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The Interenterprise Arrears
Crisis in Russia
Barry W. Ickes and Randi Ryterman!

Abstract: Two American economists discuss :n consideraoie detarl the critical
protlem or interenterprise arrears :overaue pavments ror g0ods and services) in
Russia that undermines the transition to 1 market economy and privatization.
The studv 15 based on interviews involving airectors ot 32 industrial enter-
prises. managers of commercial banws. and Certral Bank orficials in Moscow.,
Nevosibirsk and Sochi from Mav to mid-Novemver 1992, [r addition to analvz-
ing the causes or the mounting accumulat-on ot debt and highiighting the finan-
a3l probiems of enterprises coping with the crisis. the authors examine the
anatomy or present-dav banking and extension or credit to finance production
in the former USSR, Journai of Economic Lirerarure. Classification Numbers: P21,
017, G20,

INTRODUCTION

In january 1992, inter-enterprise arrears—overdue payments for
goods and services—in Russia were approximately R37 billion. By the
beginning of July, the volume of arrears had grown tc over R3.2 trillion
(Whitlock, 1992, p. 33). This dramatic explosion, an eighty-fold increase
in six months, and the subsequent decline in arrears since July, is one of
the most important byproducts of the reform process in Russia. The
arrears crisis threatened to bring down the financial system and also led
to the replacement of the chairman of the Central Bank of Russia,
Georgiy Matyukhin, with Viktor Gerashchenko. Since July, the level of
arrears has been reduced dramatically. The inflation that resulted from
the “resolution” of the arrears crisis contributed to the forced resigna-
tion of Yegor Gaydar after the December Congress. But, as shall be
shown, the policies that were implemented to reduce the stock of

‘Respectively, Associate Professor of Economics, The Pennsvivania State L'niversity, and Astistans
Professor of Economics. University of Pennsyivania as well as Consultant, CECTM Divisioti, The
World Bank. The authors are graterul to the Natoinal Council tor Soviet and East European Research,
the IRIS Foundation. the World Bank. and the International Monetary Fund for finanaial support.
They also wish to thank Gregory Grossman. Martin Weitzman, Peter Murrell, Michael Marrese,
Robert Campbell, Pete- Garber. Timothy Lane, im Leitzel, Linda Goldberg, Annette Rrown, Victor
Winston. and an anonvmous referee for detailed comments on a previous version of this paper, and to
acknowiedge the comments of seminar participants at the IMF, Cornell University, aad at the SSRC
Summer Workshop on Soviet and East European Economics
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332 ICKES AND RYTERMAN

arrears accumulated prior to July 1, 1992, have addressed the symptoms
but not the fundamental causes of the arrears.

The purpose of this paper is to examine the causes of this extraordi-
nary growth in arrears, and to highlight the financial behavior of enter-
prises in the unstable economy of present-day Russia. It is not, how-
ever, the problem of arrears themselves that motivates the present
discussion. The central premise ts that the arrears crisis is not so much a
cause of problems in the Russian economy, but rather a symptom of
more serious underlving problems. The phenomenal growth in arrears
in the tirst half of 1992 were a result, as argued here, of inconsistencies
in the economic reform program combined with underdevelopment of
the financial system. Understanding the causes of the growth in arrears
thus provides additional insights regarding the nature of reform. This
perspective also suggests that policies designed specifically to deal with
the arrears may be counterproductive.

The problem in the case of Russia (and implicitly in other economies
in transition, as well) is that interenterprise borrowing replaced other
forms of financial activity, resulting in an explosive growth in the stock
of such debt. By the end of June, arrears were about 70 percent of GDP
tLipton and Sachs, 1992).2 Beginning from such a small base, this explo-
sive growth in debt carried with it the real threat of financial collapse.
The policies that have been designed to address the arrears crisis have
not attacked the fundamental causes, and therefore threaten the pro-
cess of economic reform in Russia.

Interenterprise borrowing is not necessarily detrimental. Trade credit
is an important component of finance in modern economies. In the
United States, for example, total trade credit of nonfinancial corpora-
tions was $973.5 billion in the first quarter of 1992 (Board of Gover-
nors, 1992). Trade credit was thus on the order of magnitude of the
narrow money supply (M1), and was about one-fifth of GNP. In an
industrial economy, firms borrow from their suppliers and customers
on a regular basis. There is one critical difference, however, between
trade credit in the United States and interenterprise lending in Russia.
In the former case, the interest rates that are charged tend to be quite
high, certainly higher than interest rates charged by banks (Jaffee and
Stiglitz, 1990, p. 879). The nominal interest rate on interenterprise
lendir.g in Russia, on the other hand, is almost always zero, translating
w110 a negative real rate. Trade credit in the United States is a means of
financing that firms use when they cannot get access to bank credit.
The higher interest rate reflects the increased risk associated with the
loan. The fact that real interest rates are negative for interenterprise

At the end of July ruble M2 was approximatelv 14.8 percent of GDP (Lipton and Sachs, 1992, Table <).
This would make arrears at the end of June on the order ot five imes the size of M2.

JLarge firms in the United States tend to have greater access to bank credit and the commerctal-paper
market than small firms. Therefore. large firms often borrow from banks and lend to small firms
(Jaffee and Stiglitz, 1990, p. 879).
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lending suggests that it is not access to credit but difficulty in selling
that is critical.

The problem or large interenterprise arrears is not unique to Russia
and the tormer Soviet Union.+ As the process of economic transition has
severed the connection of enterprise balances to the government
»udget, the finanaal losses of enterprises mav become manifest in
arrears. What distinguishes the evperience 1in Russia 1s the explosive
crowth in the level of arrears. The resulting laree 200k of arrears proved
t0 be a wreat nindrance to the process ot economic rerorm.’ [t makes
privatization of state enterprises proplematic bv making it impossible to
assess the financial viabthty ot relevant establishments. Also, large out-
standing Jebts tended to exacerbate the difficuities of enterprises seek-
Ny to secure rurther credits. especiailv trom banks. Furthermore, ar-
rears are an important mechanism throurn which the problems of some
loss-making enterprises are spread throughout the entire economy.
And, the rapid yrowtiin the level of arrears indicates that this phenom-
enon s more than the natural mismatch ot expenditure and receipts in a
modern economv

The development of the arrears crisis s intimately tied to the state of
the Russian finanaial svstem. Consequently, this paper examines how
the current tinancial structure creates motives tor creditor and debtor
enterprises to participate in this market. The puzzling nature of this
problem 1s mostiv clearlv understood in the context of the following
question: why Jdo enterprises extend credit, at negative real interest
rates. to other enterprises that mav not be solvent = While the incen-
tives ror the debror enterprise to accept credt raay appear obvious, the
incentives for tne creditor enterprises to extend credit are not. The
present researcn attempts to answer this question for the case of Rus-
sia: however, we believe the growth in arrears in each of the emerging
market economies stems from a common base.

INCENTIVES AND INFORMATION

This paper is organized around two major themes. First, it empha-
sizes that arrears have arisen because of zpecific incentive problems in
enterprises created by the current financial system. Second, it argues
that high levels of interenterprise debt are both caused by and are the

«For a discussion ot the Romarnian case. see Chfton ana Kahn 11992, ana for the cases ot Hungary and
rormer Yugoslavia. see NMitchell 11000

‘To alarre extent. the erowth in arrears retlects the contradictions in the rerorm process. That is. the
arrears have risen preciseiv tecause manv enterprise airectors did not pelieve that the program s calls
tor hard budret constraints were credibie As thev continued to behave a5 i1 it were business as usuai,
the arrears have matertanzed as the outcome

*Interenterprise arrears Ju not besr interest Hence. given intiation, the real:nterest rate on this torm
of credit 1s negative OF course. interest couid be retiected in a higher price for the good when
interenterprise creditis extended. Our int2rviews witn Russian enterprise directors, however. suggest
that this 1s not common ' N
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334 ICKES AND RYTERMAN

cause of serious information problems in the Russian economy. It is the
interaction between the peculiar system of incentives created by the
tinancial system and the informational problems that have combined to
create the explosion in arrears that continues to plague the Russian
economy.

The Structure of Incentives

The current state of the transition in Russia has created a particular
set of incentives that enterprises face. In order to understand the be-
havior of Russian enterprises, one needs to get acquainted with the
intricacies of this incentive system as well. Many enterprises are moti-
vated by behavior that does not look like standard profit maximization.
These aiternative motives stem from the uncertaintyv that has accom-
panied the shift from the planned economy to 2 mixed economy, and the
€nsuing composite regimes under which enterprises must operate.

At least three important regimes characterize enterprise incentives in
the current situation. First, many still operate with soft budget con-
straints. These tend to be large state-owned enterprises that often are
politically important. Many have their roots in the defense sector or in
some of the heavy industry sectors that were favored under central
planning.” These enterprises operate as if it is "business as usual.” Evi-
dently, th= current financial system fails to place effective limits on
their operation.

The second operating regime of Russian enterprises is a semisoft or
survival constraint.3 Under this regime, enterprises anticipate a hard
budget constraint with respect t0 wages, but a soft budget constraint
with respect to other production costs. In part, the origin of this con-
straint is in the monetary system that has been inherited from central
planning, which distinguished between cash {nalichnvyve) and noncash
(beznalichnuye) rubles. Because wages must be paid in nafichnuye and other
costs in beznalichnyve, constraints on the availability of cash potentially
affect enterprise viability.? We believe this constraint encompasses most
enterprises, including both the state-owned and the formerly state-
owned ones.

