Twelve Public Policies
for Economic Growth
in Russia

Richard K. Vedder

Contemporary
Issues Series 101

August 2000

A8

Center for the
Study of
American Business

Washington University in St. Louis



This booklet is one in a series designed
to enhance understanding of the private
enterprise system and the key forces affect-
ing it. The series provides a forum for con-
sidering vital current issues in public policy
and for communicating these views to a
wide audience in the business, govern-
ment, and academic communities.

The Center for the Study of American
Business is a nonprofit, nonpartisan orga-
nization funded entirely by grants from
foundations, business firms, and private
citizens. Funding is unrestricted, enabling
researchers to maintain academic freedom
and ensuring unbiased and independent
research. The Center is an integral part of
Washington University, which has been
granted tax-exempt status under section
501(c)(3) of the Internal Revenue Code.
Donations to the Center qualify as chari-
table deductions for income tax purposes.

Donations can be made to the Center
at the following address:

Center for the Study of American Business
Washington University

Campus Box 1027

One Brookings Drive

St. Louis, MO 63130-4899

Copyright © 2000 by the Center for the
Study of American Business. All rights
reserved.



Preface

Richard K. Vedder was speaking to the
Russian leadership in Moscow earlier this
year when he presented his “Twelve Public
Policies for Economic Growth in Russia.”
The Center for the Study of American Busi-
ness is pleased to publish this important
work of its adjunct scholar both because
of its influence on current Russian think-
ing and its insight into the economic chal-
lenges that face that nation.

However, | enthusiastically recommend
a reading of the “Twelve Public Policies” to
American audiences because they are an
eloquent summation and reminder of the
fundamental underpinnings of our eco-
nomic freedom and prosperity.

Murray Weidenbaum
Chairman and Director
Center for the Study

of American Business

Richard K. Vedder
is adjunct fellow
with the Center for
the Study of Ameri-
can Business at
Washington Uni-
versity in St. Louis
and Distinguished
Professor of Eco-
nomics at Ohio
University. An eco-
nomic historian specializing in labor issues,
his research and commentaries have been
published extensively in major media. In
April he traveled to Russia to be part of a
small group of economists from several na-
tions that advised senior Russian officials,
including President Vladimir Putin, on eco-
nomic reforms needed in that country.
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Twelve Public Policies for
Economic Growth in Russia

Richard K. Vedder

Introduction

As something of a Russophile who de-
voured Russian novels and classical music
in my youth, | am honored to be asked to
offer my observations on the Russian
economy. | would note that, one century
ago, an observer of the Russian economy
might have pointed out that Russia had
the highest rate of growth of industrial pro-
duction of any European nation. Output
had increased 8 percent per year in the
1890s, more than doubling in a decade.
Russia was a major recipient of foreign in-
vestment.? It was in the middle of what Walt
W. Rostow termed Russia’s “take-off” into
sustained economic growth.3

An observer 100 years ago might well
have expected that over the course of the
20th century, Russia would have con-
verged on the more mature economies of
Great Britain, the United States, and Ger-
many, reaching approximate equality with
those countries in terms of income per
capita. After all, economic theory suggests
that, where there is a market economy and
free movement of resources, the mobility
of labor and capital will work to reduce
differences in income disparities between
areas. Convergence has worked to give
Japan approximate parity with the lead-
ing economic powers of 1900. Many poor
nations or areas at that time, such as Ko-
rea, Taiwan, and Singapore, are affluent
nations today.

Yet Russia has failed to converge, pre-
cisely because it abandoned the moves to-
ward a market economy that it had begun
to adopt in the late nineteenth and early
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twentieth centuries.* The last decade has
seen the beginnings of a transition from
an inefficient command economy toward
an economy where the efficiency emanat-
ing from market signals can begin to oper-
ate. It is the completion of the precondi-
tions necessary for convergence to take
place that is essential for economic growth
to begin in Russia at a high and relatively
sustained level. There is nothing histori-
cally inevitable about Russian economic
growth. But if twelve preconditions for de-
velopment cited below are fully met, mar-
ket forces almost certainly will move to
raise the quality of economic life in Russia
and lead to it converging on the richer na-
tions to its west and to its east.

If twelve preconditions for
development are fully met,
market forces almost certainly
will move to raise the quality of
economic life in Russia and
lead to it converging on the
richer nations to its west and
to its east.

