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Introduction. Achievement of the goal of
“breakthrough scientific, technological and
socio-economic development” set out by the
President of Russia [1] requires a systemic
macroeconomic policy aimed at stimulating
investment in promising areas of growth of the
new technological mode. Its most important
component is monetary policy, which
provides the financial component of expanded
reproduction of the economy.

Modern economic growth cannot do
without constant expansion of credit to finance
innovation and investment activity of economic
entities. At its core, the credit created by
the state is intended to advance production
growth; without its consistent expansion, the
development of the economy is impossible.
At the same time, the interest rate should
not exceed the profitability of production. J.
Schumpeter called interest rate as a tax on
innovation [2]. Otherwise, the credit created
by the state will be used to finance speculation
to the detriment of real economy sector
development. This is what is happening in the
Russian economy.

Overestimation of interest rates above the
level of profitability of most enterprises in the
real sector leads to a reduction in production
and investment, and it leads to the flow of
money to currency and financial speculation.
The outflow of money from the real sector
to the banking sector creates the illusion of a
liquidity surplus, which is sucked out of the
economy by the Central Bank (CB). In contrast
to the generally accepted two centuries-long
world practice of creating credit resources by
national central monetary authorities, the Bank
of Russia withdraws money from the economy,
thus artificially compressing the lending to the
production sector. Thus, it blocks the growth
of investment and innovation activity, making
it impossible to develop the economy.
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In order to assess the policy of the Bank of
Russia properly, it is necessary to understand
the role and place of monetary policy in promo-
ting the reproduction of modern economy.

The importance of credit for economic
development. Credit expansion is especially
important in times of structural changes in the
economy, when economic entities do not have
the ability to update rapidly aging fixed assets.
That is why in 2014—2018 all the leading world
countries have been rapidly increasing the
volume of money supply (Fig. 1), providing
loans for modernization and growth of produc-
tion at nominal interest rates (Fig. 2). Thus, they
stimulate investment and innovation activity
of their economic entities, making it easier
for them to create industries of a new technolo-
gical mode [3] and ensure its advanced growth.

Money emission is the source of this rapid
expansion of credit in advanced and successfully
developing countries; this emission is directed
to financing the priority directions of social and
economic policy established by the state.

Monetary authorities of the leading count-
ries have learned to create money for debt
obligations of the state and business to finance
expanded reproduction of the economy. Today,
in the context of the structural crisis, they
use significant issue of money to stimulate
investment in the development of a new
technological structure. Its main channel is
the purchase of low-income debt obligations
of the state by the Central Bank in order to
finance budget deficit. As part of “quantitative
easing”, the U.S. Federal Reserve System and
the European Central Bank also issue money
to purchase obligations of large banks and
corporations. China and other successfully
developing countries issue money taking into
consideration the investment plans of economic
agents in accordance with centrally established
priorities (Fig. 3—6) [4, 5].
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Figure 1. Growth of money supply in different countries
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Figure 2. Real level of the key rates of central banks in several countries (as of September 27, 2018, %)
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Figure 3. Money emission in the U.S.

2015: dollar emission (monetary base generation) based on purchase of state securities
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Figure 4. Mechanism of formation of money supply, European Central Bank
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Figure 5. Organization of money supply in China

Exchange market

> 2
> =8 Purchase of dollars
£ £283 by the People's Bank of China
£82x°8 . .
EEEEE People's Bank of China
S253%
~B&EE
5. Investment in
Banks corporate bonds | Capital markets
< | %=
gl |&
a2y P
A_|
7'y
7.M1 5. Long-term loan

5. Long-term loan

Source: Yu Yonging, 2017.

Economic and Social Changes: Facts, Trends, Forecast Volume 11, Issue 5, 2018 33



Potential Opportunities for the Growth of the Russian Economy and the Monetary Policy of the Bank of Russia

Figure 6. Formation of money supply by the Bank of Japan
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Unlike the Bank of Russia, central banks
that issue reserve currencies provide a wide
range of cheap credit resources at quasi-zero
interest rates. This does not lead to inflation
because the loans are directed to finance
investment in modernization and production
growth; as a result, costs are reduced and
supply of goods is increased, and therefore, the
purchasing power of money grows, as well.

