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Chapter 1

The Other Government: An Introduction to the Missing Facts

Can a country be less productive after Communism than under Communism?  This question was
unthinkable ten years ago and is ungpeakable today. The past decade of Russian experience raises such
aposshility. During 1990-99, Russalost 45 percent of its gross domestic product (GDP) and about 50
percent of consumption. This dwarfs the experience of the U.S. Great Depression when output declined
by 30 percent and consumptionfel by about 20 percent. Even during the extreme socid experiment inthe
Soviet Unioninthe late 1920s-early 1930s, with its severe demographic losses, the economic decline was
gmdler than in the 1990s. In addition to protracted contraction, Russia underwent serid defaults during
1992-99. They peaked in August 1998 with what one may cdl the Great Default, when the government
repudiated its domestic bonds. After that, periodic defaults on externa delot occurred in 1999.2

Economic contraction of the 1990s was protracted and continuous. After a steep output decline
during 1992-94, contraction dowed down in 1995-96 and reversed into a dight recovery in 1997, only
to revert to another big dide in 1998. Part of the 1998 drop in GDP was recovered in 1999 and early
2000, but a pronounced dedline in persona consumption continued through 1999. Many other post-
Communigt economies experienced great contractions. Their causes remain elusive after a decade of

study.?

'GDP: The International Monetary Fund, World Economic Outlook, October 1999 (Washington, D.C.: The IMF,
1999), p. 126, and World Economic Outlook, May 2000, pp. 27, 113. Consumption: Russian State Committee on Statistics
(RSCS9), various issues. Independent computations confirm the magnitudes found in the official data. See McKinsey
Globa Institute, “Unlocking Economic Growth in Russid (Moscow: McKinsey & Co., 1999), available at
http://205.253.128.117/mgi/russian.htm; and, Mark De Broeck and Vincent Koen, “The Great Contractions in Russia, the
Batics and the Other Countries of the Former Soviet Union: A View from the Supply Side,” IMF Working Paper
WP/00/32 (March 2000).

2From December 1998 to June 1999, Russia missed $1.2 hillion in payments on the previously restructured dollar-
denominated bonds. In June 1999 and in early December 1999, it failed to pay $963 million to the London Club of
commercia creditors, and missed another $550 billion payment in late December of that year. A series of multi-billion
dollar reschedules with the Paris Club of government creditors and the London Club of commercial creditors in 1999 and
2000 saved them and Russia from awholesale default on the total external debt.

SFor an excdlent evaluation of the causes of the Great Contraction across many post-Communist economies
see Robert A. Mundell, “The Great Contractions in Transition Economies,” in Mario |. Blegjer and Marko Skreb, eds.,
Macroeconomic Sabilization in Transition Economies (Cambridge, England, and New York: Cambridge University
Press, 1997), pp. 73-99. The term “Great Contraction” comes from this article and is now widely used. See Mark De
Broeck and Vincent Koen, “The Great Contractions in Russia,...” The most extensive statistical investigation to-date
attributes contraction in many post-Communist countries to the decrease of subsidized trade with Russia. See Andrew
Beg, Eduardo Borensztein, Ranta Sahay, and Jeromin Zettelmeyer, “The Evolution of Output in Transition Economies:
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The range of possible explanations and remedies rlies on the experience of developing countries.
If this approach was sufficient, Russa s Great Contraction and the Great Default could have been averted
or at least predicted. At the very least, they would have been explained. Instead of looking for what is
familiarly wrong, we will search for what iswrongly unfamiliar. This chapter introduces the facts missng
in the conventiona approach and lays out the groundwork for our book. It outlines how the network of
enterprises, inherited and liberated fromcentra planning, has taken over fiscd and monetary power. The
enterprise network has become aparald government. It redidributes al incomes in the economy and
causes defaults and protracted contraction. The next chapters add detailed andlysis and evidence.

The Missing Facts and the Key Empirical Relations

What ismissng? What ismissng isanumber of core facts and an understanding of the core structure of
the new Russan economy.

1. The Fake Budget

To start with, Russan fiscal accounts, the centerpiece of analysis and policy guidance by the
Russian government, U.S. Treasury, the IMF, Western investors, and many Western researchers, arean
obviousfake. Any gpprentice accountant cantell thisinaminute. To cite one example of many, tax offsats
and Central Bank credit to enterprises for paying taxes should be added to budget expenditures or
subtracted from tax revenues®  Either way, they should be added to the budget deficit.®

Let us see how the Russian budget works. Suppose that one or more enterprises provide some

Explaining the Differences,” IMF Working Paper WP/99/73 (July 1999). Even if this explanation was valid (we will show
in Chapters 14 and 15 why it is not), it cannot apply to Russia and thus cannot be universal.

“For two overviews, see Dani Rodrik, “Understanding Economic Policy Reform,” The Journal of Economic
Literature 34, no. 1 (March 1996): 9-41 and Mathias Dewatripont and Gerard Roland, "Transition as a Process of Large-
Scde Institutional Change," Economics of Transition 4, no. 1 (May 1996): 1-30. A most influential compendium of this
approach is The World Bank, From Plan to Market. World Development Report 1996 (New York: Oxford University
Press for the World Bank, 1996). The latest summary is in Stanley Fischer and Ratna Sahay, "The Transition Economies
After Ten Years', IMF Working Paper WP/00/30 (March 2000).

STax offsets are tax credits. The government allows enterprises to reduce their tax liability in the amount of the
vaue of goods and services they rendered to government agencies, the military, non-profit organizations, and key
industries. For a detailed description and data, see Brian Pinto et. a., “Dismantling Russias Nonpayments System”
(Moscow: The World Bank, September 1999). Separately, the Central Bank prints money and disburses it through the
banking system as |oans to enterprises, after which enterprises remit taxes to the government.

5The IMF lists several factors which affect the accuracy of reported budget deficits in post-Communist
economies, but none of the above. See Stanley Fischer and Ratha Sahay, “The Transition Economies After Ten Years,”
p. 8.
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goods or services to government organizations but don’t receive payment. Or, perhaps an enterprise may
be mandated by the government to supply another enterprise and, again, doesn’t get paid. In exchange
for ddivery of goods and services, but for which payment was not received, the government forgives
(offsets) the enterprises in question a commensurate amount of tax payments. The forgiveness of a tax
lidhility, or a tax offset, enables enterprise to receive what they are due by retaining for themsdves the
equivaent amount intaxes they withheld fromworkers and collected fromconsumers, whichotherwisethey
would (should) remit to the government in cash. These payments by government, tax offsets, represent
government expenditure which is not recorded in the budget.

Suppose the government only counts cash flow as it treats the budget. Since the tax offst, the
equivaent of government expenditure, was not paid in cash, there is no need to record it in a purely cash
flowbudget. But thetax revenues collected by the government were only partly received in cash, inasmuch
as the offset amount was not received incash.  But the government lists the offset as part of revenues. The
result isthat elther expenditures are understated if full accounting is made or revenuesoverstated inthe case
of cash flow accounting.

The same reasoning applies to Centrad Bank credit to enterprises through the banking system.
Enterprisesare givencreditswithwhichto pay taxes. If they did not receivethis credit and did not pay the
commensurate amount in taxes, recorded government revenues would have been smdler by this very
amount. If enterprises were given a direct budget subsidy instead of Centra Bank credit, recorded
government expenditures would have been greater by thisamount. To cover the budget deficit resulting
fromlower revenuesor higher expenditures, the Central Bank could purchase government bonds and print
money in the same amount, instead of giving credit to enterprises. Again, either expenditures are
understated or revenues overstated.

Dueto these and smilar factors, the true budget deficit in Russawas 10 to 15 percentage points
of GDP higher invarious years than universaly accepted. One can readily infer that Russa s fiscal house
is unsustainable and that Russamust default every few years, which has been the pattern.

2. The Tax Subsidy

The next key fact follows directly. Russiaruns a huge, off-budget subsidy to enterprises in the
amount of 15-25 percent of annua GDPin various years.” This subsidy is even more strange than it is
huge. It isnot like any of the variety of subsdies that we know through history and around the world.
What unitesal subsidiesexising onrecord isthat the government givesthem, voluntarily or under pressure.
Subsidiesemanatefromthegovernment. In contrast, the subsidy in Russaissdf-made. Enterprisescollect
taxesfrom consumers and workers on behdf of the government, as do firms in market economies, but do

7Chapter 9 presents detailed data on the bulk of this subsidy but cannot captureitin full.
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not remit part of the revenue they collect to the government.? They also receive Central Bank credit to
increase remittance, whichis a reshuffle of the same subsidy.® Thissubsidy isdirectly taken by enterprises
from the public, after which part of the take is exchanged with the government for Central Bank credit.
Therefore, even the Central Bank part of the subsidy is not given by the government. The entire subsidy
isnot given, it is taken. 1t does not emanate from the government. It is collected as atax and should be
cdled thetax subgsdy. Its Smple essenceis pardld taxation of the public by enterprises.