There are no doubt political and other
obstacles that may prevent instant achieve-
ment of the goals outlined below, and as a
non-Russian | am very sensitive to the fact
that only Russians can make the appro-
priate decisions that will determine your
economic destiny. More than seven de-
cades of Communism led to a decline in
both self-reliance and the willingness to
take risks in Russia. The desire to work
hard, save, and invest similarly was de-
pressed. Basic characteristics of competi-
tive capitalism like striving to improve
product quality and pleasing your consum-
ers were not part of the on-the-job train-
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ing of Russian workers. It takes time to
educate workers into the methods of com-
petitive capitalism. That is made more dif-
ficult since arguably Russia never has had
much experience with market-driven eco-
nomic change, since, despite the Stolypin
reforms after 1907, at the time of the 1917
Revolution many Russians were farmers still
living in somewhat primitive communal con-
ditions that bear little resemblance to the
modern market economy. In any case, many
members of the older generation that
reached adulthood before 1985 or 1990 no
doubt are uncomfortable with the risks, un-
certainties, and dynamic dimensions inevi-
table with market-driven economic activity.

Thus change is difficult, and visionary
domestic leadership and possible heavy re-
liance on foreign physical and human capi-
tal investment may be necessary to help
inculcate the attitudes and qualities
needed for market development. Possibly
the educational system can help in this
regard, although that assumes the exist-
ence of instructors versed in an under-
standing of market processes. Nonetheless,
as an economic historian, | can share with
you my observation that, based on my
study of western economies, 12 factors
seem to be critical for sustained economic
development to occur.

Twelve Policies to Promote Economic
Growth in Russia

First, use the power of the state to
set “rules of the game” that govern mar-
ket transactions and provide a legal
framework for economic activity. This
point includes many dimensions. The owner-
ship of property must be delineated, and
government needs to establish a means
whereby individuals can clearly demon-
strate their ownership of property, be it
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land, housing, machinery, business enter-
prises, or financial investments, such as
stock ownership in companies. There need
to be rules setting out the freedom to en-
ter into contracts with virtually no inter-
ference from government. The freedom to
make profits without confiscation by either
government or private entities needs to be
established beyond a shadow of doubt,
written in laws that are enforced by the
state. That means a strong police and mili-
tary apparatus is needed to deal with crimi-
nal elements trying to thwart the rule of
law. It means also that the courts must be
free to make objective decisions without
political interference from the government.
A strong independent judiciary is vital.

Second, in carrying out governmen-
tal policies, create a level playing field
between various participants in the mar-
ket economy. When government favors one
provider of goods and services or another,
it distorts the allocation of resources from
what human action dictates based on the
desires of consumers and the economic im-
peratives facing producers. It distorts the
signals that markets send that move re-
sources to their most productive use. Thus
the provision of subsidies to some produc-
ers of a product but not to others makes no
economic sense. The de facto levying of dif-
ferential tax rates on different producers is
highly undesirable. The application of regu-
lations to restrict the behavior of some pro-
ducers or consumers rather than others is
similarly inappropriate. Not only are such
policies “unfair,” they also often prevent
potentially successful entrepreneurs from
fully exercising the talents that they have.
The signals that markets send that lead to
resources moving to their most efficient
usage are distorted by government subsi-
dies or unequal taxation. Similarly, unequal
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treatment of different economic actors re-
duces the likelihood of foreign investment
that is critical to achieving rapid growth and
economic convergence.

Third, make labor and capital mar-
kets free. Restrictions on the importation
of foreign capital reduce resources for
growth and raise the specter of discrimi-
nation against foreigners that increases
perceived investment risks. Requiring de-
tailed registration of individuals before or
after moving from one place to another
raises the costs of migration. The United
States owes a good share of its success
to the massive migration of people both
internationally and internally. Often out-
put can be increased simply by moving
individuals from areas where the produc-
tivity of labor is relatively low to areas
where, at the margin, new workers signifi-
cantly increase output and incomes. Rather
than subsidizing dying industrial cities of
the Soviet era, perhaps out-migration from
them should be encouraged, and it defi-
nitely should be permitted. To be sure, free
migration assumes the availability of hous-
ing and other things that are not always
immediately available in optimal quanti-
ties. Nevertheless, the principle of permit-
ting, even encouraging, migration should
be established. Housing construction will
follow people if profit-maximizing entrepre-
neurs are allowed to operate in the hous-
ing industry.