China’s experience demonstrates the
possibility of using money emission for issuing
loans aimed at the growth of investment and
production without inflationary consequences.
For instance, the 10-fold GDP growth in China
from 1993 to 2016 was accompanied by the 28-
fold increase in investment, 19-fold increase in
the money supply and 15-fold increase in bank
loans to the manufacturing sector. The unit of
GDP growth accounts for almost three units
of investment growth and about two units of
growth of the money supply and the volume
of credit. This illustrates the mechanism of
growth of the Chinese economy: the increase
in economic activity measured by GDP is
provided by a rapid increase in investment, most
of which is financed by expanding the credit of
the governmental banking system. Despite the
fact that the increase in money supply exceeds
manifold production growth, inflation in China
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remained in the range of 4—7% for the entire
period of rapid economy monetization.

Low inflation was ensured by a continuous
increase in the efficiency and volume of
production of goods due to the retention of cash
flows in the following circuit: credit issue —
growth of investment — increase in the volume
and efficiency of production — growth of the
mass of goods with a decrease in unit costs of
their production and the unit price of consumer
value — increase in income — expansion of
savings — growth of investment. This was
achieved by linking the credit of state-owned
banks to investment projects of production
development and by complying with foreign
exchange restrictions on capital transactions,
“end-to-end” responsibility of public
authorities for the achievement of the indicators
of production and investment growth, and by
implementing anti-corruption measures.

Similar methods of using the issue of fiat
money to credit the investment growth are
successfully used in Japan, India, Vietnam,
Korea, Malaysia, Singapore and other
successfully developing countries. Their
characteristic feature is the outstripping
increase in the targeted credit issue for
financing investments in accordance with the
priorities determined by the state. Due to this,

Economic and Social Changes: Facts, Trends, Forecast
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a sharp increase in the rate of accumulation
was achieved with low incomes and savings of
the population. Targeted credit issue has been
and still remains the major source of financing
for capital investments in the development of
all countries that have performed an economic
“miracle”.

Invalidity of the basic assumptions of the
main directions of the unified state monetary
policy. Judging by the published draft of the
main directions of the unified state monetary
policy (hereinafter “the Directions”) [6] until
2021, the management of the Bank of Russia is
unfamiliar with the laws of long-term economic
development and modern practice of advanced
and successfully developing countries in the use
of monetary policy tools to ensure economic
growth. It also does not have a clear picture of
the actual opportunities for development of the
Russian economy and reduces its potential to
the current volume of production. This is due
to very popular, but superficial and unrealistic
ideas about the development of the economy
and the interdependence of money supply,
inflation and production growth. Based on these
views, the Directions will hinder development
of the Russian economy and condemn it to
growing technological backwardness and
degradation.

The logic of the Directions is based on the
“Concept of the equilibrium state of the
economy and the deviations of the main
macroeconomic variables (gaps) from it” in
which “the economy can remain indefinitely
in the absence of various shocks that lead to
short-term deviations of the economy from
it” (p. 25; hereinafter we provide a reference
to the relevant page of the draft Directions
for the 2019—2021 period). According to this
concept, “in the long-term equilibrium, all
key indicators in the economy are growing
at a constant pace, which is determined by
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fundamental factors. That is, long-term
equilibrium is not a specific point, but a stable
trajectory along which the economy is moving.
When conducting monetary policy within the
framework of the inflation targeting regime in
the long-term equilibrium, consumer prices
grow at a rate corresponding to the target level
of inflation, and the growth rate of the economy
is equal to the potential growth rate and is
determined by the growth rate of productivity
of the factors of production, as well as the speed
of technological development” (p. 25).

This view is as far from reality as the political
economy of socialism that was popular in the
USSR, or the theory of optimal functioning of
the economy. The authors of the Directions
accept this view as an absolute truth that
requires no proof. In reality, the state of long-
run equilibrium does not exist. Economic
development is non-linear, non-equilibrium
and often uncertain. Under the influence
of science and technology progress new
technological opportunities are constantly
opening up, pushing the previous restrictions on
economic growth. The suitable way to describe
the long-term development of the economy
is not a stable trajectory, but a wave-like
movement in which the stages of rapid growth
in ascending phases of the long Kondratiev
waves are interspersed with structural crises that
mediate the change of technological structures.

