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Chapter Six

Financial Mechanisms of
Economic Growth

Mikhail V. Ershov*

New challenges of the global economy make it extremely important to estab-
lish appropriate economic policy and the economic mechanisms on which it
rests. These policies and mechanisms should in the long run assure the coun-
try and its business community ol a reliable internal monetary and financial
basis, as well as insure 1 competitive position in the world economy.

The degree of prosperity in the business sector depends on the state of the
national economy. The stronger the national economy, the better position do-
mestic companies should enjoy. One cannot expect a healthy and striving
business sector operating in a weak and crisis-ridden economy. The develop-
ment of & dynamic and healthy national economy is crucial in strengthening
the role of national business at home and abroad.

WHAT KIND OF ECONOMIC GROWTH?

The importance of economic growth cannot be questioned. However, it
should not be viewed as a cure for all probiems, nor as a short-term target.
Moreover, what pattern of growth should be considered most desirable? We
are familiar with examples when transnational corporations (TNCs) were ex-
ploiting resources in developing countrics while the host countries were
showing temporary spurts of growth, but not any real development. Over time
these hast countries fell behind in relative position, partly as a result of a de-
pleted resource base.

For economic growth to be effective it should rely on well based prerequi-
sites and be an integral part of the long-term strategy for socio-economic

“Senior Vice-President of Rosbank, and Doctor of Beonomics.
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Financial Mechanisis of Economic Growth 97

development of the country at farge. Active measures aimed at stimulating
growth should be closely linked with industrial, fiscal and monetary policy.
Mechanisms of economic policy should focus on reaching these goals. In
recent discussions on Russian economic growth we hear statements concern-
ing the importance of oil prices for balunced budgets, and laster growth. Also
we hear about the need to devalue the ruble, to encourage expomts and stimu-
late growth. These arguments provide a clear picture of the [ramework of cur-
rent economic policy, and the limits imposed in solving current as well as
strategic problems. It is implied that economic growth is based on conditions

in world markets, and fully depends on the willingness (or unwillingness) of

foreign investors to finance economic projects in Russia,

Is it true that, putting aside reallocation of existing internal funds among
domestic participants, the main increase of funds come solely from external
sources: Does it mean that in a strategic sense large-scale economic growth
can occur only if these foreign investment funds are available? And il this in-
flow does not take place, should we then say that economic growth is out of
the question? Is it sensible to place such emphasis on exports as an “exclu-
sive” provider of funds necessary for economic growth? To respond to these
questions, we must examine the mechunisms that play a pivotal role in sus-
taining economic development.

SOURCES OF FUNDS

With this nation’s integration into the world economy, global (inancial mar-
kets have opened up opportunities for Russia to tap external sources of funds
to finance growth. The inflow of such resources in recent years testifies to the
fact that confidence in the economy is increasing, and this has a positive in-
fluence on the overall economic climate. At the same time, these [unds are
subject to volatility from the world environment, as well as domestic factors,
and could be withdrawn from the country in a short period of time. As a re-
sult the financial and foreign exchange markets could exhibit unwanted
volatility (particularly since local markets are thin). This could jeopardize the
stability of the national economy and bring growth to a halt,

The risk was emphasized by Michael Mussa, who was a member of the US
Council of Economic Advisers 10 President Regan, and subsequently served
for more than ten years as Director ol the Department of Research at the In-
ternational Monetary Fund: “High openness to international capital (lows, es-
pecially short-term credit flows, can be dangerous for countries with weak or
inconsistent macroeconomic policies or inadequately capitalized and regu-
lated financial systems.”!
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The level of monetization (ratio of M2 to GDP in Russia) is one of the low-
est in the world (approximately 15-16%). This macroeconomic “shortage”
leads to inadequate resources in national financial markets, and makes Rus-
sia highly sensitive to inflows or outflows of funds from abroad. Bearing in
mind that the financial market is quite thin, stability of the national economy
and the financial sector should be reinforced. This reinforcement can come by
preventing the destabilizing impact of short term “hot™ money and, second by
improving systematic mechanisms and institutions used for allocating invest-
ment resources.

