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When asked whether or not his company was profitable last year, Kakha Bendukidze, the president of Uralmash, once one of the world's largest machine tool and armaments producer, replied, "By Russian accounting standards we had a $40 million profit; however by Western accounting standards we had a $50 million loss."  This dramatically illustrates how distorted the Russian economy has become in the wake of what were supposed to be liberalizing economic reforms.  Much of the problem is due to the faulty privatization procedures that have resulted in the brazen theft of state property.  Less attention however has been devoted to the way barter has displaced the ruble in anywhere from 70% to 90% of the country's business transactions.
  This is a very inefficient way to run a country.  Moreover, with barter, the buyers and sellers are never quite sure precisely what their actual costs and sales prices are.  That is why the Uralmash president reported a profit using Russian accounting procedures and a loss using more precise Western standards.

As unsettling as these arbitrary practices might be to an American businessman, in today's business climate, many Russians prefer barter to cash transactions.  It is not that barter is unknown or against the law in the United States, but when used in the United States it usually involves individuals, not businesses.  By contrast, barter in Russia among businesses has a long history with origins in the pre-revolutionary period.  It was also used widely during the communist era of central planning.  In fact, the way economic activity is conducted today in Russia and the way Soviet managers traded with one another for goods not provided in their planning allocation is striking.  

Because it is so inconvenient and cumbersome, as societies grow economically, they dispense with barter and rely increasingly on money transactions.  As elementary economics textbooks point out, it is much more efficient to attach prices to goods and services and pay for those goods in a common currency rather than trade or swap one good directly for another.  By using currency and prices there is no need to determine relative values and locate two or more parties with goods that just equal each other in value.  Barter makes it more difficult to establish precise values and as a consequence not only must more resources be devoted to conducting a swap operation than would be the case if all purchases and sales were conducted in cash, but usually the goods obtained in exchange bring less value to the transaction than if cash and prices were used.  Economists call this extra time and expense a "transaction cost."  Normally, therefore, it is only when an economy is dysfunctional that barter increases as a share of GDP.  What makes modern-day Russia so intriguing is that while Russia has more than its share of economic problems, barter continues to be important even though the economy is no longer in a state of free fall.  

Why is it then that barter, which is avoided by Western businessmen, is so attractive to their Russian counterparts?  The answers provide important insights into Russia's culture and its economic mores.

I.   Barter Before and After the Revolution

Because prerevolutionary Russia was economically underdeveloped for so long, it is not surprising that a large percentage of the country's peasants (who constituted 80% or more of the population) not only lived close to the subsistence level but dealt with each other on a barter basis.  Only after industrialization began in the late 19th century did the ruble as a medium of exchange become widespread but even then primarily for the urban population.  However in the waning days of World War I there was a relapse when the economy collapsed.  The subsequent anarchy of the civil war and war communism gave rise to economic chaos and run-away inflation.  As the ruble lost its value, fewer and fewer sellers agreed to accept currency, and more and more of the population found they could only obtain the products they needed by exchanging one product for another as barter.

By the time Stalin launched his central plans, the economy had reconstituted itself but with a prohibition against the private ownership of the means of production in industry, agriculture and services.  That should have reduced the role of barter since in theory, if central planning is fully effective, there is no need for barter; all enterprise and personal needs will be anticipated and supplied and the enterprises will conduct their transactions by clearing ruble debts and credits in state-owned banks.  (In effect, they pay by check.)  But in real life it is near impossible to be so omniscient.  Even in market capitalism there are periodic shortages (beanie babies) and gluts (Redux pills).  Therefore in time, barter came to account for an increasingly large number of transactions, not only among individuals, but even among state enterprises.  

Contrary to expectations, planning in the Soviet Union seemed designed to create anything but equilibrium conditions.  For that matter many planners frequently acknowledged that they intentionally attempted to generate taut economic conditions.  Their rationale was that this was the best way to stimulate higher output.  Sometimes tautness did achieve just that, but as often as not the ubiquitous disequilibria provided bountiful windfall opportunities, an environment made to order for underground activity and barter.  