Business, investment, research and
production cycles are studied thoroughly in
economics; the key role of science and
technology progress and innovations in
ensuring economic development is proved
[7]; their introduction causes deviations from
the hypothetical state of equilibrium and
creates new attractors of economic movement.
The economy moves from one attractor to
another, never reaching equilibrium under
the influence of innovations continuously
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generated by economic entities. In the modern
view of the innovative economic development,
the equilibrium state looks like a ridiculous
speculative abstraction, theoretically possible
in the static economy of the Middle Ages, in
which there was no credit and the innovators
were persecuted by the Inquisition.

For more than 50 years, the concept of the
equilibrium state of economy has been rejected
by academic science because it was looked upon
as failing to reflecting reality and misleading
decision-makers. None of the developed and
successfully developing countries applies this
concept in practice and uses it for ideological
purposes to justify the necessary large-scale
capital policy of deregulation of the economy
[8]. Proving the harmfulness of government
intervention, which allegedly interferes with
the equilibrium economic growth, financial
capital brings under its control the factors of
production in order to maximize profit and
does so, among other things, by establishing
monopolies contrary to the concept of
equilibrium.

The concept of equilibrium is laid down in
the mainstream of economic thought, which
imposes a scientific idea of the reasonableness
and consistency of liberal globalization on
the public consciousness. This approach is
characteristic of religious thinking, which
in this case has its carriers of “absolute
knowledge” represented by the IMF and other
international organizations and regulators that
implement global interests of the financial
capital of the U.S. and other countries that
issue world currencies in limitless expansion
by limiting national credit in other countries.
The practical application of this approach in
Russia and other post-socialist countries, as in
many countries in Africa and Latin America,
has invariably led to the degradation of the
economy and subordination of its reproduction
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to the interests of transnational corporations
refinanced by issuers of the US dollar and other
world currencies.

Misinterpretation of economic growth
opportunities. The inadequacy of theoretical
ideas about the development of the economy
entails erroneous assessments of its actual
state and development opportunities. The
authors of the Directions believe that “in an
open economy, temporary deviations from the
equilibrium can be associated with the changes
in domestic economic conditions and the
changes in the external economic situation.
The reaction of macroeconomic policy and
monetary policy to the implementation of the
shocks makes it possible to minimize their
impact on the economy and facilitate its speedy
return to its long-term equilibrium” (p. 25).
However, since it exists only in the imagination
of the authors, the measures planned in the
Directions do not return the economy to a state
of equilibrium, but are aimed at maintaining
its current state, which is interpreted by the
authors as equilibrium. Thus, the authors of the
document believe that “the increase in domestic
and external demand provided economic
growth at a level corresponding to the long-
term potential, taking into account its current
structure. According to the Bank of Russia,
the annual GDP growth rate in 2018 will be
1.5-2%" (p. 42). They also conclude that “the
growth of the Russian economy has continued
at a pace that is estimated by the Bank of Russia
as corresponding to its long-term potential” (p.
36). And then, moving on to the forecast, the
authors write: “Under the influence of all these
factors, the growth rate of the economy at the
end of 2019 will be 1.2% and 1.7%, remaining
close to the potential growth rate” (p. 52).

The hypothetical equilibrium growth of the
economy, imagined by the authors, is included
in the target forecast under which monetary

Economic and Social Changes: Facts, Trends, Forecast
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policy measures are planned and which
thus becomes self-fulfilling. Evaluating the
effectiveness of the current policy, the authors
of the Directions argue that “...economic
growth occurred without excessive buildup
of inflationary pressures; such a growth was
promoted by monetary policy. Changes in the
key rate ensured the continued attractiveness of
ruble savings and the growth of lending to the
economy in accordance with the increase in
income. The resulting increase in the consumer
and investment demand did not get ahead of
the opportunities to expand the supply” (p. 36).

In fact, the growth of the economy, which
was within the statistical error, was visible only
to the authors of the Directions. Due to the
sharp rise in the cost of credit and the
preservation of credit conditions unaffordable
for most industrial enterprises, there was a fall
in investment and income of the population; all
this led to a decline in production much below
the potential level [9]. Contrary to the opinion
of the authors of the Directions, the possibilities
of expanding the supply of goods and services
are very significant, amounting to at least 25%
of GDP growth given the current state of the
factors of production.

According to statistics, the load of fixed
assets in the industry does not exceed 60%,
including new capacity introduced in the last
five years (Fig. 7).