The network of enterprisesacts as a pardle government, collecting revenuesthrough the interplay
of taxing the public and printing money. It followsthat this second government co-owns the tax base and
the Central Bank. The enterprise network is the other fisca authority and has power over the monetary
authority. Sincethetax subsidy isoff-budget and issdlf-collectible, and since enterprises decide how much
of tax collectionthey giveto the government, their subsi dy determinesthe ultimate expenditure. They decide
on the gze of the budget deficit and debt, and they are the ultimate fiscal authority. The G-7 finance
minigersand central bank governorsare taking withthe penultimate authority at meetingswiththeir Russan
counterparts.*®

3. The Tax Subsidy isaNew Phenomenon

The tax subsdy may look like some familiar off-budget subsidies. It may resemble bailouts and
tax exemptions in Western market and devel oping economies and the soft budget congtraint incentral plan
economies. The fundamenta difference of the tax subsidy is that dl other subsdies emanate from the
government, whereasthe tax subsidy is self-collected. InWestern market and devel oping economies, firms

8The literature described part of this non-remittance under the name of tax arrears. See Mark E. Schaffer,
“Government Subsidies to Enterprises in Central and Eastern Europe: Budgetary Subsidies and Tax Arrears,” in David
M.G. Newbery, ed., Tax and Benefit Reform in Central and Eastern Europe (London: Center for Economic Policy
Research, 1995), pp. 115-144; Mark E. Schaffer, “Do Firms in Transition Economies Have Soft Budget Constraints? A
Reconsideration of Concepts and Evidence,” Journal of Comparative Economics 26, no. 1 (March 1998): 80-103; Michael
S Bernstam and Alvin Rabushka, Fixing Russia’s Banks (Stanford, CA: Hoover Institution Press, 1998), pp. 29-34, 69-71;
and, Brian Pinto et. a, “Dismantling Russia' s Nonpayments System.”

%The literature keenly cdls the latter phenomenon a “quasi-fiscal subsidy.” See G.A. (Sandy) Mackenzie, "The
Hidden Government Deficit," Finance and Development 31, no. 4 (December 1994): 32-35 and The World Bank, From
Plan to Market, pp. 35-36.

70 borrow a term from biology, one can call the relationship between enterprises and the government
symbiotic, whereby the government is the symbiont. The term enterprise is a shortcut. James M. Buchanan taught all
of us methodological individudism. See James M. Buchanan, The Limits of Liberty: Between Anarchy and Leviathan
(Chicago: The University of Chicago Press, 1975). When we talk about enterprises, we mean their individual decision
makers, such as owners and managers and, whenever applicable, workers. For clarity, we have chosen to use the term
enterprise to denote productive units (even if money losing) in Communist and post-Communist economies, as opposed
to market firms in Western market economies. We can also use the terms businesses and companies to describe market
firms. When we need a generic term for both firms and enterprises, we will call them establishments.
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obtain subsidies by lobbying the government and manipulating the political process' or receive bailouts
because they are “too hig to fal.”? The best known bailouts are those of the Chryder Corporation in
1979, the Savings and Loan Associations in the 1980s, and numerous corporate and banking bailoutsin
Japan and other countries.

Anexample of the off-budget subsidy under central planning is the cash flow subsdy, knowninthe
literature as the soft budget congtraint.* Thisisapeculiar subsidy. On first glance, it looks like a bailout
inWesternmarket and developing economies. The government autométically picks up the negeative money
bal ances of enterpriseswhenthey runinto cashflow problems and cannot meet their payment obligations.
Beneaththe surface, however, this cash flow subsidy isaforced subsidy. Itisimposed by the government
on enterprisesin order to enforce such key features of centra planning as the forced production mix and
mandated ddliveries to designated buyers—in short, forced exchange. Without this cash flow subsidy to
the buyers, the sellerswould break free, reorient suppliesto paying customers, and change ther production
mix, asthey dwaystry to do. Thiswould destroy centrd planning. The soft budget congtraint is not a
subsidy bonanza, asit is portrayed in the literature; it is the ultimate enforcement of centra planning. It is
a coordinationmechanismof central planning, a chain that ties together the gang production on the unified
assembly line throughout the economy.

Thetax subsidy in post-Communist economiesis so unprecedented and incrediblethat theliterature
usudly confuses it with the soft budget congtraint.** In redlity, they are exact opposites. The soft budget
condraint isthe subsidy that the government wants and enterprises do not. The tax subsidy isthe subsidy
that enterprises want and the government does not. The tax subsidy is self-taken, collected by the
enterprise network as the ultimate fiscal autohority.

4. The Takeover of the Tax Base

UThe literature amply cdls this phenomenon rent-seeking. The founding works on rent-seeking are Gordon
Tullock, “The Welfare Costs of Tariffs, Monopolies and Theft,” Western Economic Journal 5, no. 2 (June 1967): 224-232;
Anne O. Krueger, “The Politicad Economy of the Rent-Seeking Society,” American Economic Review 64, no. 3 (June
1974): 291-303; and, James M. Buchanan, Robert D. Tallison, and Gordon Tullock, eds., Toward a Theory of the Rent-
Seeking Society (College Station: Texas A&M University, 1980). For recent developments see Robert D. Tollison and
Roger D. Congleton, eds., The Economic Analysis of Rent-Seeking (Aldershot, England and Brookfield, Vermont: E.
Elgar, 1995).

12George A. Akerlof and Paul M. Romer, “Locting: The Economic Underworld of Bankruptcy for Profit,”
Brookings Papers on Economic Activity no. 2 (1993), pp. 1-73.

133anos Kornai, “The Place of the Soft Budget Constraint Syndrome in Economic Theory,” Journal of
Comparative Economics 26, no. 1 (March 1998): 11-17.

14E.g., The World Bank, From Plan to Market, p. 142; Mark E. Schaffer, “Do Firms in Transition Economies
Have Soft Budget Constraints?’; and, Brian Pinto et. al., “ Dismantling Russia’ s Nonpayments System.”
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What empowers enterprises? What enables them to exact the tax subsidy? The answer may,
indeed should, sound incredible: Russian enterprises can bloc the flow of payments, shut down the
economy, and deprive the government of the tax base. The flow of payments holdstogether any economy
that uses money; the flow of tax revenues holds the government at power. If enterprises can create a
payment crisis, they can saize the tax collectionwithimpunity. The case of apayment crigsisexceptiondly
rare; the case of the takeover of the tax base borders onthe impossible. Nevertheessthisisthe casewhich
we find in Russaand smilar countries.

Imagine if enterprises hat paymentsto each other for inputs. They Smply stop paying bills, discard
invoices, terminate supplies to non-paying customers, and switch to barter in the rest of the transactions.
Thiswould wipe out the tax base, which conssts of payroll, persond income, and sdes, dl embodied in
monied payments. What can the government do in this Stuation? Its options range from bad to worse.
The government may try to borrowfunds. But who would lend to a government that has logt itstax base
and is unable to repay debt? The government can print money, but it would quickly run into hyperinflation
in the absence of other sources of financing (taxes and debt). People would switch to dollars, abandon
local currency atogether, and the government could not buy pencils and hire soldiers for rubles. No tax
revenues, no borrowing, not much of a money printing option. The government would go out of
commisson.

Being on the brink of loang the tax base on the backdrop of a payment crissisnot a fantadtic
possibility. This has been the daily existence of the Russan government. Russia has been chronically on
the edge of this scenario since January 1992 when centrd planning was abolished and enterprise
transactions were decontrolled. Under centra planning, the government helped enterprises pay their bills
Enterprises, however, were constrained in the amount of their invoices and hills by price controls which
were linked to production targets. Once centra planning was abolished and transactions and prices
decontrolled, enterprises were freeto charge each other and the government whatever amount of invoices
they thought—perhaps initidly hoped—would be paid. Either by sheer accident or design, a number of
enterprise managersstarted to inflate their invoicesas dams on public income to test if they would be paid.
Once the results were known, everyone followed suit. Those who stayed on the siddines lost out. By
attrition, the remaining playerswere, through anew invisble hand, engaged ina ssemingly coordinated raid
on the public income through the mechanism of over-invoicing to get paid as much as they could.

With overcharging as the norm, enterprises create a traffic jam of payments throughout the
economy, whereby it takes a buyer three-to-four monthsto pay aninvoiceto the sdler, after whichhe can
pay his own suppliers™® A further increase in thisjam of payments can grind the economy to a halt.

Bcaculated from the data from the Russian State Committee on Statistics. Throughout this book, al data
derives from the Russian State Committee on Statistics and the Central Bank of Russia, unless we specifically cite other
sources. Most of this data is in the public domain. It appears in various printed annual, quarterly, monthly, and
occasional publications of these two agencies. Much of this data is available on the Internet, in both English and
Russian, at the following sites: http://www.cbr.ru/, http://www.gks.ru/, http://www.rbs.ru/gks/, and
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Paymentsin the economy are likethe ar we breathe; a prolonged interruption is lethd. Payments
embody exchange. Without payments, thereisno exchange save smal-timebarter. Paymentsarethe cash
flow which lubricates the production flow. The traffic jam of paymentsis a cash flow jam. But the cash
flow is fungible like liquid in pipes. As Gertrude Stein summed it up, “[m]oney is dways there but the
pocketschange.” Thisisexactly thepoint. Inthe payment jam, on the edge of acomplete Soppage of the
traffic of cash flow, production flow, and tax flow, the pockets become fungible. Enterprisestake the cash
flow as needed from whatever isthere. What isthere is the taxes they have collected from the public for
the government. Enterprises gppropriate the cash flow from thetax base, pay their accumulating bills, keep
the traffic of payments going, and thus preserve the rest of the tax base for the government.

5. In the Payment Jam

Whét is atraffic jam? People and horsesknew it in the streets of London in the late 18" century,
but hardly anywhereelse. Now people know it in every corner of earth, with automobiles, rickshaws, and
what not. The development of the information economy and home offices will retirethisknowledge. Fifty
yearsfromnow, if not earlier, only old folkswill remember inthe West what atraffic jam is, and they might
not be ableto relateit to others. One needsto bein it to know it. The same with the payment jam. Try
telling it to those who have not beenin it.

