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1. Insolvency - Causes and Consequences

INTER-FIRM INSOLVENCY

Poor financial situation and financial problems of our
enterprises are reflected in huge debts and insolvency.
Indebtedness of enterprises te banks must be distintguished from
in;glvency (especially inter-firm insolvency) though these
phenomena are interrelated. I want to mention the problem of bank
loans and difficulties enterprises have with repaying their debts
to banks in the next chapter while analyzing insolvency, which is

the core issue of my paper, in this chapter.
¥
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It is important to distinguish between two different kinds
of insolvency: inter-firm insolvency, which means that an enter-
prise is not willing or able to pay in time to other enterprises
- its suppliers, and insolvency of enterprises to the banks,
which means that an enterprise is not able to repay its bank
loans and interest. In Czechoslovakia (as well as in other trans-
forming ex-communist economies) inter-firm insolvency became
wide-spread and serious economic problem, that endangers normal
financial relations in the whole economy. While insolvency in
terms of non-payment of bank loans 1s still not so serious prob-
lem, the inter-firm insolvency grows rapidly and its volume
reaches now more than 10% of our estimated GDP.

The reason why I distinguish and separate inter-firm insol-
vency is, that state enterprises behave to each other guite d&if-
ferently from their behaviour to the banks. It is important for

5



them to repay bank loans because if they didn’t the bank could
refuse to give them new loans and they could not be able to pay
out wages. It is not so important for them to pay to their supp-
lier, also because of vertical monopoly structure of our economy
(itself a relict of the previous centrally planned system} where
a supplier frequently has only one customer. It is also advanta-
geous for an enterprise, especially when it has financial troub-
les, to 'substitute inter-firm debt for bank loan because it is
cheaper - economic and leagal system which still prevails in
inter-firm relations does not make it possible to ask a debtor to
pay interest (even when his debt is outstanding), while he must
pay interest from bank loans.

That is why inter-firm insolvency (as opposed to insolvency
to the - banks) spreads rapidly, when the enterprises suffer from
the lack of cash.-

Inter-firm insolvency is defined as outstanding liabilities
of an enterprise to other enterprises. Total inter-firm insolven-
cy can be discovered and calculated in two different ways: from
banks, Tvregistering payment arrears of enterprises, and from
book-keeper records of the enterprises. .

First, the banks found out payment arrears of a respective
enterprise, that was obliged to pay an invoice to its supplier.
It (the customer-enterprise) sent the invoice to its bank to pay
the invoice, but the bank found out that there was no (or not
enough) money on the account of the enterprise to settle the
invoice. Then the bank of course did not settle it and a payment
arrear of the enterprise appeared which was registered by the
bank. The bank waited until there was money enough on the account
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of the enterprise to be able to settle the invoice.

This practice enabled the banks to supply the relevant data
about inter-firm insclvency which were available monthly. But
from April 1991 Czechoslovak banks decided (also because of rapid
increase of payment arrears) not  to accept invoices any more for
which there was not enough moneny on the accounts of the enter-
prises to be settled. Thus the bhanks stopped to register these
arrears and the data concerning inter-firm insolvency are now
available only from book-keeper records of the enterprises them-
selves. {(The data are, however, available not monthly but only
quarterly).

Inter-firm insolvency arises from inter-firm debt. The
aggrggate data about inter-firm debt are not available, but it
proﬁgbly doesn’ t exceed aggregate inter-firm insolvency figure
very much because the inter-firm credit is usually very
short-term. Normal practice in the past which is still prevailing
today is that suppliers require payments for delivery within two
weeks. It means that outstanding liability occurs in the enter-
prise book two weeks after the delivery, if it is not able to pay
the invoice within this time. Interfirm insolvency = is not new
phenomenon. It existed and troubled our economists in the course
of the whole period of Communist regime and centrally planned
system. In the centrally planned system it could be explained
partly by soft budget constraint of state enterprises that used
to rely on state paternalism and that actually were assisted by
the state, whenever. their financial troubles became serious,
either by subsidies from the state budget or by new bank loans.
It seems however, that the main cause of inter-firm insolvency in
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Take, for example, a producer of radiators that supplies them to
automobile manufacturer. If those automobiles (say, due to
foreign competition) become unsalable, the automobile
manufacturer may become primary insolvent, while the supplier of
radiators “only" secondary insolvent. But where is the
difference? Radiators are unsalable and their produdtich should
be stopped as well as automobile assembly.

Separating insolvent enterprises into primary and secondary
cannot serve as criterion for distinguishing between "good" and
"bad" producers.

It is striking that insolvency of. our enterprises is not due
to their unprofitability, at least in most cases. During 1990 and
espeqially in 1991 profits substantially increased and the number
of Uhprofitable enterprises dropped. Profit tax was reduced from
average 75% in 1989 to 55% in 1990. From January 1990 to January
1991 total profits more than trippled and disposable profits
(after tax deductions) increased more than nine times. During the
first gquarter of 1991 nominal profits continued rising especially
due to rapid price inflation which was not accompanied by wage
inflation. Real wages declined sharply and national income has
been thus redistributed in favour of profits.