In general we must admit that foreign investiment plays a highly important
role. However, polices aimed at attracting foreign funds should not be based
on rigid principles, such as ** all investments are good™ or ** the more invest-
ment - the better.” We must consider the share of these resources in the over-
all money supply and the ratio of such resources to GDP. For example, if
short-term liquid foreign funds dominate the total money supply, any change
in flows ol these funds could destabilize the economy. In the crisis economies
of Latin America and Southeast Asia the share of foreign resources in M2
(and their ratio to GDP) were very high prior to the crises.

In structuring an active economic policy, several factors should be considered.
These include questions of economic security, and financial system stability,

According to latest assessments of the World Bank, economic growth in
Russia continues to a large extent to depend on oil and gas prices.” Informa-
tion provided by the Bank of Russia does suggest that “'the main increase of
the money supply will come from the purchase by the Bank of Russia of for-
eign currency.™ The Bank of Russia does admit that this approach has certain
drawbacks. * Such a system of management does not attow fuil control over
monetary indicators, because it lacks elements of fine-tuning. This is due to
the fact that the inflow or outllow of liquidity via the Bank of Russia inter-
vention of the foreign exchange market directly depends on fluctuations in
foreign economic conditions.™ What also may contribute to financial insta-
bility are the high mobility of international financiul resources, and their ten-
dency to shift amount and direction unpredictably.’

The loreign exchange lactor will play a major role in economic develop-
ment and must be considered in solving these questions. In the creation of ru-
ble resources, and (inancing domestic economic processes a major role
should be given to internal mechanisms controtled by national monetary au-
thorities. These include creation of the financial resource base, as well as
management of finance fTows. These approaches are routinely used by devel-
oped countries.

Figure 6.1 reflects the major components in the formation of the monetary
resource base for the Japanese yen and the US dollar. These are implemented
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by the Bank of Japan and by the Federal Reserve System. The monetary base
in Japan and the United States have two important components. According to
Bank of Japan statistics, budgetary instruments account for close to 80 per-
cent of the total monetary base. This includes outstanding Japanese Govern-
ment Bonds (JGBs) and transactions related to JGBs.

A similar picture is given by the Federal Reserve System in the United
States. The monetary base of the US dollar amounts to approximittely $700
billion (October 2002) and US Treasury securities held with the Federal Re-
serve accounted for some $ 600 billion ¢

Over 80 percent of dollars circulating at this time result from the financing
of budgetary programs.” We should note that this 80 percent component in-
¢ludes US government securities and federal agency obligations (Figure 6.2).

By contrast, in Russia the share of budgetary instruments which underlie
the monetary base is less than 30 percent, with most of these instruments
emerging from restructuring of the pre- 1998 debt (Figure 6.2). Recent expe-
rience shows that almost all of the money creation in Russia is based on pur-
chase of hard currency (foreign exchange).

One may question the need to link internal growth closely with external
performance. This question is particularly valid due to the fact that * anchor

lapan (Yen, Oct 2002} USA (Doflars, Oct 2002)
Budgetary Instruments 26%** 120% 4
Olher 74”/[]‘ 88‘}11***

100% 100%

*includes the amounts outstanding of Japanese Govenment paper w.g. - bomls oie) in the assets i (he
Bank's balance sheet, the amount vulstanding of JGBs purchased owtright Trom sinancial institutions, the
amount outstanding of JGBs sold  the Government under repurchase agreemuents. The amount oulstanul-
ing of cash callateral against which the Bank Lorrnvi-d JGHs fram finae. il institudions.

More specific description is given in: Monetary Base aned the Bank lapans Transactions
(hep/twww, boj.or jpvendsirya/stal/mlio? 10 .

“*includes gold, foreign currency assets, premises and muvabile propeity, cains in circuladion, seserves for
possible lasses, capitat accounts, and deposits with apene ies.