The traffic jam of paymentsis one of the most important, most confusing, and most ignored facts
of lifein Russia. This payment jam is peculiar to economies after central planning.’® All post-Communist
economies experienced it to one or another extent, for a longer or shorter period. A small body of
peripheral literature extensvely documented and andyzed this phenomenon but did not explainitspower.
The literature cdls this phenomenon aliquidity crigs (in the case of Yugodavia of the 1960s and 1970s),
non-payments (in the case of Russia), and arrears.’ The preponderant literature has long maintained that

http://www.finmarket.ru/meconomic.asp/. In addition, the Russian-European Center for Economic Policy collects from
Russian official agencies and provides to the public an extensive, ten-year data set and monthly updates at
http://www.hhs.se/site/ret/ret.htm and http://www.hhs.se/site/ret/exceldb/defaul t.htm.

16Germany after the War Socialism of World War | and the Soviet Union in the 1920s-early 1930s, between the
two episodes of central planning, saw this phenomenon. See Gerad D. Feldman, The Great Disorder: Palitics,
Economics and Society in the German Inflation, 1914-1924 (New York and Oxford, U.K.: Oxford University Press, 1993);
and, Paul Gregory and Aleksei Tikhonov, “Money, Credit, and Plan: Creating the Soviet Financial System,” Hoover
Institution, Working Papersin International Studies, [-99-7 (October 1999).

YL aura D. Tyson, “Liquidity Crises in the Yugodav Economy: An Alternative to Bankruptcy?’ Soviet Sudies
29, no. 2 (April 1977): 284-295; P.T. Knight, “Financial Discipline and Structural Adjustment in Yugoslavia: Rehabilitation
and Bankruptcy of Loss-Making Enterprises,” World Bank Staff Working Papers, no. 705 (Washington, D.C.: The World
Bank, 1984); Guilleemo A. Cavo and Fabrizio Coricelli, “Credit Market Imperfections and Output Response in Previously
Centrdly Planned Economies,” in Gerard Caprio, David Folkerts-Landau, and Timothy D. Lane, eds., Building Sound
Finance in Emerging Market Economies (Washington, D.C.. The International Monetary Fund and the World Bank,
1994), pp. 257-294; Guillermo A. Calvo and Fabrizio Coricelli. “Inter-Enterprise Arrears in Economies in Transition,” in
Robert Holzmann, Janos Gacs, and George Winckler, eds., Output Decline in Eastern Europe. Unavoidable, External
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arrears do not matter and are bound to dissipate over the course of financid development.® Aninfluentia
book argued that the issue of arrears is a fdlacy because late payments between firms are a normal
problem in Western market economies,*® which is patently untrue and structuraly impossible.

The average length of payments in market economies does not exceed a certain designated time
thanksto a smple sdf-regulating mechanism: Sellers do not ship goods to ddlinquent payers; buyers dow
down purchase orders whenthey runinto cash flow problems. The payment jam does not and cannot exist
in market economies. It aso does not and cannot exist in central plan economies.  The government
automatically provides liquidity to replenishenterprises cashflow shortfals in order to enforce production
and exchange according to government plan. Thisisthe essence of the soft budget congraint.

The issue of the payment jam ishard to grasp.  The subject matter escapeswords and Satistical
pinpointing; we will leave it namdess for the time being and chrigten it later. Arrears, non-payments, and
gmilar terms blind the view. They imply the stock of debt on a given date, for example, U.S. federa
income taxes for 1999 fdl into arrears after April 17, 2000. But while each individud invoice or bill has
adate due, the flow of paymentsdoes not (unlikeincome taxes). Every day, goods are shipped, invoices
are sent and become receivables, bills arrive and become payables (one man's invoice is another man's
hill; oneman’ sreceivable isanother man’ spayable), and payments are made—money comes, money goes,
money changes pockets, the cash flows® This process of shipping goods with invoices and collecting

Influence or Homemade? (Dodrecht, Boston, and London: Kluwer Academic Publishers, 1995), pp. 193-212; Enrico C.
Perotti. “ A Taxonomy of Post-Socialist Financial Systems: Decentralized Enforcement and the Creation of Inside
Money,” Economics of Transition 2, no. 1 (January 1994): 71-81; Enrico C. Perotti, “Inertial Credit and Opportunistic
Arrears in Transition,” European Economic Review 42, no. 9 (November 1998): 1703-25; Fabrizio Coriceli,
Macroeconomic Policies and the Development of Markets in Transition Economies (Budapest: Centra European
University Press, 1998), pp. 52-85; Clifford G. Gaddy and Barry W. Ickes, “Russia’s Virtual Economy,” Foreign Affairs
77, no. 5 (September-October 1998): 53-67; World Bank, Europe and Central Asia Region, Energy Sector Unit, “Non-
Payment in the Electricity Sector in Eastern Europe and the Former Soviet Union,” Technical Paper 423 (Washington,
D.C.: The World Bank, 1999); Brian Pinto et. d., “Dismantling Russia s Nonpayments System”; Michael S. Bernstam, “A
Proposal for Solving the Financia Crisis of the Spring and Summer of 1992,” Russian Government’s Center for Economic
Reform, Information Bulletin, no. 4 (October 1992): 2-5; Michael S. Bernstam and Thomas E. MaCurdy, Inter-Enterprise
Debt and the Russian Coal Industry, 1992-94 (Washington, D.C.: Partners in Economic Reform, Inc., for the USAID,
1996); and, Michael S Bernstam and Alvin Rabushka, Fixing Russia’s Banks (Stanford: Hoover Press, 1998), pp. 28-33,
69-71, 84.

BThe IMF, World Economic Outlook, May 1996 (Washington, D.C.: The IMF, 1996), pp. 88-90. The IMF

reversed its position after the Great Default and the collapse of financial stabilization, but has offered no analysis. See
The IMF, World Economic Outlook, October 1999, p. 70.

BRichard G. Layard and John Parker, The Coming Russian Boom: A Guide to New Markets and Politics (New
York: The Free Press, 1996), p. 133ff.

2OReceivables and payables, or accounts receivable and accounts payable, are accounting terms dencting
invoices and hills, respectively. They al have a due date, from 10 to 90 days within which to be paid, but most invoices
give 30 days to pay. Late payments entail financial charges; early payments (e.g., within 10 days on a 30-day invoice)
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payments thereafter is known as trade credit; it represents one of the grestest inventionsin human history
and has developed in modern economies since the hill of exchange emerged in the Levant in the eighth
century and in Europe in the thirteenth century. What matters is not how much of the stock of total
paymentsisinarrears (overdue), but whether the flow of payments can go on smoothly, without financial
losses, production frictions, or a failure to meet fisca obligations. This may look like a subtle difference
with the stock of overdue invoices, but it makes a not so subtle difference between a normal flow of
payments and a payment jam, acash flow crisis?

A true indication of a payment jam is not the share of arrears but the average length before
payments are made. If this length is beyond the limits set by sdlers for a smooth flow of payments, the
entire outstanding stock of receivables in the economy is in arrears. Not some but dl bills arein arrears
intheflow sense. Once we recognize that the flow, not the stock, matters, it is a matter of the weighted
average of the age of outstanding invoices. Consder anumerica example. Billsmay be duewithin 10, 20,
30, 60 or more days, most invoices request payment within 30 days. Inthe U.S,, the outstanding stock
of receivablescongtitutes$1.4 trillion, or about 15 percent of GDP.? Suppose $0.84 trillion, or 60 percent
of thetotal, were paid on the 40" day. A gigantic sum and an impressive statistic: 60 percent of hills in
arrears, more than in Russia, whereby 50 percent of the stock of receivables isin arrears. Suppose the
other 40 percent of the U.S. total were paid on the 10" day. The average length of payment is 28 days,
that is, athough 60 percent of the stock of outstanding hillsisinarrears, the entireflow of paymentsis not.
Every day some payments arrive. The average firm and al firms command the same cashflow, the same
money balances in the bank asif dl their invoices were paid on the 28" day. On the average day, firms
receive $50 hillionin paymentsand can manege their cashflow, sales, production, payrall, and tax liabilities
smoothly. In redity, U.S. receivables clear around 30 days on the average, but the distribution is more
even than inour example. In Russa, in contrast with the U.S,, the average length of paymentsis between
three and four months, and the entire stock of receivablesisthereforein arrears® Like in the traffic jam,

often carry a1 to 2 percent discount, implying an 18.25 percent to 36.5 percent annualized interest rate. This shows the
cost of the smooth cash flow for the seller.

2LA cash flow crisis is not a liquidity crisis. The latter notion is a misnomer in the context of profligate money
printing and high inflation. It is not that the cash pool is too small but rather that the invoice is too big. We discuss this
shortly.

22Board of Governors of the Federal Reserve System, Flow of Funds Accounts, available at
http://www.bog.frb.fed.us/rel eases/Z1/Current/z1.pdf.

