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The way the financial and economic crisis has exlw Russia differs from
similar processes in other countries. On the om& hRussia has followed other
developed nations decapitalizing the assets oinegtons in the financial and re-
al sectors, trimming solvent demand, slowing dowon@emic growth rates, in-
creasing unemployment levels, etc. But, on theraotlaad, the Central Bank has
increased the refinancing rate to 13% whereas atbeeloped countries have cut
it to the lowest possible levels; interest ratée IMIBOR have been on the rise,
although similar rates in Western countries (LIB&irl EURIBOR) have been go-
ing down. The inflation rate in Russia is expedtethit 13%-14% in 2009 while it
Is likely to be zero in the euro zone and the Whi&ates. Finally, although the
United States provoked the global crisis, it is Bwssian ruble, not the United
States dollar, that has been losing value.

| believe that one of the reasons why the Russtan@amy has been behaving
in such an unusual way is that the balance betweebanking system's credit po-
tential and the real sector's credit needs in atkéreconomies is different from
what it is in Russia. The advanced economies heneglit surpluses” whereas Rus-
sia has been beset with "credit deficits" in th&t [B7-18 years. In the 1990s this
deficit affected both short and long money. Regerttiere has been a deficit of
long money.

Generally speaking, it is difficult to accuratelyamtify a "credit deficit"
(surplus), unlike a budget deficit (surplus). $tilis should be done. Let us
calculatev using the following formula:

_CF
v=— -1,
CN
whereCF is the banking system's actual ratio defined adtdnking system’s
assets over GDP; areN is what we might call the national banking system'
normalcy ratio.

If CN were a known value, then we might say that with0, a country's
banking system matches its real secton ¥ 0, the banking system has sur-
plus assets versus the real sector, i.e. a "csadius." Finally, ifv < 0, the
banking system falls short of the real sector (adit deficit"). So, the thing is
to define the value dN.

Let us assume that "credit deficits" are typicalcotintries migrating
from the command economy to the market and aretypatal of countries

with centuries of ongoing market evolution. In tltiase, theCN estimate
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should be derived from a multitude of act@@ ratios for countries with
many centuries of market history where banks plagminant role in the fi-
nancial system.

If our assumption is correct,@N can be taken as the minimu@# ratio
typical of countries with many centuries of markestory. In Russia, the
banking system's assets/GDP ratio was 39% in 18988pared with 200%-
300% in most of the leading countries (Germanyadaghe UK, Switzerland,
and others) (M. Ershov, 2001). Accordingly, the 8@N was abou00%.
That being soy for the Russian economy in the same year of 19@&led

about -0.8 % - 1), which suggests that Russia’s banking seets sub-

stantially behind its real sector. The situatios lmaproved in the last 10 years
(1998-2007): the banking assets/GDP ratio in Russigeased from 39% to
61%, and assuming that tl@&N value did not change over the 10 years,
dropped to -0.7.

"Credit surplus" economies behave substantiallfedshtly from "credit defi-
cit" economies. The former are looking for wayeitend lending, including long-
term lending. Typically, they have quite low, artdimes extremely low, interest
rates and their economic growth is accompaniedoly ihflation rates. The real
threat of cash bubbles appearing is offset byukegs real potential to make large-
scale scientific, technological, economic and doatvances (more than 70% of
Americans live in comfortable homes — not leastlbse of the notorious subprime
rush that pushed the global economy into crisi$)th& opposite pole, economies
like Russia's have to operate amidst high intewgsss. In turn, high interest rates
can provoke inflation. These economies avoid cadbbles. But, for one thing,
growth based on a country's own banking systenthsreextremely limited or im-
possible. For another thing, there is more needbfa@ign borrowings.

What has happened in Russia since 2004 has beardtth of the govern-
ment's and Central Bank’s foreign currency resereashe one hand, and a surge
of external borrowings, on the other. Most of tloerbwers are exporter companies
and system-forming banks. As a result, the couh&ty received additional cash
resources needed for major investment projectstt@eéconomic growth rate and
real incomes growth rate in 2004-07 were highen gngected.

In the fall of 2008 when the crisis reached thedfan economy, the external
corporate debt soared to an astronomical sum adstlkdSD 500 billion. With the
positive trade balance slashed, servicing this desatlted in the collapse of the ru-
ble (because imports became more expensive) ano letther Russia-specific cri-
Sis consequences.

Both scientists and practitioners recognize thatredit deficit" market econ-
omy model is ineffectual. At the end of 2008, thes§tan Government approved a

% There is another way to estima®l. For example, in O. Solntsev’s opinion, it cande¢ at
100%, a little lower than the banking assets/G0O#® @& second-tier industrialized nations such
as Greece or South Korea. See M. Talskaya. Postaz&xpert, # 47 (541), December 18,
2006.



"Concept for the Long-term Social and Economic Depment of the Russian
Federation until 2020." This calls for:

- increasing bank loans to the economy from 409GDBf* in 2007 to 70%-
75% of GDP in 2015, and to 80%-85% of GDP in 202,

- increasing the banking sector's contribution unding fixed asset invest-
ments from 9.4% in 2007 to 20%-25% in 2020, inatgdby way of operationaliz-
ing government development institutes and expanttiagong-term component of
bank loans.

