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Abstract

We take a retrospective look at Hungary’s experiment with a particularly draconian bankruptcy law. For an
eighteen-month period in 1992-93, the Hungarian bankrupicy code contained an unusual automatic trigger
that required the managers of firms that held overdue debts of any size to any creditor to initiate
reorganization or liquidation proceedings to avoid prosecution under the civil code. We analyze the impact
of this “legislative shock therapy” on the economy during the period and examine its effects on resource
redllocation and institution building. We argue that, although a key motivation for introducing the
automatic trigger was to harden the budget constraints of firms, the empirical evidence suggests that hard
budget constraints were already being imposed by banks and by other firms, and the effect of the automatic
trigger was rather the exacerbation of a credit crunch and disruption of economic activity. We also suggest
that other features of the Hungarian bankruptcy framework not connected to the automatic trigger provide
the more important lessons. In particular, it is possible to introduce a bankruptcy track in a transition
economy that can both transfer control of the firm from management to creditors and maintain the firm as a
going concern while restructuring takes place.
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Non-technical Summary

Bankruptcy legislation is a court-based, market-oriented approach to reallocation that promotes
both the release of assets so that they may be transferred to their most productive uses and the restructuring
of debt to allow the continuation of viable but illiquid or insolvent companies. In addition to addressing
these stock problems, bankruptcy legisiation allows creditors to impose financial discipline on debtors
because it affords a credible threat of action if the debtor defauls. Thus, it helps to create the proper
financial incentives to prevent future bad debts. A key issue is how to separate firms where the most
efficient outcome is to preserve the firm’s going-concern value (reorganize/restructure) from firms where
the most efficient outcome is liquidation and reallocation of the assets (o other uses. The lack of good firm-
specific information in transition economies makes this a daunting task.

The Hungarian Bankruptcy Act of 1992 received considerable attention at the time, in part because
it contained an unusual automatic trigger. For an eighteen-month period, managers of firms that held
overdue debts of any size to any creditor were required to initiate either reorganization or liquidation
proceedings to avoid prosecution under the civil code. The motivation for this innovation, one that
distinguished the Hungarian Bankruptcy Act from most other bankruptcy procedures, was the i mmportance
given to countering a perceived flow problem, namely creditor passivity and the lack of payments
discipline. Less noticed at the time, but also providing valuable lessons, was the structure of the hquidation
procedure in the 1992 Act. Whereas a firm in the reorganization track was left in the control of incumbent
management, a firm in the liquidation track was put under the control of a court-appointed liquidator. The
mandate of the liquidator was to dispose of the assets of the firm in order to satisfy as best as possible the
claims of the firms’ creditors, but the liquidator could choose to keep the firm operating as a goling concern
while this was done, and indeed was given certain incentives to do so.

The paper looks al two perceived key sources of creditor passivity and soft budget constraints,
namely interenterprise and bank credit, and argues that concerns about these were exaggerated in the
Hungarian case. The volume of trade credit in Hungary was stable in the period prior to the introduction of
the bankruptcy reform and comparable to levels found in Western market economies; nor was late payment
any more of a problem than in the West. Banks had large bad debts, but enterprise-level data from 1991
show that the banks were presenting firms with hard budget constraints, sometimes capitalizing interest and
rescheduling the debts of loss-making firms but not putting in new money. The real source of soft budget
constraints in Hungary was the state itself, in its inability to collect taxes and its toleration of tax arrears in
loss-making firms, in its inability to act as a tough owner and prevent management of state-owned firms
from stripping assets, and in its implementation of a series of bail-outs of banks and important debtors.

The paper argues that the main effect of the automatic trigger was a disruption of economic
activity. The many firms that entered reorganization were cut off from credit markets because, unlike the
liguidation procedure, the Bankruptcy Act did not allow for new borrowing by firms in the reorganization
track to take precedence over pre-bankruptcy debts. Survey evidence suggests that most of the restructuring
seems to have taken place via the liquidation route rather than via reorganization. Indeed, it is not clear that
a track that left incumbent management in control was necessary at all. The usual justification for protecting
both the firm and its incumbent management is that inefficient termination and loss of the going-concern-
value of the firm is avoided. The Hungarian experience, however, suggests thal it is possible to structure a
bankruptcy procedure so that it discourages inefficient termination but at the same time removes control
from incumbent management and places it in the hands of an agent who is more likely to engage in major
restructuring and more likely (o look after the interests of the creditors.