BThis simple statistical point is crucia for measurement of overdue invoices, especialy in empirical tests of
their impact on economic activity. The literature misses this point and the fact that all receivables in Russia and similar
countries are in arrears. The literature uses the meaningless data on the stock of overdue receivables and payables,
which measures only an unweighted and spurious portion of the outstanding stock. See Fabrizio Coricelli,
Macroeconomic Palicies, pp. 71-85; and, Brian Pinto et. al., “Dismantling Russia’'s Nonpayments System.” Regrettably,
the most extensive database on the Russian economy, compiled by the Russian-European Center for Economic Policy
under the auspices of the European Community and the Stockholm School of Economics, offers only the same
meaningless series on the stock of overdue bills. See http://www.hhs.se/site/ret/ret.htm and
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gther dl vehiclesarein it on agiven road, or none.

But eventhat is not sufficent to create apayment criss. Average paymentsmay belate, dl invoices
may beinarrears, but the cash flow may suffice. The treffic of payments may move dowly but smoathly.
The redl issue is not late payments, arrears, not even ther overdue length. The criticd issue is whether
enterprises can pay their outstanding bills fromtheir own cashflow, without taking over (and from) the tax
base. If they can, there is no payment jam. Then the government can enforce full tax remittance. The
government can stop enterprisesfromtaking the taxsubsidy. But if invoicesdue onthe average day exceed
the average daly cash flow of enterprisss—if invoices are excessve and fdl into prolonged
arrears—enterprises face two options. They can hdt payments to sdllers and cut supplies to ddinquent
buyers. Thisisthefirg option. Alternatively, they can take cash from the tax collection, that is, take the
tax subsdy. This is the second option. In this case, the government loses part of tax remittance. Buit if
payments stop, shipments stop, except for barter. This congtricts production flow and hdts the entire tax
flow. The government loses the entire tax base. Given this dternative, the tax subsidy enforces itsalf
automatically.

The Situation on the edge of hdtingthe payment flow between enterpri ses, whereby enterprises use
tax payments to make their payments to suppliers, characterizesthe payment jam. ItsSmple criterion is
that enterprise pockets and the government pocket become automaticaly fungible. Not only paymentsare
fungible, likeeverywhered se, but alsothe payees—the government and enterprises—arefungible. Instead
of taxing the public to pay the government, enterprises tax the public to pay themsdves.

The critical issue isnot overdueinvoices. Itisexcess invoices—excessinrdationto the cashflow
before the tax subsidy is collected. They, and not arrears, create the payment jam. Excessinvoices are
smply enterprise dams onthe tax subsidy, damsonpublicincome, whichare sdf-enforceable onthe edge
of payment and production breskdown.

6. The Fisca System the World Never Saw

Each period of time that enterprises help themselves to government tax revenues, they replenish
their cash flow and meet their paymentsto suppliers. Let us freeze the picture after any period of paying
off excess invoices and then unfreeze it. From this point on, enterprises command sufficient cash flow to
roll over the existing volume of receivables during their payment period. The sellersreceive paymentsand
ship new supplies with new invoices, the buyers pay their bills, place new orders, and obtain new inputs.
The period of payment may gill be long by Western standards, and evenlonger than before, and bills may
dill be in arrears, but the economy is off the edge of hating payments, production, and tax flows. The
payment jam isover. But then soisthetax subsdy. Without the payment jam, without the economy on
the brink of breaking down, enterprises cannot enforce the tax subsidy. In other words, the government

http://www.hhs.se/site/ret/exceldb/default.htm. We provide the relevant data on the total outstanding stock of
receivablesin arrearsin the statistical appendix.
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can enforce full tax remittance.

The enterprise network hasto create incrementa invoices, necessarily in excess of enterprise cash
flow, inorder to perpetuate the tax subsidy. Enterprises need to place the economy again in the payment
jam, on the edge of hdting production and tax flows. Then they collect the tax subsidy again. The
economy goes on and off the edge of hdting paymentsinaperpetual circle. Enterprises are freeto charge
the public with excess invoices and collect the tax subsidy. It followsthat thetax subsidy iscollected inthe
amount of incrementa receivables (excessinvoices). The previous tax subsdy accumulated the previous
cash flow of enterprises and has paid the previous volume of invoices; the tax subsidy of the new period
pays the incremental volume. The smple matrix below illustrates this point:

Current volume of invoices during payment period

Previous volume of invoices during payment period Incrementd invoices

Previous cash flow of enterprises during payment period The tax subsidy

Current cash flow of enterprises during payment period

Thisrdationship givestheriseto an incredible fisca sysem in which
excess invoices = the tax subsidy.

Thisliterdly meansthat if Peter charged Paul an extra $1,000 for a pile of sawdust, between the
two of them they can reedily collect the said $1,000 from the Russan Uncle Sam (or whatever his
proverbid name might be). And thisisnot the end of lunacy. Recal that thetax subsdy isoff-budget. By
its very nature, it cannot be financed by tax revenues because tax revenues are what enterprises remit in
cash, whereasthe tax subsidy iswhat enterprises do not remit in cashor remit only inexchange for Central
Bank credit. The latter represents a quasi-fiscad subsidy and adds to the tax subsidy. Thetax subsidy is
thus an expenditure in excess of fiscal revenues. It fdls into the budget deficit and is financed by
government debt, whichconsists of money and bonds. For reasons which will become evident shortly, the
government cannot in most cases run additional budget deficit and debt. Suffice it is to mention that,
whenever enterprises sense the government capacity to sal additiona debt, they increase the volume of
excess invoices, take abigger tax subsidy, and thus absorb the funds raised through the debt. Enterprise
managers who survive, indeed even prosper, have learned to behave in thisway. This means that the
government budget net of thetax subsidy is, most of the time, balanced. Thisisbothbecause the
tax subsidy is financed by debt, not taxes, and because the government can rarely finance other
expenditures by debt. Thisisnot the reationship that holds every day or even every month, because the
government can from time to time make sudden changes. However, over time it holds firmly. The
following mogt incredible fisca sysem emerges:
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excessinvoices = the tax subsidy = added gover nment debt.
Or, in stock terms,
receivables = accumulated tax subsidy = government debt.

The world has never seen anything like it; the world has actudly not been ready for it, and thus
missed the warnings of the impending Great Default.* Figure 1.1 depicts the relationship between the
stock of receivablesand Russian government debt inthe combined formof interna bonds and money from
1994 through August 1998, whenthe Great Default happened.”® We drop the tax subsidy here and take
ashortcut comparing directly the initid force—excessinvoices—and the find derivative, government debt.
Compare them ruble for ruble, so to speak. They match closer than we expected, despite the fact that
these are crude approximations with numerous measurement problems

24Michael S Bernstam and Alvin Rabushka, Fixing Russia’s Banks, pp. 99-108 and “Russia’s Banks Need to
be Reformed, Not Rescued,” The Wall Street Journal, July 15, 1998.

2We will show in chapters 9 and 10 that the same relationship holds in 1992 and 1993. We omit the earlier years
here for a presentational reason: The amounts are presented in nomina rubles. Due to the high inflation in 1992-93, the
amounts in those years can hardly be seen on the diagram which covers the period 1992-98 using alinear scale.

26Chapters 9, 10, and 11 undertake a thorough accounting decomposition of the tax subsidy and government
debt. They present separate and detailed empirical comparisons between the tax subsidy and excess invoices and the
tax subsidy and government debt. They employ the flow measures in addition to the stock measures. For the current
shortcut presentation in this chapter we use the stock form of presentation. This is both because it smooths short-term
fluctuations and because the officid data is in stock form; the flows are our calculations with measurement problems of
their own. The measurement of the accumulated stock of excess invoices is straightforward. It is the current stock of
enterprise receivables. The measurement of government debt raises a panoply of caveats. We include internal bonds
only, such as GKO and OFZ, and ostensibly exclude the external debt. In fact, we do include the relevant part of external
debt. Part of the external debt constitutes old Soviet debt and accrued interest on its arrears. This debt is not related
to financing the tax subsidy. The other part of external debt, such as Russian Eurobonds and some IMF loans, is
implicitly included in our combined measure of government debt. This is because the stock of money does contain the
currency issued when the Centra Bank purchased dollars from the government, the dollars raised through externa
borrowing. Other parts of external debt, that to the IMF for foreign exchange reserves, is not included in our measure
of government debt and is not relevant for studying the impact of excess invoices on the tax subsidy and public debt.
Our measure of internal bonds is imperfect on at least two counts. For the lack of data, we do not include very short-term
bonds, such as KOs and similar government “junk bonds’ and promissory notes with the less than three-month and
often a few days maturity. One valid justification for their exclusion is they are often used as tax offsets and thus
eventualy end up in additional budget deficit and regular bonds. A more serious weakness is that we did not exclude,
for the lack of clear data, the bonds purchased and held by the Central Bank. This creates an overlap between two forms
of debt, namely bonds and money. The most difficult measurement problem in our diagram is accounting for money as
part of internal debt. Measuring money is a perennia problem even for specialists, well beyond the field of our book.
Our measurement of money as government debt is atypical. In our measurement, money as the quasi-fiscal subsidy and
the quasi-fiscal debt includes not only the amount of money printed by the Centrad Bank (what specialists call the
monetary base) but also the deposits multiplied by the banking system from Central Bank credit to enterprises and
monetization of the budget deficit. This addition of deposits indicates a peculiar subsidy multiplier for enterprises. This
multiplier is not equd to the familar deposit multiplier of the money stock (the ratio of the monetary aggregate of M2 or



FIGURE 1.1
EXCESS INVOICES AND GOVERNMENT DEBT, RUSSIA, 1994-98
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One can observe in figure 1.1 that the growth of excess invoices, congealed in the stock of
receivables, accelerated over timein 1994-98, except for the second hdf of 1997, and exploded inthe first
half of 1998. The growth of government debt moved aong the same trgectory, but dowed down in the
firg haf of 1998. Thus came the time when the government could no longer place additiona bonds to
cover the growing tax subsidy and itscommensurate true budget deficit. There is aways an upper bound
at whichthe public iswillingto hold government bonds. After thisupper bound has been reached, adefault
occursin one or another form, usudly an implicit default, when the government prints money to monetize
the debt.’