Also includes the amounts outstanding of bills purchased wom financial institutions, outright purchases ol
bills utilizing corporate debt obligations, the amount outstanding uf CP purchased foem Tinanial institu-
tions, the amount outstanding of luans and bills discounted pursuant 1o Adticle 33 of the Bank of Japan
Law. The sum of items such as loans to the Depusit isurance: Corparation 411C), ¢apital subse ription to
the DIC and the Agricultural and Fisher Cooperative Savings Insurance Corporation, provision of funds to
the DIC’s “Jusen account”, and provision of funds 1 1he New | inanwial Stabilization § and.

***Includes Federal agency obligations (iace value of the securities): bought outright, lwtd woder reparciase
agreements; U.5. government securities {lace value of the securitios: Bought puteight - bills, notes, Londs
tincludes § 5,074 millien of inflation indexed securitios vadued at the original face amount and $ 517 nul
lion of compensation that adjusts for the offedts of intl i on the prine ipal o sudh sex aritioss eld sder
repurchase agreements.

****Includes gold, SUR, assels denominated in toreign varrencies heled by Tederal Reserve Hanks, ilens n
process of collection, bank premises, loans, Accephamces, and Wipany sepur Base agreements.

Sources: The Bank of Japan, Policy Planning Ageney, Oulsbier 2002; Tederal Reserve Statistinal Rulease, O -
tober 2002,

Figure 6.1. Monetary Base Creation Used Ly United Stales and Japanese Central Banks
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Russii UISA
Monetary Base 664.7 629.1
Reserve Assels 11153 130.1*

*Gold revalued at market price.

Note: Amount in billions of respective currency units.

Source; Press releases of the Central Bank of Russian Federation, federal Reserve Statistical Release, No-
vember 2001,

Figure 6.2. Monetary Base and Reserve Assets on November 2001, Russia and United
States

currencies” such as the US dollar themselves are not pursuing a gold and for-
eign exchange based approach.

In Russia, the ruble exchange rate closely follows the availability of dol-
lars and money creation mechanisms related to the inflow of foreign ex-
change. In effect, this resembles a currency board system. However, to stim-
ulate economic growth more eflectively, measures that will incentivize
domestic demand should be considered.

On Keynesian Economics

The middle years of the twentieth century witnessed adoption of Keynesian
economic policies by countries seeking to revive economic growth and re-
verse monetary defllation.

Intensive use of such policies dates back to periods when there was a need
to pursue a policy of anti-crisis, or to manage the economy during war. Coun-
tries such as the United States and Japan have taken a ieading position in the
world economy during the twentieth century, in part due to their seriously ap-
plying such principles. State expenditures and judicious balancing of central
government budgets, as well as other approaches outlined by Keynes, made
it possible for the United States to tackle the Great Depression and postwar
economic stabilization. Measures that followed. tight fiscal and monetary
policy ( reduction of state spending, increase in interest rates), led to a second
recession in 1937, which at that time ** finally and completely discredited the
old orthodoxy of balanced budget economics; it also confirmed the political
hegemony ol Keynesian doctrine ™

In subsequent years the United States followed Keynesian approaches, and
when seeking to stimulate economic growth in the 1960s the Kennedy and
Johnson administrations resorted to fiscal policy” Shortly after John F.
Kennedy took office in 1961, unemployment was reduced from 7 percent to
3.5 percent and the economy demonstrated strong growth. Similar approaches
in economic policy have led to crisis reduction of the US economy in 1980--
81.and later provided an unprecedented growth. According to the US Senate
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Budget Committee, in the period 1983-1997 real economic growth amounted
to 65 percent (3 trillion dollars at current prices or 3.2 trillion dollars at con-
stant prices), whereas the aggregate budget deficit over the same period to-
taled $ 2.8 trillion.

The achievements of Japan in this historical context are even more im-
pressive. With a war devastated economy subsequent to World War 11, Japan
switched to a Keynesian policy, with a locus on the specilic capucities of the
country with limited (particularly compared with Russia or the United States)
resources. In a short period of time Japun became the second largest indus-
trial country of the world.