1. Microeconomics for Transition Economies

As many countrics move into the latter years of the first decade of transition, microeconomic issues
and resource reallocation have taken center stage. Institutional reform, enterprise restructuring, and financial
sector reform have become the focus of attention. However, the design of institutions that provide proper
incentives to induce agents to act in resﬁonse to market signals has proven to be the most difficult aspect of
the transition as Svejnar (1991) predicted. Efficiency demands the reallocation of resources that are
“frozen” in less-productive uses as measured by market principles. However, supply network linkages may
induce a ripple effect from firm closures. Hence imposing strict legislation that promotes enterprise
liquidation may take down “good” firms with “bad” firms due to these interdependencies. Although
imposing a hard budget constraint on companies is a necessary condition for financial disctpline, it must be
supplemented by market-enabling legislation to promote the efficient aliocation of resources. The purpose
of our paper is o lake a retrospective look at Hungary’s experiment with a particularly draconian
bankruptcy law. For an eighteen-month period, the Hungarian bankruptcy code contained an unusual
automatic trigger that required the managers of firms that held overdue debts over any size 1o any creditor o
initiate reorganization or liquidation proceedings to avoid prosecution under the civil code. We analyze the
impact of this “legislative shock therapy” on the economy during the period and examine its effects on
resource reallocation and institution building,

To stylize the issuc of resource reallocation, we can divide the real sector of transition economies
conceptually into three groups of firms. The first consists of firms that are profitable and viable in the new
market environment; for these, the financial sector should be developed sufficiently to provide credit on
reasonable terms. The second consists of firms that are unprofitable and nonviable; these should be
liquidated and their assets should be reallocated as quickly as possible. The third consists of firms that are
unprofitable but potentially viable and in need of restructuring to survive and prosper in the new market
environment. Our focus is on the last two groups, i.e., on financially-distressed firms. The issue is how to
scparate firms where the most efficient outcome is to preserve the firm’s going-concern value
(reorganizefrestructure) from firms where the most efficient outcome is liquidation and reallocation of the
assets to other uses. The lack of good firm-specific information in transition economies makes this a
dauﬁting task.

Bankruptcy legislation is a court-based, market-oriented approach to reallocation that promotes
both the release of assets so that they may be transferred to their most productive uses and the restructuring
of debt to allow the continuation of viable but illiquid or insolvent companies. In addition to addressing
these stock problems, bankruptcy legislation allows creditors to impose financial discipline on debtors
because it affords a credible threat of action if the debtor defaults. Thus, it helps to create the proper
financial incentives to prevent future bad debts, i.e., the flow issue. Hungarian policymakers chose this
market-oriented approach to resolving the bad debts of firms in 1992, The Hungarian bankruptcy

experiment received considerable attention ai the time, in part because it contained an unusual automatic



trigger that required many firms to enter reorganization. The purpose of this paper is to revisit the
Hungarian bankruptcy episode 10 see what Jessons can be learned with the advantage of hindsight. We
suggest that, whereas most attention at the tie of the experiment was directed at the automatic trigger.
other features of the Hungarian bankruptcy framework not connected to the trigger provide more important
lessons. In particular, it is possible to introduce a bankruptcy track in a transition economy that can both
transfer control from management io creditors and maintain it as a going concern while restructuring and
reorganization takes place.