There is often a temptation to try to
emulate the European-style welfare states
by imposing all sorts of rules and regula-
tions, particularly in labor markets. West-
ern Europe is paying a high price for regu-
lations that impose labor market rigidities,
including high rates of unemployment.®
While Western Europe can afford the
luxury of inefficient regulation, Russia can-
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not. In particular, it is highly desirable not
to impose laws requiring the payment of
minimum levels of wages in order to work,
or limiting hours of work. Such laws often
lead to unemployment among some of the
poorest and most disadvantaged members
of the population, and prevent a fuller uti-
lization of resources. Similarly, laws mak-
ing it difficult to discharge redundant or
unproductive workers reduce incentives for
business enterprises to hire workers in the
first place. Also, such laws reduce the in-
flow of capital.

There is often a temptation to try
to emulate the European-style
welfare states by imposing all
sorts of rules and regulations,
particularly in labor markets....

While Western Europe can
afford the luxury of inefficient
regulation, Russia cannot.

Fourth, reduce government expendi-
tures as a percent of national output and
finance those expenditures through
taxation rather than through borrowing,
printing money, expropriating private
assets, or other such means. While the
optimal size of government from the stand-
point of maximizing the rate of economic
growth varies from economy to economy,
there is considerable evidence that most
of the western industrialized democracies
have increased government size beyond the
growth-maximizing point. In these coun-
tries, at the margin, incremental expendi-
tures have little positive impact on output,
but the incremental taxes needed to finance
that spending have significant disincentive
effects on human behavior. Excessive
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marginal tax rates on work activity lead
to reduced work, while similar taxes on
investments lead to lower levels of capital
formation. The financing of government
through debt issuance leads to inflation,
loss of investor confidence, rising nominal
and often real interest rates, and some-
times costly distortions in the real exchange
rate. Moreover, it is a form of disguised
taxation that fundamentally violates at
least one and perhaps more principles of
financing government.

In relatively poor nations like Russia,
the optimal size of government is likely to
be smaller than in nations like the United
States, France, or Italy. Yet Russia in 1999
had governmental expenditures of at least
35 percent of total output, higher than the
United States. In the United States, | have
estimated that government size needs to
be reduced by 20 percent to 25 percent or
even more to maximize its economic growth,
and in Western Europe the governmental
downsizing from a growth-maximization
perspective is even larger.® | have not done
explicit research on what is optimal for
Russia, but based on my other research |
would suspect reduction in expenditures
as a percentage of GDP to the 20 percent
to 25 percent range would lead to notice-
ably higher rates of growth.

To be sure, some government spend-
ing probably has more positive or less nega-
tive effects than other forms. Spending on
infrastructure, for example, may have some
positive effects, although perhaps less than
if such spending were undertaken by the
private sector. On the other hand, from my
reading of the evidence for the United
States, subsidies, transfer payments, and
the like are more likely to have significant
negative effects.

In the United States, the state-level
governments tend to finance virtually all
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of their current expenditures from taxation.
There is an enormous body of evidence that
shows that, other things the same, states
with high levels of taxation tend to have
low levels of economic growth. For example,
from 1965 to 1993, the 25 states with the
highest average tax burden (as measured
as a percent of personal income) had 60
percent real personal income per capita
growth, while the 25 states with the low-
est average tax burden had 80 percent
growth—one-third more.” The state of Ten-
nessee had almost exactly the same per
capita income as the neighboring state of
Kentucky in 1980, but now has a signifi-
cantly higher per capita income level. Why?
Tennessee had a lower tax burden in 1980
than Kentucky, and lowered it still more
in the ensuing years. Kentucky, by con-
trast, raised its overall tax burden. As a
consequence, Kentucky's economic growth
was noticeably smaller than its neighbor’s.
This story can be told many times. In 1970,
high-tax Sweden was by most measures
one of the three richest countries in the
world. Today, its per capita income is not
even in the top 20 countries, and is below
the average of the original 24 OECD na-
tions.® Sweden’s tax burden was one of the
highest among major nations in 1970, and
was raised dramatically after that date,
becoming the highest in the western world.®
High taxes led to enormous disincentives
to work, to save, and to invest.

