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Andrzej K. Ko zminski: Today we have a great pleasure to host here at the Leanikski
Academy of Entrepreneurship and Management one of the most eminams figmong
Russian academics in the field of economics - Prof. AlexandgkipBlov. It has become a
tradition in our Academy to host once or twice a year famous ecetgyrakperts in the field
of management and organization theory. Today we are hosting PropelekiMay | ask

Prof. Kolodko — Director of TIGER - to introduce our honorable guest.

Grzegorz W. Kolodko: It is already the fifteenth event in our WSPiZ and TIGEReseof
Distinguished Lectures (see:www.tiger.edu.pl/publikacje/dist.nimAll of them have been

published and are downloadable from the website of Transformation, bdagend

Globalization Economic Research — TIGER -watw.tiger.edu.pl And today’s lecture will

soon be accessible there too. Yet before it happens we haveaherpléoday of listening to
the lecture presented by a leading Russian economist — Professor Alexakigetdy.
Professor Nekipelov is currently is the Deputy President of thesiBn Academy of
Sciences and the Director of Moscow School of Economics at theutanvioscow
Lomonosov State University. He is also an Academician that idulhenember of the
Russian Academy of Sciences. Earlier, for a number of yeargjabethe Director of the
Institute for International Economic and Political Studies aRhgsian Academy of Sciences

(see:.www.transecon.ru/EN/info.php

A graduate of Moscow State University with a doctoral degneeconomics, Professor
Nekipelov has concentrated his academic work in the fields ofnattenal economic

relations and economic systems in socialist and postsocialist iesuirir transition to a



market system. He is the author of more than 170 published works, df wiaiay are in
English.

Professor Alexander Nekipelov lecture is entitlublic Preferences and their Role in
Shaping Russian Economic Development. The choice of such a topic is not an accidental
one. As the Author has stated in th&roduction of his paper, “The problem of public
preferences influence upon the strategy of economic developmenbwoftaycis a permanent
one, but now in Russia it is becoming, or should become, one of the mostaimbport
challenges.” And the answer to the questigvhy is this sods the main thrust of this
important and interesting contribution.

The debate on the role of the state, or government, continues. Wédmhge chance to
learn on this subject from Professor Janos Kornai during his Nove2dodr WSPiZ and
TIGER Distinguished Lecture No. 9 onThe Role of the State in a Post-Socialist Econbmy
The arguments in favor of and against an active role played lgottegnment in settling the
aims and agenda of economic policy — as well as the set afstniements at the disposal of
the government involved — is far from over even in the developed, sophisticated amstikyt
market economies. It has also been quite recently a point of sublstidfifierence between the
two candidates for the USA President — Mr. George W. Bush andolin. Kerry. So all the
more that this must be a focal point of further intellectual@oidical debate in postsocialist
transition economies, engaged in vast structural, institutional, political and caharaje.

One must agree, | think, with Professor Nekipelov when he is pnegentheoretical way
of reasoning, showing that an emerging economy — as it is fieeofaRussia and all other,
although to a different extent, postsocialist countries, including thhe members of the
European Union — must take care of setting its agenda for developinéntvirtually
impossible to leave it without state intervention. Hence, one needactive role of the
government. There is no doubt about it even among the followers of theneaiiberalism
and the zealots of market fundamentalism. Are they in Russia Boland, in East Central
Europe or in Latin America, or even if they are at the Intevnat Monetary Fund, there is
now a deep conviction that there is a lot to be done by the governming contemporary

market economy.

! See Janos Kornafhe Role of the State in a Post-Socialist Econdigrsaw, Leon Kozminski Academy of
Entrepreneurship and Managemerdjstinguished Lecture Series , No. 9, November 2001 (see:
www.tiger.edu.pl/publikacje/dist/kornai.pdf




The is all the more truesis-a-vis the postsocialist countriésThe government is
indispensable in shaping and streamlining the market institutionsadipgr the hard
infrastructure of the economy and supporting the investments in humaal.cépt by what
means and to what extant — these are the issues that remaimigpited. How much and
how fast should one downsize the government? Or is it all not abouzéiesdownsizing
of the government(s), but rather about the need of redefining theheottate should play in
the emerging market economy of the postsocialist type, forsétke of faster economic
expansion, the increasing competitiveness of the private secttineamttreasing standard of
living among people.

Professor Alexander Nekipelov's paper and his WSPiZ and TIGERréers a significant
contribution to the ongoing discussion on all theses challenging .idsar@ssure that we will
be pleased to learn from his expertise, knowledge and train of thoaght,Svelcome to the
Kozminski School of Business and TIGER, and the floor is yours.

Alexander Nekipelov: The problem of public preferences influence upon the strategy of
economic development of a country is a permanent one, but now in Ruksi@zines, or
should become, one of the most important challenges. Why is this so?

The emphasis during the first stage of post-communist transformatas, for good
reasons, placed on systemic reforms. At that time the issuédaif should be the attitude
towards the collapse of the production structure, which had emergedaamiunism, and
social problems, which would necessarily accompany such a collapsdjardly addressed
at all.

As far as public opinion is concerned there existed then a conseitbuegard to the
necessity of transition to the new (market) economic systene, Tmuthe course of such
transition serious mistakes, which significantly increased lsoo&ts of reforms, have been
committed, but this is a different story.

In fact the essence of reforms was reduced to liberalizatioacofhomic activity of
enterprises, fast privatization of the latter and to the firm radice to the policy of
macroeconomic stabilization. However, despite expectations of themess, forced

privatization, based on a distorted version of voucher scheme, had not praguncede

2 More on the subject see Grzegorz W. Kolodk@mm Shock to Therapy. The political Economy oft&msalist
Transformation Oxford University Press, New York 2000 and JosdéphStiglitz, Globalization and Its
Discontents W. W. Norton & Company, New York — London 2002eSalso Grzegorz W. Kolodko (ed.),



market agents; new shareholding companies featured irrationanmsysbf corporate
governance. The situation was further aggravated by the preserght@otarge number of
public enterprises totally ignored by their owner — the skeea result a quasi-market system
had emerged, which oriented its agents rather to stripping @&fsatbean their consolidation.
The economy quickly sank into a crisis of arrears. In this environretmdard measures of
macroeconomic stabilization produced results, which could never happerrmal market
economy. Imposing tight controls on money supply rather led to a wvangstphenomenon
of a growing physical deficit of money rather than to moderasfanflation. Cutting budget
expenditures surprisingly produced a deterioration of the fiscatiggoif the government
because it provoked a new wave of arrears and, as a result, decline in tax inflows.