There are still significant opportunities to
expand the use of land and water resources.
Available data from the surveys of enterprises
indicate the existence of significant hidden
unemployment, which could help increase
the output by 20—25% without resorting
to a corresponding increase in the number
of personnel, due to the growth of labor
productivity and increase in the load of idle
capacities. The limitless supply of labor from
the former Soviet states of Central Asia, as
well as the influx of highly skilled workers from
Ukraine exceeds the current demand for labor
from Russian employers. The Russian economy
also has no restrictions on the growth of the
resource base: output can be increased in several
times in the complex processing of currently
exported commodities [10]. Scientific and
technological potential is not a constraining
factor, since hardly a third of it is used, judging
by the volume of R&D.

Thus, judging by the load of the main factors
of production, the growth potential of the

Figure 7. Level of capacity utilization, in %
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Russian economy at the expense of extensive
expansion is as follows: increase in industrial
production by 40%, increase in the production
of engineering and chemical products by more
than 50%; increase in agricultural production
by at least 20%; increase in the provision of
transport and construction services by 15%.
With the intensification of the use of production
resources at the expense of science and
technology progress, GDP could be doubled
within a decade. In other words, the Russian
economy can grow at a rate of at least 7% of
annual GDP growth in the short term, and if
the increase in investment is 15%, then the
economy can grow in the long term. The main
limiting factor is the artificially created shortage
of credit resources, which does not contribute
to linking unused factors of production in the
production process. This is evidenced by the
linear statistically significant correlation that
has developed in the Russian economy between
the growth of GDP and the growth of the
money supply (Fig. §).

If the volume of credit were not the factor
that limits growth, then the dynamics of the
money supply would not correlate with such a
high statistical significance with GDP growth
and would not form a liquidity surplus with the
increase in interest rates.

An imaginary liquidity surplus. As a result of
unacceptably high interest rates that exceed the
level of profitability for most manufacturing
industries (Fig. 9), capacity utilization falls as
enterprises repay loans and reduce their working
capital.

Focusing on the key rate, banks do not
reduce interest rates and reduce lending to
manufacturing enterprises. As a result, they
have excess funds that are perceived by the
authors of the Directions as structural liquidity
surplus, which the Central Bank is going to
withdraw: “In terms of the liquidity surplus
of the banking sector, the Bank of Russia used
deposit auctions for a period of one week as
the main instrument of monetary policy. In
2018, the volume of funds raised for them

Figure 8. Correlation between Russia’s GDP and the real money supply
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Figure 9. Level of return on sales by type of activity and interest rates on loans (as of the end of 2017)
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increased significantly. Thus, in 2017, the
average volume of funds raised at weekly deposit
auctions amounted to 0.8 trillion rubles, and
in January—August of the current year — about
2.5 trillion rubles. The volume of placement
of coupon bonds of the Bank of Russia for a
period of three months also increased... At the
beginning of 2018, the volume of the coupon
bonds in circulation was 0.4 trillion rubles, and
as of September 1, 2018 — already 1.4 trillion
rubles” (p. 14).

Thus, the Bank of Russia withdrew about
four trillion rubles from the economy, and it is
planning to continue this practice in the next
three years. In total, since 2014, as we have
shown above, the Central Bank has withdrawn
more than 10 trillion rubles from the economy
and actually ceased to refinance commercial
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banks. Accordingly, there was a reduction in the
working capital and investments of enterprises,
which were financed via bank loans. This policy
led to the reduction of production and the
cessation of economic growth [12, 13]. At the
same time, the authors of the Directions do
not see an obvious link between the increase in
the interest rate above the level of the average
profitability of the real sector of the economy
and the liquidity surplus. Contrary to common
sense they do not see the “...evidence of the
impact of bank liquidity on the transactions of
banks at the credit and deposit markets” (p. 87).
This is like ignoring the signs of hunger amid
large-scale malnutrition of the population and
explaining such an ignorance with the fact that
on the shelves there is a surplus of excessively
expensive goods.
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While being immersed in their own ideas
about the alleged equilibrium development of
the economy near its long-term potential level,
the authors of the Directions deny the
possibility of the Central Bank “to influence
the productivity of production factors and
the adoption of technologies with the help of
monetary policy tools” (p. 6). The authors write
that “attempts to stimulate economic growth
by monetary policy measures in the current
conditions through an unreasonable reduction
in the key rate can entail large-scale negative
consequences. In the short term, the reduction
in the key rate will create incentives for the
growth of lending and increase investment
and consumer demand. This growth should
not be ahead of the possibility of expanding
production, otherwise it will have inflationary
consequences. It is currently impossible to
increase production significantly at the expense
of existing capacities, as the economy operates
at a level close to its potential level [14]. Faced
with increasing demand, companies will
compete for labor and will raise wages. This will
also contribute to the expansion of consumer
demand. In this case it will take time to increase
fixed assets in many industries through the
implementation of investment projects. As a
result, an increase in domestic demand in the
absence of domestic opportunities to meet
it will lead to a significant acceleration of
inflation...” (p. 6).