The third type of operating regime that is prevalent in present-day
Russia is the hard budget constraint. This type of constraint is most

“Enterprises ‘n cities and towns having only a few enterprises or industries also may have soft-budget

constraints [n such municipalities. governments may be reluctant to iiguidate or dramatically restruc-
ture enterprises in fear ot the level of unemployment such policies mav induce.

*An enterprise thatis operating under this regime sacrifices long-term protits for survival. The tmpor-
tant behavioral aspect 15 the emgnasis placed on current cash tiow as opposed to the long-run value of
the assets One could think of such enterprises as highly risk-averse. maximizing discounted profits
with an intinite discount rate In essence. the enterpnse places encrmous weight on surviving to nexe
period.

*The fact that receivabizs take the form of eznaiichnvye, which cannot be used to pay wages, lessens the
ircentives for enterprises to seek repayment.

b4
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common in new enterprises. These enterprises do not expect to receive
subsidies: they must cover expenditures out of receipts. Relative to
enterprises operating under survival constraints, these enterprises are
more likely to take a long-term view in their decision-making. This
mixture of operating regimes suggests that enterprises have different
motives whnen they extend credit to other enterprises. 10

Information

The second theme of this paper is that high levels of interenterprise
debt are both caused by and the cause of the serious information prob-
lems that plague the present-day Russian economy. When a country’s
financial svstem 1s underdeveloped. the quality of enterprise-specific
intormation that 1s available to agents in the economy tends to be low.
In this circumstance, the economy lacks instituticns that evaluate
enterprise-level performance and, so, provide arm’s-length information
on the value of an enterprise. Without capital markets, information that
is necessary to construct balance sheets for enterprises often is miss-
ing.i!t Without information on balance shees, the notions of illiquidity
and insolvency become intertwined, making the evaluation of an enter-
prise’s creditworthiness complex.

One of the primary implications of the information problem is that
even credirworthy enterprises with the proper incentives might not
have access to adequate bank credit.!* However, other agents in the
economy might possess some information concerning an enterprise’s
creditworthiness. namely its suppliers and customers. This feature pro-
vides a basis for the interenterprise credit market.

On the surtace. the presence of informal credit markets appears to be
an efticient response to a situation where information is both decentral-
ized and costly to collect. It may be the case that only trading partners
have adequate information about an enterprise to make a decision about
extending credit. However, this conclusion 1s based on the assumption
that enterprises possess hard budget constraints.13 When enterprises do
not possess hard budget constraints, interenterprise lending may exceed

13 The nature of these differences and therr tmpact on the behavior of enterprises participating 1n
interenterprise credit markets will be described below

“Without capital markets. in particuiar vis-a-v1s ownership rights to assets. ane cannot obtain the tri-e
market values ot most. it not ail. assets. and with no way to assess market value it 1s impossible to
calculate net worth

“:In an environment of asvmmetric intormation, banks may choose to ration credit rather than charge
market rates of interest As interest rates rise. risk-averse enterprises tend not to borrow. leaving a
pool of less risk-averse enterprises as potential borrowers. Thus. unless credit is rationed, banks face a
problem ot adverse seiection This theory presumes that banks face hard budget constraints.

3Prices reflect opportunity costs when there 15 competition and when enterprises are not recewing ex
rost subsidies (that is. subsidies that are related to arter-the-fact pertormance). When these conditions
are absent. prices may deviate from opportumity costs. and hence give improper signals about the
allocation of resources. inciuding credit
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tand seemingly has exceeded) efficient levels. Specifically, we find that
the process of interenterprise lending, in itself, leads to loss of informa-
tion. A key part of the payments problem is the collective lack of knowl-
edge about the solvency of trading partners. Enterprises cannot evalu-
ate the creditworthiness of their customers when such customers are
also extending credit to their customers. Thus, over time, even enter-
prises with the proper incentives mav not be able to assess the quality of
their receivables. This problem not only complicates the process of
credit assessment, but also makes solutions that attempt to distinguish
detween “good” and “bad” enterprises difficult to devise.

[t should be emphasized that sottness in an enterprise’s budget con-
straint provides only a partial explanation for the extension of inter-
enterprise debt. Many enterprises are concerned with at least some
portion ot their costs, in particular, those costs that affect the availabii-
ity ot cash rubles to pay workers. At its currenc state of evolution, the
vanking system acts as both a pavments system and a means of tax
cellection; hence, the current financial situation, in effect, imposes a tax
on using the pavments system. !

METHOD OF INVESTIGATION AND
DEFINITIONS

This study is based, in part, on two sets of interviews we conducted
with enterprise directcrs, bank managers, and government officials in
Russia.ts In May and June 1992, we conducted interviews in Moscow
with the directors of ten enterprises, in both light and heavy industry,
and with the managers of three comiiercial banks. The enterprises
ranged in size from 300 employees to over 8,000 emplovees. The com-
mercial banks included 1 former branch of Gosbank, as well as a new,
privately formed bank. At the same time, we met with officials from the
government of the Russian Federation and the Central Bank of Russia.
Inlate October and November, we conducted a second set of interviews,
with 22 enterprises, this time in Moscow, Novosibirsk, and Sochi.te The
enterprises ranged in size fromn less than 200 employees to over 10,000.
The focus of both sets of interviews was on financial aspects of transi-
tion and, in particular, on the “inancial behavior of enterprises in the
transition.1”

"*As notea below, this linkage induces enterprises to postpone collection ot receivables. often by
moving pavments transactions underground

3These interviews were carried out during two Yorld Bank missions to Russia.

»The authors are grateful :0 Annette Brown. Alan Gelb, and | | Singh—our colleagues on thrs
miss1on conducted for The World Bank—ror access to their interview nutes and for helptul discussions
on many ot these topics.

U"The interviews in both cases were based on interview protocols focused on the financial behavior of
enterprises
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Because of a great deal of confusion in discussions of as complex a
topic as arrears, it is especially important to clarify the meaning of key
concepts. Accordingly, the tocus in this section is on the measurement
of arrears and on several key distinctions: debt and arrears, the stock
and flow ot arrears. and gross and net Jdebt.

Estimates of gross arrears are made by the Russian Central Bank
trom reports provided by commercial banks. Unty Julv 1, 1992, banks
were required to collect all pavments in arrears in a separate file, Kar-
tueka Deas this information was then collected from the banks by the
Central Bank or Russia. Thus. estimates or gross arrears reported by
:he Central Bank include onlv the portion that 1s channeled through the
tanking system. As noted below, ail pavment transactions leallv are
required to take place within the banking svstem. However, as the
arrears problem worsened, many enterprises did not submut thetr billing
tnvoices to the panks. Hence. some portien ot the total arrears is unre-
ported. The magnitude of unorficial debt transactions 1s, of course, un-
anown.

Three aspects of interenterprise debt otten are confused in the dis-
cussion of their economuic importance First, the terms Jebt and arrears
often are used interchangeaply. This confusion stems from a lack of
clarity in their measurement. [n Russia, any debt that remains unpaid
for two or more months 15 identified as a debt 1n arrears. However, it is
quite possible that sucn debt is nor in arrears. because it is contracted on
the basis of mutual consent between enterprises that repayment is to
materialize during a period exceeding two months. More generally, one
may presume that debts that tall in arrears are essentially renegotiated.
Given that enterprises continue to extend credit 1o other enterprises
despite the oovious risk. we presume that much of the debt transactions
we observe are based on mutual consent. Nonetheless. in order to be
consistent with the general discussion or these issues, the terms debt
and arrears are used interchangeablv.

Second, any discussion of the interenterprise debt problem must dis-
tinguish between the existing stock of debt and the flow or growth of
debt.1# Policies that can cope with one of these problems may exacerbate
the other. A major problem associated with the stock problem is that it
may induce a credit crunch and an associated fall in output, as enter-
prises are no longer able to continue adding to their debt. But even more
important is the loss of information about enterprises that results from
the large stock of arrears. Any solution to the stock problem that
ignores the incentives for arrears to grow risks not ouly re-creating the
stock proolem, but re-creating it on a bigger scale if expectations of
future bailouts are ratified.

“*Much emphasis s placed on the magnitude ot arrears But it .s Aot the size per se that is the problem,
but rather the incentive system under which lending 1s made The stock of arrears outstanding is the
result of credit decisions where the agents do not bear the ruil weig'1it of theur actions.
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338 ICKES AND RYTERMAN

Last and most important, any analysis of interenterprise arrears must
distinguish between gross and net interenterprise debt. Often this dis-
tinction can be a source of great confusion. Gross debt refers to the
total amount of interenterprise debt owed by an enterprise, or the sum
of that debt over all enterprises, at a given point in time. Net debt is a
more difficult concept. It is easy to define with respect to a given enter-
prise, simply comprising debt that is not offset by credits from some
other enterprise. Ir. the aggregate, however, net debt so defined will
sum to zero.

The problem with defining aggregate ret debt in this way becomes
apparent when one considers the liabilities of an enterprise that cannot
cover its debts, even if liquidated. To the creditors of this enterprise, the
1OUs are worthless. 1° They reither represent a real claim to resources
nor can be used as collzteral to obtain credit elsewhere. But the liabili-
ties still exist on the books of the debtor enterprise. In an accounting
sense the credit and debit offset each other. But in an economic sense
they do not. In the absence of liquidation, the debtor enterprise con-
tinues to operate and continues to generate losses. And it is precisely
these losses that create a chain of arrears.