It should be admitted, however, that this mutant-type economic systetributed to the
softening of a shock, to which the Russian economy had to be exposedtbaentassive
reallocation of resources accompanying the introduction of marketanism. Actually, it is
difficult to go bankrupt when it is feasible to ignore the netgssdipaying one’s bills. But
the price of such an anesthesia turned out to be very high: thedalégnaof nearly all
production capacities, especially in hi-tech branches of the economy.

As is well known, the huge decline in production, investment activity amd)lstandards
of the population in the 90. resulted from these polices. To make iverse the authorities
striving at the attraction of foreign capital to close the budget defeibhed in an adventurous
manner the market of government securities. As a result, in AU§@&, Russia suffered
financial default and found itself on the edge of economic chaos beoéuke factual
bankruptcy of the banking system.

On the second stage the main efforts of the authorities were catednat first on
overcoming the consequences of the crisis and, later, on struafoahs, which had to
create an adequate institutional environment for market economylaftkisshift in policies
should be positively assessed though hot discussions are still undewithiayegard to
concrete reforms.

The rationalization of economic policies and, later, favorable worltkehaconditions
contributed to the resumption of economic growth, investment activity andyrdcial
restoration of living standards of the population. The threat of detaulforeign debt

commitments was done away with. Significant foreign-trade sumluig all the years

Emerging Market Economies. Globalization and Depwlent Ashgate, Aldershot, England — Burlington, VT,
USA 2003
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beginning from 1999 provided for fast growth of foreign-exchangerves, which have now
reached $90 billion. A federal budget surplus has been maintained trabupkse years;
pragmatic monetary policy allowed permanently diminishing inflatowl simultaneously
prevented a drastic rise in ruble real exchange rate in conditionassive inflows of foreign
exchange.

Summarizing, the current economic situation of the country is good enéadhthat is
one of the main reasons why problems of a strategic nature atquaie an importance now.
One should take into account that the unprecedented decline of the economy in thée®0. has
a series of dangerous long-term problems: an extremely high déwsear and tear of
industrial capacities as a whole and production infrastructure riticydar; exaggerated
reallocation of resources in favor of raw materials sectorsggawith obvious degradation of
hi-tech industries; extremely high level of income differemraboth among the members of
the society and the regions of the country.

In this lecture | would like to elaborate on the following isswdsat is (or should be) the
relationship between public interests and economic policy pursued bgotlegnment in
general, and what are the concrete consequences of this relatimmshgalern Russia, in
particular? To answer them one has first to realize what ppbdiferences are. It seems
expedient in this context to look first how economic theory tacklepribllem of individual
interests and then to understand to which extent this approach can led &pplhe analysis

of decision-making at the group level.

Individual Interests in Economic Analysis

Let me just repeat the well known elements of the Pareto posiitbnregard to the
individual dimension issue, which is an important part of the modern economic theory.

According to Pareto there is no need to look for an “objective” measuutility. He
found that it would suffice to start from the following assumptiochaadividual is able to
compare various feasible commodity bundles in terms of “bettedrse” or “equal”. Pareto
showed that mathematically speaking any individual’s hierarcimeefls can be presented in
the form of a “map of consumer preferences” consisting of an infinite nurhbiedifference
curves”, each of which joins together commodity bundles that are of ggliee to the
individual in question. After that the problem amounts to finding such ancality bundle
affordable under resource constraints as is located on the thigigerence curve. Let us
define this optimal position as corresponding to an interest ohttddual in question. Thus
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a notion “ interest” would acquire a measure of objectivity inascab it would reflect not
only subjective preferences, but very tangible resource cartstias well. At the same time
we remain in harmony with a widespread understanding that intenesthe driving force
behind the economic process.

From Pareto’s approach to individual decision-making it follows thrathie optimal use of
an available resource its marginal inputs should yield the same retwerynpessible area of
its application. If we examine the behavior of a consumer in &gnhaconomy, the resource
at his disposal is money, and if we analyze the behavior of Robinson Crusodliacstzat
the main resource here is the time of his life, which he haidcate efficiently to different
productive and “leisure” activities.

The temptation is very strong indeed to apply the same algorith@ny group of
individuals, be it a club of chess-players or a sovereign stateeor tbe global society. A
group in question would then have a set of preferences with regaitl dorr@asponding
feasible states of the world and limited possibilities (ree®m)rat its disposal. The group’s
interest would then correspond to the affordable state of the waité &ighest indifference
curve. Equal marginal returns of resources would characterizegtimal position from the
respective group’s point of view.

But the question arises: how can we know the map of a group’sereés? In the case of
individual decision-making Pareto easily avoided it with a referé¢adhe exogenous nature
of preferences. We cannot repeat this trick here, because @amy gonsists of individuals
with preferences, which, loosely speaking, have something in commonh&owe have to

do is to explain how interaction of individual preferences generates preferenagoopa

Interests of a Group: What They are and How They Emerge?

A. Bergson tried to resolve this problem in a straightforward mamméng determined in
1938 social utility as a function of individual utilities of the groupmbers. But K. Arrow in
his famous possibility theorénshowed that there is no other social choice rule than taking
decisions by a “benevolent dictator”, which can provide for such a iguakipossible social
outcomes that would be asymmetric and negatively transitive, oPakicient and

independent of irrelevant alternatives. This conclusion resulted in aathers’ conviction

% Abram Bergson. A Reformulation of Certain Aspeats Welfare Economics. “Quarterly Journal of
Economics”, #52, 1938, pp. 310-334



that group preferences do not exist at all. For example, Er@dbgis quite ironic about this
notion writing that: “It was common for classical economistsgeak of ‘the benefits to
society’, the interest of the ‘working class’, and other such phrdsat implied a sufficient
harmony of interests between members of the relevant claggsrot speaking of them as a
group. Today we often hear of individuals representing ‘the steref consumers’ or of
someone taking the position of ‘big business"He further says that on a “more intuitive
basis, the reason sensible social welfare functions cannot gxikati they conflict in a
fundamental way with the notion that more is preferred to lesanyAggiven moment, there is
a frontier of possibilities for the consumers in any society #ovement along this frontier
involves gains for some individuals and losses for others. Without suneetor comparing
these gains and losses between individuals, there is no sense to the phrase saeidl welfa

This position does not seem irreproachable to me. First, we mayngtdd reasons, like
dictators, but the fact that this type of decision-making provadesund social function rule
should not be ignored. Second, one has to take into account constraints obdée m
especially that of the exclusively individualistic behavior of peoyle know that in real life
they care not only about their well being, but also, to this or #taht about the state of the
environment they live in. For instance, progressive income taxesoanenon to many
countries, which testifies to the fact that people do believeweatth redistribution can
improve the position of society as a whole. Third and most importang, ihharhuge number
of various groups and all of them formulate their interests and take decisions.