Section two begins with a discussion the role of bankruptcy in market economies, focusing in
particular on the relationship between how the contingent control rights of creditors are exercised and the
problems of inefficient termination vs. inefficient continuation. We then discuss various aspects of
bankruptey reform in transition economies: the deep transition-induced recessions, creditor passivity, and
soft budget constraints. In section three, we describe the Hungarian pelicy response, the introduction in
1992 of bankruptcy legislation with an automatic trigger plus a new banking act. Section four discusses a
perceived key source of creditor passivity and soft budget constraints. namely interenterprise or trade credit,
and argues that this concern was exaggerated in the Hungarian case. Section five considers whether banks
were a source of a source of soft budget constraints, and argues using evidence from enterprise-level that
here too concern about the existence of flow problems was exaggerated. Section six analyzes the Hungarian
experience with the bankruptcy experiment. Section seven concludes with lessons from the Hungarian

experiment and policy implications for other iransition economies.
II. Bankruptcy in Market and Transition Economies

Bankruptcy in market econémies

Bankruptcy is the legal framework that determines the governance of a firm that has been declared,
or declared itself, insolvent and unable to pay its creditors. Bankruptcy allows creditors to exercise their
contingent property rights in the event of the firm defaulting upon its debts. What makes the design of
bankruptcy frameworks more complex than simply assigning control of the firm to the creditor(s) is that
typically a firm has multiple creditors, with claims of varying seniority (Hart, 1995). Faced with a debtor
entering financial difficulties, creditors have an incentive to engage in a socially wasteful race to seize their
collateral or obtain court judgements against the firm. Bankruptcy frameworks specify collective
procedures that spell out how the various creditors can exercise control over the defaulting firm and its
assets, and how they may negotiate or bargain with the debtor and with each other.

A desirable goal for a bankrupicy procedure is ex post allocative‘efﬁciency, meaning an efficient
(rejallocation of the assets of the firm (Hart 1995). The direct costs of the procedure (administrative
resources needed, speed of the procedure) figure here, of course. Still more important is whether

lermination or continuation of the firm is the more efficient outcome. Continuation will be inefficient if the



ouicome of the bankruptcy process is a firm that continues as a going concern after reorganization but
whose value is less than the liquidation value of the assets following shutdown and asset dispersal.
Termination will be inetficient if the loss of the firm’s going-concern value is large relative to what can be
obtained by shutting down the firm and selling off the assets. This may happen even if, for example, the
firm’s assets are currently in best use and all that is really needed is a simple rescheduling of claims — once a
firm is shut down, even temporarily, much firm-specific capital can be lost (e.g., relational capital involxﬁng
the firm and its customers, suppliers, and employees if they abandon the firm, or even physical capital if
assets deteriorate rapidly when not maintained').

The nature of limited liability, and the assignment of differing priority to claims of different
creditors, can in principle lead to inefficient termination instead of continuation, or inefficient continuation
instead of termination. Creditors. for example, may prefer a rapid and cheap but inefficient termination to
continuation in which the expected value of the firm is high but uncertain, if the liquidation value of the firm
will with certainty be great enough 1o cover their claims (but leaves little left over for equity-holders). By
the same reasoning, senior creditors may seek (inefficient) termination because the potential up-side gains
from continuation are shared with junior creditors and equity-holders. On the other hand, inefficient
continuation can arise when a coalition of senior creditors and management are able to gamble with junior
creditors’ claims by investing them in a risky activity with uncertain returns, i.e., continuation, even though
the junior creditors do not participate fully in the upside gains. In general, the greater the uncertainty, the
larger this problem (White. 1989).

Bankruptcy frameworks typically include features that aim to protect the bankrupt firm’s going-
concern value while it is in bankruptcy. It is common, for example, to give firms in bankruptcy the ability
'to reenter credit markets by freezing the debts of the firm at the start of bankruptcy and giving new credit
subsequently granted to the firm super-priority over the frozen pre-bankruptcy debts. One such set of
features aims to reduce inefficient termination through the way the control rights of creditors are specified.
Secured creditors are usually prevented from removing unilateraily their collateral from a bankrupt firm,
and the responsibilities of the hquidator in charge of the bankrupt firm are often specified by law to be 10
operate the firm in the interest of all creditors (instead of, e.g., those of senior creditors). One important
such limitation on the contingent control rights of creditors that is sometimes observed is the right of
management to obtain unilaterally an automatic stay on the claims of creditors — a protection period — while
they seek to negotiate a settlement with them.

