tutional framework in a market economy. This, 

in turn, means that a new banking system can in 

no way be created instantly and to be speeded up 

needs outside funds, expertise and controls. This 

is perhaps one of the reasons why banking sys­

tems in many post-communist countries have 

fallen into foreign hands; 
secondly, in the first decade, the former post­

communist countries, now emerging market eco­
nomies, have been undergoing a phase of inten­

sive learning and experience accumulation, es­

pecially in the process of creation of their finan­
cial system; any negligence of learning brought 

significant losses to the system; 
thirdly, the decision to turn the former so­

viet mono-banks into commercial banks, al­

though largely inevitable, was the main cause of 

subsequent bank failures and misbehaviour; a 

deeper conversion was vitally needed; 

and, last but not least, among the direct rea­

sons for the large costs inflicted on the society 

by bank failures was, to a large part, underesti­

mation of the importance of regulation in the 

banking system. 
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BANKŲ SISTEMOS EVOLIUCUA LIETUVOJE: NUO VALSTYBINIŲ MONOBANKŲ 
IKI MODERNIOS BANKŲ SISTEMOS (198I1-Z004) 

Jonas Čičinskas, Linas Šadžius 

Santrauka 

Sovietinio tipo komandinių ekonomikų radikalus per­
tvarkymas plačiai tyrinėtas ir aprašytas. Išskirtos trys 
pagrindinės to pertvarkymo kryptys: ~beralizavimas, pri­
vatizavimas ir stabilizavimas. Straipsniu atkreipiamas dė-
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mesys i ta~ kad sisteminiai posovietinių ekonomikų 
pertvarkymo dėsningumai apima dar vieną. ketvirtą dės­
ningumą - patirties kaupimą ir mokymąsi, formuojan t 
modernų rinkos ūk~ Šis dėsningumas ypač būdingas 



kuriant tas rinkos ūkio institucijas. kurios iki tol egzis­
tavo tik nominaliai arba jų apskritai nebuvo. 13i pasa­
kytina apie bankų sistemos kūrimą. Lietuvoje moder­
nios bankin inkystės formavimasis nuėjo sudėtingą kelią, 
kuriame galima išskirti keturis etapus, nusakančius šiuo­
laikiniam rinkos ūkui būdingos bankų sistemos gene~, 
ankstyvąji etapą, krizės laikotarpi bei perėjinną i sveikos 
bankininkystės sistemos funkcionavimą. Pirmajam, ge­
nezės etapu~ vykusiam 1988-1991 m., būdinga komer­
cinių bankų steiginnosi pradžia, pastangos mokytis ir 
kaupti patirti bei pagrindinių fmansų sistemos institutų 
kūrimas. Antrasis etapas, 1991-1995 m, pasižymėjo 
glaudesnių ir institucionalizuotų ryšių (laisvos prekybos 
su ES ir vėliau asociacijos su ES sutarčių pasirašymas. 
daug dvišalių susitarinnų). Kaip tik čia ėmė ryškėti ir 
pragaištinga patirties stoka, klaidos bei tam tikrais at­
vejais piktavaliai bankų sistemos formavimo, komerci­
nių bankų kūrinno ir funkcionavimo veiksmai Thi atvedė 
prie trečiojo etapo - 1995-1996 m. bankų sistemos 
sukrėtinno (kartais vadinamo bankų krize), kuris tačiau 
nevirto sistemine krize. Ketvirtasis etapas pasižymi ryž­
tingomis institucinėmis reformomis, taip pat bankų pri­
vatizavinnu su visa užsienio kapitalo ir patirties itaka, 
atsiradusia tuo pagrindu bei veiksmais, vykdant pasi­
rengimą n~tei ES. Iš esmės iki Lietuvos istojinno i ES 
2004 m. šalyje buvo sukurta stabili, visoje Bendrijoje 