It seems fruitful, therefore, to think of net debt as liabilities that will
not, or cannot, be repaid, because there are no corresponding net
assets.?? It should be noted that there is no simple relationship between
8ross and net debt.2! A small amount of net debt can create a large chain
of arrears, as the inability of one enterprise to pay its debts clogs the
system.:: This possibility is especially likely when the payvments system
is inetfective. When it takes a long time for payments to clear, the
failure of a few enterprises to pay their debts can create a chain of
arrears. Moreover, once a chain of arrears exists, it becomes extremely
difficult to distinguish enterprises that are illiquid due to a chain of
arrears from enterprises that are illiquid because they are essentially
insolvent.

—_—
"*Except to meet some restrictions about withdrawing the wage tund.

*2As noted below. net debt can arise from other sources besides persistent loss-makers. Transactions
with enterprises in non-Russian parts of the ruble zone appear to be an important source of such debt.

*tWe suggest for consideration the chain of production tn a given sector of the economy. The reader
May assume that. for each enterprises i = 2, . . n), there are purchases from enterpriser - | equal to
100 rubles and sales, with credit extended. of 100 rubles to enterprise: ~ 1 Forenterpriser= 1, 4 credit
of 100 rubles is obtained from a bark. The nth enterprise. machine rools. seils on credit to a defense
enterprise that produces output but cannot sell it Now, for every enterprise 1 through n, there 15 a
credit and 4 liabulity equal to 100 rubles outstanding. For enterprise n ~ 1. there 15 only the debt to
enterprise « Hence. net debt in the enterprise sector s 100 rubles. But. since n = 1 cannot pay n, n
cannot pav a - 1, and s0 on Hence. there 1s gross debt of 100 rubles Since = 15 arbitrary, so 1s the
relationsnip between net and gross debt.

2tis not even necessary that any net debt exist for arrears to anise. Problems in the payments system,
tf severe enough, can create a chain of arrears when every enterprisc 1s solvent. Nonetheless, the
presence ot some net debtors appears to be important in the case of Russia.
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THE RUSSIAN FINANCIAL SYSTEM

The present structure of the Russian financial system has its roots in
the financial institutions that were inherited from the Soviet period.
While many of these institutions have changed in a formal sense (e.g.,
have become commercial banks;, the vehaviors they induced stil] persist
and are at the foundation of the proviems in the financial svstem that
exist today. This paper identifies three eiements of the current Russian
tinanc:al svstem that are, in the authors opinion, at the core of the
growth in arrears: the systems of Favments. monev, and subsidies.

The Payments System

Under central planning, the working capital of each enterprise was
supplied by Gosbank as part of the central tinancial plan. When the plan
was constructed, planners identified the amount of working capital that
would be required to produce targeted output. Then, when an enter-
prise delivered goods to another enterprise, the seller immediately de-
livered a payment arder to its branch of Gosbank.2* The order would
then be delivered to the branch of the enterprise that received the
goods. If sufficient funds to purchase the goods were available, the
Gosbank account of the purchaser was automatically debited and, cor-
responcingly, the account ot the seller was automatically credited.

On manv accasions, the account of the purchaser contained insuffi-
cient funds to pav for delivered goods.* Under these circumstances,
purchasers accumulated debts to their suppliers, which were monitored
by Gosbank.:s These imbalances 1n Interenterprise accounts were
settled bv Gosbank at the end of the production cycle, Gosbank simply
provided each enterprise account with the net tunds necessary to bring
its account into balance, the policy comprising the functional equivalent
of a guarantee of solvency for each enterprise,

The monobank structure of the Russian financial system provided the
system with its most characteristic features. Because all transactions
flowed within the monobank, temporary imbalances in enterprise ac-
counts hiad no real effects on the flow of production. Gosbank could carry
on its hooks deficits in the aczounts of enterprises with no immediate
need to settle these accounts. Thus, transactions between enterprises
could be recorded in the accounts of ente; prises in different branches of
Gosbank at the time of transaction without regard to payment.

$The fact thas the seller deiivers the pavment order had Little efsect on the pavments mechanism
under the oid regime [t does, however, play animportant roie in the new regime. as discussed below.

#*This proclem tvpicallv arose when actual production deviated from planned production.

#*Implicitlv. Gasbank extended credit to the purchasers, since the accounts of the suppliers were

credited as it they were tully paid.
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340 ICKES AND RYTERMAN

Technically, under the old system, enterprise accounts cleared at the
time of transaction, but were settled at the end of the period?*—adistinc-
ticai that 1s significant because it meant that 1.0 cne branch of Gosbank
needed to hold reserves to settle imbalances in enterprise accounts.

Beginning in 1987, the monobank system underwent a series of re-
forms, culminating in the dissolution of Gosbank at the end of 1991.:"
Consequently, the branch banks of Gosbank were transtormed into
.ndependent commercial banks. While enterprises continued to be
bound by requirements to conduct all transactions through the banking
system, traasactions that formerly were mrrabank became irterbank
transactiens. This chonge greatly complicated the pavments mecha-
nism, although in wavs that were not apparent at the t:me

Although the demise of Gosbank and the explosion in the number of
commercial banks altered the structure of the banking svstem, much of
the infrastructure of that system remained intact. [n 1987 there were
only six banks in the entire Soviet Union talbeit with many branches).
Of course, each of the six was state-owned. They differed in their
service function; Gosbank (commercial), Sberbank (savings), Vneshe-
konombank (foreign), Promstrovbank (construction), Agroprombank
(agriculture), and Zhilsots"ink 1social and small-enterprise sector). Re-
forms in 1988 and 1989 led to the emergence of new banks, formed as
joint-stock companies. By the end of 1991 there were over 2,000 com-
mercial panks in the former Soviet Union, 1,500 of them in Russia
alone, with 500 just in Moscow.:$

The rapid growth of the banking industry is due primarily to three
tactors. First, chartering rules are rather lax, and capital requirements
arenot too stringent. Regulatory prohibition of banks’ opering branches
turther increases the incentives for entry (World Bank, 1992, p. 112).
Second, many of the commercial banks are former branches of Gosbank
fand of other specialized banks) that have become ioint-stock compan-
ies, keeping their old clientele under a different organizational form.
Third, many enterprises choose to found banks to gain access to credit,
often at preferential terms. In interviews, enterprise directors explained
how investing in a bank allowed their enterprise to move to the head of
the line for credit.2* Being a founder of a bank may also reduze the time

**The literature on payments mechamsms disunguishes between clearing and settiing. The former
involves the transmussion of pavments instructions, while the latter. the actual transter of a generally
accepted pavments medium (Folkerts-Landau, Garber, and Lane. 1092),

“Especially cientficant was the decree of the Council of Ministers promulgated on luly 17, 1937, and
the law enac’ed on December 11, 1990

#Additional intormation on banking 1n Russia 15 to be found in World Bank 119032, pp. 195-115).

PInterviews gave us the impression that enterprise directors did not draw a sharp distinction between
shares and deposits Shuares seem to be bank deposits in another name. But. deposits are subject to
reserve requirements (20 percents, wnereas shares are counted as bank capiral A bank that invests to
Kain access to prererential credit 1s thus able to avoid the “reserve tax on deposits”* and at the same time
obtain credst. It appears that founders are able to borrow up to three times the:r tounding :nvestment,
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INTERENTERPRISE ARREARS CRISIS IN RUSSIA 341

lag for collection of receivables. To the extent that enterprise directors
believe that ownership leads to preferential treatment, the proliferation
ot banks will continue.

[t shouid be noted that not all commerciai banks in Russia are former
eranches or Gosbank. Specitcally, two other tvpes can be distinguished:
3ssociation banks, established by groups of enterprises o cater to the
needs of the group, and new commercial banks that have entered the
industry under private ownership. This picture 1s further complicated
ov the increasing tendeacy of enterprises to participate in the founding
of banks to secure access to subsidized credits. The benavior of these
panks ditfers dramancallv from that ot banks that were former branches
ot Gosbank. Conseguentlv. their role in the wrowth of interenterprise
arrears ditfers markedly

10 understand the svstem ot bidaterai clearing that has developed
since the demise or Gosbank. One must distinguish two levels of the
payments system:intrabank t e, between the enterprise and its bank)
and interbank transactions. At botk levels there 1s a critical need for
reserves because of the temporal mismatch or pavments and receipts.
Under the old regime reserves were not needed; imbalances in enter-
prise accouncs were settled only at the end of the period. Because set-
tlement was fullv anticipated, enterprises were not concerned with
Jdelaved pavment. And. because there was only one bank, there were no
interbank pavments

The dem:se ot Gosbank made holding reserves critical. At the intra-
oank level. reserves are needed to smooth out temporary imbalances in
enterprise accounts, as receipts and expenditures otten do not match
up.* These reserves can be held by the enterprise 1as a positive average
2ank balancer or py the bank by providing overdrart protection to
enterprises). The need for reserves is accentuared given that enterprise
solvency 1s no longer guaranteed by the state, at least in theory. With-
out thus guarantee, banks will only extend credit based on the financial
position ot the enterprise. Given the lack of financial information about
enterprise viability 1n early 1992, the likelihood that banks would pro-
vide these reserves decreased dramatically. Hence, enterprises have to
hold them.s! If enterprises do not hold reserves to smooth out pay-
ments, and if banks are unwilling to extend credit to enterprises, then
payments will be sequential: payments are reieased only when funds are
received. Debts in this case pile up, and are paid according to their
priority.?:

At the interbank level, reserves are needed to smooth out payments

*For exampie. because costs ot production must be pad before revenues are recened

"1t the enterprise was fosing rubles prior to lanuary 1992, .t Couid notr have built up reserves to enable
1o meet pavments needs out O 1ts Own deposits

*Currentlv, Russian enterprises are required to pay debts in the order they ire incurred. For reasons
noted below. this iaw tvpicailv 15 vioiated
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and receipts between banks. If banks hald deposits at the Central Bank
of Russia, and if these were of sufficient magnitude to meet regular
activity, interbank payments couid still operate in a multilateral fashion
through the Central Bank. The Central Bank could establish a pay-
ments clearinghouse that would allow for the netting out of payments
within the period.?> In the absence of sufficient reserves, however,
interbank payments take on a sequentia) fashion as weil. Each transac-
tion must be recorded and settled before the next one in line is executed.

