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RUSSIA’SFISCAL PATTERN REDUX:
TESTING AN OLD HYPOTHESISWITH THE NEW DATA

by Michad S. Berngtam and Alvin Rabushka

Severa episodesat the end of fiscd year 2001 illugtrate the systemic features of Russa spost-Communist
economy.! They show how the liberdized and privatized network of enterprises determines fiscal and
monetary policy through the system of trade arrears. We described this system in detail in chapter 1 of
From Predation to Prosperity and rayed its origin in chapter 2. The chaptersended in mid-2000. The
new episodes and the national data extend this pattern through the end of 2001. They form an important
test of our earlier-stated hypothes's. Thedataassembled bel ow indicatethat the patterniscons stent month
by month for tenyears, fromthe beginning of reformsinearly 1992 through the end of 2001. We will line
up the new episodesin the firg section and in figures 1 through 3 and consolidate their flow of fundsin
figure4. Wewill briefly discusstheir fiscd implicationsin the second sectionand suggest their short-term
causeinthethird section. Wewill summarizethe sysemic cause and nationd datain the fourth section and
infigures5 and 6.

The new evidence and brief comments

Thefirg episodeis straightforward. In December 2001, the Centra Bank deposited $700 million
from its foreign exchange reserves with its subsidiary, the Bank for Foreign Trade. The latter exchanged
dollarsfor runleswithitsparent, the Central Bank, and made aruble loanworth $500 million to the natural
gas monopoly, Gazprom, and one or morerubleloans equivaent to $200 millionto other enterprises. Then
the naturd gas monopoly and other loan recipients remitted their tax arrearsto the Treasury.

A comment: The Central Bank printed rublesintheamount of $700 millionto financetax remittance
by delinquent enterprises. The Central Bank, in effect, monetized abudget deficit beforeit occurred. But
the Centrd Bank holds the debt of its subsdiary, not the government, while the subsidiary, in turn, holds
the debt of an enterprise, not the government. Thisepisodeisdepicted infigure 1. For consolidation with
the next episodes, we will call Gazprom Enterprise 1.

The second episodeismore complicated. The Treasury deposited R40 billion ($1.35 billion) with
anunnamed bank or banks and ingtructed themto make al oaninthe same amount to the nationd eectricity
generator and utility, The Unified Electric Systems (UES). UES, whichwewill cal Enterprise 2, dispensed
thisloan as depicted in figure 2.

1. Enterprise 2 paid off R18.1 billion ($0.6 billion) in trade arrears to Gazprom (Enterprise 1).

MThese episodes were initially reported in the joint publication of The Wall Sreet Journal and Financial Times
in Russia caled Vedomosti, nos. 235 and 239, on December 24 and 28, 2001, and on the Internet site http://www.polit.ru
on December 20and 28, citing the Ministry of Finance and Central Bank sources, and then restated in other publications.




FIGURE 1. THREE FISCAL EPISODES, RUSSIA, DECEMBER 2001: EPISODE 1
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FIGURE 2. THREE FISCAL EPISODES, RUSSIA, DECEMBER 2001: EPISODE 2
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2. Enterprise 2 made Enterprise 2 aloan in the amount of R10.1 billion ($0.35 billion).

3. Enterprise 2 paid off R5.3 billion ($0.2 hillion) to the Russian Atomic Energy Monopoly, whichwe
will cal Enterprise 3.

4, Enterprise 2 made Enterprise 3 aloan of R4.5 billion ($0.15 billion).
5. Enterprise 2 remitted its tax arrears to the Treasury worth R2 billion ($0.07 billion).

6. Subsequently, Enterprises 1 and 3 used their payments of trade arrearsand loans from Enterprise
2 to remit their own tax arrearsto the Treasury, in thisingtance, R38 hillion ($1.3 billion) in totd.

Together withthe remittance of tax arrears from Enterprise 2, the Treasury recouped itsR40 hillion
($1.35 hillion) loan to Enterprise 2.