It is important to understand: in order that the interest of a given grouy takg shape on
the basis of the individual interests of its members, there shouwdldgatimate procedure,
institutional framework for aggregating these interests recednig/ the group’s members.
D.Kreps writes: “Rather than thinking normatively about desirable propéatiesocial choice
we regard ‘social choice’ as the product of individuals interadtingarious institutional
environments. We describe those institutions and predict the outcome ofluadiiactions
within these institutions”

Of course, “procedures” in this setting are not exactly theesasnthe above mentioned

social choice rule: the former lead to this or that outcome, shdiréct manifestation of

4 K.Arrow. A Difficulty in the Concept of Social Wilre. “The Journal of Political Economy”, #58, pp83346

® Eugene Silberberg. The Structure of Economics. atHdmatical Analysis. Second Edition. McGraw-Hill
Publishing Company, 1990, p.573-574

® Eugene Silberberg. The Structure of Economics. &hdmatical Analysis. Second Edition. McGraw-Hill
Publishing Company, 1990, p.577

" David Kreps. A Course in Microeconomic Theory.negton University Press, 1990, pp. 181
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interest, the latter — to ranking of different states ofitbdd, that is preferences. Interests are
on the surface, whereas preferences underlie them.

Of course, the aforesaid is largely a tautology. Its liter@hning is as follows: in order to
make a decision it is necessary to make a decision on how toanaigagsion. But in this case
(at any rate, |1 would like to think so), this verbal tautologyetfl a real property of the
object being examined. After all, the adoption of any decision byenthan one person
presupposes explicit or implicit consent by the group’s membetisetaules of decision-
making.

It is also clear that with such an interpretation of group interése latter lose their
distinctness and tend to “blur’; moreover, it turns out that the comafigar of interests is
directly dependent on the procedure adopted for their identificatiorawsmeness of this
circumstance makes it possible, on the one hand, to adequately inteegpebtnamics of
many social processes and, on the other, to understand the artidicied of the notion that
social interest is something ossified (“objective”) and independérthe preferences of
individual people. In other words, this rules out the position according twhvitie members
of society can sometimes have no relation at all to the fovmati their common interest,
while a single individual or a small group of people can arrogateetmgelves the right to
speak and act on behalf of society as a whole.

As regards individual preferences, economic theory views themnagxagenous,
externally given factor and does not think it possible to judge whétlegrare correct or
incorrect. What is important for the economist is the consequenceariotis individual
interests for the operation of the economy, and not their moral ass#ss am convinced
that this approach should be extended to group interests as well. Adwdyg be seen as
exogenous in relation to economic investigation proper, in the sensé ihahe political
system that is responsible for their formation. It is also a@bsurtreat them as “good” or
“bad”, “modern” or “Soviet”. The real purpose of economic science is to investigate what
kind of economic policy has to be devised under a given configuration (patfesoyial
preferences.

Incidentally, it follows from the above that it is not quite corr® contrast political and
economic considerations, as often happens when people say thatia dedision was
adopted on the basis of political rather than economic factors. dlft@conomic regularities
are themselves permeated with the value orientations of ecoagemts. When consumers
spend their income on the purchase of certain goods and so determiakothéon of

resources in society, they are acting exclusively in accordastbetheir own system of
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preferences. But the decisions being taken within the framewadtiegbolitical system and
affecting the allocation of resources are just as “objecfiaetl just as “normative”) as those
dictated by the market propdfence an important conclusion: the economic sphere is not
confined to the sphere of operation of the market mechanism, but also unquestionably
includes, as a component part, the instruments used by society to adjustetttanism
Consequently, insofar as the political system plays a keyndleeiprocess of formation and
realization of a part of social (including economic) preferendssefficiency is a key

condition for the normal operation of the economic system.

Market as a Mechanism of Formulation and Realization of Public Interests

Incidentally, the concept developed above fully applies to the mankehanism for
aggregating individual interests, since this mechanism can peifsrrole only because
economic agents are prepared to observe certain rules: to rpspeetty rights, seek to
maximize the degree of satisfaction of their needs, etc.

To understand how the market mechanism performs the function of aguyagdividual
interests and thus realizes social interests it is suffidi® look at the demand and supply
functions.

The demand function is known to characterize the quantity of goodsdahatimers are
ready to buy at the given price level. In this sense, diffgqpenés are valuations or, to be
more precise, marginal valuations of social utility. Under aeggénharket economy model,
when equilibrium is simultaneously established in all marketscavesay that the market
determines the levels of marginal social utility for different kinds of goods

The supply function is based on the function of marginal costs. Undernerage
equilibrium, marginal costs represent marginal social costs,ubecthey reflect the
distribution of all the resources existing in society among p@saibérnative uses. Since in a
state of equilibrium supply must equal demand, from the standpoint of db&mpr being
examined the marginal social utility of goods must equal marginal sodtd. So, it turns out
that the market is a mechanism for realizing public (sociadyests by aggregating individual
interests in accordance with the procedure characteristic of the s@t&ahsap question.

It is also worth mentioning that in the perfect market economy @Pns out to be a
natural criterion of the market efficiency on a societal lldvecause its maximum value is to

be realized when individual firms do their best to maximize profits.



Why not Market Alone?

If the market is an institution helping to achieve a socially efficient owgcdmwe need to
retain other institutions for realization of social goals?

For various reasons the answer should be positive. The need to form contarests
exists not only in the economic sphere, where market mechanisms can dpédrtite.market
cannot be regarded as a universal mechanism for transforming intiprdtexences in social
preferences in the economic sphere either. In this context, one coaldthe well-known
theoretical problem of so-calledarket failuresthat is, cases where the market cannot cope
with the task of achieving socially beneficial outcomes.

Thefirst case concerns the need to determine the amount of resourceallimcaed by
society for the production of so-called public goods. A market-typehamism in this area
simply cannot work. That is why we have to use other mechangstermine the amount
of resources that society wishes to set aside for the production of the resgectise

The secondcase of market failure is connected with externalitie®nBmic theory has
developed the principles of an adequate response by the state teenegtdrnalities. The
standard recipe for the problem of environmental pollution is to introdagegonmental
charges. But how do we determine the rate of pollution tax? One shoulih In@ad that the
decision on the amount of environmental charges is of critical impert#ims decision must
ensure an increase in the polluting company’s costs to the désgregate social costs
incurred in the production of the given products.

We know from experience that the authorities in accordance gih uinderstanding of
the public interest establish the rate. The market mechanidimsirarea cannot serve to
aggregate individual preferences for the simple reason thatithecemarket (in this case, a
market of pollutants). True, there are interesting attemptsetie some kind of quasi-market
institutions in this field — | mean trade in pollution quotas. Such ambapprundoubtedly
deserves the most serious attention, but one cannot fail to see that it does not wdlatey
initial question: who and how should set these quotas so that they wdald tbé social
preferences as regards the economically sound scale of production actieityng pollution
of the environment?