The government could print money and subgtitute one form of debt, bonds, with another form,
money. That option was not feasble because the Russan government ran a pseudo-fixed (pegged)
exchange rate, and printing more money would have crashed the currency even before the deva uation of
August 1998 (smultaneoudy with the Great Default). An early devaduation would have led foreign and
domestic bondholders to dump bonds. This, in turn, would have left the government no other option but
more monetization. Replacing the bulk of the bond stock with freshly printed money would have led to
more than a mere hyperinflation—to a complete loss of currency, the tax base, and the ability to spend,
when the population would have shifted to dollars as the currency of choice and abandoned rubles. The
real choice was between repudiating government bonds before, or at the same time with, deva uation, and
government abdication and chaos.

The Great Default of August 1998 took scholars, investors, and Western leaders by surprise.®
Investors were watching the fundamentals, such asthe budget deficit (a meaningless fake) and inflaion
(whichwas dedining at the time, likethe heat is dedininginamirage).?® Who would have thought to watch

M3 to the monetary base), which depends on the demand for deposits. By the rule of thumb, the subsidy multiplier is
about 2, because for each ruble of credit transmitted from the Central Bank, the banks create a ruble in deposits, and the
2 rubles pay for excess invoices. The deposit multiplier is an unrelated matter, and it can be as high as 10 (in Germany
and Japan) and 11 (in the U.S.). It so happens that is Russia the demand for deposits has been extremely low, because
households hold their savings in dollars under the mattresses, and the deposit multiplier hovered around 2 during 1992-
1999. This greatly simplifies our job here and alows us to take the monetary aggregate M2 as a crude approximation of
the quasi-fiscal subsidy and the quasi-fiscal debt.

2"For a brilliant theoretical discussion see Thomas J. Sargent and Neil Wallace, “Some Unpleasant Monetarist
Arithmetic,” Federal Reserve Bank of Minneapolis, Quarterly Review 5, no. 3 (Fall 1981): 1-17.

2Even the most sophisticated investment houses, including the one run by Nobel prize winners in economics,
and international financial organizations lost huge sums of money in Russia's Great Defaullt.

PThe post-mortem literature adds such explanations as the globa financial crisis and the inherent difficulty of
post-Communist transitions. See Thierry D. Buchs, “Financial Crisis in the Russian Federation: Are the Russians
Learning to Tango?" The Economics of Transition 7, no. 3 (1999): 687-715; Erik Berglof, Suck in Transit: Rethinking
Russian Economic Reform (London: Center for Economic Policy Research, 1999); Tuomas Komulainen and likka
Korhonen, eds., Russian Crisis and Its Effects (Helsinki: The Bank of Finland, BOFIT Institute for Economies in
Transition, 2000); and, OECD Economic Surveys 1999-2000, Russian Federation (Paris: OECD, March 2000), pp. 34-45.
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an obscure, yet the most meeningful, gatidtic: the relationship between excessinvoices and government
debt? When the former greetly exceeded the latter, the tax subsidy could no longer be financed, and the
Russan financid housefdl like ahouse of cards

7. Sdf-Enforcement and Sdlf-Regulation on the Edge

The unigue feature of the tax subsidyisthat it is self-enforceable. Theentirenew fiscd system, with
its equivalence of excess invoices, the tax subsdy, and government debt, is self-enforceable and salf-
regulating. Let uslook in moredetail how it works onthe edge of hdting payments. what the government
can and cannot do, and what enterprises can and cannot do.

The government can dways try to break the continuity of the tax subsidy. It can dways try to
enforce more tax remittance. This means, it cantry to reduce the tax subsidy in various forms, such as tax
non-remittance, tax offsets, tax exemptions, Central Bank credit to enterprises, etc. Thismovespart of the
cashflow from payments between enterprisesto tax payments. On the edge of hating payments, this shift
automatically jams the traffic of paymentsacross enterprises and threatens the productionflow and the tax
base. For this reason, the government seldom tries to enforce tax remittance and aways retrests when it
tries® It would rather default on its debts, asit periodicaly does. The perenniad Western insistence that
the Russiangovernment increasetax collection® is ablivious of the facts: The taxes have beenfully collected
from the public but not fully remitted by enterprises; and by forcing more remittance the government will
sdf-dedtruct. The latter makes the tax subsidy self-enforceable.

The mechanismof self-enforceable tax non-remittance onthe edge of a payment jam is automatic.
Let us consder various possible stuations. We will observe the convergence of their results to the same
initid pogtion, to the same payment jam equilibrium:

The singularity of the Great Default in Russia renders these explanations insufficient.

we list in Part Two a number of examples, which amount to unintended experiments, confirming this point.
The latest episode occurred during April 3-14, 2000, when the government tried to reduce tax offsets and tax non-
remittance on the part of the two largest Russian enterprises, the electric power generator and utility, the Unified Energy
System, and the natura gas manufacturer and transporter, Gazprom. It ended up with Gazprom paring down its supplies
to the Unified Energy System and the latter turning off electricity supplies to industries and cities. After this episode,
the government allowed them to raise controlled domestic supply rates by 21 percent and 35 percent, respectively, thus
compensating for the past, present, and future increases in tax remittance. This compensation is to the tune of R15 billion
($530 million) in annua revenues to each enterprise, or 0.6 percent of GDP between the two of them, just as an additional
subsidy on top of the current subsidy. See Jeanne Whalen, “Russia to Lift Rates to Aid Monopolies in Utility Squeeze,”
The Wall Street Journal, April 14, 2000, p. A16 and Russian Business Consulting, at http://www.rbc.ru/news/free/2000
regular releases during April 3-14,and April 28-30, 2000.

3L The thrust of Fund advice to Russia is to strengthen the government’s finances by better tax collection.”
(John Odling-Smee, Director of the International Monetary Fund’s European |1 department, “A Letter to the Editor,” Wall
Sreet Journal Europe, August 24, 1999). “Mr. [Stanley] Fischer [First Deputy Managing Director] added that Russia's
biggest economic problem remains tax collection.” (“Headline,” The Financial Times, September 10, 1999, p. 1).
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1 Suppose the government undertakes a partial crackdown to enforce tax remittance. It forces
sel ected enterprisesto remit full current tax liabilitiesor taxes past due. The government succeeds
at that. Affected enterprises automaticaly reduce paymentsto suppliersinthe same amount. The
|latter automatically reduce their tax remittance in the same amount.® Lossesare equivaent. The
government gains nothing.

2. Suppose the government conducts alarge or an across-the-board complete crackdown on tax
offenders. Payments between enterprises collapse and achain reaction of shipment stoppagesand
supply breskdowns begins. Large suppliers of energy, fue, and other resources halt suppliesto
non-paying customers. The tax base narrows quickly. The government may face grester
incrementa losses of revenues due to output contraction than incrementa gains from forced
remittance of taxes.

3. Suppose the government starts salective bankruptcies. Thisisameasure many researchers, policy
advisors, and Western investors advocate as a solutionfor Russianfisca and other problems. The
government can readily achieve this.  All requisite bankruptcy laws are on the books. The
government can enforcethem. Selective bankruptcies reduce paymentsto supplierswho, inturn,
reduce their tax remittance and increase thar tax subsidy in the same amount. The government
gains nothing in the short run and narrows the tax base for the future.

4, Suppose the government reduces Central Bank credit to enterprisesfor remitting tax revenues.
Enterprises increase tax non-remittance ruble-for-ruble of foregone monetization. They lose the
modest multiplier that the banking system creates whenit makes credits and opens depositsonthe
basis of freshly printed money. For this reason, their tax subsidy declines. But the government
gains nothing even if enterprises lose part of the subsidy.

5. Suppose the government increases Centra Bank credit to enterprises for remitting tax revenues.
This increases payment between enterprises and tax remittance to the government. Buit this does
not condtitute a specia gain for the government because it could just as wdl issue bonds in the
same amount and sdll them to the Central Bank or smply arrange direct Centra Bank credit to the
governmernt.

6. Suppose the government increases tax rates or levies new taxes. This reduces the cash flow of
enterprises and ther mutud payments, either directly or indirectly, through dedining consumer

32political connections do not matter in this exercise. Suppose the government targets the less politically
connected enterprises. They increase tax remittance and reduce payments to suppliers, getting more inputs without
paying. This does not worsen their financial position. Suppose better politically connected enterprises escape the
government wrath of tax enforcement. They receive smaller payments from their buyers and increase the self-taken tax
subsidy in the same amount. Their financial position does not improve. On the edge of the payment jam, political
connections turn out to be fungible and their benefits socialized.
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demand. Then enterprisesincreasetax non-remittance. The government may end up with little or
No revenue gains.

7. Suppose the government reduces regular expenditures, outside of the tax subsidy, in order to
compensate itself for lost tax remittance and to reduce the budget deficit. Thisispossbleupto a
point—until the point is reached when enterprises provide inputs for which they are not paid to
parties that have lost government payments. These may be the military, non-profit organizations
(schools, hospitals, etc.), and households that use public utilities. Then enterprises collect the tax
subsidy from the government in the amount of unpaid supplies.

