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ABSTRACT

Trust Vs Illusion: What is Driving Demonetization in Russia?*

The virtual economy argument for Russia suggests that barter – a payment in
goods rather than cash – allows the parties to pretend that the manufacturing
sector is producing value added by enabling this sector to sell its output at a
higher price than its market value. We confront this prediction with the actual
pricing behaviour of industrial sectors in Ukraine in 1997. Based on pricing
data of 165 barter deals we find no systematic difference in the pricing
behaviour in non-cash transactions across sectors. What appears to matter for
the pricing behaviour is whether the firm is on the selling or buying end of the
barter transaction. We offer a model that sees this pricing behaviour as a
mechanism to deal with the absence of trust and liquidity in the economy.
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NON-TECHNICAL SUMMARY

Demonetization has become one of the dominant features of the Russian
transition to a market economy. Different estimates suggest that the share of
non-cash payments made up 60% of sales in 1998 in Russia and 50% of
sales in Ukraine in 1997. The survey of 200 firms by the Russian Economic
Barometer since 1992, in turn, suggests that non-cash payments rose steadily
from 8% in 1992 to 54% in mid-1998. Since the financial crisis in August of
1998 barter and other money surrogates have started to decline accounting
for 43% of receipts of industrial firms. A similar picture emerges from a
Goskomstat survey among 2000 large firms which reveals a share of non-
cash payments of around 70% in early 1998 and a subsequent decline to 60%
in 1999.

This time pattern of the process of demonetization is particularly puzzling.
Barter started to rise after macroeconomic stabilization and has started to
decline when macroeconomic instability set in after the August financial crisis.
How can this time pattern of demonetization in the Russian economy be
explained?

This Paper looks at the empirical validity of one of the most influential
explanations of demonetization in Russia: the virtual economy argument. The
argument claims that by allowing the prices of the goods exchanged to
change in an unobserved way, barter helps different groups in the economy to
keep up the illusion that the manufacturing sector is producing valuable output
while in fact it is not. Based on a unique deal-specific data set of 165 barter
deals in the Ukraine in 1997 we have information on the price differential
between the cash and barter prices for the individual goods exchanged in
barter deals. Thus, we can put the virtual economy argument to an empirical
test. We find that illusion is not what is driving the actual pricing behaviour in
barter deals. First, there appears to be no statistically significant difference in
the pricing behaviour across sectors. Second, the only sector which appears
to suffer a loss from the non-cash economy is the manufacturing sector.

We then proceed to offer a stylized model of how the observed pricing
behaviour in barter deals can be explained. The model sees the non-cash
economy as an institutional response to the lack of trust and liquidity in the
Russian economy. We test the price predictions of the model with actual price
data and find that the data do not reject the trust view of the non-cash
economy. It turns out that real prices on the ‘sale’ side of barter transactions
tend to be inflated, because they reflect a trust problem and a credit problem
between input suppliers and producing firms. Input suppliers are exploiting the
fact that there are only a few suppliers around and thus switching suppliers is
costly: they therefore charge higher prices for their inputs in barter deals
compared to cash deals (this is how the trust problem materializes). If this
price mark-up for inputs would happen in cash deals firms would refuse to buy



those expensive inputs and prefer not to produce. Furthermore, input
suppliers have to incur costs of enforcing payment (they have to involve the
Mafia or legal firms) which they want to be covered by the deal. If these credit
enforcement costs become very large (which happens when legal institutions
do not work properly or when firms are already very indebted) then input
suppliers will refuse to deliver the inputs in cash deals because they cannot
expect a positive profit. Thus, in a cash economy, the lack of trust and liquidity
prevent many profitable trades from taking place.

In a non-cash economy the deal can go through by choosing the ‘right’ prices
for the ‘sale’ and the ‘goods payment’, because of two reasons. First, by
introducing a second profitable transaction in the form of the ‘goods payment’
the producing firm can buy an inflated input and still make a profit. Second,
the input-supplying firm gets a discount on the barter good which allows her to
cover the credit enforcement cost. Thus, the non-cash economy helps to
maintain output which otherwise would collapse due to imperfect input and
credit markets. The imperfections of input and credit markets are reflected in a
shift in the terms of trade of barter. Through the inflated price for the ‘sale’ and
the price discount on the ‘goods payment’ the deal is actually saved by
guaranteeing both parties a positive profit. The shift in the terms of trade is the
mechanism by which the non-cash economy manages to maintain output
which otherwise would collapse in a cash economy.