A comment: The budget ligts this amount as revenues. According to Russian fisca accounting
practice, whichisaccepted by the IMF and Western auditors, the Treasury does not add the same amount
to expenditures on finanding or subgdizing enterprises. The Treasury adds income to the budget even
though thereis no change onthe balance sheet. The Treasury merdy transferreditsliquid assets (deposits)
from the Centrd Bank to commercia banks, which made the loan to Enterprise 2, and then re-deposited
the same amount with the Central Bank, when Enterprises 1, 2, and 3 remitted their tax arrears. The
Treasury subgtituted one bad asset, itsdeposit with the commercid banks, for another bad asset, tax non-
remittance. The balance sheet of the banks did not worsen in gppearance because a liability to the
Treasury is matched by the asset in the form of the loan to Enterprise 2. The balance sheet of the banks
did not worsenin redlity, because the Treasury would not withdraw itsdeposit inthe near futureand, when
it does, the Central Bank can be expected to monetize thisamount. The government bal ance sheet did not
worsen in gppearance and in redlity (one bad asset, another bad asset). But the budget hasimproved in
appearance.

The third episode, which we depict in figure 3, is involved. The Treasury credited R40 billion
($1.35 hillion) of tax non-remittance of Enterprise 2, The Unified Energy System, in the (so called) tax
offset for the latter’ s re-purchase of agpecious debt. Thisisthe trade debt of the former Soviet Union to
former Czechodovakia. A partner of Enterprise 2, the Czechfinanad operator feicitoudy caled Falcon,
purchased the book value of $1.35 of Soviet debt from the Czech government at the discounted market
vaue of $0.4 hillion and sold it to Enterprise 2 for $0.55 billion. The Treasury accepted the book value
of this debt, $1.35 hillion, from Enterprise 2 in lieu of tax payments and recorded this so caled offset as
budget revenue.

A comment: The Treasury reduced itslighility, externa debt, and itsasset, tax non-remittance, by



FIGURE 3. THREE FISCAL EPISODES, RUSSIA, DECEMBER 2001: EPISODE 3
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the same amount and increased its tax revenues by this amount.? According to the ten-year Russian
practice, accepted by the IMF and Western auditors, the Treasury does not increase its expenditure on
debt service or retirement or any other expenditure by the same amount when it conducts offsets and
credits enterprise tax ligbilities. As we discussed in chapter 1 of From Predation to Prosperity, the
genera problem with using tax offsets is twofold. A lesser problem is that the government credits tax
paymentsin exchange for services performed by enterprises ongovernment behdf at pricesfar exceeding
market prices. A bigger problem is that the government records these tax credits (offsets) as revenues
received in cash but does not record services, for which offsets are made, as budget expenditures.
Revenues are overstated or expenditures are understated, and tax non-remittance is aso understated.
Usudly, tax offsets involve domestic sdles of inputs by enterprises to other enterprises on government
direction. The episode above is unusud only in that it involves capita account and government debt.
Fa conmade $150 millionin one flight-by-night operation. The Unified Energy System received an$800
millionsubs dy—andectrifying (taxpayerscould say, dectrocuting) switch. The Treasury books—although
not the real budget—fared even better: Externa debt is reduced by $1.35 hillion, tax non-remittance is
reduced by R40 hillion, and recorded tax revenues increase by R40 billion. All that at no recorded cost.

Figures 1, 2 and 3 depict these episodes. Figure 4 consolidates their flow of funds.
Fiscal implications

The fisca arithmetic is straightforward evenif the accounting practiceis convoluted. Russan GDP
in 2001 can be prdiminarily estimated at R9 trillion (about $300 hillion at the current exchange rate, but
twice as much in world market prices, a purchasing power parity). Russanfedera budget revenues can
be preliminarily estimated a R1.5 trillion ($50 billion). The subsidies in the three episodes above add up
to $2.85 hillion: $0.5 hillionto Enterprise 1 and $0.2 hillionto other enterprisesin the first episode, $1.35
billion to and through Enterprise 2 in the second episode, and $0.8 billion to Enterprise 2 in the third
episode. These numbers sum up without double accounting. The unrecorded government expenditures
or overstated federa revenues add up to $3.4 billion: $0.7 billion in the first episode, $1.35 billion in the
second episode, and another $1.35 hillion in the third episode.

Thesethree episodes done dispense subsidies worth 5.7% of federa budget revenues and nearly
1% of Russan GDP. They underdate government expenditures or add non-existent federad budget
revenues by amost 7%. The federa budget surplusis overstated or potentid budget deficit understated
by 1.1% of GDP. When the federal budget surplusis projected inthe range of 2.0-2.5% of GDP, these
three episodes alone can erase it by haf. If there are reasons to think that these episodes are not
exceptiond, afedera budget surplusis 2001 becomes tenuous and a budget deficit possible.