The third case | would like to mention refers to informational problems. Tmelasion
about Pareto-efficient operation of a perfect market economysexdban the assumption that
market agents make decisions while being in possession of conmitetaation. However,
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this is not only impossible, but in a certain sense is in contradietith the clearly manifest
trend towards a commercialization of information.

One of the most graphic examples of a sphere where informatjonmetry plays a
special role is health care. What we have here is an ediyamtiridgeable difference in the
information at the disposal of the doctor and the patient. In most, ¢hsgzatient knows that
he is unwell, but has no idea about the nature of his illness, letallone how to treat it. The
doctor, for his part, claims (and in many cases his claimesarenfounded) to know how to
treat the illness. That is precisely why there is no simpdeket solution to the problem of
organizing the provision of health care services to the population arictivileded countries
the government intervenes in this or that way trying to serve best the publistintere

Finally, there is a very importafidurth case of market failure. One can imagine a situation
where there are no obstacles to the operation of a perfect mhtkewhere society is
nevertheless dissatisfied with the results produced by that inarkbis case, society begins
to “distort” the operation of the market mechanism by introducingwarrestrictions. By
way of example one could refer to so-calladrit goods These include goods and services
with regard to which society has special normative judgmerntse(epositive or negative),
and these judgments cannot be fully revealed by the marketx&mpke, the sale of narcotic
drugs is prohibited in most countries. Why do we need this administratirrier to the
operation of the market mechanism? Only because the results fofasuoperation are
regarded by society as extremely negative. Incidentdibretis a special word in English-
language economic literature to designate such goods: “bads”. @ler@so cases where
society takes a somewhat skeptical view of less glagaglts of the operation of the market
mechanism. As mentioned above, in the conditions of perfect competiteomechanism
enables the economy to reach the production possibility frontier, sh&b imake Pareto-
efficient use of all resources. But the exact point on thatiéom which the economy
operating in such favorable conditions finds itself depends on a numimécamstances,
including the pattern of property distribution among the members @tgotf there is great
inequality in the distribution of social wealth (“at input”), thésealso bound to be serious
inequality in the levels of income received (“at output”). Whdt aociety’s attitude be
towards such a fact?

There is no single answer to that question, because different sodiéfee in their attitude
to gaps in the incomes and wealth of their members. Brazil &$teis one thing, while the
Scandinavian countries are quite a different matter. The ladiex traditionally made very
active use of the tax system to redistribute income so aaricedly reduce social inequality.
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Of course, they are well aware of the conclusions of economicythdaoch say that such
actions prevent the economy from reaching the production possibilityiefroand,
consequently, from making efficient use of resources. Neverthéhes® countries continue
to adjust the market distribution of income in the belief that thegetenthe highest public
interests. An important thing for us to understand here isett@iomic theory regards this
problem as a normative one and cannot side with either party to that dispute

Finally, there is yet another interesting reason for the genee of situations where the
market and public opinion “view” one and the same problem from diffarggies. The point
is that the standard constructs of economic theory are based @ssin@ption that the
preference systems of society’s members are independent obtbachin other words, each
of us can maximize the degree of satisfaction of our own needsfotdyput it crudely, we
"don’t give a damn" about what is going on around us. An important poimpbasize here
is that the market operates precisely on such a basis. Othérwmdd have been impossible
to arrive at uniform (i.e., indifferent to the objective distinctidaagh between buyers and
between sellers) prices, interest rates, exchange rate8uetlife shows that people’s utility
functions are never totally isolated from each other. Of coursh, ga&son wants to have a
higher income, but at the same time (in varying degrees, vdfgretitly and very
subjectively) wants to be in a social environment that would at fe# be hostile to him or
her. Since the market is unable to bring out this objectivelyiregisiterdependence between
individual utility functions, people find it necessary to make somesctons to the activities
of the market.

So, although the market is undoubtedly a very powerful and effectivbamism for
aggregating individual interests, it cannot and should not be regarded wsversal
instrument ensuring an effective solution of this problem in all tsilos In other words, in
many cases it has to be supplemented with other mechanisms gorgsgeoup (including
social) preferences.

GDP and Public Welfare
And now — the last theoretical question | would like to dwell upon bejoireg to Russian
realities. Earlier | affirmed that GDP is a natunsdrketcriterion of efficiency at the macro

level. Can this thesis be applied in a broader sense sayinGtiis a natural criterion of

economionelfare?
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Consumer preferences deal with bundles of consumption goods. Similadl s
preferences deal with different in-kind vectors of the social pnaduct. The latter provides
for flows of current public utility (due to personal consumption byntleenbers of the society
in the respective period) and future public utility (due to investmatise current period in
physical capital and inventory). The economic welfare of the tyodepends upon its ability,
using all existing resources, to choose such a structure ofpfiodlct in the current period
and in future, which would maximize its utility function under the tengs institutional
framework.

But this task is by no means easy. The problem is in its hugendion, which makes it
impossible to rank all feasible, from the point of view of existiegpurces, vectors of the
social final product. Market economy, indeed, makes it a littleedsier, because here the
society is bound to assess only necessary corrections to the m@léokation of resources.
But still, the issue remains intractable by the method of cdmpierentory of existing
possibilities.

That is why since A.Pigou the following position remains unchadldngp economic
theory: “... the range of our inquiry becomes restricted to thetqf social welfare that can
be brought directly or indirectly into relation with the measuriog) of money®. As a result
such indicators as GDP are usually regarded as quite pre@asene of social welfare. Their
acknowledged deficiencies refer to the fact that GDP cannotpoie the products of
economic activity, which have not passed through market exchange: holisétoo] damage
to the environment etc.

We have got used to this, so to say, scalar indicator so much thiginare its more
important deficiency. Our logic runs as follows: if separate gamdisservices are estimated
in money terms there is nothing bad in assessing flows of goast$yged by a group of
people and consumed by them during respective period, in money temedl;af individual
income is a good indicator of man’s welfare then aggregatalsocome should play the
same role for society as a whole.

But this logic comes in contradiction with the position of modern ecorsothiat the
exchange value of a good is rather an estimate imputed to it tketnthan an objective
feature imminent to the respective good. The principle that insapal comparisons of
utilities are not allowed is also violated when we sum up money iesaidifferent persons.
As a result: if we have different distributions of $1000 betweerpweople — 0-1000, 500-500
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and 1000-0 — we cannot affirm that the welfare level of this grodipeisame in all three
cases. In fact, we can say nothing about the welfare of this grolivarknow interrelations
between individual and group utility functions.

A very different allocation of resources, distribution of income modsidsition of the
state in question in the global economy etc. can take place amigelevel of GDP. Similar
to individual consumers, who cannot neglect the concrete bundle of goodscim thair
income will be transformed, society cannot be indifferent to thectstre of GDP and its
distribution.