Keynesian policy has an impressive base of scientilic supporters. Nobel
Prize Laureates Paul A. Samuelson, Lawrence R. Klein, Franco Modigliani,
and James Tobin are among its supporters,

When there is a budget surplus, which is not reinvested into the economy
(as in the case in Russia), the economy lacks ability to grow at its potential.
While budget surpluses solve other important problems (foreign debt service)
the economy lacks any direct stimulating role from the budget. When budget

surplus funds are not reinvested, the very foundation for *self-financing” of

growth is shrinking, and the economy becomes more dependent on attracting
external resources.!”

Returning to the analysis ol monetary mechanisims of developed countries.
we should note that effective policy rests upon the following principles:

1) budgetary priorities are decisive when using and developing resources of

the economy; 2) budgetary mechanisms shape and structure financial flows:
3) monetary authorities (Ministry ol Finance, and Central Bank) {ully control
the money creation process, using primarily internal budgetary mechanisms.
This enables them to conduct policy independently of changes in the world
economic situation.

When such a policy is pursued, resources are directed to the economic sec-
tors which shape industrial development. This [ree and competitive mecha-
nism signals the market about the general nature of economic purposes and
goals. Moreover, it is this mechanism that helps to create the ** long-term™ re-
sources, which are necessary for sustained economic growth,

Origins of Long—Term money

Many problems operate to hamper and constrain investment activity in Rus-
sia. Prominent among them, we should mention the lack of * long —term”
funds. Indeed, the banking sector provides primarily ** short —term™ resources
in its lending. This hinders the placement and use ol capital funds for longer
periods. It is also clear that the structure and operation of banks may only
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yield partial solutions in providing adequate loan funds to enterprises. This is
due to the “costs” encountered in banking, taking the form of reserve re-
quirements imposed on banks, inflexible interest rate structures, and internal-
ized rigidities in bank operations. As a result, a purely bank oriented financial
system may prove inadequate in solving the problem of creating or providing
investment resources in amounts required for economic development.

In developed countries the basis of such resources is set down by national
monetary authorities. As is indicated in the case ol the Bank of Japan and the
Federal Reserve System, instruments with long maturity play a significant
role in their portfolios (Table 6.1 and 6-2). In the case of the Bank of Japan,
for instance, government instruments with maturities over {ive years amount
to more than 40 trillion yen (60 percent of total state securities). In the Fed-
eral Reserve System the amount of such instruments totals more than $130
billion. or more than 20 percent of state instruments. Also, more than $170
billion or 30 percent are made up of instruments with maturities from one to
live years.

Considering the role played by budgetary instrunents in creating the mon-
etary base ol the dollar and yen systems we may conclude that long maturity
securities account for more than 40 percent ol US dollar, and more than 50

Table 6.1. Japanese Government Bonds (JGBs) Held by Bank of Japan
{October 2002).

Face Vilue The share in the total amount of ]GBs
Maturity itritlions of yen) held by Bank of Japan, {in percenti
Over | Lo 5 years 4 6
6 year to 10 year |GBs 2 3
10 year to 20 year JGBs 35 51
20 years and over |GBs 8 12
Total 49 72

Source; The Bank ol Japan, Policy Planning Agency, Octuber 2002,

Table 6.2. Marketable U.S. Government Securities Held by Federal Reserve Banks
(October 2002).

The share in the total amount of

Face Value government securities held by
Maturity thiltions of dollars) Federal Reserve Banks (in percent)
Over 1 to 5 years 177 29
Owver 5 years to 10 years 51 8
Over 10 years 82 14
Total 310 51

source: The Fedoral Reserve Statislical Release, October 2002
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percent of Japanese yen in the respective currency bases. Almost hall of all
yen and dollars, which now circulate around the world, originated as a result
of these budgetary relationships.

