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The last ten years have proved that the Russian ecooangyrow steadily During the
decade (1998008) real GDP grew by 94%, investments zoomed by over 200% and real
disposable household incomes rose by 137%. Despite high inflation and negative real interes
rates, rubledenominated bank savings of householdsvg2é times in the period from 2000 to
2009. The rublebdébs exchange rate has hardly

Economic growth in the poSoviet Russia was resumed after the systede financial
crisis of 1998. The upturn in the worldiges for oil and other raw materials helped to balance
the budget and strengthened the government
Stabilization Fund was instrumental not only in sterilizing the influx of patitars but also in
creatingpa certain fAsafety margi no. 7ARQ09 thehresouresa k
accumul ated during the dAfat yearso all owed
system and the budget. However, the cycle of high raw material prices waseawbttal
implement a largescale retooling of the Russian economy or infrastructure projects. The chance
to strengthen the competitive edge of the national economy was lost.

The accelerated growth from 2006 to the first half of 2008 was underpinned by
expanihg consumption supported by both, incomes and the banking systeamk loans
accounted for one third of domestic demand growth, while the share of bank loans in financing
capital investments was a modest 9%. Economic growth driven by expanding consumptio
financed by petralollars and external borrowings proved unstable. In the context of the global
crisis industrial production was thrown back to the 2005 level in a few months and the foreign
private debt already exceeds Russiabs inter

In the conditions of the world financial (and economic) crisis Russia failed to bécame
safetyDbapenhe. accumul ated international res
3 largest in the world), the national banking system and finamsékets were unable to
cushion the negative external impasystemic and structural problerascumulated during the
period of the accelerated growth exacerbated the crisis manifestations:

1 The deficit of funds in the nefinancial sectoii the gap betweelvans and deposits

of the corporate sector and households exceeded all banking equity in the middle of
2008;



1 High inflationi the ill-developed competitive environment makes monetary methods
of combating inflation less effective;

1 The unproportionally hig dependence of the economy and financial sector on the
rubl ebs exchange rat e;

1 Substantial segmentation of the banking system evidenced by different requirements
for liquidity and capitalization, access to domestic and foreign financing and,
eventually, fo risk levels;

1 Ineffective use of external loarisonly 2025% of them were channeled to finance

the nonfinancial sector.

Key problem is the deficit of financing

Fast growth in the Russian banking system (the banking system assets grew by 44% i
2006- 2007 versus nominal GDP growth of 24.3 and 22.7%, accordingly) and loans to the non
financial sector was accompanied by the mounting deficit of domestic funding sources, i.e., the
debt of the no#linancial sector (obtained loans and issued securities) pedsistently
overshooting corporate and household deposits. For the first time after the 1998 crisis the defici
of domestic funding sources needed to spur up lending to théinamtial sector emerged in
2004. Until then domestic savings were excessind the excess was absorbed by capital

outflows from Russia and growing deposits with the CBR.

Tabl e. Sher toavgeer su pl vy) of domestic financial

coverage (neutralization), R bn (net of foreign contributions to the share capital)

1999 |2000 |2001 |2002 |2003 |2004 |2005 |2006 |2007 2008

Deficit of
domestic
financial
resources

Sour ces o f-éifabhsorpdiony g (¢

-101.9 |-79.9 |109.3 |-26.6 |134.1 |308.1 |205.3 |594.5 |984.9 |1702.8

Restofworld  |-10L..7 | -69.2 |34.4 |358 |2290 |882 |1571 |5400 |61L1 |-1100.7
Federal 18 |-901 |-12.7 |-621 |-51.3 |18 |-51.3 |-556 |-495 |335.8
Government

CBR 377 |-839 |236 |-123.6|-208.1|-2152 |43 |-313.3|-460.9 |3083.8

Source: CBR, AL Vedi estimates

The deficit of domestic resources became apparent 04 20d was triggered by fast
growing loans to the nefinancial sector (that year was marked by the outburst in consumer
lending). The gap was rapidly widenirigthe ratio of loans to the nefimancial sector to

domestic deposits rose from 95% in early20®120% in early 2008.



The gap between the loans and deposits of theinancial sector exceeded the banking
system equity in the middle of 2008. From that time the situation went out of control and entirely
depended on other than banking system ssuic either on foreign capital inflows or

Ainjectionsd from the monetary authorities.