Stalin was determined to curb such behavior.  As a deterrent, therefore, he severely penalized those who circumvented the plan by operating private production facilities.  Police surveillance and controls did deter many from risking what often was likely to be jail or even execution.  As a result there were even greater profit opportunities for those daring enough to flout the law.  

While private profit-making activities were clearly illegal, there were other grey area practices adopted by most state enterprises to cope with the rigidities of the planning process.  Because the plans were set so far in advance, factory directors almost always found themselves in need of one input or another not forseen by the plan.  Failure to satisfy such needs, however, would often jeopardize plan fulfillment.  To avoid the criticism and penalties that invariably followed planning shortfalls, most Soviet enterprises utilized the services of what were called tolkachi  (pushers or expediters).  Their function was to supply the plant director with whatever was needed but not included or delivered by the plan.  That usually meant falling back on unauthorized sources of supply, almost always outside the scope of the official plan.  Payment for such goods was sometimes in rubles but just as often in barter or swaps.  Technically such activities were illegal.  Periodically state authorities would arrest a circle of tolkachi  who might have been particularly blatant or excessive in their dealings.  For the most part, however, the tolkachi  were tolerated as a necessary evil because it was widely acknowledged that without the flexibility they provided, the planning system would have been even more rigid and unresponsive than it was.  In fact, many Russians, even if only subconsciously, came to assume that the phenomenon of the tolkach  was essential to the smooth functioning of the Soviet economy.  As a consequence over the years large numbers of men and women were trained and bred to deal in these often arcane practices.  Just as Americans have placed a premium on developing a large core of specialists skilled in finding new ways of raising capital on Wall Street (practices of absolutely no use in a centrally planned system), so large numbers of Russian developed bartering skills and techniques that were of little or no use in a healthy market system.

II.   Transition

As Mikhail Gorbachev and Boris Yeltsin began to allow and ultimately encourage market practices, it looked for a time like there would be less and possibly no need for underground or barter activities.  After 1987 it was no longer illegal to operate a private business and with the disappearance of the five year plans, there were no longer constraints on what enterprise directors could buy or sell.  Those who had been operating in clandestine fashion could now operate in the open.

On a visit to Sakhalin in 1992, I saw first-hand such a transformation.  I was introduced to a hunter who had just opened a retail store which sold fur skins and coats.  However he also took me to a secluded basement workshop that he had operated clandestinely for many years in the Soviet era.  Once it became legal to open up a private business, he literally moved out of the underground basement and established a street-level presence.

Not all Russian businesses moved so quickly to establish a legal presence.  Given the many policy changes of the past, most notably the encouragement of private farming and business during the NEP of 1921 and the subsequent collectivization and barring of private trade in the late 1920's, some feared there might again be a similar reversal penalizing those who too quickly embraced the market and capitalist exploitation.  But there were other concerns as well, some because of the fear of crime, some because of the initial opposition to private initiatives, and some that arose because of the flawed nature of the economic reforms.

III.   Crime

After a rigorous crackdown on crime, including economic crimes, by Gorbachev in 1985 and 1986, the decision to allow private and cooperative business in 1987 caused considerable confusion as to what was legal and what illegal.  Prior to 1987, the police knew that when they saw buyers or sellers on the street or manufacturers outside of state-sanctioned premises, the odds were that the parties were engaged in illegal practices.  After 1987, it was no longer so clear.  This ambiguity made it possible for many to legitimize operations, which previously, as the fur dealer in Sakhalin, would have been classified as economic crimes.  But there were many others who became involved in more than buying and selling.  Given the enormous profits available to those who could supply the pent-up hunger for consumer goods denied to them in the Soviet era, many Russian suddenly became very wealthy.  They in turn quickly became targets of mafia groups, some of which had always existed secretly and others that materialized to take advantage of the new opportunities.  Prospective entrepreneurs came to appreciate that the more public their operation, the more vulnerable to crime and extortion they would become.  Gradually this also discouraged businessmen from holding large sums of money in private banks.  Various mafia groups decided early on to penetrate or even control almost one-half of the Russian banks, not for the assets, but for the records of deposits.  With these lists they were able to persuade those with money that they had a need for protection.  To avoid such confrontations, businessmen rapidly learned to accept payment in barter so as to operate under the radar scans of criminal groups rather than money which would end up as a bank deposit.