Without sufficient reserves to make periodic net-balance payvments,
the svstem can find itself in gridlock. Each successive payment is
delaved because of lack of payment by another participanct, Without
reserves, settlement can oczur only through a sequential, or, queuing
system, where payments are made only when the paver has good funds
avauable to transter in settlement. The problem in this case is that the
enrire system of paymerts may be suspended in gridlock. where each
enterprise finds its ability to pay blocked by the inability to collect what
itis owed. If the system ends up in gridlock, then gross pavments in the
entire system may be blocked, even though net payments for the period
for each enterprise are small relative to available reserves.3s

Sequential clearing cf transactions increases the premium for infor-
mation about the financial status of enterprises. If accounts are settled
rapidly, the current status of a bank avcount becomes the critical infor-
mation that is necessary for the purpose of payvments.*: With siow
settlement, on the other hand, recipient enterprises and banks are bear-
ing increased risk that the payment will not clear. Accordingly, their
demand for information about the financial status of the enterprise
increases.e The larger the quantity of outstanding transactions at any
point in time, the smaller the informational content of enterprise
account balances, and the greater the need to know the true credit-
worthiness of the enterprise. All told, the change frorm simultaneous
settlement within Gosbank tu sequential settlement dramatically in-
creased the informational requirements of agents in the Russian econ-
omy.

_—
33This procedure 15 called a netting arrangement. Under such a scheme, at the end of a given time
period itwo days, two weeks), each agent must delivar to the systera sufficient funds to cover its net
balance to the system. To implement such a system, 1t is critical that participants hold reserves that
they can use to clear a net debt position. Unfortunately, the f.nanciat system currently lacks such
reserves. There 15 also the problem of payments risk. In a private netting system. the participants are
1omntly responsible for the failure of any participant to pay. Willingness to participate in such a system
is theretore related to the perceived reliability of the other parucipants Alternativeiy the Central Bank
could assume hability, but such an arrangement could be quite costly for the government.

*For an excellent discus: ion of payments sy.tems, see Folkerts-Landau, Garber, and Lane {1992).
»3Assuming that there are controls for check-kiting and similar practices.

*With slow settlement the current status of a bank account 1¢ a poor indicator of financial solvency
kecause ot the unknown quantity of credits and debits outstanding. At the same time, slow sectlement
makes the acquisition of information about the {inancial state ot the enterprise more costly, especially
tor outsiders. Hence the increased likellhood that credit will be extended by insiders tcustomers or
seilers) T )
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Under the old system, enterprises dealt with the same institution (i.e.,
branch bank) as they do now, althcugh this institution is now an inde-
pendent commercial bank. Typically, the institution is headed by the
same bank manager as before. But payments patterns that appear to be
formally identical to those prior to Januarvy 1992 have very different
systemic effects because of two factors: the end of the guarantee of
solvency and the inadequacy of reserves held in the svstem to smooth
pavraents. These two factors raised the demand for financial informa-
tion about enterprises preciselv at the moment when the amount avail-
able decreased dramatically. Without such information, the re.w'v inde-
pendent commercial banks are unwilling to extend the same level of real
credit to enterorises.

The potential for payments gridlock was magnitied further by the
svstem of centralized clearing. As in the vid regime, pavments are
cleared at the top of the banking hierarcav. now at the Central Bank of
Russia. This centralization forced the incredibly large mass of pavments
to flow through a single institutior, delaving settlement. The Central
Bank maintains a network of approximately 1,400 cash-settlement cen-
ters (CSCs), through which pavments are made (Summers, 1992).
Every branch of everv bank maintains an account at its local CSC.
Payments flow from the various CSCs and through the Central Bank
itself by paper, through the public mail, creating two effects. First, the
svstem utilizes reserves inefficiently, because a bank spreads its accounts
over various CSCs. Second, because payments are processed physically,
the time lag is turther lengthened.

The time detay in settlernent exacerbates the liquidity problems of the
banking sector because of the nature of the accounting system used by
the Centrat Bank of Russia. The account of the paver is debited when
payment is made, but the account of the pavee is not credited until the
payment is recerved. In the interim, the tunds are, in effect, frozen,
creating what is called “payments svstem float” (Summers, 1992). The
longer it takes for payments to be made, the larger is the float. This
credit float shows up on the balance sheet of the Central Bank of Rus-
sia, but if it is not offset by the Central Bank, it resultsin a decline in the
liquidity of the banking system. Thus, the technical delays associated
with processing transactions further worsens the problem of inade-
quate reserves, which, in turn, exacerbates the problems of the pay-
ments system.

The delays in settlement between banks and the difficulties enter-
prises faced in obtaining working capital combined to bring the pay-
ments system ‘o a crawl. Enterprises often were forced to wait for
receipts to be credited at the bank before they could make payments.
The lag between delivery of goods and receipt of pavment became
larger. Hence, a mismatch developed between the timing of flows of
goods between enterprises in production and the corresponding flows
of payments between enterprises.
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Money

A second aspect of the Russian financial svstem that has contributed
to the growth of arrears is the system of money. The Soviet financial
svstem strictly distinguished between cash rubles, or nalichnyve, and
noncash rubles, or beznalichnyve. This distinction arose to provide a
mechanism to monitor the behavior of management (kontrol” rublyom )
and to enforce incomes policy. The government created sufficient cash
rubles to pay wages, while at the same time setting the aggregate wage
bill to be in balance with the nominal value of retail goods. Noncash
rubles could be used by enterprises only to purchase inputs. [t was
therefore believed that credit extension to finance production would
Have no macroeconomic consequences. 3"

Thedistinction between cash and noncash rubles persists in the pres-
ent tinancial svstem. Part of the explanation rests in the continued
presence of enterprises with soft or survival constraints. Without hard
pudget constraints, enterprises would be willing to increase wages
regardless of enterprise profitability. As beznaiichnuye are converted into
nalicinyye, effective cash emission by the government would increase,3s
with disastrous effects on the control of inflation, Finally, cash rubles
are in short supply. If the currency were unified, then holders of bezna-
lichnyye would attempt to convert their accounts to nalichnyve. But cash
reserves in both the commercial banking system and the Central Bank
of Russia are simply inadequate to meet the demand.

With few exceptions, official interenterprise transactions are con-
ducted using beznaiichnyyve. > This factor has important implications for
the behavior of enterprises, in particular for those with survival con-
straints. Given the ofricial nonconvertibility of noncash into cash
rubles, the cost of extending credit to other enterprises is lower than
one might otherwise suppose; the debt, if repaid, will be repaid in rubles
that cannot be used to pav wages.

During the spring of 1992, most of the financial activity of Russian
enterprises was concentrated on obtaining cash rubles to pay workers.
For various reasons, some technical (e.g., the 5,000-ruble note was not
issued until the summer of 1992, for example), ruble emission during
the spring lagged behind credit growth. Many enterprises were unable
to pay wages for several weeks, some even for months.

It should be noted that cash rubles are produced only by the Central Bank of Russia.

A unitied currency implies that deposit holders would have the right to convert beznaiichnuve into
maltchnuve. Uf credit in the interenterprise sector continued to be easv relative to the cash sector of the
economy. the equilibrium rate of exchange between the two forms ot rubles wouid be greater than par.
Because unified currency requires cash and noncash rubles to be traded at par, unification would lead
to a run on cash, as holders of noncash rubles emptied their accounts

**A wide range of unofficial Interenterprise transactions continues to forgo the use of heznalichnuye,
Cash has long been an important component ot second-economv transactions, and barter 1s also
prevalent and on the increiise, BIven the probiems with official pavments mechamism.
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Of course, the difficul*y of obtaining cash varies across enterprises.
However, in general, an enterprise can obtain cash from two sources.
First, it can choose to conduct its linancial transactions with banks that
have large cash reserves. For most enterprises, such a choice entails
using a tormer branch of Gosbank as their primary bank. For obvious
reasons. managing emplovees.of such banks tend to have long-standing
relationships with former Gusbank statf, now empioved by the Central
Bank of Russia, and thus provide superior access to cask and other
Central Bank services. Other enterprises mav choose to conduct their
tinancial transactions with new private banks. Such banks tvpically
obtain their cash not from the Centrai Bank but from the interbank
market. Because newy private banks operate on commercial principles,
thev oniv accept enterprises that clearly are creditworthy as clients.