8. Suppose the government increases regular expenditures and issues more debt to finance the
growing budget deficit. Enterprisesobservetheincreased debt-financing by the government. They
respond by increasing the amount of unpaid invoicesto each other, inflaing invoices, and collecting
a higher tax subsidy by reducing tax remittance. They crowd out government expenditure
whenever the government raises more funds through debt. The combination of the last two
paragraphs indicates that the budget, net of the tax subsidy, is balanced most of the time. During
the time when enterprises fail to catch up with government moves, the budget isin surplus. Only
inexceptiond circumstances can it be indeficit; inpractice, we did not find such exceptions for any
quarter during 1992-1999.

0. Inadditionto sdf-enforcement of the tax subsidy, sdf-regulationisalso at force. Sdf-enforcement
limits what the government can do. Self-regulation limits what enterprises can do. Suppose
enterprisesincreasetax non-remittance, and takeahigher tax subsidy thanthey need for payments.
In this case, they have more cash flowto increase payments to suppliers and mitigete the payment
jam. After that, the government canenforce moretax remittance without jeopardizing production
flows and future tax flows. Anincrease in the current tax subsidy reduces the future tax subsidy
by the same amount.

It follows that fisca policy and monetary policy are powerless under this fiscd system.® This
conclusionissmply another way of saying that the tax subsidy is self-enforceable and sdif-regulating inthe
payment jam, on the edge of hating production and tax flows. If the government deviates or enterprises
deviate from the level of tax subsidy needed to meet enterprise payments, they automatically bounce

3We do not daim that enterprises were able to take over dl the economic powers of government. The Russian
government was able to make discretionary grants of assets at below-market prices to favored individuals and
enterprises, as in the infamous loans-for-shares scheme we discuss in Part Two. Enterprises fought among themselves
for favored treatment on the part of government officials. It may well be that the perilous fiscal situation prompted the
government to accept the absurd terms offered in the scheme. But it was the government, not the enterprises, that
allocated the specific assets. This case of government discretionary authority is more the exception than the rule under
the enterprise network socialism that emerged in Russiain the 1990s.



The Other Government: An Introduction to the Missing Facts 17

back.®*

Sdf-enforcement and saf-regulation of the tax subsidy demondtrate the automatic mechanism
through which the tax subsidy equdlizes with excess invoices and creates in turn an equal amount of
government debt. This mechanism operates the summary equation presented above. When enterprises
Creste excess invoices they increase the tax subsidy by the same amount. The government debt increases
by the same amount. Figure 1.1 illudrated this sef-enforcing and self-regulating mechanism with actud
data. Suddenly, the obscure phenomenon of the payment jam and excess invoices, which does not even
have aname, rises as aghost behind the Greet Default.

8. The Accounting Mechanics of the Greet Contraction

Excess invoices have accounting consequences for output.  Invoices embody nomind output
(nomind income), abundle of red output at some price level. Buyers order this output, sdllers produce
and ship it, and attach invoices. Cash flow paysfor this output during a payment period, in the amount of
invoices. The final output is purchased by consumers; invoices ultimately meet the entire cash flow in the
economy. What managers and accountants see as cash flow, the specidized literature views as
gpending—the money stock times its velocity of circulation. The latter, also known as income velocity of
money, can be thought of asthe number of times the money stock turns over during a calendar period,
usudly one yesar, to pay for the nomina output produced during this period.

A greater amount of invoicesrelaive to cashflowtakes alonger period to pay off. This digparity,
excess invoices, may have vadly different reasons, on the cash flow sde or on the invoice sde:

# Cash flow may decline—the money stock or itsvelocity, or both. Banks may crash and deposits
dwindle. Or, under afixed exchange rate, in reponseto capital outflow, the currency board sis
dollarsand withdrawslocal currency fromdcirculaion. Or themoney stock remains unchanged but
consumers dow down spending. This decreases money velocity.

# Enterprises raise prices in invoices in order to enforce the tax subsidy. Enterprises have self-

34Economic self-enforcement leaves little room for extraneous political factors. Popular and part of the scholarly
literature attribute Russian economic decline to adverse political factors rather than the failure of economic policy. The
most widely-touted causes include the lack of political will, the weak state, and the obstructive Parliament. They are
summarized most lately in Andrei Shleifer and Daniel Treisman, Without a Map: Poalitical Tactics and Economic Reform
in Russia (Cambridge, MA: The MIT Press, 2000). But no amount of politica will can reduce the amount of a self-
enforceable subsidy. The same can be said about the notion of the weak state. This is a weak concept. Like the lack
of political will, the weak state does not lend itself to scientific scrutiny. How can we know that the state is weak or
strong or that political will is or is not sufficient? Neither category can be measured and tested, verified and falsified.
These concepts can explain away any economic or astronomic failure and thus explain nothing. The notion of the
Parliament’s obstruction of government efforts is a canard. The Parliament is a scapegoat. The paper budget is a fake,
the budget net of the tax subsidy is usualy balanced, and the budget deficit, public debt, and defaults depend on the
tax subsidy collected by enterprises, not on taxes and expenditures legislated by the Parliament.



The Other Government: An Introduction to the Missing Facts 18

enforcesble fisca expectations (the tax subsidy). They indudethe long-termexpectations that the
government will print money to cover fiscal shortfadls and unsustainable debt. Price increases are
automaticaly built-in in the risng nomind volume of invoices because invoices price shipments.
Price increases in excess invoices represent sdf-fulfilling inflationary expectations. The price
increase passes onto consumers, which makes excess invoices relevant in comparison with total
cash flow in the economy.

To perusethe traffic jam metaphor, ether the road narrowed (the money stock dwindled) or stop-
lightsdowed the treffic (vel ocity declined) or morecarsentered the road (priceincreasesraised the nomind
volume of invoices). Whatever the reason behind excess invoices, the outcome is identical: The same
bundle of real output ispurchased and produced during a lengthier period. Asfor acaendar period,
say, 365 days, it sees asmdler bundle of real output.® Asinthetrafficjam, fewer shipmentsare delivered
every day. Excessinvoices thus ether incarnate or generate contraction.

For example, suppose the money stock is 400 rubles and its velocity is 2.5 duringthe year. It can
pay for 5 bundles of redl output invoiced at 200 rubleseach. Suppose the money stock falsto 360 rubles,
or the money stock remains unchanged buit its velocity declinesto 2.25. Only 900 rubles of annua cash
flow face 1,000 rubles of invoices carrying 5 bundles of output. Or suppose enterprises raise prices and
invoice 222 rubles per bundle. The 5 bundles now require 1,111 rubles of payment while annua cash flow
remains 1000 rubles. 1t will take 405.5 daysinstead of 365 to pay off invoicesto buy the same 5 bundles
of output. During the year, only 4.5 bundles of real output will be paid for and produced. Thisisa 10
percent contraction.*

We can write:
cash flow over time/invoices over time = theindex of real output

Thisisapurey mechanicd rdationship. It tells us nothing about the actua behavior of enterprises,
the government, and households. who and how launched this contraction. Moreover, it cannot distinguish
between the case of post-Communist economies, in which excessinvoices are rlevant, and other cases,
whichmay occasiondly happeninWesternmarket and devel oping economies and inwhichexcessinvoices
are utterly irrdlevant. Such are the above-mentioned cases of the banking crash, the currency withdrawal
dueto capita outflow under a fixed exchange rate, and the dedine in velocity due to dower consumer
goending.  In these three cases, the excess of invoices over cash flow is merdy a secondary and
uninteresting consequence of the overal contraction, which had nothing to do with invoicing. Excess

3The real demand declines. Diagrammatically, the demand curve shifts left, lowering output.

3Note how a small increase in the obscure matter of the length of paying-off the average invoice, just 8 days
(from 73 to 81 days), which most literature would dismiss as beneath discussion, can produce such a great effect. Six
years of such payment lengthening can contract the economy almost by half.
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invoicesare unimportant inthese cases: Theduration of excessinvoicescould last one payment period only
or less—amonth, amonth-and-a-haf at most. By that time or even earlier, firms adjust downward their
shipping orders and invoices to match the reduced cash flow.

Excess invoices can be rdevant by themsdlves only if they make an independent influence on
output. This happensif (asin the case of Russa and smilar pos-Communist economies) they increase
when the money stock and velocity do not dedine and if their excess continuesfor quarters and years, not
days and weeks. This is an empirical question. The empirical evidence can reved the behavior of
enterprises, which commands invoices;, the government, which commands the money supply;®” and
households, which command money velocity.

If the above mechanicd rdationship holds empiricaly over time, excess invoices are important.
Otherwise, the relationship would not hold longer than one-and-a-half months. It would even be absurd
because in Western market, developing, and centra plan economies the retio of the cash flow to invoices
dtays stable while output grows (and occasiondly declines). Excess invoices are impossible, like the
payment jamisimpossible, outside of the world of the tax subsdy. Under centrd planning, the government
autométicaly pays resdud enterprise bills. It prints money and matches cash flow with invoices at each
point in time in order to enforce production, output mix, and designated ddlivery. In Western market and
developing economies, sdlers would not ship goods and invoice customers unless payment is expected
without delay. Hence cash flow matches invoices at each point in time. Buyers, on their part, would not
order inputs unless their expected cash flow matches invoices. The payment period aso remains stable,
about a month or dightly more. Exceptions mentioned above are extremely rare, short-lived, and
unimportant. Only in Russaand smilar pos-Communist economies can excessinvoicesexist. They exist
because the tax subsidyiscollected by enterprisesto pay themoff, at lengthier and lengthier intervals. Then
this relaionship can hold over time.