This link between measures to allow continuation and measures limiting the rights of creditors is
found in some but by no means all bankruptcy frameworks, as a comparison of the US and UK frameworks
shows. In the US, the link is very clear. Firms that enter liquidation under Chapier 7 of the US Bankrupicy

Code are typically shut down and have their assets dispersed under the control of the bankruptcy trustee (the

' For example, a steel foundry that is shut down and cools off will be very expensive to restart.



liquidator) who represents the creditors.” Under Chapter | 1. firms reorganize as going concerns under the
control of their management, protected from their creditors and able to operate; this protection can last for
years. This protection may well be preferred by creditors as well as by management, if the losses from
inefficient termination via Chapter 7 are substantial enough. By contrast, in the UK all three main
bankruptcy tracks allocate control to the creditors. Receivership and administration are used to maintain the
firm as a going concern while reorganizal.ion takes place: the main difference between the two is that the
receiver is primarily responsible to the main secured creditor’ whereas the administrator is responsible to
the creditors generally. The third track, liquidation, is used when the firm is to be shut down and the assels
dispersed; it is overscen by a liquidator who is again responsible to the creditors generally.

A bankruptey framework will also affect ex ante efficiency via the incentives and behavior of
creditors, owners. and management. The most obvious of these is thaf a bankruptcy system should provide
creditors with some expectation of being able to get their money back from a firm that defaults; without this
basic protection, creditors will be unwilling to offer financing in the first place. The prospect of bankruptcy
has a disciplining role on management and can help to align their incentives with investors in the firm (Hart
1995); the fear of losing their jobs in bankruptcy should get them 1o take measures to avoid it. A
bankruptcy procedure that is too lenient on management can thus lead to managerial inefficiency; but a
procedure that is tough on management can also generate problems, since management may engage in
excessive risk-taking in the hope of being able to avoid bankruptcy should their gambling pay off (White,
1989).

Bankruptcy reform in transition countries

The discussion of bankruptcy above was in general terms; in this section we relate these aspects of
bankrupitcy to the specific characteristics of transition countries in general and Hungary in particular.

Hungary began the transition with a combination of macroeconomic shocks, i.e., the transition-
induced recession, the collapse of CMEA, and an extreme change in relative prices due to liberalization.
This meant, on the one hand, many firms entering financial distress, and on the other hand, potentiaily large
gains to reallocation of assets from inefficient uses in activities determined by socialist planners (o uses
appropriate to a market-led economy. The potential allocative efficiency gains to implementing an effective
bankrupicy framework were therefore large. At the same time, however, implementing a bankruptcy
framework brings with it the problem of how to preserve going-concern value where this is efficient.
Putting many firms through bankruptcy could run the risk of aliocative mefficiency through inefficient
termination of firms on a large scale. It was precisely the fear of this outcome that led the Czech authorities,

for example, to delay implemenia[ibn of their bankruptcy framework in 1993,

? Baird (1986) argues, however, that this need not be the case and that under Chapter 7 the bankruptcy
trustee may continue (o operate the firm if this is in the best interests of the estate, Nevertheless, this is
rarely done in practice.

* The main bank of the firm, whose security takes the form of a “floaling charge™ over the assets of the firm.



Hungary also started the transition with a problem ol “creditor passivity” (Mitchell, 1993). A
bankruptcy law had been enacted in 1986, but had been rarcly used by creditors. There are & number of
reasons for this. First. bankruptcy was a new and relatively unused procedure and creditors would be
deterred by the prospect of large transactions costs to filing and lengthy completion times. One reason for
the banks’ reluctance to pursue hiquidation would be their unwillingness to draw attention to non-performing
assets in their portfolios. Another is that the aforementioned macroeconomic and transition shocks, plus the
legislative shock of the rapid introduction of Western-style financial legislation and regulatory
requirements, made the continuation value of financially distressed firms extremely uncertain. Creditors
were highly exposed to downside risk with limited er no compensating participation in upside return. This
uncertainty is likely to have generated a bias towards continuation on the part of the senior creditors. the
banks. In some transition economies, policymakers tried to resolve the issue of inefficient continuation by
involving major creditors in both decision-making and up-side gains sharing, e.g., the Polish bank-led
enterprise restructuring program. Hungarian policymakers took a different approach and stressed a market-
based reallocation of resources via bankruptcy.