Before long it was not just criminal groups that businesses sought to hide from but the Russian government.  Such "stealth" procedures became all but essential as the government sought to increase the taxes it collected.  In the Soviet era tax collection was not a concern.  Since virtually everyone worked for the state, personal income taxes were quietly deducted from workers' pay envelopes so that most workers never even knew that there were income taxes in the Soviet Union.  Similarly, all businesses were owned by the state and in the same way profit taxes were deducted from state enterprises and turned over directly to the government.  But with the privatization of state enterprises and the legalization of new private businesses, it became more difficult to require compulsory wage deductions.  In addition those who are self-employed as well as those who have a second job now are supposed to file their own tax returns.  But without a tradition of voluntary tax collection, fewer than four million Russians out of the 65 million in the workforce filed returns in 1997.  (Some say the figure was fewer than 2% of the workforce.)  Moreover when a self-acknowledged billionaire like Boris Berezovsky reported that his income in 1997 was less than $40,000, there is reason to worry about the accuracy of those returns that are filed.

Compliance within the business community is probably not much better.  According to a study conducted by the Prosecutor General's Office, out of the 2.7 million companies that should pay taxes, 33% neither paid taxes nor filed tax declarations.  Of those that did pay taxes, one-third used barter as a form of mutual settlements.
  Another survey found that only one-fifth of Russian businesses even filed a tax form.
  This means that not only does the state have difficulty collecting business taxes but it also has difficulty collecting those deductions which were made from the salaries of its employees.

All of this has a direct impact on the growth of barter within the Russian economy.  Because the state has had so much trouble collecting the taxes that it levies, it has sought whenever feasible and even in some cases where it was not feasible to increase the number and range of taxes.  What they could not collect with a few taxes they hoped to capture with a wider variety.  Thus starting with about four profit-based taxes in 1991, by 1998, oil companies faced 42 different taxes and most if not all of them were not based on profits but on revenues.  Other businesses reported that in 1998, when local and regional taxes are included, they had to pay 200 different taxes.

There are few businesses, Russian or foreign, that can honestly pay all their tax obligations, especially those levied on revenue, and not operate at a loss.  Many Russians quickly realized however that they could reduce their tax burden by drawing upon their extensive experience in escaping state controls, a practice that antidates the Soviet era.  For example, to prove to Empress Katherine the Great that the peasants and lands under his jurisdiction were thriving, in 1787 Prince Gregory Potemkin arranged for the empress to drive through a make-believe setting of waving peasants standing in front of false village facades.  These Potemkin villages typify the ingenuity Russians have used to mislead the authorities.  Today avoiding taxes has become an art.  Businesses not only under-represent income but they adopt financial procedures that avoid accumulating bank deposits.  The reason is that according to the pre-July 1998 tax code, tax liability was determined not only by the sales for cash, but by an imputed value assigned to the barter transactions.
  But this may lead to a higher tax bill than would a cash sale.  That is because the list price or advertised value of the product is usually higher than the barter value that both parties accept  But even if the barter price is far below the list price, both the seller and the purchaser in the barter deal must report the higher list price as their revenue on their tax report forms.  This could mean that the taxes owed could total more than the cash value of the bartered goods actually received.