Fifth, adopt a simple tax structure
with a small number of broad-based
taxes with low rates. There are at least
four features that a “good” tax (if there is
such a thing) possesses. A good tax is not
costly to administer, is neutral in its eco-
nomic impact, is “fair,” and is transparent.
Regarding the first point, in America, our
income tax is extraordinarily complicated,
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and the cost to society, including the tax-
payers who spent billions of hours com-
plying with the law, is measured perhaps
in the hundreds of billions of dollars—a
significant percentage of the revenue that
the tax raises. That is clearly undesirable.

There are at least four features
that a “good” tax possesses. A
good tax is not costly to administer,
is neutral in its economic impact,
is “fair,” and is transparent.

Taxes that lead to distortion in resource
usage are likewise bad. My own research
suggests that taxes on consumption tend
to have fewer negative effects on economic
growth than do taxes on income.° If pay-
roll and individual income taxes for some
persons at the margin reach 50 percent or
more of income, they likely will have severe
disincentive effects, reducing labor supply.
In the United States in the early 1980s,
when the top marginal tax rate on the fed-
eral income tax was reduced from 70 per-
cent to 50 percent, the number of persons
reporting earning more than one million
dollars in income more than doubled within
two years, despite the presence of argu-
ably the worst recession since the Great
Depression.!! Tax reduction led to an un-
leashing of the entrepreneurial spirit, and
for some groups an actual increase in tax
revenues.

In the United States, we have nine
states that have virtually no individual in-
come tax (although individuals still must
pay the tax levied by the federal govern-
ment). The other 41 states have such taxes,
often reaching rates of about 10 percent of
income at the margin for some individu-
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als. From 1990 to 1998, over 2,800,000
Americans moved from the 41 states with
income taxation to the nine states without
such levies. One of the great migrations in
human history occurred silently, without
press coverage, as people moved away from
those governments that seized a significant
proportion of the fruits of their productive
activities. Several American states are
learning from this lesson and are now re-
ducing their income tax burdens.

Ireland, with a very low corporate tax
burden, is booming as European capital
moves to take advantage of low tax rates.
Similarly, | have been told that robust
growth in Estonia has been fueled in part
by a dramatic lowering in top tax rates.
Perhaps there are lessons here for Russia.

The tax system should not be used for
social engineering in a manner that prevents
resources from being allocated on the ba-
sis of consumer preferences and the con-
siderations of the cost of production (de-
mand and supply). | have been told, for ex-
ample, that advertising expenditures are
not deductible in calculating income sub-
ject to business taxation in Russia. Some-
how it is assumed that advertising is
wasteful, a notion that is no doubt a hold-
over from the Soviet Era. In fact, advertis-
ing is a legitimate business expense, and
the information conveyed by advertisements
actually help markets to function by lead-
ing to more informed buyers of products and
services. Advertising strengthens competi-
tion. The tax system should not distort ex-
penditures for this legitimate expense. There
are, no doubt, many other examples.

Sixth, minimize non-tax restric-
tions on private economic behavior in
the form of regulations. Regulations
that restrict entrepreneurs’ ability to be-
have as they would like sometimes serve
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a productive social purpose. It makes
sense, for example, to prohibit a manufac-
turer of chemical products from discharg-
ing pollutants into a lake that provides
drinking water for the local residents. At the
same time, however, the western experience
is that government officials tend to over-
regulate, as they derive power and influ-
ence from their regulatory powers. There
should be a general rule that “regulation
is not permissible unless there is a compel-
ling social need for it.” Wage, price, and
interest rate controls are particularly bad,
as they distort the ability of the price sys-
tem to serve as a signaling device that effi-
ciently allocates resources.

In the United States, we have found that
most new jobs are created by what are ini-
tially small businesses. The most dynamic
and valued companies in America include
many founded as small businesses in the
past two or three decades, including
Microsoft and all of the dot-com corpora-
tions. The proportion of the American work
force employed by the 500 companies on
the Fortune magazine list of largest corpora-
tions has declined by about one-half over
the past 30 years. Thus it is critically
important to minimize restrictions on start-
ing new businesses. Business permits or
registration should be simplified, perhaps
initiating a “one-stop” approach whereby
a would-be entrepreneur can quickly and
cheaply receive the necessary permission
to enter business. Conceptually, the ques-
tion needs to be asked: why does a person
need any permission to begin a business?
If Russia is going to make mistakes in this
area, a good case can be made that it
should err in the direction of too little regu-
lation, as regulation tends to reduce the
ability for entrepreneurial talents to be
manifested.