From the outset, an economy receives a significant investment potential,
which then multiplies as the private sector gains access to these resources.
The monetary authorities establish the basis for creating long-term linancial
resources in the economy. And that is rellected in the structure of the money
supply and monetary base. For example, in the United States in 2002 the
“non—transactional™ component of the M3 aggregate accounted for 85 per-
cent of the total,

The provision of adequate financial resources stimulates investment activ-
ity. In the private sector a number of additional opportunities exist to support
investment activity, These include household savings. pension [und resources
(mostly of long-term variety). There also is a system of guarantees with state
participation. As an incentive we may also view reserve requirements. appli-
cable to banks. In the United States, some components of time deposits ure
not subject to reserve requirements, and no cash reserves are deposited with
the Federal Reserve. This increases efliciency in use of resources (since there
are no interest payments on such [unds). Third, it stimulates banks to make
time deposits more attractive for clients and expands the creation of a broader
financial resource base, which also increases investment opportunities,

Several mechanisms of refinancing are also widely used. which increase
the efficiency of treasury management. Interest rate changes are used aggres-
sively to make resources accessible when required. Since 2001 the US Fed-
eral Reserve has undertaken twelve reductions in the federal funds rate. which
at yearend 2002 was 1.25 percent-—the lowest level in more than forty years.
In Jupan interest rates are close to zero levels. It is clear that the cheaper [i-
nancial resources are, the more broadly they may be used in financing an in-
creased volume of projects.

Even in highly efficient economies the cost of funds can be below 3-4 per-
cent. In Russia where the level of efficiency (return on investment) of miny
projects stand above 15 percent, the current rate of refinancing set by the
Bank of Russia at 21 percent makes investment very difficult if not unprof-
ttable. This analysis extends back to Keynes' marginal etliciency of capital
analysis.

An active role on the part of central banks in conducting economic policy
is logical, since they can exert powerful leverage. That is why it is envisaged
in legislation that the central bank is responsible not only lor the tasks ol a
purely financial nature (low inflation, stability of the national currency), but
also broader goals—to encourage growth, to increase the level of employ-
ment, and to contribute to the attainment of state goals (Bank of Japan). In
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Europe this extends to assist in coordinating policy toward attaining fuller
employment (European Central Bank). When we consider the objective of
price stability, it is often perceived not only as a goal in itself, but also as a
necessary means for achieving stable economic growth (ECB).

As a result we see this systemic and decisive role of the state in the econ-
omy and in working through budget policy and the central bank to pursue pol-
icy objectives. The financial sector is a key instrument, which many countries
require when conducting their economic policy.

We should note that the roie of the state in monitoring and regulating bank-
ing systems of many countries, is quite signilicant. In Germany, for instance,
the high ownership role of the state in savings banks and landesbanks enables
these institutions to pursue a lower interest rate policy. In turn, this is a spur
to economic activity. That is why, despite complaints of other countries about
violation ol EC competition rules, the German government has agreed to re-
port on this question of reduction of its share in banking assets. only by the
year 2005,

The state makes an important contribution when it focuses its attention on
sectoral activities requiring sizeable, long-term and lower elficiency invest-
ments which private sector business cannot afford. Implementation of such
projects is in the interest of all market players, because it increases the effi-
ciency of their work and productive activity.

Moreover, private business often has the opportunity to participate in
some megaprojects (inanced in this way. We are not proposing that the
state compete directly vis-i-vis private sector business. Rather, we are fo-
cusing on their interaction, and their concerted efforts and joint interests,
in creating normal business conditions and contributing to a stable eco-
nomic environment. Specialized funds within the US {ederal budget allow
the public sector to take part in financing social. as well as business de-
velopment programs.