How can this story explain the time pattern of demonetization in Russia? In
1992 firms have accumulated substantial debt among themselves due to a
refusal of the banking sector to provide credit. Firms turned to other firms for
trade credits when bank credit was not available. Accumulated arrears
reached a critical level in 1995, at which point production became
unsustainable due to prohibitively large credit enforcement costs. At this point
firms refused to extend further trade credit (in cash) to each other out of the
worry of not being paid. Barter then stepped in as the only way to maintain
production. At this point barter started to substitute for the non-active banking
sector as well as for trade credits in cash which explains the explosive
increase. Why then has barter started to decline with the financial crisis in
1998? Since the August crisis in 1998 the value of the ruble depreciated by
more than 50%. This made Russian exports relatively inexpensive in
international markets, which led to an export boom and earned Russian firms
some cash in these markets. The exchange rate-induced creation of liquidity
loosened some of the financial squeeze enabling firms to finance some of
their inputs with internal cash flow.

Why does it matter whether the ‘illusion-view’ or the ‘trust-view’ is better able
to describe the actual development in Russia? The two views differ with
respect to their policy implications of how to remonetize the Russian economy.
If the ‘illusion-view’ is correct, the main source of the problem lies in the real
sector of the economy and barter is a ‘bad’ thing because it allows the
manufacturing sector to avoid restructuring and thus to avoid getting rid of the



distortions in the real sector. If the ‘trust-view’ is the correct description, then
the main source of the problem lies in the financial sector of the economy and
barter is a ‘good’ thing because it allows the real sector to finance production
when the banking sector does not fulfill its role of intermediation to channel
private savings to finance investment in the real sector. According to both
views barter helps to maintain production. The ‘illusion view’ sees barter to
help maintain an inefficient output by pretending that it is valuable. The ‘trust
view’ sees barter helping to maintain a valuable output by overcoming a
financial and input shortage which otherwise would lead to the collapse of
output.
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Table 1          Ownership and the Non-Cash Economy

selling firm buying firm
in percent in percent

domestic state or state controlled enterprise 29,70 29,45

domestic private firm 20,61 25,15

foreign firm 0,0 2,45

leaseholder/ cooperative 1,82 4,29

worker 4,24 0,0

the government 0,0 4,29

collective owned enterprise 33,94 29,45

GUS firm 4,24 4,29

joint-venture 5,45 0,61

total 100,00 100,00

Source: Survey of 165 barter deals in Ukraine in 1997
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Table 2                 

“sale” “goods payment”
in percent in percent

natural resources 28,48 30,30

textile & leather 7,88 5,45

wood & paper 2,42 4,24

machinery & vehicles 16,97 23,03

food & beverages 16,36 22,42

chemicals 13,33 9,09

services 14,55 0,61

others 0,0 4,85

total 100,00 100,00

Source: Survey of 165 barter deals in Ukraine in 1997

             Sectoral Pattern                                                           
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Table 3   

3,07       25,93     
73,62     62,96     
23,31     11,11     

100,00   100,00   

10,49     
45,06     
44,44     

100,00   

Source: Survey of 165 barter deals in Ukraine in 1997
1) in percent of cash price

0%
0% - 200%

differential between barter and cash price1)
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 The Terms of Trade of the Non-Cash Economy                 

total

0% - 50%
0%

terms of trade 

"sale" "goods payment"
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scash
1)

pcash
2)

tot
3) scash pcash tot

mean 0,00 -4,12 4,12 3,78 7,42 -3,64

std. dev. 0,00 8,52 8,52 8,80 45,06 42,11
N 17 17 17 18 18 18

mean 5,48 1,45 4,03 1,13 -1,31 2,44

std. dev. 14,45 10,28 8,37 5,50 6,54 6,57
N 13 13 13 16 16 16

mean 5,00 -1,29 6,29 2,50 0,58 1,92

std. dev. 10,16 6,05 10,05 8,09 17,02 18,29
N 17 17 17 18 18 18

mean 2,64 1,00 1,64 3,03 -2,47 5,51

std. dev. 6,53 38,45 35,75 9,45 15,38 14,09
N 27 27 27 36 36 36

mean 1,86 0,26 1,61 5,21 -4,17 9,38

std. dev. 8,46 6,86 9,99 7,11 7,93 9,66
N 16 16 16 12 12 12

mean 3,66 0,91 2,75 3,46 -5,06 8,52

std. dev. 7,41 10,64 13,51 7,67 9,96 11,40
N 28 28 28 30 30 30

mean 6,08 -3,60 9,68 7,19 0,07 7,12

std. dev. 9,49 12,50 11,18 9,47 12,01 8,59
N 22 22 22 15 15 15

mean 2,83 -4,04 6,86 0,00 -10,00 10,00

std. dev. 6,54 17,72 16,27 , , ,
N 23 23 23 1 1 1

mean 3,43 -1,16 4,59 3,52 -1,21 4,73

std. dev. 8,30 18,63 18,07 8,26 19,66 18,86
N 163 163 163 146 146 146

F-test 1,08 0,33 0,52 0,76 0,77 0,93

sign. level (0,382) (0,937) (0,817) (0,619) (0,614) (0,489)