In fact, as shown above, the economy is
operating well below its potential level, and
there are huge opportunities to increase
production without going beyond the existing
resource constraints. In this situation,
economic science recommends increasing the
money supply, which results in an increase in
output and a decrease in inflation. Conversely,
adherence to the Directions leads to higher
costs due to lower capacity utilization, which
leads to higher prices with falling output of
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goods, as well as a decline in the competitiveness
of the national economy, which results in the
devaluation of the ruble.

Unfortunately, the authors of the Directions
are guided by superficial ideas about the
relationship between the dynamics of the
money supply, inflation and production, which
result in incorrect judgments about the causal
mechanisms of monetary policy.

Misinterpretation of the interdependence of
macroeconomic parameters. The authors of the
Directions proceed from a superficial
understanding of a linear and direct
proportional relationship between the money
supply and inflation. This dependence occurs
only for a hypothetical equilibrium state of
the economy, in which “...in the conditions of
increasing demand (due to wages and loans)
amid a lack of supply of domestic goods, the
prices for them will increase” (p. 6). The
authors believe that “monetary policy affects
the deviation of the growth rate of the economy
from its potential growth rate, and does not
affect the economic potential itself” (p. 6).
However, as mentioned above, the economy
is never in a state of equilibrium, and in reality
the relationship between the money supply
and inflation can be the exact opposite and
can change depending on the management of
cash flows. And when the money issue is used
to lend money to productive investments, then
monetary policy has a direct impact on the
increase in productive capacity.

If we exclude from the previously quoted
fragment of the Directions the erroneous
statement that “it is impossible to increase
production at the expense of available
capacities”, then the logic of reasoning
about the inflationary consequences of credit
expansion changes to the opposite. If credit is
directed toward replenishing working capital
related to the existing demand for manufactured
products, then the result will be the expansion

Economic and Social Changes: Facts, Trends, Forecast
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of production of goods and the reduction in
fixed costs of their production; due to this
fact, ceteris paribus, there will be a decrease
in prices. A similar effect will be achieved with
the use of credit to finance investment for the
expansion and modernization of production.
These are the consequences that have taken
place in recent years in the agricultural market
as a result of the expansion of lending to its
production at a reasonable interest rate that did
not exceed its profitability.

International experience of successful
economic development demonstrates the key
importance of expanding credit for financing

productive investment. All the countries that
made a breakthrough in their development
started it with large-scale lending of
investments in the development of advanced
technologies in promising areas of economic
growth. Tables I and 2 illustrate the positive
feedback between credit expansion and
investment growth in the countries that have
performed an economic miracle in recent
decades. Having correctly determined the
priority directions of development of the
national economy, monetary authorities of
these countries provided targeted low-interest
long-term loans to their economic entities