aprobuotų teisės normų pagrindu veikianti bankų siste­
ma. Straipsnyje teikiamas tyrinnas baigiamas išvadomis. 
Jose teigiama: (a) Lietuvos bankų sistemos formavimasis 
itikinarnai rodo, koki svarbų vaidmeni rinkos ekonomi­
koje turi jos institucinė struktūra. Tai ypač pasakytina 
apie fmansų sistemą, nuo kurios lemiamai priklauso 
realiosios ekonomikos procesų tolygumas, stabilumas 
ir plėtojinnasis; komandinės ekonomikos paveldas šioje 
srityje buvo pagrindinis veiksnys, dėl ko daugelyje po­
komunistinės ekonomikos šalių banka~ siekiant pažan­
gos, perėjo i užsienio savioinkų rankas; (b) pirmasis 
dešimtmetis Lietuvoje, kaip ir daugelyje kitų pokomu­
nistinių šalių. buvo intensyvaus, kartais ir skaudaus 
mokymosi ir patirties tiek kuriant visiškai naują eko­
nomikos sistemą, tiek formuojant finansų posistemi 
joje kaupimo metas; bet koks mokymosi vangumas, 
nenoras mokytis, kvalifikacijos neadekvatumas kėlė ban­
kų sistemai papildomų problemų ir net grėsmių; (c) 
nuostata paversti buvusius komandinės ekonomikos 
valstybinius bankus rinkos ūkio komerciniais bankais 
buvo vienas iš tų sprendimų, kurie lėmė didelius šiuo­
laikiškos bankų sistemos kūrimo sunkumus ir stam­
baus masto piktnaudžiavimus; (d) viena iš svarbiausių 
didelių sunkumų ir stambių finansinių praradimų prie­
žasčių yra nepakankamas bankų sistemos institucinio 
reguliavinno svarbos ivertinimas. 

EVOLUTION OF THE BANKING SYSTEM IN LITHUANlA: FROM STATE-OWNED MONO·BANKS 

TO A MODERN BANKING SYSTEM (1988-2004) 

Jonas Čičinskas, Linas Šadžius 

Summary 

The radical restructuring of the Soviet-type command 
economies has been broadly investigated and descri­
bed. Three main directions of the restructurization of 
the economic system were identified: liberalization, 
privatization and stabilization. The article draws atlen· 
tion to one more regularity - experience accumulation 
and learning while building a modem market economy. 
This regularity is especiaUy appropriate for the crea· 
tion of the institutions which existed before the re· 
form just nominaUy or did nat exist at all. This con· 
cems also the formation of banking. The modem 
banking sector in Lithuania went a complex way which 
could be divided into four stages representing its ge­
nesis, early stage, crisis periad, and transfer to a sound 
banking system. The flfst stage, 1988-1991, is charac­
terized by estab1ishing the first commercial banks, 
effarts to leam and accumulate experience, and the 
building of main institutions of the financial system. 
The seeand stage, lasting from 1991 till 1995, saw 
expansion of closer and institutionalized relations with 

the EU and its member states (by signing the free 
trade agreement - and later the Association Agree­
ment - with the EU, intensification of bilateral co­
operation with member states). Exactly in this period 
the destructive lack of experience and in some cases 
deliberate malevolent actions did appear in the forma­
tion of the banking system and in activities of com­
mercial banks. All this led to the third stage - a shock 
in the banking system (called banking crisis), which 
took place in 1995-1996 but did, however, nat tum 
into a systemic crisis. The fourth stage was the period 
of determined institutional refarms, banks' privatiza­
tion which brought both capital and experience, and 
the activities caused by preparation for joining the 
EU. In essence, by 2004 a stable banking system 
operating on the basis of the main rules comman to 
the whole European Community was estab1ished in 
Lithuania. The article ends with conclusions. They 
state that (a) the formation of the Lithuanian banking 
system proves without doubt that the market economy 
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is highly dependent on its institutional structure. This 
especially concerns the financial system which essen­
tially impacts the regularity, stability and growth of the 
processes in the real economy. The heritage of the 
command economy in this field was the main factor 
which, in search of progress, brought the majority of 
banks in post-communist countries into the hands of 
foreign owners; (b) the first decade in Lithuania, as 
well as in many other post-communist countries, was 
the period of intensive and sometimes painful learning 
and experience accumulation, both in the creation of 
a totally new economic system and in building its 

[teikta 2006 m. balandiio men. 
Priimta spausdinti 2006 m. birielio men. 
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fmancial sector; any delays in learning, refusal to learn, 
inadequacy in qualifications raised additional problems 
and even threats for the banking system; (c) the de­
cision according to which the former state-owned mo­
no-banks were tuned into commercial banks functio­
ning in a market economy was among the solutions 
which caused great difficulties in creating the modem 
banking system and in some cases led to a large-scale 
fraud; (d) among the main reasons for greta difficulties 
and heavy financial losses was underestimation of the 
bank regulation institutions and procedures. 