A problem of particular concern in transition economies is that firms may have soft budget
constraints, Soft budget constraints can be defined in a number of ways (Schaffer 1998); for our purposes.
we will use Kornai’s “paternalism” definition, i.e., a paternalistic agent, typically the state of one under the
direction of the state, rescues distressed firms from failure by injections of cash in the form of subsidies or .
additional credit. Both creditor passivity and soft budget constraints can directly enable loss-making or
insolvent firms to continue in operation, but for different reasons. In the case of creditor passivity,
inefficient continuation arises because the return to creditors of liquidating the firm is insufficient; in the
czise of soft budget constraints, because the state or creditors value the continuation of the firm for its own
sake and are willing to bear the costs of keeping it afloat by providing subsidies or extending new credit
even in the absence of a prospect of repayment. It is worth noting that soft budget constraints and creditor
passivity may interact, as Mitchell (1998a) hotes; if distressed firms are expected to be rescued in the future.
creditors may wait for the rescue rather than pursue immediate liquidation,

The sources of soft budget constraints that the Hungarian authorities were most worried about were
the state-owned comumercial banks and state-owned firms themseives; the volume of bad bank debi, and of
overdue trade credit (“inter-enterprise arrears”) had been growing since the start of transition, But il was
not just the commercial creditors of firms who were not exerting effective corporate governance over firms.
Hungary began the transition with an enterprise sector that was almost entirely state-owned, and the
problems of ineffective control by the state as owner extended beyond merely tolerating inefficiencies
within the firm. Asset-stripping by incumbent management was a particular problem. A 1996 survey of
crisis managers installed in 37 troubled state-owned firms in the early 90s tllustrates this. The crisis
managers were asked in the survey 1o rank the importance of various possible sources of the crisis. Loss of
demand for the firm’s products came first in the list, rated as first or second in importance in 13 and 6 firms,

respeciively. The next most important factor was the failings of the previous management (first in 9 firms.



second in 7), ahead of liguidity problems, debt problems, supply problems, and others. The two main
failures of the previous management, in the view of the crisis managers who replaced them, were asset
stripping and bad investment decisions.

Finally, as we shall see below, the weakness of the Hungarian state as owner was mirrored in the
weakness of the state as creditor — with the start of transition. the Hungarian tax authorities, like those in
most other transition countries, began to have problems collecting taxes from firms, and tax arrears started

to accumulate.

II1. Hungary’s Legislative Shock Therapy

At the beginning of 1992, Hungary implemented was has been termed “legislative shock therapy™
(Abel and Bonin, 1994}: the statutory frameworks for both bankruptcy and banking were comprehensively
reformed. In this section we describe the contents of the new frameworks and the motivation behind their

B

introduction.

Bankruptcy

The 1992 Bankruptcy Act (formally, Act IL of 1951) was passed by Parliament on 24 September
1991 and came into effect on | January 1992, superseding the Law-Decree No. 11 of 1986 on liquidation
and winding-up. The introduction of the 1992 Bankruptcy Act was motivated by a dissatisfaction with the
1986 Act and a perceived need for new measures. The 1986 Act was a product of the socialist era and
unsatisfactory in some respects, e.g., it was designed with state-owned legal entities in mind. The 1992 Act
was meant to establishment a uniform bankruptcy procedure comparable to those found in Western
countries.

The Act applied to legal entities regardless of ownership (individual entrepreneurs are not
covered). It ailowed for three types of p_rocedures: liguidation (winding-up) proceedings in which control of
the firm passed to a court-appointed liquidator; reorganization proceedings affording the debtor firm
temporary protection from its creditors and leaving incumbent management in control; and final accounting.
The 1986 Act had introduced liguidation procedures that were broadly similar to those in the 1992 Act.

The main innovation of the 1992 Act was the introduction of reorganization proceedings. Final accounting
refers to the cessation of activity of an economic entity without a legal successor in cases not covered by
liquidation. We do not discuss this last procedure here, and instead concentrate only on liquidation and

reorganization.