The conclusion is: aggregate money indicators should be considered awolygasand,
from a ‘pure science’ point of view, not entirely correct approxiong of the level of
economic activity and social welfare. Having no practical rdtive we cannot help using
such indicators. But we should not forget about their true nature randtions, which the
latter places on them.

That is exactly why in the majority of cases governmentstdrycomplement such
indicators with a set of others, which reflect this or that sfdeublic preferences. The latter
serve as an instrument of additional approximation to the ‘genuind’ désmcial welfare.
One should be sure that such algorithm rather provides for permamesttion of situation

in favorable direction than to realizing an ideal social optimum.

Russia at the Crossroads: What's at Stake?

It should be admitted that in recent years the Russian authdréies formulated some
strategic targets: to double GDP during 10 years, to combat theypdeeradically improve
the situation in education and health care, to create an efficieavation system and to
modernize the economy as a whole. The President has declarethiediehrough strategy’.
In no case should this attention towards strategic issues be igrsued: problems are
irrelevant to those who are sure that market mechanism a@a@able of settling everything
in the best way. But euphoria is also inappropriate for the opponemsuidet romanticism’.
Strategic choice is not just a bundle of good wishes. It should diaqeath in future for the
society based on its preferences and available resources. goekitvithout saying that the

pursued economic policy is bound to correspond to the choice made.

8 Pigou, Arthur C. The Economics of Welfare. Macanilland Co. London 1932, Fourth edition (Ch.1)
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What's Wrong with the Government Approach?

From what | have already said earlier about GDP as an indioateocial welfare my
cautious approach to the course of doubling it during 10 years follovgsaltiout principle,
not figures. No doubt, the speed of economic development matters, but welhive taken
a decision on the direction of the development and respect it. Piittingther way, the task
of growth rates maximization has to be formulated with constraitish would provide for
the movement of the economy along the chosen path. Otherwise onestgraed very
quickly find himself in a situation, which one never considered as tésifBor example,
under certain circumstances high growth rates could accompahgrfde-intellectualization
of the Russian economy, concentrating the bulk of its potential witi@nfuel and raw
material sector and conserving huge income differentiation.

But special apprehension is excited by the contradiction betweedettiared strategic
aims and economic policy, which has been pursued till now. Actualignpartant positive
shift has occurred only in the attitude towards the integration dRtissian economy in the
global economy. Awareness of the game character of economiaciimar between states
seems to have substituted for exotic declarations that Russia wgs@tiecome or even had
already become the world leader in the sphere of liberalization efotsomy. The authorities
deserve praise for the position aimed at defending national Stedeken in recent years in
negotiations on WTO accession. But still there remain numerous bitenof primitive
liberalism in the attitude of the authorities towards the wayt imgygortant economic issues
should be tackled.

It is still unclear how the government is planning to reach tla @fomodernization of the
national economy. It seems as though all the hopes are linked toptesé@ment of market
institutions alone. If this assertion is correct it means th@tuthorities believe in wonders,
because the Russian hi-tech sector is now in such a poor statesthecompetitive not only
with regard to similar foreign producers and the national rawrrabsector but also relative
to many other non-sophisticated sectors of our economy.

Nothing but obsession of the authorities by the idea of abstbemrhlism and lobbying
efforts of certain circles of Russian business can explaimdblty liberalization of foreign-
exchange and the capital flows regime in conditions of still vexgkwfinancial institutions.

Now the economy has already faced the negative consequendas dectision: massive
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inflow of cheap foreign credits has led to the growing foreign-exgdaexposure of the
Russian banking system and increased an overall indebtedness of the country.

Introduction of the flat personal income tax rate of 13 perceanaher tribute to the
liberal ideology. There is no clear evidence that this meassrietido a growing flow of this
tax in the state budget, but it certainly contributed to the wideningersonal income
differentiation.

Absence of the normal system of real estate taxation srsatee serious problems too. In
particular, we are now witnessing in big cities a phenomenon whegndicant part of
dwelling purchases is made for speculative reasons. Thus ardasmdmancial balloon is
getting shape and this is fraught with well known unpleasant conssggidor economic
development as a whole. These problems can be aggravated even anprepér system of
land taxation, especially in big cities, is not put in place quicig all know the huge
destabilizing nature of land as a speculative asset.

‘Market romanticism’ is especially evident in the characteredbrm, which is being
undertaken now in the budget sphere. The declared goal here is draneitfinancing
according to the concrete results achieved. In situations when govereeneices are to be
rendered to population, as is the case with health care and educseéiomnas, it is proposed
to apply the principle according to which ‘money follows consumesteiad of direct
financing of organizations, which provide respective services.

But the problem here is that in many cases the so called ‘cemegetlts’ cannot be clearly
determined. In some cases these difficulties are linked to a deghee of uncertainty
accompanying respective activities (for example basic mesgain other — with their
multifunctional character, which is sometimes supplemented withrasyry of information
between those who provide services and those who pay them (health care services).

Undifferentiated application of the above-mentioned principles to spkaseeptible to
market failures is fraught with serious negative consequencgs.me exemplify this
conclusion with a short analysis of the government’s attitude towards healdecadoes.

According to our reformers in actual fact this is a vergé matter and that the only
thing we have to do is to go over from budget financing of mednstitutions to patient
financing. The money, they argue, should go to those institutions, which@eepatients,
and if there is no demand for the services of a particular poiycit should not get any
allocations. It is easy to see that a thoughtless implementdtibis approach in the country

could soon give rise to a new trade: that of ‘patient’. Doctork lvave all their relatives
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gueuing to see them, and then the jobless and other citizens wilh¢om for a small fee. A
market will emerge, but not where we want it.

A notice | once saw in the New York subway made a strong isipresn me. It invited
passengers who thought their doctor had sent them for much too expexemnmations or
prescribed much too expensive drugs to visit an attorney and get the sioetiorCome to
think of it, this is an eloquent admission that the medical serwaeket is very far from
perfect.

Obviously, this does not mean there is no need at all to look for newosslut the field
of health care, notably with the use of market instruments. Wimatah to say is that when
we are dealing with such sensitive matters we have to taadully and avoid any hasty
steps in foisting ‘simple solutions’ on society. The world has aotated a vast store of
valuable experience in organizing health care, but no one has everedetttsuggest that
they have found a perfect way of solving the problems that exist in this area.

Elements of the “Breakthrough Strategy” for Russia

The main conclusion of what | have said above is that economic pcdiogot be
independent from targets, which society advances. It follows then thieaé are no
foundations behind the claims of any stream of economic thought thetaitbearer of
‘absolute knowledge’ about correct economic policy. Economic theonys ha&hderstand
which consequences will follow under these or those conditions, but it Gadgetwhich of
these consequences match the interests of society and which do not.