Graph. Excess of loans over deposits of the ndimancial sector (net of bonded debt)

and total equity capital of the banking system (net of subordinated loansR bn.
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In 2008, the gap between loans and deposits totaled R 3.5 trillion. The equity capital of
the banking system net of subordinated loans totaled R 2.9 trillion and in 2008 the deficit of
domestic financial resourserose by R 1.9 trillion. In 2009 the gap between the loans and

deposits was almost bridged due to growing household savings and stagnating corporate lending

Russian inflation as a growth depressant

Spiraling inflation has been an invariable attributenarket development and reform in
Russia since 1992. In the last ten years substantial price hiegsted with economic growth:
they did not prevent it but noticeably affected its nature. The impact of inflation was observed in
the prevailing consumiain (covered by imports), the low savings rate and a distorted structure
of sources of fixed capital investments.

Inflation combating depends more cggulation of the market environmerdther than
money supply control. During the global financial crisidy several countries (mostly the FSU
members) were challenged with high inflation, while most countries of the world faced deflation
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against the background of the crisis and dropping demand. The eased monetary policy aimed -
expanding domestic demanadgirise to significant institutional constrainis.the last ten years

each 100 rubles of growth in domestic demand were contributed-8y B#les in price growth,
22-25 rubles of imports growth and only by-28 rubles of growth in domestic productidrhe
vulnerability of this model was also borne out by the cHsis the G20 list Russia posted the
har dest production slump and the highest [
Soviet time). Producers were more inclined to curtail pcodo rather than prices. In case of a
steady trend, the underdeveloped competitive environment in the Russian economy leads to
situation when the producer s 0 isnoehkeprices rathet o

than increase the output

Graph. Domestic Demand Growth and Sources of Growth, R bn.
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Expected appreciation of the real rubl e
contribution to domestic demand growth may be somewhat higher than thddnudstic
production. And growing prices for domestic commodities and services may again generate ove
one half of the total growth in nominal domestic demand. Evidently, the monetary policy
targeted at stimulating domestic demand growth will contributy about 2025% to the
economic growth and by 75% will exacerbate the problems associated with the spiraling

inflation and the worsening BOP structure.



It seems that the key problem is creation of a competitive environment on all segments of
the domestic @arket fostering the adequate response of producers to market $igoagpand
production and inventories, to increase or cut down prices. Only with this in place the monetary
factors can have a regulating effect on inflation. This conclusion is ofijginmportance in the
context of the currently discussed plans to implement the inflation targetingiptieyegative
implications of this policy may appear not due to the wrong approach but because inflation will

be impacted by other (nanonetary) rasons.

Di sproportional dependence on the rubl ebd

The Russian economy remains rather closed as regards tod-westd trade. Exports
account for 18% of overall domestic output and the share of imports in gross consumption is
even lower, bing 10 12%. However, the imports structure with roughly equal shares of final,
intermediate and investment demand products has a telling effect on production. Low elasticity
of import substitution is also importantdomestic producers do not manufactsimailar goods
and Russian consumers are not ready to replace imported goods with domestic produce.

The same situation is observed in the financial sector. The level of conversion of
household savings into foreign currency is dwindlingousehold savingsiforeign currency in
stable periods fall to 12% of the total volume. In unstable periods they move up quicklyito 30%
35%. With the signs of crisis in the banking sector, demand for foreign currency cash rockets.

Today the exchange rate of the Russianeaudtts as the inflation anchor and the
contribution of the stable ruble to curbing inflation is fairly substantial. Considering the
significant effect of the rublebs exchang:¢
products and the price movemergigbility and predictability of the exchange rate is crucial for
the recovering growthHowever, this requirement conflicts with the BOP stability in respect of
the capital transactions account. High interest rates and the stable ruble generate dioseble in
of shortterm foreign capital stoking accelerated growth of the financial markets and fostering

conditions for new fAbubblesd, which, i f pun

Ineffective foreign borrowings clash between foreign delind economic growth

Since 2004 the banking system has experienced a dearth of domestic financial resource
needed to expand lending to the Horancial sector and covered this deficit through increased
external borrowings. As at 1 January 2004 the pivateign debt totaled $ 80 bn, whereas as at
1 January 2008 it swelled to $ 417 bn (a more than fivefold growth). The problem is that Russiar