This creates a terrible dilemma for most businesses.  Since the tax police have the right to seize business bank accounts to collect unpaid taxes, and since unpaid taxes frequently exceed actual cash or bartered revenues, businesses have every incentive to avoid cash transactions or bank deposits and insist on barter instead.  They must pay their wages, however, and for that reason the tax code gives priority to wage payments over tax collection.  Whatever is left over the government can claim.  Since wages on average constitute 15% of business expenses, businesses are perfectly happy to hold the cash share of their revenue to about 15%, indeed they prefer it.
  If there are no bank deposits other than money set aside for wages there is nothing to be seized.  Thus Russia is one of the few countries in the world where sellers even more than the buyers insist on being paid not in cash but in goods.  (This of course refers to large businesses which have little or no contact with retail customers.  Retailers do prefer to be paid in cash.)  As much as anything, the determination to avoid tax payments explains why it is that about 70%-85% of all business transactions are in barter, not cash.

IV.   The Impact of a Tight Money Policy

The runaway inflation that overwhelmed the economy in the early transition years also increased the reliance on barter.  The 26-fold increase in prices in 1992 was partly inherited and partly a result of the 1992 reforms.  In an effort to reduce inflation, government authorities embarked on very rigid monetary restraints.  Real interest rates quickly rose as high as 200% a year and credit became increasingly harder to obtain from the government budget.  The policy was designed to reduce business activity and once demand pressures had been cut, it was expected that prices would fall.  But the factory directors and a growing number of newly privatized enterprises almost immediately discovered a way around these government restraints.  They began to issue each other credits; they just agreed not to pay each other's bills.  Thus inter-firm debt grew from 37 billion rubles in January 1992 to 3.2 trillion rubles in August 1992 and 25 trillion rubles in 1994.
  Some of this of course was exaggerated by the 26-fold rise in prices, but the increase also reflected a substantial increase in inter-firm debt.  In the months that followed there were periodic reductions in this debt, but by January 1998, the net inter-firm debt amounted to 800 trillion rubles (800 billion new rubles), or $130 billion.  This included not only inter-firm obligations but unpaid taxes and wages.

Barter deals can sometimes be quite complicated.  A typical example is reported in Business Week.
  The governor of the Yamal Nenets region wanted to acquire a jet plane.  He set aside some of the natural gas paid the region as a royalty in lieu of rubles.  The gas was then bartered to the airplane manufacturer.  But since the aircraft plant lacked the cash to buy the aircraft components it needed, it used the gas to obtain cars, tractors and buses which it then swapped to obtain the engine for the aircraft.  Along the way electricity and tires were also exchanged for necessary electrical equipment.  The airplane was finally delivered six months later.

As can be seen from this example, barter trade is time consuming.  It can also be dangerous.  On a visit to a tire mold factory in Yaroslavl, we were told that the factory was paid for the molds that it sold to the adjacent tire factory with, naturally enough, tires.  The mold factory then began to sell the tires on the open market but at a price that undercut the efforts of its customer, the tire factory.  Upset by that, the tire factory director demanded that the director of the mold factory raise his prices.  He refused and was found dead shortly thereafter.  This is a uniquely Russian way to eliminate the competition.

V.   Trading Companies

The tight money policy along with the way that the privatization process was implemented created perfect conditions for the reintroduction of that Soviet institution, the tolkatch.  This time, however, the tolkach  has taken the guise of the "trading company."  Trading companies are not new.  Some of the largest businesses in Japan are trading companies.  Unlike present day Japanese trading companies, however, this post-Soviet Russian version operates primarily through barter, not cash, and is usually a front for providing kickbacks to the enterprise directors which it serves.

Because it is so hard to find perfect matches in a barter deal, it makes sense to use the services of the specialists (the tolkach) who have experience with the complex trades that may be necessary as well as possible sources of supply.  The extra trouble and transaction costs involved are thus only warranted when because of the tight money policy, the cheaper and faster cash transactions are not an option.  Sometimes tolkatchi are also brought in because the parties to such an arrangement see this as the best way to line their own pockets.