Taking this into account let me put forward some considerations both oralgdasign
and some details of the ‘breakthrough strategy’ if the latter, of courségeis seriously.

On the role of basic research. Russia is one of very few countries in the world, which
undertake research within nearly all the spectrum of basic gcidinis is, so to say, an
‘expensive amusement’ and it is worth having it only in case wheresipective country puts
forward big targets. Then, in conditions of high uncertainty, which acaoieg this kind of
human activity, the complex character of research is essential sincé aamyprovide for fast
concentration of forces on those promising directions, which appeaartaere. But if the
country’s ambitions are limited to catching up Portugal in teofnper capita GDP, as A.
lllarionov, the Presidents advisor on economic issues puts it, then ither@ sense in
spending much money on basic research. But the most absurd situatiomesemdéen
authorities claim that they want to have an advanced science, but loamge it properly,
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that is on a scale sufficient for normal reproduction of the dksiceentific potential. In this
case money spent on science is just thrown away.

On education. The character of education, especially high education, should match the
chosen model of economic development. It would be just a whim for a caacializing in
the production of raw materials to finance training of specsaiisttheoretical physics. The
current situation when a significant part of high school gradu#tesr evork in the country,
but in professions having nothing to do with their education, or occupy a@ostsding to
their education, but abroad, is also far from rational. Serious changefect, are needed,
but not of the kind mentioned above. One option is introduction of payment fortieduca
state universities launching simultaneously a system of eduoedticredits. Another
possibility — the extension of conditional credits to students of bigkeschool institutions.
In this case the resulting debt is to be written off autométiedter graduation according to a
certain schedule if the respective person works in the countrglds fcorresponding to his
education.

On industrial policy. Under current conditions modernization of the Russian economy is
not feasible without a well-designed industrial policy.

Several arguments unrelated to each other are put forward to rdisibstahe negative
attitude towards industrial policy: this policy can undermine maomamic stability;
isolation from favorable influence of market forces leads tihéu lag relative to world level;
resources allocated for implementation of industrial policy widlessarily be stolen; the risk
to make a mistake when determining the priorities of indugtalaty is too big and therefore
such a policy can push the economy in the wrong direction. But in flaatgaments against
industrial policy are rooted in ideological immunity to an actigke rof state in economic
process.

Industrial policy consists rather in the creation of favorable camditifor this or that
productive activity for a limited period of time than to direcbedition of funds to them.
Therefore such policy can in no way destabilize macroeconormatisi; similarly, one can
hardly steal anything here. Correct implementation of indugidhty consisting in gradual
dismantling of initial preferences and thus strengthening ofgormarket influence on the
respective fields of economic activity excludes the danger of pgermanently lagging
behind the world level. The risk to make a mistake in choosing priorities does, no datbt, exi
However this is not a sufficient argument against industrial ypdfist, all economic activity
is to this or that extent risky. Second, when designing industriadypohe has to select,
taking into account the existing economic potential of the countrgralelroad promising
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directions for concentration of resources. And thirdly, it is impotianinderstand: under the
current state of the Russian economy the task of its modernizatigy cannot be solved
without rational industrial policy aimed at the correction of market forces.

On financial resources. First of all we have to do away with an arbitrarily estiidd
target of reducing expenditures of the extended government eachyyg&gsercentage point
of GDP. The problems the Russian economy faces as a result of w&orroubasic
infrastructure, a polluted environment, huge differences in economitogewent of regions,
social troubles is of such a scale that rational value of thisatatiis, | believe, about 40%.
Actually, it corresponds to the experience of most successful post-comntatast s

At the same time there is no need to increase tax burden on poogliicts sufficient to
put right collection of rent on natural resources and mobilization ofmecfrom state assets.
Nowadays nobody doubts it; moreover understanding of the necessitifeterdiate rent
charges according to the quality of natural resources has eundrgemains to be conceived
that natural rent has nothing to do with taxes; it is a paymewner (whether he is a private
entity or a state) for the access to a scarce resourceefditgerent payments constitute not
only a source of budget inflows but also an important instrumentiohsh use of economic
resources. When rent is not appropriated by the owner flows of funiie iaconomy are
distorted in favor of the extracting industry.

It should also be mentioned here that Russia has today a unique oppadautake
advantage of ‘excessive’ foreign exchange reserves for theofakedernization. According
to many experts the value of these excessive reserves equdi®m$30 bin. to $50 bin., in
any case tens of billions of dollars are in excess of the ameedied to maintain stability at
foreign exchange market.

Under such conditions the Central bank of Russia could set up a Bank lofpdeset and
capitalize it with these excessive foreign exchange fundsaifim@f this financial institution
would be to extend on a purely commercial basis foreign exchaediscio finance imports
of goods necessary for modernization of the Russian economy, faitrofchine tools and
technologies, which are not produced at home.

Due to such a mechanism a set of problems could be resolved. riviesttment activity
would intensify thus contributing to the process of modernization. Secamghiicant long-
term investments segment would emerge. Third, the interest oatd vend to decline due to
a sharp increase in supply of credits. Fourth, in conditions of massiee iof foreign
exchange it would be easier to struggle against inflationary ysesssvhile maintaining a
desirable path of ruble exchange rate. This is so because rubiésdpas a result of
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interventions of the Central bank on foreign exchange market would havenochin
coverage. In fact, from a macroeconomic point of view the followiaglavhappen: access to
cheap credits for imports of investment goods would increase demafatdign exchange
and contribute to equilibrium being realized at a higher dollar exchange rate.

On privatization. Nowadays when market system has been in general formed and the
federal budget is characterized by sustainable surplus thecerieed of pushing further sales
of state assets in a planned manner. It would be correct tp sestate holding company (a
number of such companies), which would manage these assets on acpomelgrcial basis.
This would not only help escape from permanent scandals accompgmyuadization
auctions, but would also create conditions for the efficient manageofigmiblic assets
having separated civil servants from this process. In its turaugxe power would get a
permanent source of income flows from public property.

On small business. What has been said so far should not create the impression that a
breakthrough strategy can ignore opportunities given by the developemiall business.
Industrial policy should not be a policy for industrial giants only. Theakthrough in future
can take place only if Russia succeeds in creating favorable ioosdibr entrepreneurial
initiative on the ‘root’ level. Unfortunately, we are far from ideal state of affairs in this
field as well.

Summing up, | would like to formulate two main conclusions — one dealitiy the
theoretical part of this lecture and the second — with practgsales concerning the
elaboration of economic policy in Russia.

First, the correct choice of economic course cannot be done without itatkiragzcount the
system of public preferences. It is as wrong to speculate omaethsbest economic strategy,
which would be independent of this factor, as to try to determine “objectivalyidhbt bundle
of goods, which the consumer can buy for his income without paying attention to his tastes.