2AIthough tax non-remittance is delinquent and represents a sunk debt, it still constitutes an asset on the
government balance sheet. This asset can be compared with non-performing loans which banks retain on their balance
sheets.
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A short-term cause: Re-liberalization of capital account

Why such aflurry of hectic activity in December 2001? The outlook for the federal budget has
sharply deteriorated in view of declining world energy prices and other commodity prices and especidly
since the reduction, in Summer 2001, of the rate of mandated repatriation of export revenues from 75%
to 50%. Re-liberdizationof capita account isyet to reved its full impact in 2002 but the preiminary data
for 2001 aready indicate some of its effects.

Russid scurrent account bal ance declined from$46.3 billionin 2000 to an estimated $34.2 hillion
in 2001, and from $20.9 billion in the first half of 2001 to $13.2 billioninthe second hdlf of the year. The
impact of declining oil and other commodity prices has been compensated by increasing export volumes,
S0 that oil export revenues fell only dightly, from $25.3 billion in 2000 to $24.4 hillion in 2001, and tota
energy exports remained around $52 hillion. Total merchandise exports and the officidly recorded non-
repatriated export proceeds worsened inggnificantly in 2001 compared with 2000. Tax remittance and
the budget should not have logt ground on that account. But there is a mysterious capita transfer from
Russiato the rest of the world inthe amount of $10.4 billioninthe third quarter of 2001, immediately after
the reduction in the mandated repatriationrate of export revenues. Itimpliesthat Russahasreversed from
being a net recipient of foreign direct investment of $11 billion in 2000 to a net direct investor of $10.4
billionin 2001. That isasif Russabuilt and owns anail pipdinein Alaskaor anautomotive plant in India
Without anecdotal evidenceto corroborate this point, an accounting dissectionsuggeststhat $10 billionof
capital transfers (and severd hillionsmore, to nullify the amount of foreign direct investment inRussia) hides
ample externa capita outflow, in the form of non-repatriated export revenues by commodity exporters.

Apart fromthe reduction of the mandated repatriationrate of export revenues, there were no other
factorsinthe second half of 2001 to negatively impact tax remittance and the budget. Therewerecertainly
no other factors to accelerate monetization for the purpose of financing enterprise tax remittance.

A systemic cause

The years 1999-2001 have been unusua. Risng energy and other commodity prices coincided
with de-liberdization of capita account—mandated repatriation of 75% of export revenues (50% since
mid-2001). Thiscapita control served asan enforcement of tax remittance. Asaresult, Russaminimized
the budget deficit and, at times, even ran some budget surplus. The budget surplus was not as large as
reported because part of recorded tax revenues represented tax offsets (cash revenues were overstated
or budget expenditures were understated), but it was still a surplus. Mandated repatriation of export
revenues adso helped dissipate arrearsin enterprise receivables. Faster payments increased the turnover
of output. Thisled to economic growth under ample supply capacity left idle during the Greet Contraction

3These and the following data on the balance of payments are cited from the Internet site of the Centra Bank
of Russia, at http://www.cbr.ru/eng/statistics/credit_statistics/print.asp?file=bal_of _payments_est_e.htm and
http://www.cbr.ru/eng/statistics/credit_statistics/print.asp?file=bal_of _payments 01_e.htm.
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of 1992-98. We presented the datato document thisunusua turn of eventsin 1999-2001 on thisweb Site
(see“The Secret of Russa's Economic Growth” and “Bush and Putin at the Ranch”).

These unusud chain of eventsand policy arrangementsof 1999-2001 are fading away. Russais
gradudly diding back to rigng enterprise arrears, tax non-remittance, its monetization, budget deficits, and
output contraction. They characterized the Russian economy in 1992-98. The systemic features of
Russa s post-Communist economy outweigh short-termreiefs. Figure 4 consolidates the three episodes
of figures 1 through 3 and demondtrates these systemic features. It showsthat tax remittance by enterprises
depends on payments by other enterprises and, ultimately, on subsidies (tax credits, loans, etc.) from the
Treasury and monetization by the Central Bank. Enterprises, in turn, rely on government subsidies and
bank loans, which are monetized by the Central Bank, and aso on tax non-remittance to make payments
for inputs to suppliers. Tax non-remittance subsidizes enterprises because they collect payroll taxes from
workers and val ue-added taxes from consumers but do not remit them to the Treasury until they receive
an dternative subsidy.