If these objectives are achieved, Russiashould grow approximately from
-0.7 to -0.3. One can only welcome such growth.tBatquestion is how feasible it
iIs. Wouldn't the current financial and economicsisristand in the way of such
growth? Inasmuch as the Russian banks have folldaad Western counterparts
to securitize assets and the securities of manypaamas have lost their value,
may now turn back and drop to -0.8 or even loweis bbvious that government
support is critical.

The crisis, however, will come to an end soondatar. The question is: what
would drive the growth rates of the banking systeassets which should be more
than double the GDP growth rates until 2020 (pregtid can rise to -0.3)? And
another question: how would the monetary authariteact to such growth? This
would mean active loan issuance, which in turmasght with inflation growth.

In January 2009, Finance Ministar Kudrin (A. Kudrin, 2009) contributed
an article to th&/oprosy Ekonomiki journal saying that Russia “has allowed a cer-
tain weakening of monetary and fiscal policieshia last few years. ... Low inter-
est rates have sustained in the economy, effegtivegative in real terms, which
has resulted in an upsurge of lending. Naturahig, ¢conomy has become ‘over-
heated.” On the one hand, this has increasediorlaty pressure and on the other
hand resulted in a rapid growth of external borragsi"

The above quote leaves no doubt that each stepd@mancreased value of
until 2020 will meet with resistance from the Mimysof Finance. Firstly, a surge
in lending activity that is bound to follow the gvth of v will be interpreted as a
weakening of monetary policy. This interpretatiencorrect if we talk about the
German economy which has for years been operatirag ‘icredit surplus” envi-
ronment and allowing a so-called overheating ofdb@nomy by lowering interest
rates. The situation is fundamentally differentRossia. We have an ineffectual
"credit deficit," not a "credit surplus." For thisason, reducing the deficit would
not be a weakening (or a softening) of monetarjcga@s A. Kudrin believes, but a
process tanormalize the banking system and bring it to a developmewtll that
fits the needs of the real sector.

Secondly, it is perfectly obvious that with eadlsrease ob happening, A.
Kudrin will remind us of the risk of upsetting thalance and pushing inflation up.
Here is another quote from his article: "Whenegnilibrium rate (italicized by
V.M.) is achieved, additional cash injections in theneeny could again result in

% To avoid any confusion, it should be noted that ihdicator differs from ou€F. The latter is
the banking system'assets GDP ratio.



liquidity surpluses and additional inflation growthith the task of creating "long"
money again postponed by several years... That snthe Central Bank's poli-
cy to increase interest rates in the economy itequstified." The quote addresses
a serious theoretical issue.

A. Kudrin implies ashort-term equilibrium. The Russian economy, however,
will have to pass a number of such states untiD2§arting fromw,997 = -0.7 and
ending withvygyo = -0.3. Each time there will be the same threatindiition
growth. It would be wiser therefore not to referttos threat as an argument
against normalizing the Russian banking systentdtiake measures to eliminate
all other factors contributing to inflation growtlRor example, it is possible to neu-
tralize such factors as the growth of gas, elattricailway and utility prices. The
annual growth of these prices could be replaced Wwing-term loans from
Vnesheconombank (Development Bank) issued at 8%4t6% above LIBOR.

Let's get back to the key issue: what would beditner of the banking sys-
tem's assets growing until 2020 at a rate more doauble the GDP growth rate in
order ultimately to overcome the "credit deficitifst of all the deficit of "long"
money?

While recognizing the deficit of long-term resowscé. Kudrin considers that
“Institutional investors and actively lending commial banks should ensure
‘long’ money supply in the economy and stabilize ttash market in the long
term."” This is a key point. Leaving aside the diift problem of institutional in-
vestors (who currently play an insignificant role forming "long" money), it
means that the government and the Central Banknailbe assisting the commer-
cial banks to overcome the deficit of "long" money.

In the meantime, such assistance is needed. Congjdbat the long-term
growth of lending activity by commercial banks dege on changes in their equi-
ty, which is derived from banking profits and sutioated instruments, one can
say that the Russian banking system stands littlnae of bridging the "long"
money deficit on its own. Indeed, equity gains frprofits are limited by high tax
burdens (up to 34% of the profit) and by the latkleang" money in the domestic
market needed for subordinated loans. Only the mowent can reduce the profit
tax for the banks, e.g. by exempting the portiothefprofit that is used to increase
equity. Likewise, only the government in the persbthe Development Bank can
purchase some of the subordinated bonds from thenescial banksThe EBRD
iIs doing a lot in this respect, so why the locav&epment Bank can’t do the
same? And the last thing: on January 16, 2009 t&e Treasury invested USD 20
billion in the Bank of America in exchange for fieeferred stock with an 8% divi-
dend ratgéwww.federalreserve.gov/newsevents/press/bcre§@06a.htm)

References

M. Ershov. On economic policy stereotypeddprosy Ekonomiki, # 12, 2001
[in Russian].

A. Kudrin. The global economic crisis and its impan Russia/NMoprosy
Ekonomiki, # 1,2009 [in Russian].



Submitted: February 2009