Its nature s the separation of spending from payment, unique to post-Communist economies. The
definitionof spending as the product of money and itsvel ocity autometically and traditiondly treats spending
as payment. There can be no disparity between them at any period of time, no excessinvoices. Thisis
natural in market, developing, and central plan economies. Looking at invoices in post-Communist
economies as spending separated from payment, and looking at cash flow as genuine payment (money
times velocity) alows us to see the unusud mechanics of contraction. We can think in terms of two
different kinds of spending. One is embodied in invoices and separated from payment. The other is
embodied ingenuine payment, whichiscashflow. By anaogy with counterfeit money, one can think about
gpending, which is separate from payment, as counterfeit spending. Red payment representsthe one and
only genuine spending.  Counterfeit spending orders and invoices goods and builds-in price increases
without automaticaly absorbing price increases, as veocity would do in payment. Thisis how excess

3"Banks in Russa play a very small role in creating money by deposit multiplication, and household demand
for deposits is extremely low. The deposit multiplier hovered around 2 and rarely approached 3 during 1992-2000. For
adetailed discussion, see Michagl S. Bernstam and Alvin Rabushka, Fixing Russia’ s Banks.
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invoices can mechanicaly exig.

The unwritten premises of spending as we know it in market, developing, and central plan
economies, and indl world economiessincetime immemoarid, Sncethe firgt trader said to the first producer
“I owe you,” thus accepting the first unwritten invoice, are these two:

1. One man’sinvoice is another man’s payment.
2. One man's spending is the same man' s payment.

These premises have changed in Russaand smilar post-central plan countries to these two:

1. One man’sinvoiceisthe tax subsdy (or another man’s payment after the tax subsidy).
2. One man's spending is the tax subsidy (or this man’s payment after the tax subgdy).

Excessinvoices, pad off by the tax subsidy, separate counterfeit spending fromgenuine spending. We can
rewrite the above relationship to add substance to the mechanics:

accumulated genuine spending/accumulated counter feit spending
= cash flow over time/invoices over time = the index of real output

We can now test this relaionship with Russanannud datafor the period 1992-1999 plus the first
quarter of 2000. Figure 1.2 plotstheindex of annua red GDP versus the ratio of money to receivables
at theend of the same year.® We disaggregate cash flow into itstwo congtituent components, money stock
and velodity, and then relate money stock aone to receivables. As aresult of disaggregation, we can
observe the behavior of the government and households, which determine money stock and velocity
respectively, and the behavior of the enterprise network, which determines excess invoices.

Excessinvoices are measured, as in figure 1.1, asthe stock of receivables. The money stock is
measured as the monetary aggregate M2 (the sum of currency in circulation and ruble deposits).*® The
curves of GDP index and M2 over receivables have different scales. The juxtaposition of the scales

Bwe excluded the comparison of changes between the output index and the ratio of cash flow to receivables
from 1991 to 1992 because of numerous measurement problems and administrative write-offs of receivables in 1992. We
extend the monthly series to the beginning of 1992 in Chapter 16. However, for completeness, we retained here the
output index as of 1991 (that is, GDP in 1991 is taken as 100), to analyze the path of contraction since the abolition of
central planning. Also, we do not use any lags for output in relation to cash flow and receivables because the lags varied
over time and we want to avoid arbitrary choices and data manipulation.

39Arguably, a better measure of the money stock is broad money, the sum of M2 and dollar-denominated
deposits, which, in Russia, are chiefly enterprise, not household, deposits; dollar deposits represent additional demand
deposits used in transactions. Unfortunately, the data on broad money is available only since mid-1995. However,
additional diagrams, which we present in Chapter 16, use broad money aong with M2, in relation to receivables, and the
results are of asimilar nature (but of different values).



FIGURE 1.2
INDEX OF GROSS DOMESTIC PRODUCT (GDP) (1991=100) AND THE RATIO OF M2 TO RECEIVABLES,
RUSSIA, 1992-2000
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accounts for the increase in velocity. Thishasan empirical reason. The two scales, taken together, show
over time avelocity increase by a factor of 4, from about 1.5 in early 1992 to fluctuating around 6 since
1995 through the first quarter of 2000 (divide6 by 1.5).*° We have chosen the specific scales on the left
and right axes to explictly incorporate this fourfold increase in velocity between 1992 and 2000. This
scaar factor of 4 showsthat amajor velocity increase, typical for periods of big inflation (when households
reducether real money balancestominimizetheloss of ther vaue), partly compensated for asharp decline
inthe ratio of money to invoices, and thus cushioned the output decline. Mg or vel ocity increases occurred
in 1992-93, at the peak of inflation. Ve ocity increase continued through 1994, after which velocity
relatively stabilized and hovered around 6. The two curves have similar shapes. In figure 1.2, they
accidently coincide with each other. Thisis not necessary at dl. The rdaionship is shown not by ther
coincidence, but by the correspondence of their change year-to-year and over the entireperiod after taking
the change in velocity into account.

Ingenerd, figure 1.2 showsacongstently close reationship betweentheratio of money to invoices
and the index of real output during 1992-2000. Their close association in both upward and downward
annudl fluctuationsin1997, 1998, and 1999 demonsiratesthat thisis not a mere coincidence of two secular
trends, going down for their own separate reasons. These fluctuations, especidly upward movementsin
theratio of moneyto receivablesand short-term output recoveries, reveal the mechanicsof the relationship.
Excess invoices run the sysem. When enterprises have income windfals, primarily due to an increase of
world pricesof natura resources, asin1997 and 1999-2000, they temporarily slow down, stop, or even
reverse excess invoicdng. They cannot create a payment jam on the edge of hdting the payment,
production, and tax flows when they have extraincome and cash flow, and the government can enforce
more tax remittance. During these spells, the money stock exceeds the stock of receivables, payment
periods shorten, and we can observe the spikes of output recovery in figure 1.2.

Over the entire period, the ratio of cash flow to invoices and the trend of output must continuoudy
decline. Thegovernment printsmoney aspart of paying off thetax subsidy and householdsinitidly increase
money velocity. Both freshly printed money and rising velocity absorb a commensurate part of price
increases built-ininexcessinvoices and mitigate contraction. But the nature and salf-enforcement structure
of the tax subsidy are suchthat money dways condtitutes only part of the tax subsidy. Tax non-remittance
is another part (there are adso payrall arrears and other items). The government minimizes monetary
accommodationand enterprisesuse tax non-remittance to enforceit. Only printing money addsto the cash
flow; tax non-remittance merely redistributes income and cash flow, smoothing enterprise payments. As
the enterprise network continuoudy creates excess invoices, cash flow lags behind. Output continues to
contract.

If the government prints more money, enterprises sense a higher tax subsidy opportunity and raise
excessinvoicesfaster. Enterprisesarefreeto charge. No amount of monetization can catch up with excess

40y velocity did not change, the tested relationship of payment to receivables would consist of just money and
receivables. There would be no need to derive a scalar factor to account for the change in velocity.
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invoices except in avery short term. Hence, the ratio of money to receivables (and theratio of cash flow
to receivables, evenwhen money velocity increases) generdly and continuoudy declines, except for short-
term reversds due to externd income windfdls. Theimplication is a protracted contraction, not a short-
term recession, not a one-time depression, but a Great Contraction. If the relationship holds, this
contraction can be endless.*

9. The Totd Subsidy

Thetax subsidy redigtributes income from the public at large to enterprise owners and managers.
But before this happens at the end of the day, another redistributiontakes place during busnesshours. The
very process of the government and the public paying off enterprise invoices begets counterfeit spending,
whichredistributesincome betweenenterprises. Counterfeit spending, excessinvoices, and their subsidized
payment permeate the transactions betweenenterprises and industries across the entire economy. Some
of the sdllers receive more income than market forces would warrant. Buyers obtain part of their inputs
for free. This arithmetically means that some of the sdlers are paid less for the resources than market
forceswarrant. Counterfeit spending and public payment for it create the subsidy across enterprises and
indudries. Thisisan invisble web of cross-subsidiesand cross-taxes, which necessarily accompanies the
tax subsdy.

As in every redigribution, there are winners and losers. Among individuas or households, the
winnersin Russaand smilar post-Communist economies are enterprise ownersand managers (including
government offidds as managers of the process). The losers are the rest of the public.? Among
enterprises and industries, the losers must be producers of naturd resources and high va ue-added output:
There is smply no one ese there who can subsdize other producers. Note, of course, that these are
impersond losers, or losersin the purely accounting sense. Their owners and managers are il winners
and may even be (and, in the case of natura resource enterprises, usudly are) the biggest winners.

These smple and non-controversia accounting observations carry rather contentious implications,
which may indeed be anathema from the standard viewpoaint:

#The excdlent literature on arrears made one telling error. It assumed that the government would be forced
to print money in the full amount of overdue invoices. The literature overlooked the tax subsidy and its composition
of money and tax non-remittance. The predicted outcome of complete monetary accommodation of arrears is a
combination of high inflation and output stagnation, a low-level equilibrium trap, not protracted contraction with variable
inflation, a perpetual downfall. See Guillermo A. Calvo and Fabrizio Coricelli, “Credit Market Imperfections and Output
Response in Previously Centraly Planned Economies’ and “Inter-Enterprise Arrears in Economies in Transition”; Enrico
C. Perotti, “A Taxonomy of Post-Socialist Financial Systems’ and “Inertiadl Credit and Opportunistic Arrears in
Transition”; and, Fabrizio Coricelli, Macroeconomic Palicies and the Development of Markets in Transition Economies,
pp. 52-85.

it is an empirical question if some workers are net winners if their industries and enterprises gain from
redistribution and the tax subsidy trickles down to these workers, even though they a the same time bear the burden
of the tax subsidy as taxpayers and consumers.
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1.