According to the US Treasury, in fiscal year 1999 there were 224 fed-
eral trust funds and 247 special funds." Such funds use special methods
and mechanisms to maintain production and to stimulate exports. They are
involved in various stabilization programs, and the volume of resources
they mobilize and use is quite large. For example, the Commaodity Credit
Corporation Fund has spent almost $30 billion in financing a variety of in-
come and commodity support programs, commaodity exports, resource con-
version, programs to enhance competitiveness o US commodities on for-
eign markets, and other programs. Outlays ol the Tennessee Valley
Authority Fund amounted to almost $7 billion, spent for the purpose of
strengthening the regional and national economy, national defense and
other programs. The activities of these funds generally are subject to spe-
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Table 6.3.  Percent of Bank Assets Owned by the State

Percentage of Bank Assets Percent of Bank Assets
Owned by the State Owned by the State

1985 r 1995 1. 1985 . 1995 r,
Austria 64 50 Iceland 71 71
Argentina 61 6l ftaly 65 36
Germany 36 36 Norway 68 50
Greece 78 78 Taiwan 8l 77
Egypt N 89 Turkey 56 56
Israel 65 65 Uraguay LY 6Y
India 97 85 Finland 3t n
Indonesia 43 43 France 75 17

Sources: Cecchetti S. ., Krause S. financial Sirw ture, Macrocconomic Stability aml Monctary Polis y.,
NBER Working Papers, July 2001; l'ona R, Lopes-de-Silanes 1, Shlvifer A, Governinent Owwaships of
Hanks. — NBER Working Papers, Murcl 2000,

cial analysis and evaluation, to insure they realize their objectives and gen-
erate the intended benefits.

European countries, even staunch supporters ol European integration as
Germany, France and Italy, still resort 1o purely administrative forms in reg-
ulating the economy. Their predilection for protectionist or administrative
methods of solving economic problems made it possible for the British
“Economist” to label such activities as *atavism’ and these countries as “look-
ing backward.”!?

On the whole, the relative role of the state in the economy in normal non-
crisis conditions tends to diminish. In the mid 1980s the government owner-
ship share in the assets of national banking systems was very high. In the
1990s the situation changed, and the role of the private sector in banking be-
gan to grow (Table 6.3) . As private ownership expanded, these bunks relied
more and more on economic fundamentals in guiding their operations. und
this made it possible for private business to lunction more successiutly and
for the state to diminish its role even further.

Favorable conditions for strengthening the positions of banks were created
by means of a variety of incentives. When, for example, national banking sys-
tems faced crisis situations they received sizeable state support. This
amounted to 30 percent of GDP in such countries as Japan. Chile and
Uruguay; 10~15 percent of GDP in Germany, Spain, Finland and Mexico; and
as much as 45-50 percent of GDP in Argenting, Indonesia and Kuwait. In
Russia the amount of support was equal to only (1.3 percent of GDP, which
makes the relative contribution one hundred times as small as in many other
countries (Table 6.4).
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Table 6.4. Fiscal Cost of Banking Crisis in Selecled Countries (Percent of GDP)

Country Costs/GDP Country Costs/GDFP
USA 3-4 lapan 30
Finland 8 Korea 13
Bulgaria 14 Chile 30
Czech Republic 12 Uruguay 30
Indonesia 50 Russia 0,3*

* Based on the State Corparation “Agency tor Restraclaring Credit rganizations” (ARCOY budget.
Sources: the ML andd the Werld Baok.

INCENTIVES FOR ECONOMIC GROWTH IN RUSSIA

Russia must pursue a more active and focused policy aimed at encouraging
economic growth and investment. One of the main factors to consider is use
by the monetary authorities of mechanisms that they possess which create fi-
nancial resources and stimulate their use in investment. This should be cou-
pled with measures to stimulate demand in conjunction with priorities of eco-
nomic policy at large. We should also consider that formation of long-term
investment mechanisms can not come too quickly.

That is why special emphasis should be given to developing mecha-
nisms that stimulate the flow of funds to the real productive economy and
that create conditions for providing loans and investments with longer ma-
turity. Instruments which aim at preventing distortions in other segments
of the market place and reduce inflation risks should be used. There should
be comprehensive approaches that provide for favorable conditions at all
operating phases of the [low of financing — [rom their initial mobilization
to linal investment.