Table 1. Scale of lending to the economic breakthrough in the world

Year South Korea Singapore China Hong Kong India
1950 X X X X 15.6
1955 X X X X 18.9
1960 9.1 X X X 24.9
1963 16.6 7.2 X X 25.8
1970 353 20 X X 24.8
1978 38.4 30.7 38.5 X 36.4
1980 46.9 42.4 52.8 X 40.7
1990 57.2 61.7 86.3 X 51.5
1991 57.8 63.1 88.7 1304 51.3
2000 79.5 79.2 119.7 136 53
2009 1094 939 1475 166.8 729
2010 1032 83.9 172.3 199 76.2
Source: Ya. Mirkin [15].
Table 2. Increase in the rate of accumulation during periods of economic leap
Year Japan South Korea Singapore Malaysia China India
1950 X X X X X 10.4
1955 19.4 10.6 X 9.2 X 125
1960 29 111 6.5 11 X 13.3
1965 29.8 14.9 21.3 18.3 X 15.8
1970 35.5 2585 32.6 14.9 X 14.6
1975 32.5 26.8 35.1 25.1 X 16.9
1980 31.7 32.4 40.6 31.1 28.8 19.3
1985 27.7 28.8 42.2 29.8 29.4 20.7
1990 32.1 37.3 32.3 33 25 22.9
1995 27.9 37.3 33.4 43.6 33 24.4
2000 25.2 30 30.6 25.3 34.1 22.7
2005 23.3 28.9 21.3 20.5 42.2 30.4
2009 20.6 29.3 27.9 20.4 46.7 30.8
2010 20.5 28.6 25 20.3 46.1 29.5
Source: Ya. Mirkin [15].
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for investment in advanced technologies. The
subsequent expansion in the production of
world marketable goods has led to an increase
in income and savings, which have provided the
basis for further investment. At the same time,
inflation in these countries remained moderate,
and in some periods prices even declined,
despite the rapid growth of the money supply.
Thus, during the period of particularly rapid
growth in China (up to 10% of annual GDP
growth), the money supply grew to 40% per
year with falling prices for household appliances
and other industrial goods.

Results and conclusions. Monetary policy
creates conditions for economic growth and
increases economic potential through credit
expansion. Naturally, to implement it,
the economy must have free resources; in
order to get them in the production process,
entrepreneurs attract loans. In the Russian
economy, all the resources needed to expand
production are abundant. Judging by the
scale of refinancing compression by the Bank
of Russia and the decline in production and
investment that happened after the sharp
increase in interest rates, the deficit of credit
resources for expanding production to a
potential level is about 14 trillion rubles. If this
money will be used for lending to production
growth, we can expect an increase in GDP
growth to 10% in 2019—2021, while keeping
inflation close to the target level of 4%.

But even if the economy uses all the
productive resources and operates at the
potential level, the expansion of credit for the
development and introduction of new
technologies can increase this potential level.
This is how an economy moves from extensive
to intensive economic growth, the main factor
of which is science and technology progress.
This factor provides the major part of output
growth in developed countries. The expansion
of its supply is achieved by increasing the
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expenditures on R&D, education, development
of information infrastructure, half of which is
financed via credit. Therefore, monetization
of the economy increases with the level of
technological development of the countries that
use an extension of credit for the financing of
innovation. At the same time, the more effective
the system of targeted lending to investment
and innovation activity, the faster is the non-
inflationary expansion of credit emissions and
the higher is the level f monetization (Fig. 10).

In response to the global crisis that began in
2008, all developed and successfully developing
countries started to pursue a policy of
quantitative easing in order to maintain
economic and investment activity; the policy
was accompanied by a sharp increase in the
monetary base with interest rates falling to
zero. This allowed them to avoid the depression
typical for such periods of structural crises
of the economy that mediate the change of
technological structures. At the same time,
inflation remained low.

Among the top 20 countries Russia was the
only country that responded to the crisis by
tightening its monetary policy, which resulted
in a stagflationary trap. The increase in interest
rates and the contraction of credit led to a
decline in output and an increase in production
costs, as well as a sharp decline in investment,
resulting in a decline in the competitiveness of
the economy and the devaluation of the ruble;
this was exacerbated by the manipulations of
speculators after the exchange rate of the ruble
moved to a free-float regime. As a result, an
inflationary wave was formed, which could
be extinguished only three years later by
artificially compressing the demand at the
cost of terminating the development of the
economy and reducing people’s incomes.
Some time after the crisis, Brazilian monetary
authorities adopted such a policy with the
same consequences; it resulted in an acute
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Figure 10. Dependence of GDP growth and inflation on monetization of
the economy (averaging over 203 countries, 1992-2012)
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Source: IMF [16, 17].

socio-political crisis accompanied by the
impeachment of the head of state.