In general, the principle should be estab-
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lished that regulation is permissible only
where there is compelling evidence that the
expected present value of the future ben-
efits of the regulation exceed the present
value of the expected costs. The evalua-
tion of costs and benefits must be done by
some agency other than the one formulat-
ing or enforcing the regulation. In short,
the regulators must be regulated.

In general, the principle should
be established that regulation is
permissible only where there is
compelling evidence that the
expected present value of the
future benefits of the regulation
exceed the present value of the
expected costs.

Regulation extends to the international
sphere as well. Pressure will be placed on
Russia to sign international agreements
that regulate the environment or the work-
place, for example. Often these agreements
are pushed by politicians without a clear
understanding of the true benefits or costs,
such is the case with the Kyoto accords.
While Western nations have the luxury of
being able to impose costly regulation on
their citizens, the burden of doing so in
Russia is potentially far greater given lower
initial levels of per capita income. In their
earlier stages of development, nations like
the United States and Great Britain largely
had unregulated economies, and the entre-
preneurial freedom that resulted had pro-
foundly positive long-term economic effects.
Don't give up that freedom. You need to be
very realistic and scientific in assessing
costs and benefits before signing interna-
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tional agreements or implementing domes-
tic regulations that constrain entrepreneur-
ial freedom to engage in economic activity.

Seventh, continue to privatize state
economic activities. Privatization by itself
is no panacea, and it should be done in a
way that ensures competition and market
activity, not monopolies and state subsi-
dies. Nonetheless, on average, enterprises
that compete in a market economy face a
discipline that government-owned or con-
trolled businesses do not, leading to higher
productivity and efficiency. It would seem
to me that large government monopolies
like the gas and electric companies and the
railroads should be candidates for
privatization, and at the minimum they
should be subject to competition (accom-
plished by dividing the existing companies
by function, such as production and dis-
tribution, by geographic area, or by both).
The last point is important. Much of the
relative efficiency of private enterprise com-
pared to governmental ventures comes
from competition. Privatization must be
undertaken in an environment of compe-
tition, with the state showing no favorit-
ism toward any enterprise.

Eighth, strengthen the banking sys-
tem and stabilize the currency. Turning
first to the latter point, a large-scale mon-
etization of governmental expenditures is
extremely unproductive, lowering the con-
fidence of foreign investors, causing capi-
tal outflows, etc. Russia learned this lesson
in 1998. The long-term correlation between
economic growth and both the level of infla-
tion and its volatility appears to be nega-
tive. The stabilization of prices must be a
key goal in the restoration of confidence.
The fashionable Keynesian notions that
inflation can reduce unemployment and
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stimulate the economy have been demol-
ished by the experience of the past genera-
tion. The price system is an information
device. Inflation distorts the operation of
price signals and sometimes sends the
wrong information to entrepreneurs. Infla-
tion imposes a cruel and capricious tax on
some members of the citizenry as well.

In some situations, the pursuit of mon-
etary stability suggests that fundamental
reform of institutional structures is nec-
essary. This is particularly true where the
political will to restrain monetary expan-
sion is lacking. Alternative approaches
include a commodity (e.g., gold) standard,
a currency board, joining an economic
union (such as the European Union) or
dollarization (defined to mean the adoption
of the currency of another nation, not nec-
essarily the United States). Given the ex-
perience of the past decade, it may be wise
to explore one of these options. | believe it
is less important which approach is selected
than establishing credibility in the medium
of exchange both domestically and in the
international community. Should the Bank
of Russia or other institutions prove un-
willing or unable to establish that credibil-
ity, alternative approaches to monetary
stabilization need to be explored.

Russia needs good, sound, well capi-
talized and trusted banks. Given the lim-
ited Russian experience with for-profit
private commercial banking, it makes
sense to invite foreign interests to partici-
pate more freely in the banking system.
While it is understandable to worry about
excessive foreign control, rules limiting the
foreign role to 12 percent seem to be counter-
productive. Increased bank competition in
the long run leads to reductions in the net
interest margin of banks, meaning relatively
higher rates of interest for bank depositors
and lower interest rates to lenders. Other
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things equal, this should lead to increases
in domestic saving and investment. It was
the falling cost of bringing together savers
and investors that contributed importantly
to a roughly five-fold growth in the domes-
tic savings rate in the American economy
during the nineteenth century, for ex-
ample. Replication of that experience in
Russia would almost certainly pay divi-
dends in the long run.