Alternatively, enterprises can obtain cash by engaging in barter trans-
actions. An enterprise that produces 4 production wood (sav machine
toois! that can oniv be sold for benaicinyve will trade it for a consumer
sood thike sugar) mstead.ic Barter thus provides enterprises with the
Opportunity to ebtain goods that can be sold directly to consumers for
casn. Enterprises also purchase goods from other enterprises for sale to
their workers: this not only reduces the shopping costs for the workers,
but also provides a source of cash for the enterprise. «:

To obtain cash for its wage tund, an enterprise, at least nominally, is
required to demonstrate a positive balance in transactioas with other
enterprises (i.e., that receivables and liquid assers exceed debts). How-
ever.:tappears that for many enterprises this constraint is not binding.
Enterprises use two mechanisms to undermine its effectiveness. Some,
such as large or otherwise important enterprises, appear to have true
sort budget constraints and can obtain cash regardless of their balance.
They can apply directly, or have their bank apply, to the Central Bank of
Russia for both cash and credit. Alternatively, some enterprises tryv to
mantpulate their balances. Those with survival or hard budget con-
straints typically hide some portion of their debts, so that their balance
may not be accurately measured by the bank. Banks do not atterapt to
monitor this illegal behavior. 2

It 1s precisely this feature of the banking system—its reliance on the

“Cne would think thast this would be simpler if the purchase- of the machine tcol sold the sugar for
«Ishand Len paid cash for the machine tool. Direct barter burw 2en enterprises appears to be more
prevale: . however. This pattern might arise because 1t 15 ilex 3t ior an enterprise to :ell intermediate
good- -or cash. An alternanive explanation is that the sugar producer seeks to avoid the taxes asso-
cieved with saies through official channels Tax avoidance 1s an important motivation for barter trans-
actions

"' The discussion below focuses on procedures used 10 obtain cash bv most enterprises that use former
$1ate 2anks as their primary bank

**When calculating an entersrise’s balance. banks do nor discount s receivabies to reflect the hikeli-
hood o+ collection Thev acsume ail debts will be paia. OFf course. even i discounting were attempted, it
would Se hiehiv inaccurate, because the presence ot interenterprise acpt confounds any calculation of
the hkelinood that aa enterprise will repay its'debt. -
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net balance criterion as the primary determinant of financial viability—
that makes enterprises with survival constraints so eager to extend
credit to other enterprises. Because banks do not discount the value of
receivables based on their probability of repayment, enterprises in
search of cash are nearly as willing to extend credit as to accept beznalich-
nuye in payment for goods.43

Subsidies

When the economy was centrally planned, the allocation of subsidies
was predominantly transparent and fully anticipated. During thz pro-
duction cycle, loss-making enterprises continued to order and receive
inputs into production, despite the fact that their Gosbank accounts did
not contain sufficient beznalichnuye to repay their obligations in full. At
the end of the production cycle, the bank accounts of these enterprises
were in deficit. In response, Gosbank automatically would transfer suf-
ficient funds to settle the accounts.

With the transformation ot the monobank into a two-tier system of
banking, this procedure was eliminated and replaced by a revised system
of subsidization. The new system is much less transparent, involving
the rationing of limited cash and credit among enterprises.

In part, it is not surprising that financial resources are rationed in an
economy such as the Russian one. In an environment of imperfect in-
formation, banks will choose to ration credit rather than charge market
rates of interest (Stiglitz and Weiss, 1981; Jatfee and Stiglitz, 1990). As
interest rates rise, the mix ot loan applicants that the bank faces
changes. Enterprises with less risky projects tend not to borrow, leaving
a pool of enterprises with riskier projects as potential borrowers.44
Thus, unless credit is rationed, banks face a problem of adverse selec-
tion.

However, the nature of the process used to allocate scarce credit in
Russia suggests that other economic motives are also at the foundation
of rationing. Political influence and historical relationships appear to be
among the most important criteria. The Central Bank distributes credit
to commercial banks, often at subsidized rates. These subsidies are paid
from the Russian budget and may be directed to either specific indus-
tries (by providing them to banks serving the subsidized industries) or
to specific enterprises. In the latter case, either the enterprise (if large)
or the enterprise’s commercial bank applies to the Certral Bank for a

—
©3The most important reason why banks do not discount recewvables is that they have very pnor
information about the quality of these notes. And, 1t s precisely because the banks do not discount
receivables that enterprises likewise do not. Indeed, 1t 15 otten in the interest or the latter to inflate the
value of receivables.

HEnterprises with less risky projects drop out because they are more hkely to pav back a loan; hence, a
higher interest rate 1s of more concern to them. An enterprise with o high-risk project 1s less likely to
pay back the loan, so the higher interest rate is less of a concern.
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credit subsidy. If awarded, the commercial bank must provide the credit
to the enterprise at a rate of interest that is equal to the Central Bank
rate plus 3 percent. This nominal rate is far below the rate of inflation in
Russia.

In this context, managers are unwilling to wean themselves from
former state banks for two reasons. First, former state banks are more
likely ro act as conduits, or transfer agents, for credit and credit subsi-
dies.+3 Second, managers fear that new commercial banks (i.e., private
banks that were never part of the state banking svstem) will extend
credit on the basis of creditworthiness rather than need. When we
asked why less successful enterprises are often charged lower rates of
interest than more successful ones, the chairman of one of Moscow's
largest commercial banks responded by suggesting that if he charged
higher interest rates to the state enterprises (to rerlect the greater risk),
they would just borrow more. “This would make 1t harder for them to
pay their debts,” he opined, “and could cause a collapse of the whole
economy.”

In their drive to obtain scarce financial reserves, many enterprises
have resorted to establishing their own commercial bank. This action
provides the founder with prioritv access to Central Bank credit. Typi-
cally, enterprises participate in the founding of one of two types of
banks. First, they may participate in the transformation of a former
branch bank of Gosbank into a commercial bank. Second, they may
participate in the tounding of an association bank. Association banks are
commercial banks that are founded collectively by a former ministry
and:ts associated enterprises. Some of the association banks are capture
banks (members of the association are torced to use them for all bank-
ing services), while others do not bind members to use bank services.
Association banks appear to pursue two goals. They trv to obtain credit
from the Central Bank for their member enterprises and they cross-
subsidize enterprises (by providing differential interest rates on depos-
its and differential access to loans) in the industry to facilitate its sur-
vival,

The presence of institutions, such as association banks, that evolve
primarily to facilitate the allocation of subsidies to special interests
complicates the government’s drive to move to a system of market
incentives, and it is the absence of these incentives that appears respon-
sible, in a large part, for the rapid escalation in interenterprise arrears.

CAUSES OF THE GROWTH IN ARREARS

As noted in the introduction, the explosive growth in interenterprise
arrears is the product of a complex set of causes. It is clear from the

*$Our interviews with directors of commercial banks a5 well as officials of the Russian government
suggest that 1t 1s not the banks but the government that bears the credit rnsk,or subsidized loans.
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tirning, however, that the explosion that began in January and February
1992 corresponds to a regime change that includes the demise of the
Soviet Union and the corresponding changes in economic policy. We will
now focus on three aspects of this regime change: the creation ¢f a ruble
zone, the introduction of the Gaydar program of tight money and price
reform, and the consequent interaction between open inflation and the
tax system.

The regime change drastically altered the economic environment for
enterprises. The effects of the regime change on the economy critically
depend on how the behavior of agents is altered. In the present case, the
behavior clearly varied, partly depending on the nature of the con-
straints facing enterprises. Those tacing hard budget constraints could
be expected to adjust more rapidly to changes in the environment than
those 'vith soft or semisoft budget constraints. We take these differen-
ces into account in the ensuing discussion.

The response to a regime change also clearly depends on how expec-
tations are affected. If the policy program is not credible, agents will not
react in the manner envisaged bv policy makers. Changes in beliefs may
prompt such policy makers to take actions they would prefer to avoid. In
particular, it may be necessary to shut down an enterprise to make the
threat of bankruptcy credible. In the absence of such actions, agents
may proceed as though nothing changed. This lack of credibility appears
to have plaved an important role in the generation of arrears.

The Ruble-Zone Payments Problem

The dissolution of the Soviet Union plays an important role in the
growth of arrears.ie In this new economic environment, the role of
ruble-zone trade in creating net arrears, and the complications that this
system introduces to monetary and credit policy, are of considerable
significance.

The replacement of the Soviet Union by 15 independent countries
has, of course, altered the mechanism for trade between the former
republics. Under the Soviet system, the volume of interrepublican trade
was very large.+” This trade continues, but now these transactions are
more complex. Although no longer a single country, Russia and the
former republics participate in a ruble zone.*s which, it is maintained,
facilitates trade by allowing the use of a common currency. This argu-
ment is especially evident in the enterprise sector. Enterprises have long

««For additional detadls, see Noren and Watson (1992)

< Trade amony the former republics accounted for as much as 90 rercent ot thewr total. Although the
volume or trade was larce, there are stronw reasons to beheve that this partly was the resuit of
Jversion that will decline over ime For additional discussion, see Michalopoulos and Tarr (1992)

““Estonia has recentlv issued its own currercy. and Ckraine essentially has as well. For more on the
mplications of introducing independent currencies, see Goldberx, lckes. and Ryterman 119931
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traded with each other without the need to use an economically mean-
ingful money and independent currencies would introduce a new layer
of pavments between them.

With the end of all-union institutions at the end of 1991, the old
svstem of clearing across repubhics ceased to operate. Banks in the 13
former republics are no longer part of the same payments and collection
svstem as Russian banks. Now noncash pavments between the coun-
tries are cleared through bilateral correspondent accounts at their cen-
tral banks.

This devolution of the banking structure greatly increased the lag in
pavment:. In the case ot the tormer Soviet Union, that lag poses a
special problem because enterprises are simpiy maintaiming relation-
ships that were developed when they were part of a unified economy.
Hence. the conduct of pavments between tormer republics as opera-
tions between central banks ‘when the constituent enterprises act as if
thev are sull part of the same economy) transtorms routine transactions
into nternational ones.

A special dimension of the problem s added when payments flow
between rormer republics that continue to use the Russian ruble as
thetr primary currency. Enterprises in any countryin the ruble zone can
choose to pay tor inputs in either cash or noncash rubles. Transactions
in cash can oe conducted speedilv, even when enterprises are in differ-
ent memper countries: cash transactions do not need to flow through
centrai banks. On the other hand, transactions in noncasii rubles are
subject to the lags noted above: routine transactions that took several
Javs prior to 1992 now take as long as two months.