1)
 difference between the barter price and the cash price in percent of the cash price in the "sale" side of the barter deal. 

2) difference between the barter price and the cash price in percent of the cash price in the "goods payment" of the barter deal. 
3)
 tot = scash - pcash

Anova 

buying sector

chemicals

services

total

metal ores & other non-
metallic minerals

food & beverages

textiles & leather

Table 4                     Pricing Behavior of Sectors

machinery & vehicles

electricity & gas

coke & petroleum

selling sector
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mean std. dev. mean std. dev. mean std. dev. N

virtual econo my 1

seller: natural resources4) 

buyer: manufacturing
5) 1,47 4,24 -5,41 9,24 6,88 9,30 17

other 3,66 8,63 -0,66 19,39 4,32 18,84 146
   total 3,43 8,30 -1,16 18,63 4,59 18,07 163

   Anova F-test 1,06 0,99 0,31

   sign. level (0,306) (0,321) (0,581)

virtual econo my 2

seller:  manufacturing
5) 

buyer: natural resources4) 1,43 5,85 0,30 12,91 1,13 14,20 23

other 3,76 8,61 -1,40 19,44 5,15 18,62 140
   total 3,43 8,30 -1,16 18,63 4,59 18,07 163

   Anova F-test 1,55 0,16 0,98

   sign. level (0,215) (0,686) (0,324)

firm's eff iciency6)

    low 3,13 7,78 -0,13 11,21 3,27 12,26 57

    medium 2,76 7,07 -4,88 10,60 7,64 12,24 60

    high 2,91 10,11 1,16 33,96 1,75 31,29 36

   total 2,93 8,08 -1,69 19,03 4,62 18,58 153

   Anova F-test 0,03 1,45 1,38

   sign. level (0,969) (0,239) (0,255)

1) difference between the barter price and the cash price in percent of cash price in the "sale" side of the barter deal, denoted scash. 
2) difference between the barter price and the cash price in percent of cash price in the "goods payment" of the barter deal, denoted pcash. 
3) terms of trade = scash - pcash
4) includes electricity & gas, coke & petroleum and metal ores & other non- metallic minerals.
5) includes textiles & leather, mashinery & vehicles, and chemicals.
6) output per employee. Low : 1,000 to 7,500 US$, medium: 7,100 to 15,000 US$, high: 15,100 to 140,000 US$.

Table 5                     Is Russia's Economy Virtual ?

% price differential on

"sale" 1) "good s payment" 2) " terms of t rade" 3)
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Table 6

scash2) pcash2) tot2) scash pcash tot

< 0% 0,0 23,53 0,0 0,0 22,22 5,56

0% 100,00 76,47 76,47 83,33 72,22 61,11

> 0% 0,0 0,0 23,53 16,67 5,56 33,33

missing 0,0 0,0 0,0 0,0 0,0 0,0

total 100,00 100,00 100,00 100,00 100,00 100,00

scash pcash tot scash pcash tot

< 0% 4,48 20,90 10,45 1,45 26,09 5,80

0% 62,69 68,66 40,30 66,67 63,77 39,13

> 0% 31,34 8,96 47,76 31,88 8,70 53,62

missing 1,49 1,49 1,49 0,0 1,45 1,45

total 100,00 100,00 100,00 100,00 100,00 100,00

Source: Survey of 165 barter deals in Ukraine in 1997
1) manufactoring: textiles & leather, wood & paper, machinery & vehicles, and chemicals
2) scash: % differential between barter and cash price on "sale"; pcash: % differential between 
barter and cash price on "goods payment"; tot: % differential on the terms of trade, tot = scash-pcash

seller
manufacturing1)

buyer
manufacturing1)

Trading Sectors: Manufacturing vs. Gas & Electricity
                         % differential between barter and cash price

seller
gas & electricity

buyer
gas & electricity
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