Table 4 shows increase in profits. The increase was
remarkable especially in January 1991, when prices increased only

during this month by 25,8%, following price liberalization.
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But we must also take two things into consideration. First,
in spite of the increase of total profits there are still many
unprofitable enterprises, the total loss of which ammounts to
2,8 billion crowns. These unprofitable enterprises may well be
the "focuses of the disease" from which insolvency spreads out
and hits profitable enterprises as well. Second, profits are not
the same as cash flows: legally enterprise has profit as soon as
it ships delivery and sends the invoice to the customer (and is
obliged to pay profit tax from this moment). If its customer does
not pay, the profit has not form of cash flow but only of an out-
standing‘claim. But the enterpfise must still pay profit tax. Pa-
radoxically, it may thus suffer more financial problems than if
it hqd no profit at all and did not have to pay tax. While state
buddgt does not suffer from inter-firm insolvency because
enterprises must pay profit tax as soon as they send the invoice
and not as soon as their invoice 1is settled, enterprises the
customers of which do not pay suffer from having to pay taxes
from profits they do not actually receive.

Anyway, most of our enterprises do make profits and their
profitability considerably increased, it is therefore clear that

increase in insolvency must have some other causes than unprofi-

tability.
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CAUSES AND CONSEQUENCES OF INSOLVENCY

The main cause of insolvency is inappropriate structure of
assets of the enterprises. Too much of their assets has illiquid
form, either of excessive inventories or of outstanding claims.
We should distinguish between rising insolvency during the year
1990 and during the year 1991 because the causes were not the sa-
me. In 1990 sharp rise of insolvency can be explained by
inflationary and partly also by devaluationary expectations of
producers in this w"preparatory', pretransformation period.
Enterprises knew that prices would be liberalized and
Czechoslovak crown would become convertible since January 1991
and under inflationary expectations they were buying and building
up excessive stocks of inputs, thus converting great part of
their 1liquid assets (deposits) into 1less ligquid form - inven-
tories. In the subsequent period many of them found out that
structure or volume of their input stocks do not correspond to
their production possibilities and faced lack of liquid financial
resources. Also devaluationary expectations ‘influenced asset
structure as many enterprises hurried and bought foreign exchange
to pay their liabilities abroad, thus drawing on their deposits.
Rapid increase in insolvency in the second half of 1990 can be
explained just this way.

Table 6 shows development of stocks during the year 1990. In
the second half of the year their stocks of output began rising
(also because of their speculations to sell next year for higher

prices), and their stocks of inputs (except of the last quarter)



continued to rise too. It means that great deal of their profits
was to be used to finance these stock increases. Profits were in

fact being invested in inventories.

Table 6
(Source: Federal Ministry of Finance)
Development of stocks (billion Ké&s)
1.1.90 31.3. 30.6. 30.9. 31.10. 30.11. 31.12.91
Total stocks 398 403 409 431 444 448 437
Input stocks 251 263 269 273 280 280 279
Output stocks 147 141 140 158 165 168 158

Inbaanuary 1991 insolvency sharply rose as a consequence of
*price shock", following price liberalization. Consumer prices
ros%jduring January 1991 by more than 25% but prices of materials
and investment goods rose by 47% during this month. This sharp
rise in prices can also partly be explained by expectations that
price regulations could be renewed, and this motivated producers
to raise their prices as much and as quickly as possible. Such
a "price shock" caused financial troubles to many enterprises,
suddenly finding out that they are unable to pay their suppliers.
Payment arrears and requirements on further bank loans increased
and accompanied price and profit increases.

One of the main causes of sharply increasing insolvency in
1991 1is economic depression. Decline in production in August
1991 (compared with August 1990) reached 29%. Many enterprises
cannot sell their products because exports, investments and con-
sumption decreased considerably.

Many enterprises were surprised and were not prepared for

such a decline in their production. Time lag occured between cut



in their salesland their input purchases because input purchases
are usually contracted for three months in advance. If sales cut
is not immediately accompanied by cut in input deliveries (which
is the case), enterprises have financial problems, are unable to
pay for deliveries and insolvency spreads to their suppliers and
throughout the economy.

There are some enterprises that do not reach to cut in their
sales by cut in production and hesitate to .dismiss workers, be-
cause they .think that problems with sales are only contemporary
and short-run or that the state will help them somehow. (This be-
haviour is more typical for large enterprises than for smaller
ones because large enterprises know that govermént is afraid of
rising unemployment in a region and is inclined to help them}.
Such enterprises simply continue to. produce on stock or at least
keep their workers employed, although there is not enough work
for them, and soon are unable to pay for deliveries and become
insolvent. Because of lack of appropriate legislation as well as
hesitating on the part of the ministry to close them down,. such
enterprises become focuses of "the disease", which spreads out %o
the economy. If they went bankrupt quiékly, the ill parts of the
economy would be cut off from the relatively sound rest, "the di-
sease" would not spread. But once it spread considerably to many
other enterprises, bankruptcies of this "focuses of disease" be-
come dangerous, as they can affect their suppliers and suppliers
of their suppliers and cause their bankruptcies as well.

Reduction of our exports to the former COMECON markets and
especially to the Soviet market is one of the main causes of eco-
nomic depression in Czechoslovakia in 1991. The Soviet market be-
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