We discussed these systemic rdations in detail in chapter 1 of From Predation to Prosperity.
Fgure4 demonstrates that thesere ations are poss ble becauseenterprisesdo not exist asindependent units
with separable finances but they rather act as a unified network withthe unified and fungible flow of funds.
Loans to one enterprise (themsaves originated fromthe Central Bank or fromthe Treasury) become loans
and payments to another enterprise and this other enterprise’ s remittance of taxes to the Treasury. The
enterprise network thus collectively derives asgnificant proportion of itsincome not from the market but
from the Treasury, the Central Bank and, through tax non-remittance, directly from taxpayers. Aswe
discussed in chapter 2 of From Predation to Prosperity, this system of Enterprise Network Socialism
naturdly evolved from central planning. Under centra planning, the entire economy functioned as the
nation-enterprise. Abolitionof central planning and withdrawal of government fromforcing productionleft
the nation-enterprise intact and devolved it into the liberdized and privatized enterprise network. We call
this new system Enterprise Network Sociaism.

Itsprincipd featureis that subsidiesto enterprises are not given by the government but taken and
self-enforced by enterprises. If the government does not provide subsidies such as bank loans (monetized
by the Centra Bank) or Treasury subsidies (loans, tax credits, etc.), enterprises do not remit taxes, that
is, they confiscatetax collection. If the government tries to enforce tax remittance, the enterprise network
dows down payments to suppliers, which spreads the payment jam throughout the economy and further
disables tax remittance.

Figures 5 and 6 demongtrate how the enterprise network uses the payment system to enforce
subgdies to itsdf. The figures plot the two largest subsidies, tax non-remittance and Centra Bank
monetization through the banking system.* They aso plot enterprise receivables, which are about three
monthinarrears on average and whichserve asadamon subsdiesand as adevice of enforcing subsidies.

4Chapter 1 of From Predation to Prosperity explains why we use the money stock M2 to approximate this
monetization.



FIGURE 4. FUNGIBLE COMMON INCOME UNDER ENTERPRISE NETWORK SOCIALISM
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The national data extends month by month for amost ten years, from January 1992 to November 2001.
Fgure5 presentsthe dataonthe linear scale, figure 6 placesthe same dataonthe logarithmic scale. Figure
5 showstax non-remittance and monetizationas additive areas, figure6 sumsthem up in oneline. Weuse
two scaesfor the same datain order to nullify the visud effect of the high inflation of the early 1990s and
this provide a comprehensive illugtration over the entire ten-year period. Because of high inflation in the
early 1990s, the linear scde makesdl vauesinthose yearstoo smdl and indiginguishable on the diagram.
The logarithmic scale corrects this impresson.  Both figures demonstrate the close match between the
damsonsubsdies(enterprisereceivablesinarrears) and the actua subsdies (the sum of monetizationand
tax non-remittance).

Tax non-remittance dowed down in 2000-2001, as mandated expatriation of export revenues
increased liquidity and alowed the government to enforce more tax remittance. A reversal of this
temporary state of affairswill increase enterprise subsdy in bothitsmajor components, tax non-remittance
and monetization for the purpose of tax remittance. Enterprise receivables in arrears will rise as the
mechanism of pushing the limits of the saf-enforceable subsidy. The three fisca episodesin December
2001 may represent a harbinger of this development. It will be interesting to follow this development as
anaura test of our hypothesis.



BILLION RUBLES

FIGURE 5. THE SELF-ENFORCEABLE TAX SUBSIDY: THE RELATIONSHIP BETWEEN ENTERPRISE RECEIVABLES,

TAX NON-REMITTANCE, AND MONEY, RUSSIA, 1992-2001
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Note: All dataare denominated in billion 1998 nominal rubles.
Sources: Receivables and tax non-remittance: Russian State Committee on Statistics.
Money: Central Bank of Russia.
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FIGURE 6. THE SELF-ENFORCEABLE TAX SUBSIDY: THE RELATIONSHIP BETWEEN ENTERPRISE RECEIVABLES,

TAX NON-REMITTANCE, AND MONEY (LOGARITHMIC SCALE), RUSSIA, 1992-2001
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Note: All dataare denominated in billion 1998 nominal rubles.
Sources: Receivables and tax non-remittance: Russian State Committee on Statistics.
Money: Central Bank of Russia.