A critical dimension in monetizing the
economy where fractional reserve banking
exists is the development of trust. In some
cases this can be enhanced by credible
bank regulation and/or by the adaption of
deposit insurance. The central bank, if it
is to exist (which it might not under, say, a
currency board), should have a narrow,
focused role of maintaining the soundness
of the currency. The inherent conflict of
interest implicit in a system where the cen-
tral bank regulates other banks but also
has some financial interest in one or more
of them is highly undesirable.

Ninth, reform laws and regulations
relating to corporations along Western
lines. While excessive government regula-
tion of corporate governance is clearly
undesirable, some “rules of the game” need
to be established centrally. For example, it
is not unreasonable to require companies
that have many shareholders to follow
certain uniform procedures in reporting
their financial condition to their owners.
Accounting standards need to be uniform
and, ideally, should not deviate signifi-
cantly from European and/or American
practice, in order to increase foreign inves-
tor confidence. If rules on, say, the depre-
ciation of assets or amortizing “good will”
vary dramatically from Western practice,
the ability to secure foreign capital may be
severely impaired. Given Russia’s default
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on some debt obligations and the subse-
quent flight of foreign capital, this is a
matter of some importance.

While excessive government
regulation of corporate gover-
nance is clearly undesirable,
some “rules of the game” need to
be established centrally.

In the formative years of the United
States in the nineteenth century, many cor-
porate abuses occurred that impaired some-
what the development of the economy by
slowing private investor support of equity
markets. Reports indicate similar problems
occurring in contemporary Russia. Govern-
ment should not meddle in the internal
affairs of corporations or joint stock com-
panies as a rule, but nonetheless it can play
a constructive role in determining the “rules
of the game” for the operation of corporate
democracy. It is particularly important to
protect the rights of minority stockholders
or “outsiders” from abusive practices of a
controlling stockholder or inside manage-
ment. To cite one example of a desirable
practice, compensation of management
should be transparent and set by boards of
directors that include stockholders outside
the immediate management of the firm.
Failure to comply with laws requiring these
practices should be punishable by severe
sanctions, including prison terms and large
fines. Obviously, not only do laws have to
be established, but a significant enforce-
ment mechanism needs to be established.

Tenth, rationalize the social security
system and its financing. Russia is not
alone among nations facing serious prob-
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lems with its pension system for older citi-
zens. Yet Russia’s system provides ex-
tremely small pensions for a large number
of recipients, financed by very high pay-
roll taxes, where the combined employer-
employee tax reaches 41 percent of wages,
a rate that creates profound disincentive
effects and encourages inefficient non-cash
economic activity.

While well-to-do western economies all
have pension systems for the elderly, can
Russia afford such a system at its stage of
development? Might economic justice and
security be better served by having a means-
tested system, whereby individuals who are
truly poor might receive even larger pen-
sions than at present, but individuals who
have some wealth or whose children are
prosperous will not be eligible for benefits?
The wealthiest nation in the world, the
United States, offers benefits only at the
age of 62, with full benefits coming at 65,
an age that is being raised over time to 67.
It feels it cannot afford to let people retire
at 55 or 60. If the United States cannot
afford it, how can Russia? Given the low
income levels and the need to expand out-
put, pension inducements that lead to re-
duced labor force participation among pro-
ductive individuals in their 50s or 60s seem
extremely costly. Perhaps the retirement age
could be raised by an average of six months
per year over the next decade or two, also
equalizing the retirement age for males and
females in a gradual manner (that can be
achieved by raising the retirement age of
females more per year than males).

As to financing, strong consideration
should be given to moving to a partial or
complete privatization of the system, learn-
ing from the model of Chile and other
nations. It is important that individuals
“own” their investments, with the value
reported to them on a timely basis. Such a
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system would increase individual respon-
sibility, largely end the politicization of the
investment decision-making process, lead
to probable higher investment returns, and
possibly have other advantages. Given the
inexperience of the average Russian citi-
zen in equity markets, perhaps the appro-
priate initial approach would be to allow
competing private investment firms to offer
alternative portfolios, including different
types of mutual funds. Individuals would
select the firm they want, and would have
the opportunity to change periodically.

Eleventh, move toward free trade.
The convergence of incomes between poor
and rich areas depends critically on the free
mobility of goods, services, persons, capi-
tal, and ideas from one geographic area to
another. While some of the barriers to
mobility are natural, determined by trans-
portation costs, and others are related to
anti-investor laws, taxes, or regulations,
some are simply the product of tariffs and
other direct barriers to trade. Other things
equal, when artificial barriers to trade are
reduced, trade volume increases, and with
that, economic welfare. On this point, there
is nearly universal agreement among pro-
fessional economists.