Civen the exceptional delav in pavments that arises between enter-
rrises in ditterent countries in the ruble zone. one questions why enter-
rrises ever choose to use noncasn rubles.+? In part, the explanation lies
in the domination ot encerprises with survival constraints in the econ-
omies of ruple-zone countries. Because cash rubles are necessary to pav
wages, thev are held at a high premium. However, another part of the
explanation can be traced to the shortage of cash rubles that arises as a
consequence of the international division of cash rubles, as we explain
below.3?

Russia’s relations with the rest ot the ruble-zone countries are an
important generator of domestic net arrears. Its large trade surplus
with the other countries in the ruble zones! is primarily financed in one

< There s orcourse J premium tor cash rubles But. whv are enterprises unwilling to pav this. given
the costs N fetdv ot using noncash rudles” Of course, tor enterprises outside Rusiia it 1s even more
Sitticult to acguire cash ruples

*Another rersun 1s that conunuing use ot the same medium of exchange lowers the costs ot trade
Setween enterDrises tNIL ATE NOW 1IN Qitterent countries

" Althouen Russia s trade balance witn the rest or the memoers ot the ruole zone snows a surplusin
world prices *Noren and Watson, 1992 ¢ 321 the retevant maenitude tor our purposes is the surplus
i rudles
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of the following two ways. First, the surplus car be financed by the
domestic expansion of noncash rubles. The technical delay in clearing
noncash transactions in the ruble zone contributes to the high level o
interenterprise debt in Russia (and in the other ruble-zone countries at
well). Second, the surplus can be financed directly by Russian enter-
prises, which deliver inputs without receiving pavment. In this case, the
ultimate lender may be the Russian government, which provides the
Russian enterprise with an implicit supply of credit.

With each central bank within the ruble zone able to create beznalich-
nuve, there 1s a strong tendency towards inflation. Each central bank has
anincentive to take a “free ride” on the other members of tlie zone. If a
central bank issues credit to an enterprise, the benefits primarily remain
within the country. But the inflationary effects of this expansion are
telt throughout the ruble zone. Moreover, each central bank realizes
that the other central banks face the same incentives. And all of the
countries of the ruble zone, with the exception of Russia, are small in
relation to the zone as a whole. Hence, their credit expansion will have a
relatively small independent effect on inflation. But then each central
bank is faced with an overwhelming incentive to expand credit even
further. The outcome of this situation should be hyperinflation.

Why then has hyperinflation not yet arisen? The reason is that only
the Russian Central Bank can issue nalichnuve, which is nonetheless
needed throughout the zone to pay wages. A credit expansion in any of
the countries of the ruble zone increases the demand for nafichnuye . This
occurs through the effect on the price level, as well as through any
resulting increase in production. Russia can use the supply of nalichnuye
as a check on credit issue in the other parts of the zone—a powerful
weapon used by the Russian Central Bank to check the inflationary
tendencies inherent in the ruble zone.

There is, however, a policy dilemma that the Russian Central Bank
must face. Net debt in Russia is created when enterprises in the other
ruble-zone countries are unable to repav their loans to Russian enter-
prises. Interestingly, the Central Bank of Russia may, in part, be
responsible for the delay in, or default, of payments. To avoid importing
inflation from the rest of the ruble zone into Russia, the bank is reluc.
tant to provide the other countries with adequate cash. A cash emission
abroad may increase the trade surplus and, consequently, the flow of
goods out of Russia. However, in limiting the supply of cash, the Rus-
sian Central Bank risks escalating the level of default on loans provided
bv Russian enterprises to enterprises in the other ruble-zone countries.
As non-Russian enterprises become unable to obtain sufficient cash to
pay their workers, many of their workers will leave; their debt to Rus-
sian enterprises may fall in arrears and, in fact, never be repaid.

To illustrate this problem, the following simple example is helpful.
Suppose that cach of the ruble-zone countries has a separate currency,
and that there is a fixed exchange rate between them. Then, to trade
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with a Russian enterprise, an enterprise in Belarus’ would need to pur-
chase rubles from the Central Bank of Belarus’. If Russian exports
exceeded imports, then the Central Bank of Belarus’ would find its
reserves of rubles dwindling. Thus, the quantity of reserves held by the
Central Bank of Belarus’ would provide a limit to the size of the imbal-
ance in trade.

In the current situation, the Belarusian enterprise uses the same cur-
rency as the Russian one. In this case, the trade imbalance does not
manitest itself as a change in the reserve position of the Central Bank.
[nstead, Belarusian enterprises can continue borrowing from the Belaru-
sian government or {rom Russian enterprises without a natural check to
the process.

Now, suppose at least some enterprises in tne non-Russian countries
in the ruble zone are persistent loss-makers. Then. interenterprise debt
wiin Russia cannot be cleared, even if there were no loss-making enter-
prises in Russia. As the chain of arrears in Russia lengthens, Russian
enterprises may be unable to make pavments to enterprises in Belarus’.
Notice that it 1s even possible that the gross arrears of Russian enter-
prises to enterprises in Belarus’ could be larger than the arrears in the
oppostite direction, even though the chain of arrears started with a
Russian trade surplus with Belarus’. This problem is particularly signifi-
cantgiven thesize of the Russian trade surplus with the rest of the ruble
zone.

Thus, as in the case of the loss-making enterprise, arrears from enter-
prises in other ruble-zone countries can generate arrears in Russia,
which can in turn generate arrears from Russian enterprises to enter-
prises inother parts of the zone. Just as in the case of the loss-maker, the
intra-ruble zone arrears stall payments by enterprises at one end of a
long chainof payments, creating gross arrears that can be a large multiple
of the net arrears that start the process.

Price Liberalization and Tight Money

The key eleraents of the stabilization program initiated by Gaydar
were the liberalization of prices, combined with a tight-money, tight-
credit policy, and the replacement of the turnover tax with a value-added
tax and a profits tax.52 [t was believed that, in combination, these policies
would provide enterprises with a signal of the government’s commit-
ment to market incentives. This section focuses on the effects of the
stabilization program on the growth in arrears. The specific effects of the
changes in the tax system are discussed in the next section.

The impact of the stabilization program in Russia is believed by some to
have three very different effects on production. First, the increase in

*1The rateof the VAT has varied since 1t was announced in December 1991 ltiscurrently 28 percent for
goods that still are not subject to price control.
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prices, combined with tight monetary policy, caused the real level of
credit in the system to decline. As a consequence, enterprises were
unable to obtain sufficient bank credit to finance production.3? There-
fore, they resorted to extending credit to one another. Second, changes
in government priorities and consumer preferences, in part communi-
cated by a change in relative prices, signaled the need for adjustment in
the enterprise sector. Third, the tight-credit policy proved much more
effective in constraining household purchasing power than with respect
to enterprises. This policy led to a mismatch between the aggiegate
demand for final goods and aggregate supplyv. In al! cases, however the
extension of interenterprise debt provided enterprises with a mecha-
nism to resist adjustment to the new structure of demand. Each of these
hypotheses is examined in greater detail below

The Credit-Crunch Hypothesis. The most apparent impact of the
stabilization program is the appearance of open inflation. Between Jan-
uary 1 and June 1, the price level in Russia increased on the order of 15
times (Commersant, June 23, 1992, p. 17).54 Bv some accounts, inflation
reached 2,500 percent in 1992 (The Moscow Times, January 15, 1993, p. 1).
The rise in prices drastically reduced the real volume of credit in the
economy. Enterprises that were due payment at this time saw their
reserves decieased because of this revaluation.*: This decline in the real
level of credit plaved an important role in the growth of arrears.

The effect of price reform on the commercial banking system is evi-
dent wher one comparcs ihe value of commercial bank assets on Janu-
ary 1 and May 1 of 1992. While prices increased on the order of 12.3
times, commercial bank assets increased only 1.6 times (The Economist,
July 18, 1902; p. 85). Hence, the real value of commercial bank assets
declined precipitously. The growth in the price level thus wiped out a
large portion of the nominal reserves held by enterprises and banks.
Consequently, the Central Bank of Russia was faced with a dilemma:
either allow a large number of enterprises to collapse under the weight
of alack of credit or finance working-capital needs out of current credit
emissions. This factor made it harder for the Central Bank to stick to its
tight-credit policy. Reserves that were adequate for a repressed price
level were no longer adequate for the post-January price increases. In

»The implications of stabilization programs in the former socialist countries on the supply of credit
and the impact on production have been studied in a series of papers ov Guillermo Calvo and Fabrizio
Coricelli te g, 1002)

“*Bv August inflation was approuimately 10 percent per month 'L.zton and Sachs, 1992). The ruble
collapsed from 102 to the dollar in August to a low of 430 (to buy! in late Novemper 1992 (The Moscow
Times. January 15, 1993, p. 11). The All-Russian Exchange Bank quoted a range of 440 {to buy! to 182
ito sell) rubles per dollar on fanuary 14, 1993 tizreshva, January Lo, 1993, p 11 Apparently, infiation has
accelerated to nearly 50 percent per month (Commersant, December 22. 1992, p 131 Thus acceleration
retlects the change in credit policy that was implemented as part of the plan to ceal with arrears.

$Of course, some enterprises gained. as the real value of their pavments fell. The only way, however,
for the increased reserves of the “winners” to become available to tre ‘losers” 1s via interenterprise
lending!
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practice, the Central Bank of Russia essentially took a middle ground.
Credit emission was not large enough to compensate for the lack of
credit, but too large to credibiv signal a commutment to the tight-money
policy.