Second, what Russia needs now is a pragmatic, non-ideological &ionubf its long-
term interests and elaboration of economic policy, which would matsk theerests. So far

we are in a position when it is necessary to correct either targets or meagis refaization.

Andrzej K. Ko zminski: Thank you very much, professor Nekipelov for this very insightful
presentation, thank you also for staying within a time limitwould like to make a small
comment — this presentation is particularly interesting to mezguse it goes beyond purely
descriptive mode of analysis of transition, transformation processeseeks serious,
theoretical grounds and this is why | think it is particularly worth disngs¥Mour lecture will
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be published in our serious of Distinguished Lectures. It will alsaviadable, probably even
sooner, on the TIGER’s website.

Now the floor is open for discussion and | would like discussants tergrédsemselves
and, in a way to “shoot from the hip” — to be short in order to enablelg exchange of
opinions. So the floor is open for discussion. Who is the first?

Janet Bogdanowicz, LKAEM: I've just got one question, maybe it's naive. The argument
you present | can see working in some small Scandinavian countrzolautare public
preferences going to be articulated sufficiently in a vast country likadRass

Alexander Nekipelov: Thank you very much for this very important question. One of my
conclusions is that all that theoretical speculation is importastt in order to show the
necessity of forming a well-functioning democratic politicgdtem in Russia. But of course
even when it is not so perfect as we would like it to be, somehowiriddyand errors
procedure you approach to something what people believe they would hkee. Of course
the amplitude is extremely big. Naturally | do understand problems witlhatatic systems —
they're not ideal, they're not perfect, but we don’t have anythetgeband of course even
with a very well functioning democratic system some amplitsdgoing to take place. The

problem is to try to minimize it.

Matgorzata Runiewicz, TIGER: | have a question on the last statement you said so far what
should this direction of public preferences go and you mentioned ih@c@ssary to correct
either targets or means. What do you mean by those means? Agettireplatform of
interaction between the different groups? Does it mean that thisrplamust be improved?

What do you exactly mean by the means?

Alexander Nekipelov: Thank you very much Malgorzata. | understand it this way: the targets
which have been put forward by the government have been met by the popuwiaty
positively and they really do correspond to the feelings of peoplao8othis point of you,

to my understanding, they were quite well chosen. The problem ighéhatethods which are
used are not adequate to those targets. This is my understandiingot believe that under
current conditions in Russia it is possible to modernize its economyake a push for high-
tech industries just relying on market forces alone, as the méoke#s now push the
economy in the opposite direction, where the yield of resourcekeishighest. Some

21



inadequacies in our internal system, including those with naturablsmtontributes to this.
There is a huge gap between efficiency of capital in oil and otigerstries. High-tech
industries are, after 1990s in such a shape that they cannot competdyrneith oil industry
but with some very primitive industries as well. If we wankéep something of them they
have to be helped. This is a very delicate problem, there isoh dianger here. | would only
like to stress, that if nothing is made then they just disappeaodyerations of the market

mechanism.

Marcin Piatkowski, TIGER and IMF: You have this pragmatic idea for using the currency
reserves of the countries and send also the extra inflows intllte@bilisation fund. The
question is what inflationary effect it would have on economy, given tti@tinflation
expectation is already rising in Russia, but more perhapssttagly, if the cracks of the
problem is not necessarily how to use the reserves, which ispamtamt issue but a different
one, is the question of the viability of the financial sector in Rysghich does not seem to
be able to transform savings into investments, particularly inothsector into a non-oil
sector. So the question is: shall we, instead of focusing on thendiland the reserves, look
into the financial sector — how it can be reformed so thamitficance the economy and all

the other targets you have mentioned. Thank you.

Alexander Nekipelov: The question of what has to be done with our reserves, foreign
exchange reserves is discussed now, I'd like to say, internatio@aléyof the vice-presidents
of the World Bank said it would be correct to use them for egrigment of Russian debts
or probably to capitalise the pension fund which is not in a very good.sBapevhat |
wanted to say is that a lot of people do understand that therehisaguoblem that having
such huge reserves makes you quite convinced in your position, but at thdis@it's
extremely expensive, foregone benefits are huge. So, different ppopese different
things, with regard to this particular issue and of course veey @it argument is used that
you cannot use the foreign exchange reserves, because if ydiennse you pump roubles in
the economy and then you contribute to inflation. That's why | proposed anotherwincie!
has nothing to do with pumping money into Russian economy and in effect whichhvaveld
anti-inflationary consequence. What | proposed is that the central etlug - it's not
important how to call it - a Bank of Development, whatever, some foondand capitalizes
it with some of excessive reserves. Well, people make diffestimhates of what ‘excessive’
means — from $10 billion to $50 billion, excessive from the point of alhéezls for having

22



the foreign exchange market stable. So, | wouldn't like to speak ore§igow, just on the
idea. You capitalise this foundation with those reserves and thehamdythis foundation has
to do is to extend, on purely commercial basis, long-term foreign egelweadits for imports
of high-tech machinery for this kind of projects, that for no additiooables are issued.
Moreover, the foreign exchange is, so to say, exported from the countmgtibexported in a
way it is exported now, but in exchange for commodities. So additcmmaimodities come
and this could contribute to the modernisation of the economy. Well, sqreg®xeactions
are not concerned with macroeconomic results of this idea butréaeition is the same as
those from the government — they say: “Everything will be stol&hfs is the argument
which is very often used in Russia. If one has no argument againstngmnt doing
something, then he/she says that everything will be stolen. Tiséygrget, however, that
they are part of government, not myself. In Russia | told thenyoif do not believe
yourselves, hire foreign managers to that foundation and Europe wijgivehose managers
with great pleasure, because it's a big market for themhér high-tech industries and they
will assure you that these are going to be credits on purely eacrahmarket conditions,
based on project financing and so on, procedures and so on and so forth. So this is the idea.
As far as the second part of your question is concerned — of cduiseaxtremely
important to modernise our financial system and in fact it would natobect to say that
nothing is being done in this field. By the way, those difficultiésctv we had in this sector
in May-June (some people even spoke about crisis in the banking seasoa) result of the
Central Bank policy just aimed at making rules in this sectothmuare rigid than they used
to be. Well, we had really some problems. Now they have been ovearahewould not be
correct to say that the financial system does not transfavingsinto investments, just in this
absolute form. We have problems here, that's quite true, but | shoutiadays doing this
tasks much better than it used to do it before, so there is an obvigusssrbere. You can
see this, if you look at figures on banking credits to the indusitysa on — you can see a
clear progress here. Another thing there is that we aresaittdfied with the level of
investments in our economy, it's about 19% of GDP, which is very lowsorbut it is
growing and investments have been growing very quickly duringy&ssss, but from a very

small base.