The Verhkne Volzhck Shina (VVSh), a tire trading company in the city of Yaroslavl, is a typical trading firm.  It was established in 1994 in the wake of the privatization of the Yaroslavl Tire Factory, which had been one of the largest state enterprises in the city.  As a state factory, there was no need to worry about the acquisition of raw material supplies or the disposal of the tires produced.  That was the responsibility of Gosplan, the state planning organization, and Gossnab, the state supply organization.  But after privatization these acquisition and sale functions fell on the shoulders of the tire company executives.  Given their lack of experience with basic commercial market activities such as buying and selling, mastering such new procedures overnight was not easy.  Nor did it help that there were no well-established markets to provide guidance as to what proper prices should be.  On top of that, because of the tight money policy almost no-one had cash to pay for large tire orders.

Recognizing how difficult operating the now-private tire factory would be, the Commercial Director of the factory suggested to some of his friends that they set up VVSh Tire Trading Company.  Since neither the tire factory customers nor its suppliers had cash, the trading company had to arrange whatever barter transactions were needed.  For his part the Commercial Director of the tire factory would ensure that the trading company had first call on the tires produced by the factory.  It was understood that this would entitle the Commercial Director to a kickback.  The Commercial Director of VVSh explained to me that such trading companies very quickly sprouted all over the country.  Most large Russian factories found it hard to adjust to the market.  Moreover this was a convenient way for the executives of the tire company to supplement their incomes, something they became eager to do when outside bankers and investors began to assume control of the factory.

While today 50% of the newly privatized enterprises in Russia are running at a loss, most of the trading companies are doing quite well.  While initially dependent on the Yaroslavl Tire Factory for its tires, the VVSh Trading Company soon began to branch out, so that by the time of my visit it had gone into real estate, textiles, and the conversion of a nuclear submarine shipyard.

While not always visible to outsiders, these trading companies have become a key element in the operation of the Russian economy.  Their influence is not always benign.  In many instances they have become the tail that wags the dog and they are responsible at least in part for the poor economic performances of so many businesses.  An article in Noviie Izvestia  examined the Magnitogorsk Steel Mill and explained how the trading companies it deals with have brought the plant to the verge of bankruptcy.  Since those in the plant working with the trading company are not the majority owners of the plant, they are not particularly concerned if the steel mill's assets are siphoned off by the trading company.  It also helps that the trading company, like the one in Yaroslavl, found ways to reward those with whom it works.  Thus Profit, the trading company that supplies Magnitogorsk the scrap steel it uses as a raw material input, purchases the scrap at a very cheap price but sells it to Magnitogorsk at six times the prevailing market price.  Since the brother of Magnitogorsk's General Director runs Profit, there is relatively little concern about the high prices.  Magnitogorsk also overpays for its coal swaps in much the same way.  Similarly it swaps the steel that it produces at a low price for a small quantity of natural gas.  In the second half of 1997, it provided 280 billion rubles worth of steel for 75 billion rubles worth of natural gas.

In an effort to extend the scope of such non-cash transactions, Russian businesses issue IOU's to each other.  Called veksels , these IOU's or promissory notes, like the tolkatch, reflect a practice widely used and resurrected from Russia's past, only in this case from the prerevolutionary period.  Like barter, the veksel  is designed to fill the void caused by the unavailability of cash and it is widely used not only by private businesses but the government itself.
  That the government should engage in such uneconomic behavior at first seems odd, but because of cutbacks in the federal budget, the government often finds itself unable to pay cash to its contractors, including the producers of military equipment.

To illustrate how the government uses the veksel, assume that the government is obligated to pay a manufacturer of tanks one million rubles.  Since it has no rubles available, it will instead issue a certificate (the veksel) to the tank manufacturer declaring that in 9-months time this certificate will be accepted by the government as a one million ruble tax payment.  But the tank manufacturer wants rubles now to pay its employees.  Even though the veksel  will only be honored in 9 months, there are businesses with rubles which are willing to buy the certificate today and hold it if they can pay considerably less than the one million rubles of the face value.  Therefore the tank manufacturer takes his veksel   to a bank or other trader who will resell the veksel   at a discount.  The buyer is usually an exporter such as Gazprom or one of the oil companies.  They will buy the veksel  because it is a way for Gazprom to pay its tax bills at a fraction of what it would otherwise owe.  According to one estimate, the veksels  issued by both the government and private business now amount to 23% of the cash in transactions.
  Economists criticize the use of veksels  because like barter, they increase transaction costs, allow some businesses to pay less in taxes than they should, and restrict what the government can do with the tax revenue it does collect.  