It is true that tariffs provide needed
governmental revenues, and that they are
a generally reasonable form of taxation
from the standpoint of administrative costs
and equity. Accordingly, for these and other
reasons it may be appropriate to reduce
tariff and other barriers over time, perhaps
in connection with international agree-
ments where reciprocity is shown by other
nations. Tariff reduction usually serves to
promote productivity advances internally,
as the increased foreign competition fosters
greater moves toward efficiency among
domestic producers.
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The move to free (or freer) trade also
implies the removal of any barriers to the
acquisition of foreign exchange or the free
movement of capital. Capital flows must
be unimpeded in either direction. Open
product and resource markets promote
economic growth, even if they may tempo-
rarily pose problems for protected domes-
tic interests.

The move to free (or freer) trade
also implies the removal of any
barriers to the acquisition of
foreign exchange or the free
movement of capital. Capital
flows must be unimpeded in
either direction.

Twelfth, rationalize your intergovern-
mental fiscal relations. Like the United
States and Germany, Russia has a feder-
ated system of government, with 89 re-
gional governments providing local ser-
vices. Such a system, if used appropriately,
can promote some efficiency and competi-
tion in government, and can provide infor-
mation useful in assessing the effective-
ness of governmental policies. In the United
States, for example, relatively little fund-
ing goes from Washington to the state capi-
tals to finance local and state governmen-
tal activity. States must raise their own
funds, meaning local politicians are ac-
countable to local voters for their actions.
Wasteful government expenditures are
somewhat reduced from what would exist
if a large proportion of state revenues came
from Washington. To a growing extent, states
engage in tax competition, knowing that
businesses and productive individuals will
abandon those states that impose high
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taxes. Thus governments are less able to
operate like monopolists charging high
“prices” (taxes in this case) than where this
federalist phenomenon is absent. This re-
duces somewhat the inherent inefficiencies
of the public sector.

In Russia, the move to a federalist sys-
tem is still somewhat new, and difficulties
remain in relations between the central
government and regional ones. The trick
is to maintain central control and domi-
nance over certain obvious national func-
tions—the provision of defense and the
implementation of monetary and foreign
policy, for example—while at the same time
promote experimentation and competition
among the regions in providing other ser-
vices, such as education and roads.

Conclusions:
Converging on Convergence

Where markets are free, the rule of law
is strong, the currency is sound, and taxes
and regulation of private entrepreneurial
activity are minimal, resources will tend
to move in a manner that will enhance eco-
nomic welfare. Poorer nations will converge
on richer ones. Thus Japan in the twenti-
eth century completely closed the gap sepa-
rating its economic performance from that
of the United States and Western Europe.
The same experience has been replicated
throughout much of Southeast Asia, Tai-
wan, Hong Kong, South Korea, Singapore,
and Malaysia. China is the largest example
of a nation that has moved with consider-
able success toward the development of
vibrant market capitalism. India increas-
ingly is freeing businesses from the shack-
les that have constrained the entrepreneur-
ial spirit in that vast land. Similar devel-
opments are happening in some other
places in the world as well, notably Latin
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America. However, where markets are re-
pressed, such as in North Korea, divergence
replaces convergence as the economic norm.

Attitudes cannot be changed overnight,
and bureaucratic, political, and institu-
tional obstacles to needed reform are no
doubt substantial in Russia. A different
(e.g., more recent capitalist experience)
historical background that has permitted
a faster transition in, say, Hungary and
Poland is not present in Russia. Yet Russia
has a well-educated population and vast
natural resources. It has demonstrated
enormous creativity over the centuries in
literature, music, science, and engineer-
ing. Those creative talents can be harnessed
to promote economic change. Given the
right environment, the latent entrepre-
neurial talents of Russian workers and
capitalists will provide the resources for
enhanced levels of income and output. The
transition has not been easy, nor is it over.
Yet with appropriate public policies to set
the groundwork, the people of Russia can
exercise their talents in the marketplaces
of the world in a manner that will provide
them with the affluence that they deserve,
and restore a great nation to the greatness
to which it historically has aspired.
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bers of the presidential administration of Russia in
Moscow, April 20, 2000.
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