The authors of the Directions do not
understand that inflation can grow not only
with an increase in the money supply in the
conditions of the full use of economic potential,
but also with a decrease in the money supply
in the real economic conditions. This happens
when the costs increase and capacity utilization
declines; it is followed by the devaluation of
the national currency due to the decline in
the competitiveness of the national economy
caused by the reduction in the investment in
its development. Statistical research on the
relationship between the dynamics of the money
supply and inflation [18] conducted in a large
number of countries show that inflation can
grow both with an increase and a decrease in
the volume of the money supply (Fig. 11). This
suggests that for each state of the economy there
is an optimal level of monetization at which
minimum inflation is achieved. It corresponds
to the needs of the economy in lending for the
purposes of its expanded reproduction within
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the existing resource constraints.

Contrary to the opinion of the authors of the
Directions who think that reducing inflation to
the target level automatically creates conditions
for sustainable economic development, in
fact, for each economic system there is a level
of inflation at which the maximum rate of
economic growth is achieved (Fig.12).

It can depend on the efficiency of economic
regulation, its technical level, competitiveness,
and inflation expectations. Low inflation really
makes it easier for business entities to
plan investments and contributes to the
accumulation of savings. However, if
their volume is insufficient for expanded
reproduction of the economy, there can be no
economic growth.

There are many examples of countries
with low inflation and low economic growth
and, vice versa, there are many examples of
countries with double digit inflation and high
economic growth. At the same time, there is
a fairly high inflationary background, which
cannot be suppressed by monetary policy
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Figure 11. Relationship between the rate of inflation
and the volume of money supply in Russia and the world

A. Relationship between the rate of inflation and the volume of money supply in Russia, 2001-2015
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B. Relationship between the rate of inflation and the volume of money supply in the world, 2001-2014
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Figure 12. Quadratic dependency of the GDP growth rate on the inflation level in Russia and Canada

A. Quadratic dependency of the GDP growth rate on the
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measures. Thus, high corruption in public
administration is usually accompanied with
high inflation. Increased credit emissions in
the context of a corrupt public sector and
weak currency control can lead to grown
currency speculation and capital outflows.
In this case, as Russian experience of the
2008 credit issue expansion shows, in order
to save large banks that bought foreign
currency at the expense of received loans
from the Central Bank, the rise in money
supply promotes inflation and does not
boost investment and production. To achieve
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transformation of loans into investment, it
is necessary to monitor their use in terms
of compliance with lending objectives and
investment effectiveness.

Although the Directions authors argue that
“to work out the forecast, the Bank of Russia
uses a modern macroeconomic model” (p. 8),
there are no references to the description
of these models. It seems that these are
standard econometric general equilibrium
models that have long been rejected by the
scientific community as inadequate to real
economic dynamics and unsuitable for reliable
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forecasting. As the Directions authors are
persistent in ignoring the fact of low production
capacity utilization, most likely, they use models
interpreting unemployment as an indicator
of economy proximity to a hypothetical
equilibrium level. Thus, all assessments of
operational objectives and monetary policy
tools can not be considered valid. They only
reflect the authors’ subjective assessment,
supported by the calculated primitive models
that do not reflect a real situation, adjusting
calculations to the desired results in order to
give a scientific character of the argument.

Inadequacy of operational objectives and tools
to advanced economic development goals. The
targets economic growth laid out in the
Directions are clearly not consistent with
the RF President’s instruction to encourage
breakthrough development of the country’s
economy. Even under the optimistic scenario
“the GDP growth rate in 2019 will be slightly
higher than baseline scenario rates and amount
to 1.5-2%" (p. 59). This is significantly lower
than a projected 3.9% of the global average
economic growth rate and more than threefold
lower than in China and other Southeast Asian
countries that become the world economy
center.

As shown above, the fixed assets of Russian
economy are loaded by 60%, and it has no
growth restrictions on any production factor.
The negative output gap is not less than 25%,
and the potential economic growth rate is from
7 to 10% of the annual GDP growth for the
period up to 2021, depending on the choice of
a reproduction model — extensive or intensive.

The restrictive monetary policy, pursued by
the Board of Directors of the Bank of Russia
due to the subjective views on the Russian
economy growth possibilities, hinders the
fulfilment of the RF President’s objective to
promote advanced development. It primarily
caused the recession, followed by prolonged
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stagnation of the economy and growing decline
of investment in fixed capital on the background
of significantly increased production of
investment goods since 2014. The annually
observed 50% difference in growth rates of these
indicators (p. 42) reveals that it is not objective
restrictions on production factors enlargement,
but restrictions on credit emissions artificially
created by the Bank of Russia that became a
key reason for hindering economical growth in
Russia.