Initiatives are needed to make resources less expensive. The tax incentive
for depositors and banks should be considered. Lower tax rates may be ap-
plied to interest income when it is generated in longer-term deposits. Such
measures should be accompanied by lower reserve requirements on long ma-
turity financial instruments, increasing their attractiveness. And if there are
concerns, financial market participants might still confine themselves to
short-term investments, Then a more comprehensive mechanism and incen-
tive system can be used to rebalance the relative advantages between short
term and tong term saving vehicles and investments.

An important role should be given to guarantee mechanisms, which be-
come particularly important in a period when the general economic climate is
still shaky and an initial imputse is needed to make savers and investors come
to a decision. The Bank of Russia. for instance. alongside the Ministry of Fi-
nance, could provide guarantees to maintain the liquidity of commercial
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banks which use their own funds to finance priority programs. Should there
be delays in realizing returns from such projects, the central bank could tem-
porarily replenish the liguidity of such banks (such mechanisms were consid-
ered in the early 1990s).

Mechanisms which could help expand already existing lunds also are ol

importance. An increase in the credit multiplier should be considered. Lower
reserve requirements could play an important role, as well as a general de-
crease of the cash component in the money supply. A reduction in the amount
of funds placed by commercial banks with the Bank of Russia also could be
important. Such funds (totaling 80-100 billion rubies) are actually withdrawn
from business operations, reducing investment oppostunities.

A healthy financial system will lead to reduced dollarization of the national
economy. The use of the dollar in Russian monetary affairs and transactions
narrows the base on which the monetary multiplier operates, and in general
undermines the position of the ruble as a national currency. Wide use of the
dollar was caused by objective [actors—negative expectations and an unclear

economic policy. When market players expect further nominal devaluation of

the ruble, their belief is reinforced when it is made clear to them that the for-
eign exchange policy is aimed at stimulating exports. However, increased
cash reserves in the Bank of Russia testifies to the fact that the bank inter-
venes to support the dotlar and is not letting its exchange rate depreciate. Itis
clear that strengthening the national currency will be an incentive for various
players to do business in rubles, and create an additional basis for investment
activity.

Various forms of refinancing are needed. These also will contribute to
channe! resources in accord with priorities of national policy. A more active
role should be given to specialized investment funds and banks. To attain
these objectives, more detailed interest rate, fiscal balance and monetary in-
strument mechanisms are required.

When selecting priorities related to investiment policy, an intersectoral as-
pect should be reckoned with. This is because demand growth in a given sec-
tor leads to demand growth in other sectors. As a result, a multiplying chain
effect will magnify the economy at large.

Other criteria in defining priorities should be considered. such as non-in-
fationary use of resources, and elficient utilization of capial.

The nations’ business firms must play an active role in implementing such
approaches. Official policy will define the scale and magnitude to which the
nations’ businesses will participate in economic growth and its possibilities
for supporting national interests abroad.

It is clear that if economic growth is financed in the {irst place {rom exter-
nal sources, an increasing part of the financial resources of the country will
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depend on world economic conditions. Inflows of capital and the allocation
of loan funds will become more subject to the intentions and needs of outside
creditors. It is important that national businesses play a more direct role in
this strategically important sphere of the Russian economy, the linancing of
investment.

The above mentioned measures should be an integral part of budget, mon-
etary, and foreign exchange policy in Russia. They should aim at meeting na-
tional priorities in economic development.

National monetary authorities and domestic businesses should both play a
major role in these processes. Domestic business is interested in economic ex-
pansion which will enable it to strengthen its position in domestic and foreign
markets. In turn the strengthening of business establishes a basis for a more
progressive state economic policy, A strong state administration is needed,
one which fosters reliable business conditions and the emergence of a na-
tional entrepreneurial sector at home. Also, strong industrial companies and
commercial banks. and an active economic policy, will strengthen the foun-
dations of the country and lay the basis for stable and long-term development
of Russia.
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