Karol Kuczwalski, Little Tigers Science Club: Professor, you said that one of the ideas for

decreasing the level of government spending is to introduce somgomalditaxes for
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industry. Don’t you think it may result in a different way, just egilag the grey sphere and

lower the global income from taxes? Thank you.

Alexander Nekipelov: Well, the main argument from the government, when they put forward
this target of reducing their spending, well, to my understandixg a¥ purely ideological
character. They said that everybody knows that resources teussd by the private sector
than they are used by the state, and therefore we have to neiningzspending of the
government and to ensure as much resources as possible for thegmttateThat's true and
you mentioned it correctly, that they argue that they are not going to redabsalute terms,
the spending (in fact they are really growing) but what | vwaursay and it seems to me that |
did say this, but I'll repeat: we have to understand what we Wane want to restore our
infrastructure, for instance production infrastructure, which igemely important for a
private sector, it is important to create a mechanism of imgesti that type of activity.
Unfortunately, nobody has proposed how to do this without investments from the
government. If we want to deal with those acute problems in squh@res, which | only
mentioned, but which are tremendous — you should believe me, they are treméretelse
now quite a lot of regions in Russia, which seem to be helpless an@$®feim economic
point of view. If you want to close them — OK, we have to say: wegamg to close these
regions and people have to go somewhere else. So if we want totlsmbeeproblems we
have to pay money for this. It's not enough just to say thatdimggo solve social problems,
but to do nothing about that. That what's happened.

Grzegorz W. Kolodko: A comment and a question. The comment is vis-a-vis the issue of
foreign reserves and the ability or lack of ability to use tiremnsensible way for the purpose
of co-financing economic development in a given country. | think thiétirwthe theoretical
framework presented today by professor Nekipelov there is not a guaer for this
question without going into the very category of the group interests.ighhe most weird
case | know in the contemporary economics, all this debate abowdsrwas. There is not
any, ANY theoretical rationale to have for instance on the one hand a debtliegdaendred
billion dollars upon which we, in this case, Russia’s taxpayers (betltansumers and the
business people) - they pay taxes, because the interest eatedarpaid by the state budget.
This is the state, this is the public debt. Most of the time, $e c& Russia, majority of the
debt is their central government debt. And at the same time,dhetbe reserves, which are
invested, most of the time, in the very-short-term papers at #hénterest rate 2-3-4 times
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lower. And the partners most of the time are the same instiaitinvestors at the world
market. It is, as professor Nekipelov, on one hand owes me million slaltak there is an
interest rate — he pays a 10% interest rate — and at tleetsaenhe’s keeping in my bank his
reserves and | pay him only 2% of the interest rate. | dalleverything including fellow
economists, which are actually much more like lobbyists than ecaoispnbis convince
everybody that this is the good solution, using also the arguments thatchanges his
attitude and instead of borrowing from me and enjoying the spre@&qgjoints, as in our
case, to manage different solution approach how to utilise this amommin&y. So it must
be seen | think through the prism of the certain group interestsn déimd case the interest of
the speculative and other portfolio investors, and this is not impoftdrgyire from Russia
or from elsewhere, then through the prism of the purely thedrditeate. And the argument
about a risk of additional money supply, which can be pro-inflationag}sis very short-
sighted, because it must be seen in the whole complexity — therd beadlemand effect, or
shock, but that would be also the supply effect, and the supply resaking tadvantage of
this reserves would be much, much bigger than the demand effectsvdllidtbe the anti-
inflationary measure, contributing to microeconomic restructurthefreal economy, not a
pre-inflationary one.

The question | have to professor Nekipelov — | wonder what's your uaddnsg of this
phenomenon that in a country like Russia, together with most of thequatist countries —
Is it Lithuania or Hungary, Slovenia or Poland — but definitely inskRyghis is the case, this
is also my reading from what has been said this afternoon, thapgoiris that there is too
much of this so-called (as you're calling it) ‘market fundaraksm’. So, therefore the
question is: what is your understanding, what is your interpretation —hehg/is such a great
deal of this ‘market fundamentalism’ in the country, which only 1&ryeago or even less
than that was actually entirely involved in government-controllednemy, state-run
bureaucracy, central plan and so on? | have known Russia, the formdrlBoeig for some
time and | haven't seen there any ‘market fundamentali$tséfi years ago. | met couple of
them in Poland, very few, | can use the fingers of one hand to m@me There are plenty of
them in Poland now. In Russia there were no market fundamentali$&30s, including
Chubais and Gaidar — our good colleagues. How come we have so muul ofatket
fundamentalism in contemporary Russia? What's your theoretipddreation of this great

shift which is influencing so much economic reasoning and economic doing? Thank you.
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Alexander Nekipelov: Thank you very much. Well, | totally agree with what you’ve said on
foreign exchange reserves of course. By the way, some expedsshal that foreign
exchange reserves cannot be used, just because they are foréigngexmeserves — they
cannot be used, that’s all and no discussion. Well, it's a strange approach and |anthad s
China, probably one of the first countries which used a significantuanof reserves - $40
billion to capitalise its banks in order to be able to compete on falanearket after they had
to introduced all those things they promised to introduce when theydjMWAEO. And
nothing bad happened to China, they'll just have good banks, which they've capitalised.

Then, the second question is extremely difficult to answer, because thqtetar lot
of things here | believe and probably very different explanationsbeagiven. | would say
that first, probably it's a part of our Russian character — wienbelieve one thing and then
it crashes, then you are looking for something else to believettawklif you look at thesis
which were defended by Gaidar, Chubais and so on, you'll see no difef@m other
people in those times. There were no market economists then, Etellve become market
economists. That’'s how it is. Of course | wouldn’t probably say thatshige most important
thing, but it mattered. They were quite well stimulated fromWrest, because people said
“those are good guys”. It's quite interesting — last year atg-premier was boasting talking
during a session which was attended by high officials, beginning depaty ministers, he
boasted that Russia has nearly become the most liberalisedycioutite world and that we
are not going to look at Europe, because they are oversocialiseghaxlye knows that, he
said, we are going to liberalise in advance and this is our advantage. Wethaviesaid that
it was a stupidity, because he just couldn’'t understand that these ie say, situation of a
game in this sphere and if you liberalise first, having suchaadial system and all that, this
doesn’t mean you can do better. The most probable thing is that you gopiaafker such a
liberalisation.

And then, the third thing, which | think is very important and it has to ido your
question. Our political system is far from perfect, becausevery interesting and you can
see it, that ideologically those people suffered a huge defdhe itast election. The party

they were for could not even join the parliament. But they are all there, takingpdscis

Andrzej K. Ko zminski: Professor Nekipelov, thank you very much.
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