One important consequence of the credit crunch is disintermediation.
The fall in the real value of reserves weakened the banking system and
made it relatively unable to meet the credit needs of enterprises. On the
asset side. commercaial banks were inerfective at attracting deposits
from housenolds «who preter to hold deposits in Sberbank, the savings
bank:.ic With the banki1g svstem lacking the resources to meet the
tash. enterprises resorted to ailowing their debt to tall into arrears.
Arrears represents the use of nontinancial sector intermediaries for
credit needs. Hence, it retlects disintermediation. This penavior is
soctally costly because such bilaterai lending does not channel credit to
the most socially valuable uses.?”

Many banks that made working-capital loans in January and February
found themselves in arrears when enterprises fell behind in payments.
Banks became more conservative in lending criteria. Thus, enterprises
could not borrow from banks to settie interenterprise liabilities, pre-
aisely because banks found they could not distinguish between the qual-
itv of potential borrowers.

One of the major effects of a credit crunch 15 a decline in output, as
enterprises lack the working capital to finance production. Thus, the
credit crunch could be taken as an explanation of the current recession
that Russia 15 experiencing. ¥ The mechanism 1s straightforward. The
snortage of credir made input purchases more difficult for enterprises.
Interenterprise credit :s a substitute for bank credit, but it 1s not a
perfect one. Real resources are used to obtain interenterprise credit.
Directors, for example, must often expend a good deal of effort to
obtain such credit, and to maintain good relations with their bankers.
Moreover, interenterprise credit 1s pv its nature a localized market;
hence, enterprises without access to these markets often experience a
decline in production.

The Composition-of-Demand Hypotheses. Following the imposition
of the stabilization program in January 1992, the structure of demand
changed. In part, this change was a consequence of a change in govern-
ment priorities; government demand for military goods fell. This shift

seCommercial binks acauire funds by borrowing trom Sberbank But. the rise in wotficiaii prices since
fanuary 2 should have ied to a echine in deposits. or at least 1o a decline in the growtn of deposits.

"Note that the probiem 1s not 1ust that interenterprise iending teads to a localized credst market, but,
more importantiv. that the lack of nformation acout the tinancial state of enterprises means that
credit 1s extended witnout sutticrent intarration about soivency. This information croolem is dis-
cussea later

“sfndustrial output in the first six months of 1992 was apout 13 percent below the levei for the same
period in 1991 According to the Insttute ot Forecasting, output .n metallurgy will tall 27 percentin
1992, and in hight engineering, 33 percent tsee Tie E.onomist. August 3, 1992, p ol)
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in priorities rippled through the economy as a shift away from producer
goods to consumer goods. In addition, for the first time, the variety in
consumer tastes could be communicated (although imperfectly) to enter-
prises via the price mechanism. Thus, subtle changes in the structure of
demand occurred as well.

As a consequence, enterprises were faced with the need to adjust to
the new structure of demand. However, many enterprises, including
those facing an upsurge in demand, lacked the resources to correctly
identify and respond to changes in the market. Other enterprises antici-
pated correctly that the demand for their goods was deciining. In either
case. enterprises wishing to survive developed a strategy that would
enable them to continue obtaining the cash necessary to pay workers.
Bv extending credit to other enterprises, thev could ensure continuing
demand for their output and the survival of their important customers.
As long as they collected receivables in excess of their debts, they were
ensured access to sufficient cash to pav their wage bill.

A problem arose, nowever, when final goods were produced. At the
end of the chain of production, the customer had a hard budget con-
straint. In the case of consumer goods, the customer was the individual.
In the case of military goods, the customer was the government. In both
of these cases, the customer did not or could not accept credit and goods
remained unsold.5? An accumulation of inventories results.2o A problem
only arises when the final good cannot be soid: in this case, the final
producer is unable to pav its suppliers, who are unable to pav their
suppliers, and so on. Thus, a chain of arrears is created.

For this change in the composition of demand to lead to arrears, it is
critical that enterprises that face declines in the demand for their pro-
ducts react in wavs other than cutting production. Thus, to a great
extent, this hvpothesis assumes that enterprise directors did not believe
that the change in regime was credible andior that the behavioral
response by enterprises takes longer than the architects of the regime
change might have hoped.

The Aggregate-Demand-Shock Hypothesis. The stabilization pro-
gram carried out by the government has led to the much noted cash
shortage. Some economists have suggestede! that this cash shortage has

**One implication cf this process 1s an accumulation of inventories [t should be noted that this
accumulation mav occur at any and all stages of production. decending on the willingness of the
enterprise to adjust production to demand. In fact, between Novemper 1991 and Apnil 1992, retail sales
tripled in nominal terms. while the nominal value of output increased neariv eight times (The Economust,
August 8. 1992, p. 02) Thys phenomenon s e.pluned, presumabiv. by the accumuiation of inventories.
Further, there are frequent press reports sbout the accumulation of inventor:es of various goods by
cnterprises, bricks being a notable example.

¢°At the end of an interview we conducted in Moscow in June 1992 with a producer of women'’s shoes,
the director proudly showed us hus really valuable assers. a yard, almost the size of his factory, Filled
with bricks!

**Most notably. Sachs and Lipton (1942)
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led to an aggregate demand shack that 1s an important cause of arrears.
After price liberalization, noncash ruble emission and interenterprise
credit grew faster than cash-ruble emission from the Central Bank.
Thus, the real supply of bezralichnyve rose relative to the real supply of
nalichnyve. This expansion 2nabled enterprises to continue producing
intermediate gnods. With a shortage of cash, consumers were unable to
purchase the aggregate quantity of goods producec. Thus, as the ratio
of noncash rubles and credit rose relative to cash rubles, the potential
for unsold inventories art all stages ot production to accumulate also
rose.o:

This observation suggests a policy approacit that is different from
that implied by the credit-crunch hypothesis. According to the credit-
crunch hypothesis, more credit should be supplied thirough the banking
system to prevent enterprises from lending to each other.c3 The aggre-
gate-demand-shock hypothesis, however, suggests that the culprit is
the shortage of cash relative to noncash rubles.

The aggregate-demand-shock hvpothesis has an important implica-
tioo for thinking about policy towards the arrears. [f this hypothesis is
correct, then the proper policy response may require more rubles to be
printed. As these rubles are used to purchase final goods, the economy
will be stimulated and inventories will decline.>+ An extension of credit
would only worsen the situation, since it would cause an even larger
imbalance between nalichnyve and besnaitcinuye. Since the problem is the
imbalance between the two "vpes of money, an equivalent policy might
appear to be tighter control of beznalichnuve. This is inherently difficult,
however, as the very growth of arrears demoastrates.

Notice that the credit-crunch and the aggregate-demand-shock hy-
potheses contrast sharpiy. According to the former, the decline in bank
credit constrained production, causing a leftward shift in the aggregate-
supply curve. The aggregate-demand-shock argument asserts that the
recession occurred because the derand for final goods from households
tell relative to production as real cash balances fell relative to real credit
and noncash rubles. Thus, the aggregate-demand curve shifted left-
ward. The credit-crunch view predicts that output is too low; the aggre-
gate-dernand-shock view predicts that it is too high relative to the pur-
chasing power of the population.

**This argument assumes the absence of equihbrium prices. As inventorses of goods accumulate, their
prices should d. chine ultimately to a point that enables consumers to purchase the final goods with the
siven supply of cash. However, evidence suggests that a certain amount of relative-price rigidity exists
in the Russtan econumy, preventing this cype of adjustment

23Qf course, this response presumes that banks are able to allocate credit to fiscal'v sound enterprises.
Otherwise, the expansion of credst could sieral enterprises that the government 15 unable to commit to
a policy of hard budget constraints.

°¢This argument presumes that the emussion of cash will not sumulate the expansion of inter-

e.terprise credit,
*
t
=
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Tax Avoidance®

Ons important consequence of price liberalization is the transforma-
tion of hidden inflation into open inflation. The Soviet economy experi-
enced inflationary pressure, but this was manifested in the prices for
goods in the second economy, in longer queues in official markets, and
in hidden inflation.ce Price liberalization has resulted in inflationary
pressures being channeled into official prices. Open inflation, surpris-
ingly, has serious consequences for the creation of arrears because of
the nature of the payments system and the way taxes are collected in
the state sector.

The new value-added tax system was implemented in Russia on Janu-
ary 2 192, The tax is 28 percent of value added. Crudely, value added
i3 de* ned as cash receipts less cash expenditures for raw materials and
other inputs except for wages, with some allowance for depreciation.
Receipts and expenditures are otticially booked when a soft-ruble, bezna-
fichnyy (bank deposit) payment in settlement of a claim is made through
a bank.e” Thus, the marginal tax on settlement of receipts through the
banking system’s payment net is 28 percent for unprotitable enter-
prises. In addition, there i¢ a unified profits tax of 32 percent, the base of
which also is determined from the same cash accounting principles.
Hence, for profitable enterprises, the effective tax rate on using the
pavments system to settle the marginal receipt is 60 percent.

The implementation of the value-added tax has had an important
effect on the functioning of the payments system.°® The collection of
this tax is essentially performed by the banking system. IVhen a pay-
ment clears the account of the recipient is credited, and the amount of
*he value-added tax that is owed is collected. Using the banking svstem
as a collection department was inconsequential in the old regime. With
open inflation, however, this arrangement has had a major impact.
Because of the high tax on using the traditional pavment mechanism in
an inflationary environment. enterprises choose to either delay pay-
ment of their bills or settle their accounts without bank intermediation.