Enterprise income depends on the didtribution of the tax subsidy and cross-subsidies, not on
market forces of supply and demand. Prices are largdly free of government control, but, contrary
to the conventiond view, free pricesdo not necessarily constitute market prices. Free prices can
embody cross-taxes and cross-subsidies, asthey do inthe post-Communist Russia. They are dlill
fisca prices, like they were under central planning when priceswere set by the government. Less
government and moreliberty do not necessarily mean more market, or market at dl. A liberdized
and privatized economy is not necessarily amarket economy. It can Hill be a socidist economy
inthe sense of the ubiquitousredistributionacross-the-board. Freedom from the government does
not necessarily create afree market. It can produce free-for-dl socidism.

The empirica extent of thissocidismmay vary. In Russiain 1999, the stock of receivables, which
entailed cross-subsidies, was equal to 40 percent of GDP and some 27 percent of tota saes, with
the average length of payment about 3.5 months and the velocity (turnover) of 3.4 payments per
year. Thisimpliesthat 90 percent of income flow in the economy was redisiributed, or socidized,
and even more if one congders the transmission of redistribution through consumer prices. The
extent of socidismisabout the same asit was under central planning, whenasmdl share of income
flow was private and largdly free of redigtribution. Asaresult of liberdization, privetization, and
other reforms, one socialism replaced another. A socialist mutation took place.

Profits, except for some profitsfromexports, depend on the distribution of the tax subsidy and not
onthe market. Pricesembody cross-taxes and cross-subsidies, socidizeincome, and do not send
market demand signals. Therefore, productive incentivesand mechanisms arelacking. Economic
growth in this system, beyond occasiona mechanica and small-scale recovery, isimpossible. In
thissense, post-Communist economiesin Russa and Smilar countriesareinherently lessproductive
than centrd planning. At least under centra planning, production was forced by the government
and a medium-term economic growth could be, and had been, achieved.

Natura resource enterprises subsidize most other industries. Users of resources can obtain more
inputsthanthey would under market conditions ontwo counts: The tax subsidy paysfor counterfeit
gpending in excess of enterprise payment from their own earnings, and prices embody cross-
subsdies. With these subsidies and free inputs available, many manufacturing, congtruction, and
agricultura enterprises can afford to produce output whose market vaue inworld priceswould be
lower than the market value of resource inputs. This means that value is subtracted across many
indudtries in a Sgnificant part of the economy. The negative vaue-added, the most notorious
feature of central planning,® is ill being produced. The economy may be as wasteful after the

For a definitive treatment of negative value-added see Ronald |. McKinnon, The Order of Economic

Liberalization. Financial Control in the Transition to a Market Economy (Batimore and London: The Johns Hopkins
University Press, 1993), pp. 162-186.
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abolition of central planning as before, in the sense of subtracting value.*

5. The cross-subsidy, which subsidizes vaue subtraction and other inefficient production, is hidden
ininvoices and subsidized payment. Asaprocess, it precedesthe tax subsidy. Asamagnitude,
it sgnificantly exceeds the tax subsidy. It redigtributes the entire GDP and beyond. Like the tax
subsdy, it is off-budget, invisible to budget-watching eyes. It is borne by consumers through
cross-taxed prices of find output. The total subsidy combines and, to some extent, overlgps the
tax subsidy, which did not exist under central planning, and the cross-subsidy, which did. The
scope of the total subsidy in relation to GDP is thus unprecedented by any historical standards.

Ultimately, theextent of reditribution, whichdefines socidism, ishigher inpost-Communist Russa
than it was in the Soviet Union under central planning. A smple empirica proof is the combination of
negative va ue-added, which embodies the cross-subsidy, and the Great Default, whichepitomizesthe tax
subsidy.

10. Growth Was aWindfall, Contraction an Accounting Impossibility

Vduesubtractionunder central planningcarried aninvisble growthadvantage. Elimination of vdue
subtractionisinitsdf value addition, that is, one-time economic growth. Other vast ingfficenciesof central
planning containedinbornopportunitiesfor efficiencyimprovementsand thus for additiona growth. Market
prices and incentives automaticaly eiminate vaue subtraction and other inefficienciesand should—indeed
cannot fall to—generate ingtant growth. This made the lack of substantial economic growthinRussa and
elsawhere, let done the Great Contraction, impossible on accounting grounds.

Arithmeticaly, subtraction of subtraction is addition. This means that smply closing down the
vaue-subtracting enterprises and indudtries and redllocating (initidly, Ssmply sdling on the world market)
resources wasted by them, automaticaly generates one-time economic growth. Its potential extent was
subgtantia. For example, if the negative val ue-added constituted 33 percent of the value of resourceinputs,
its dimination could produce an instant 50 percent growth of redl GDP (in constant prices).*

e discuss thisissue in detail and present empirical evidence in Chapter 14.

A detailed study of input-output tables for Czechoslovakia in 1986 and Hungary in 1987 by Gordon Hughes
and Paul Hare found, after adjusting for output quality, that value subtraction amounted to 34.8 percent and 34.6 percent,
respectively.  Poland exhibited a similar extent of vaue subtraction. See Gordon Hughes and Paul Hare,
“Competitiveness and Industrial Restructuring in Czechoslovakia, Hungary, and Poland,” European Economy, Special
Edition, no. 2 (1991): 83-110. See aso Gordon Hughes and Paul Hare, “Industrial Policy and Restructuring in Eastern
Europe,” Oxford Review of Economic Policy 8, no. 1 (1992), pp. 82-104. Vaue subtraction of around 25 percent can be
discerned from the data on the former East Germany, without accounting for output quality. See “Micro and
Macroeconomic Adjustment Processes in East Germany,” Deutsches Institut fur Wirtschaftsforschung, Economic
Bulletin 28, no. 4 (Berlin, June 1991), no. 6 (August 1991), no. 10 (December 1991), 29, no. 2 (April 1992), no. 5 (July 1992),
no. 9 (November 1992), 30, no. 2 (April 1993), no. 4 (June 1993). If one adjusts for East German data for product quality,
the extent of value subtraction should increase and converge with levels in Poland, Hungary, and Czechoslovakia, that
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From this perspective, even 28 percent growth achieved in Poland in the 1990s, after a big
contractionin 1990-92 and a subsequent recovery, canbe viewed as a success only rddive to Russaand
other depressed economies. Relative to the inherent growth potentia, even Poland, let done every other
economy northwest of China, was a falure. The conventiona explanation of China's success is the
advantage of backwardness, the catch-up—the adopti onof accumul ated Westerntechnol ogica knowledge
at no cost. An accounting perspective suggests that an even greater advantage is the advantage of
wrongheaded indudridization—a one-time jump through diminaing vaue subtraction.  The catch-up
requires an effort of investment, training, and application of adopted technology. Even the fastest catch-up
takestime. The advantage of wrongheaded industrialization provides effortless growth, with no additional
investment and training, a no time—an ingant windfal. The more indudridly developed a country was
under central planning, the more one-time growth windfal it could achieve a no cost. Russasinitid
conditions were among the most advantageous on this account.*

Himination of vadue subtraction and automatic, indant growth were easy not only from an
acocounting but also fromasocio-political perspective. Asameatter of fact and accounting, thetotal subsidy
pays not only for vaue subtraction but also for 100 percent of wages of workers engaged in vaue
subtraction. 1t isamatter of fact because waged workers, not robots, are working in the value-subtracting
enterprises. It is a matter of accounting because value subtracting output is somehow produced. This
means that the public pays for the difference between input and output prices (vaue subtractionper se) and
aso for wages and profits of producers. The latter can be properly called negative wages and negative
profits. These wages and profits are positive for ther recipients but negative for the economy asawhole.
Negative wages and negative profits are subsidized on top of value subtraction. Therefore, if the market
closesdown dl vdue subtracting enterprises, the government can tax the public and pay 100 percent of
wages to displaced workers for not working and for retraining, and the total subsidy will dill be lower than
before because vaue subtraction will not be subsidized. Thus subgtantia, ingtant, one-time economic
growth can be achieved without making workers financialy worse-off, at about zero socid cost.

Not only was the Great Contraction not a necessary part of transformation, the opposite istrue:
The Great Contraction was structuraly impossible as a matter of accounting. Economic expanson was,
and 4ill is, an inherent part of introducing a market economy after Communism or after the new, post-
Communigt socidism. Itisawindfal. Growthwasand till ispreordained under aproper economic policy.
That it did not happen, and the Great Contractionreigned instead, was amatter of policy choice, the choice
of economic idess, and ultimately, the choice of a paradigm.

is, around 33 percent of the value of inputs. A similar magnitude of value subtraction can be deduced from unpublished
Russian input-output tables for 1991, on the eve of price decontrol.

46Paradoxically, from this perspective, even the end of Russia’'s subsidization of Eastern Europe and the former
Soviet Republics with underpriced energy must have helped economic growth in both Russia and its former beneficiaries.
Input pricing & world levels should have eiminated value-subtracting, not value-adding, output, and thus contributed
to growth, not contraction.