Unfortunately, the Directions do not
include scientifically sound approaches to
monetary policy implementation, though
different from subjective perceptions of the
Bank of Russia authorities, “The Bank of
Russia considers two main scenarios of the
medium-term economy development forecast:
the baseline and the one with unchanged oil
prices” (p.46).

According to the Directions, “growth in
loans in the economy and then in money supply
will correspond to the baseline scenario
estimates, amounting to 8—12% in 2019 and
7—12% in the medium term” (p. 59); “in
2019—2021 the requirements to the economy
and money supply will increase at the annual
rate of 7—12%” (p. 54); “the growth rate of
requirements to organizations in 2019—2021
will be 6—10%” (p. 55); “...the annual growth
rate of gross fixed capital formation will amount
to 3—3.5% in 2020 and 3.5—4.5% in 2021”
(p.53).

This increase is to be achieved without a rise
in loans from the Bank of Russia. The latter will
remain a net borrower of the banking system,
extorting 3—5 trillion rubles from it: “The
Bank of Russia will continue to absorb excess
funds through deposit auctions and coupon
bonds” (p.17). Taking into account the
Government stabilization funds, the monetary
authorities withdraw 16—26 trillion rubles
from the economy in different years of the
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forecast period. At the same time, we observe
termination of commercial banks refinancing
and special refinancing tools that finance
loans to small and medium-sized businesses,
preferential loans for non-resource export
expansion and investment projects guaranteed
by the Government, “As the availability of
market funding increases, the Bank of Russia
plans to continue implementing its exit strategy
from the use of specialized refinancing tools”
(p.49).

The monetary authorities’ net contribution
to the Russian economy development
corresponds to the amount of withdrawn money
and is about 20 trillion rubles of the artificially
reduced economic activity. We get a similar
assessment by calculating the output gap
between potential and actual GDP based
on the load of key production factors.
Compared to potential GDP growth, the
Directions implementation will cause a 5%
artificial slowdown of economic growth,
which corresponds to 5 trillion rubles of non-
produced goods in the coming year and 18
trillion rubles in the next three years. At the
same time, during the entire forecast period,
investment in fixed assets remains below
the level of 2014, when the Bank of Russia
switched to the credit contraction policy. A
steady 7-year decline in investment, with its
volume remaining half of the 1990 level and
clearly insufficient even for simple economic
reproduction, will have disastrous consequences
for Russia. A growing technological gap not
only from the advanced, but also developing
Asian countries will soon entail another round
of ruble devaluation and a new inflationary
wave [21]. Within the framework of the
principles laid down by the Directions, the
monetary authorities will respond to this with
a new cycle of tightening monetary policy
with the same negative consequences: a fall in
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economic activity and population’s income.
The Directions doom Russia to slide down a
spiral tapering of reproduction due to a built-in
negative feedback: raised interest rates — credit
contraction — fall in investment — technological
degradation of the economy — reduction in its
competitiveness — ruble devaluation — inflation
— raised interest rates... Along with that long-
term negative feedback between monetary
policy and economic development there is
a short-term negative relationship: rise in
interest rates — credit contraction — reduction
in working capital of enterprises — decline in
production — decrease in revenues — reduction
in demand — fall in production — rise in costs —
increase in inflation — increase in interest rates.
Adjustment of the Directions in accordance
with the rapid economical development
objectives. The transition to a monetary policy
focused on investment growth and advanced
economic development is necessary to break
the vicious circle of shrinking reproduction and
Russian economy degradation. According to
scientifically proved recommendations, based
on knowledge of economic development laws
and real opportunities for production growth
in Russia, it should provide for a targeted
increase in loans to finance investment in
promising development areas of the Russian
economy in the amount of at least 10 trillion
rubles a year. The provision of these funds to
economic entities should be carried out in the
format of private-public partnership through
special investment contracts in accordance
with strategic and indicative plans for social
and economic development stipulated by the
Federal law “On strategic planning in the
Russian Federation” (June 28, 2014, No. 172-
FZ). The intended use of this money can be
monitored with the help of modern digital
technologies that control its circulation through
cryptographic means and blockchain.
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