**The tollowing section draws heavily on notes written by Peter Garber and the first suthor.

**Under the old regime, the official prices of goods were controiled Often, entercrises would rename
800ds to obtain a higher price. This phenomenon s called hidden intiation

*"Retarl operations that recerve currency are supposed to deposit the funds in a bank, at which time the
rezeipt 1s booked for purposes of tax calculation.

**Speciticaily. & new system of taxes. which included a value-added ana a unihied-orofits tax, was
implemented at the beginning ot 1992, Given the cash- (as opposed to accrual-. based accounting
systems used in Russia. income and protits are not recorded until 4 pavment works its way through
the banking system. Under the Soviet system, financral transactions were designed to monitor the
transactions ot eaterprises This feature has remained in the current svstem Thus. transactions
conducted using banks are automatically subiect to a high tax. In anintiationary ens ironment, the real
levelof these taxes can be reduced simply by delaving collection on receivabies and. 50 the incidence ot
prohits Tt oo

el T
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To make the argument, suppose first that the environment is one of
fullv creditworthy enterprises facing this cash-accounting tax system in
a period of high inflation.e* Because transactions are not counted in the
taxable base before settlement occurs, enterprises can reduce their real
tax bills by delaving pavment. Suppliers encourage the postponement of
settlement by their acquiescence to the nonpavment ot invoices for
creditworthy downstream buvers. To receive the tax benefit from such
postponement, both parties should book prices at current market values
at the t:me of the initial transaction. When settlement of these nominal
amounts is eventually effected. the reai value of the tax will have
declined. To cover the depreciation of the nominal amount finally
settied between the two parties and to permit pavment of wages due in
currency nwhich are the leakage from the interenterprise credit system),
there will be a side pavment in cash, waicinuue, oran barter upstream
trom the buver to the supplier.

For this arrangement to work. enterprises must be able to choose the
order in which IOUs are paid. There 15 strong evidence that enterprise
directors are in frequent contact with their bankers to determine which
bills should be paid. It appears to be the case that suppliers extend
credits to long-term customers. Presumably. these are the customers
with which side pavments can be most easily negotiated.

But it is not just avoidance of taxes through postponement that is at
work here. The tax on use of the pavments system also induces enter-
prises not to send documents through official channels at all. When
asked if payments were kept off the books, enterprise directors answer,
"Of course.” As we noted earlier, this behavior is strictly illegal, but it is
also rapudly becoming 4 widesoread practice. However, because it is
illegal to circumvent the pavments svstem, a large rraction of pavments
and receipts zenerally would have to be booked through the banking
system to avoid attracting the attention of the tax authorities.

The tax on using the payments system also induces barter, By engag-
ing in barter with other enterprises, transactions can be prevented from
appearing on the ruble-sales account (i.e., are not recorded as official
sales). Barter can thus provide a mechanism for avoiding the VAT and
the profits tax. It is difficult to disentangle the tax-avoidance motive for
using barter from the payments-problems motive. Nonetheless, inter-
views with enterprise directors do indicate that barter is a means of tax
avoidance. What prevents all transactions from being driven under-
ground, besides the high cost of barter transactions, is the need to
record ruble sales in order to qualify for the wage fund.

=*Cash accounting as opposed to accrual Accrual-based accountinng s hardly known in the former
Soviet Union. Taxes are paid when pavments clear Evenif taxes were assessed on an accrual basis, the
fact that thev are not aue until pavment clears would enhance the effect discussed in the text. If, on the
other hand. taxes were due on an accrual basis, then enterprises would face esther a strong incentive to
demand payment quicklv. or to hide an even larger portion of transactions by taking them under-
ground. Accruai-based accounting in Rusgia 1s clearly not the norm 1n Russia at present.
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Even if enterprises that are uncreditworthy are added to the picture,
the risk of loss from default may be lower than the certain loss due to
tax, especially for highly profitable enterprises facing the excess-profits
tax. Possibly, bankrupt enterprises can, to some extenr, be cut out of the
circle of transactions by the sounder enterprises insisting on quick set-
tlement from them and settling with them, i.e., by paying the payments
tax.” A good analogy to this situation is the relationship among
members of a clearinghouse and their relationship as a group with nen-
members—nonmembers are required to settle more frequently.”t If
loss-making enterprises are in fact cut out of the circle, then, paradoxi-
cally, enterprises with large arrears may be more viable than enterprises
with smail arrears.

This tax-avoidance game would only emerge in a situation in which
the participants anticipate rapid inflation so that postponement of nom-
inal taxes due will reduce the real tax burden. If, in any case, govern-
ment expenditures are so excessive that they can be funded only
through inflationary finance, this incentive to avoid the payments sys-
tem will exacerbate the inflation by expanding the fiscal deficit. Even
without such excessive expenditures, there is a possibility of multiple
equilibria, one inflationary and one stable. Suppose that the govern-
ment lacks sufficient credit to raise revenue through bond sales or
through foreign borrowing and that its expenditures are not flexible. [f
enterprises anticipate that the government will run deficits financed
through money creation, the consequent anticipated inflation gives
them the incentive to avoid the payments mechanism to reduce their
tax bills. The decline in real tax collection from delaved payment, known
as the Olivera-Tanzi effect, in turn ratifies the enterprises’ initial antic-
ipation of deficit-driven inflationary finance. Again, this incentive
emerges because the cash-based accounting principles converts the
payment mechanism into the primary tax-collection mechanism, effec-
tively imposing a high tax on settlement. It is no surprise that most
enterprises will elect to engage in an alternate, untaxed payment system
with a muun longer, even indefinite, settlement iaterval. Alternatively,
if enterprises believe that government revenues will be sufficient to
avoid inflationary finance, they will have no incentive to avoid settle-
ment through the bark payments system, and the value-added and
excess-profits tax base will be booked at the proper time."

This loss of revenue is clearly one of the reasons why the government

“clf this 13 the case, then the systein has the result of requiring uncreditworthy enterprises forced by
the others into effecting rapid sertlement to pay higher taxes.

“Note that even if an enterprise 12 not creditworthy in the formal sense it may nonetheless participate
in such schemes it there is a strong likelthood of a bailout. The onlv reason why such enterprises may
be excluded is if directors believe that there 15 a strong likelihood that such enterprises will be closed
down.

“If delavs lower the real value of tax coilection, and lower tax collection increas2s money creation,
then inflation will resuit. which supports the expectation-of inflatior: that starts the process.
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worries about the arrears problem. If this argument is correct, then one
would expect to see that enterprises are in zrrears with “good” rela-
tions, since cooperation and trust are needed to successfully engage in
tax avoidance.

CONCLUDING COMMENT

A key assumption of the Gaydar reform program was that enter-
prises could be induced to behave like market-oriented firms. Subsidies
were to be completely eliminated and enterprises were supposed to
operate on hard budget constraints. For this program to succeed, it was
critical that enterprise directors believe that, in the event of insolvency,
the enterprise would be shut down. This set of beliefs, combined with a
tight-credit policv, would induce enterprises to restructure, and would
Serve as a restraint on prices as enterprises responded to falling de-
mand.

The problem, of course, was that this policy regime was not credible.
Enterprise directors did not believe that the government would be will-
ing to tolerate the unemployment consequences that would result if a
large number of enterprises were closed. This, then, is the central
dilemma of market reform. Inducing enterprises to respond to market
signals requires that directors believe that they face hard budget con-
straints. If such beliefs arise, then in the face of a fall in demand enter-
prises will cut the prices for their products and lower production. Mak-
ing such adjustments may in fact reduce the amount of unemplovment
that wiil occur in the transition. But to change beliefs enterprise direc-
tors must believe that the rules have really changed. The problem is
that to signal this the government must be willing to tolerate some
unemployment, and the shutting down of some enterprises. In the
absence of such asignal anterprise directors may believe that it is “busi-
ness as usual.” Rather than adjust behavior, many enterprise directors
instead have continued to behave as if softness in budget constraints
would persist.”?

Indeed, the belief that budget constraints are soft or semisoft is self-
fulfilling, in part because it leads to the creation of interenterprise debt.
Enterprises that are uncertain of their viability (or are certain of their
nonviability) may be willing to engage in risky behavior if it leads to
increased chances for survival. By extending debt to other enterprises,
they begin a cycle that leads to a loss of information about the quality of
receivables of all enterprises, thereby reducing the government’s knowl-
edge about the viability of any one enterprise.

A strategy of not paying one’s bills is almost certain to result in

“'The growth in the influence of Arkadsy Vol'skiv and his Union of Industriahsts and Entrepreneurs
and of the calls for a change in economic policy that were made in the April 1992 meeting of the
Congress of People’s Deputies must have had the ettect ot sigauticantly reducing the likelihood that
hard budget constraints would Lis enforced. . : :
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adverse consequences if carried out in isolation. It is precisely the
“strength in numbers” that makes such a strategy viable. Because of the
loss of information, policies aimed at rewarding “good” enterprises and
punishing “bad” enterprises cannot be implemented. Not only can the
“bad” enterprises pool with the “good” because of the large number of
enterprises, but they are also aided by the deterioration in financial
information caused by the chain of arrears.

The accumulation of massive levels of interenterprise debt by Russian
enterprises, therefore, has far-reaching consequences for the success of
economic reform. In particular, it confounds the evaluation of the
tinancial viability of enterprises, and undermines the transformation of
enterprise-level incentives. Progress in economic reform requires that a
solution to the arrears problem be found.™ A comprehensive solution to
the arrears crisis cannot, however, be isolated from the incentive and
information problems that are fundamental to the growth in arrears.
An understanding of the relationship between interenterprise arrears
and the information and incentive problems described here is a prerequ-
isite for any final resolution of the crisis.
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