VI.   Wages

The shortage of cash as well as the desire to avoid or at least reduce taxes also reflects the way workers are compensated.  The simplest way for most businesses to deal with the cash shortage and their unprofitable business is to do what they do with their bills for taxes and supplies:  to delay payment.  Wage arrears were on average 3 to 4 months behind for most workers and exceeded $10 billion in mid-1998.  When wages are paid they are often paid in kind or in barter; there is a swap of labor power for what the factory makes or what it can obtain through other swaps.  

A drive around most provincial cities provides graphic evidence of wages paid in kind.  For example, the highway to Yaroslavl runs through the textile district around Ivanovo.  Along the road are stalls staffed by workers from these factories seeking to sell the towels, sheets, shirts and other cotton goods they have been paid in lieu of wages.  In other cities workers have been paid in such products as toilet paper, tires, shoes, trucks, manure, condoms, brassieres, tombstones and coffins.  

Payment in kind, while a nuisance for the employees who are compensated that way, does have its advantages.  It does not count as taxable income.
  (Occasionally some American businesses will provide some payments in kind or issue options on company stock to employees for the same reason.)  Even when cash is paid it may not come in the form of wages but in a more byzantine way.  For example, since interest earned on savings accounts is tax-free (or at least was until July 1998), many employers set up savings accounts in their workers' names so the workers can collect tax-free interest rather than the equivalent amount in taxable wages.

In another common stratagem to avoid paying taxes, many Russian employers buy insurance annuities in their employees' names.
  Until July 1998, income from the annuities was also nontaxable.  Moreover, if they choose to, the employee can always cash in his/her policy and collect the face value.  That is why the government decided to try to tax insurance proceeds.

VII.   Undoing the Mess

While the government of Prime Minister Sergey Kiriyenko understands a barter and veksel economy is wasteful and the cause of enormous distortions in economic behavior, it will not have an easy time introducing more typical market practices that rely on the use of bank checks and money.  Any improvement will come gradually.  Thus UES, the country's electricity monopoly, in 1998 collected only 16% of its bills in cash.  This is an improvement, since in 1997 cash represented only 5% of the company's revenue.  Gazprom customers, including the government, pay only 10%-15% of their bills in cash.  To encourage customers to pay cash, UES in late 1997 began to offer a 30% discount to those who pay their bills promptly and in cash.
  Nonetheless overdue net payments on a nationwide basis in 1997 were double what they had been a year earlier.

The dominant role of barter and veksels   illustrates the hold Russia's czarist and communist economic culture have on the present day.  The self-dealing of the enterprise officials and their nefarious dealings with the trading companies also highlights that even in what some mistakenly call a market environment, the one-time industrial barons of the Soviet state enterprises and industrial ministries continue to control the country's riches.  The only difference is that now they divert the assets not only for their use but for their ownership.

Many of the practices are as pervasive as they are because of the flawed nature of the reforms, particularly the application of tight money policies and the overenthusiastic attempt at privatization.  Given how deeply rooted some of these practices are in Russia's past, even if there had been a more effective reform strategy, the odds are that those in power would still have reinvented some of these procedures.

In an effort to correct the abuses of the past, the government is attempting to end its use of veksels   and abolish tax exemptions on insurance annuities and interest income.
  However the most effective corrective would be to insist on the determined application of bankruptcy procedures.  This would induce a substantial number of factory directors to settle their bills and pay in cash.  Many businesses, including many that are officially operating at a loss, would find the means to pay their bills if there were an effective threat not only to close down the business and return it to the state, but to throw out the existing management.  But politically, throwing not only the managers but the workers into the streets could spark civil upheaval.  That is what makes the prospect of meaningful and fundamental reform so doubtful.
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