Liquidation

Although the first of the two main tracks in the Hungarian bankruptey framework is usually

referred to as “liquidation”,* it is somewhat misleading use of the term. The essential feature of the

* In Hungarian, “felszamoldsi eljards”.



liguidation track in the Hungary bankruptcy framework is in fact the transfer of control, away from
incumbent management and into the hands of the liquidator. an agent who is meant to represent the interests
of the creditors. With respect to the continuation decision, however, the liquidation track is flexible: firms
in liquidation can be closed and the assets sold off, but they can also continue operations during liquidation
and after restructuring emerge from liquidation as going concerns. For these reasons the Hungarian
liquidation track can be described as resembling a combination of the “administration” and “liquidation”
tracks in the UK bankruptcy framework.

The liquidation procedure arises when an insolvent firm is unable to meet the claims of its
creditors and is placed under the control of a court-appointed agent, the liquidator. Liquidation proceedings
may be initiated either voluntarily by the debtor, or by a creditor with a debt past due by application to the
court. In the latter case, the court may, upon the request of the debtor, grant a delay of up to 30 days for the
settlement of the debt. The law does not require the debtor to file for hiquidation if certain circumstances
arise; unlike the reorganization track (see below?), there is no “automatic trigger”. Liquidation begins
formally after the court’s declaration that the debtor is insolvent, at wHich point the claims against the
debtor are frozen and the court appoints an official liquidator. The mandate of the liquidator is, within two
years, to dispose of the assets of the firm in order to satisfy as best as possible the claims of the firm’s
creditors. The liquidator is, however, responsible to the court and not directly to the creditors. If the
creditors (or the debtor) object to any action of the liguidator, their only recourse is to complain to the
court, which then may or may not set aside the measure and/or instruct the liquidator to undertake a
different measure. Only if the liquidator does not comply with this court order can the petitioner ask for the
court to replace the liquidator. More generally, the involvement of the court in the affairs of the firm is
limited, and the liquidator has considerable autonomy.

The prioritization of the settlement of the debts of a firm in liquidation follows the absolute priority
rule (APR) and is as follows: '

1. Liquidation costs. Liquidation costs include the liquidator’s fees plus wages and any other costs
arising from the continuation of the economic activity of the firm tollowing the start of the
liguidation procedure. Such costs include debts acquired since the start of the liquidation
procedure. The liquidator’s fees are 2% of the gross revenues derived from turnover and the sales
of assets and collected claims, but not less than H Ft. 250,000 (approximately US $25 thousand in
1992 prices). The court may deviate from this payment schedule, however, in complex cases.

2. Secured creditors.

3. Social security and tax debts. {Within this class, social security debts take priority over other tax
and tax-like claims.)

4. Claims of other creditors, including trade creditors.
5. Interest, late penalties on taxes, and the like.

If at the end of the liquidation, assets remain after satisfying the claims of the creditors, these are distributed

among the equity holders of the firm.



The creditors and the debtor may reach a settlement at any time during the liquidation procedure.
A settlement constitutes a program designed to restore the debtor’s sobvency and an agreement between the
debtor and the creditors concerning the timing of debt repayments. write-downs of claims, and restructuring
measures. Unanimous agreement of creditors is not necessary for the settlement to be approved by the court
and implemented. Rather. agreement of half the creditors in each class (corresponding roughly to debt
categories 2-5 above) is enough, provided they hold two-thirds of the 1otal value of claims.

The liquidation track has two pro-continuation features. The first is essential to continued
operation of a firm in bankrupicy and is often found in bankrupicy frameworks, namely the freezing of
existing debts and the super-priority given to new debts. The treatment of wages and other current costs,
including new borrowing. as priority claims means firms in liquidation are able 10 employ staff, purchase
inputs, sell output, and raise funds from banks or other creditors (e.g.. trade creditors). The second pro-
continuation feature, a Hungarian novelty, is found in the statutory specification of the liquidator’s
remuneration scheme. By rewarding the liquidator with 2% of all gross revenues ~ not just of revenues
from sales of assets but revenues from gross sales as well — the liquidator is given a strong incentive to
maintain the firm as a going concern while in liquidation (Gray et al. 1996). These two pro-continuation
features were reinforced by the relative independence of the liquidator form the creditors, who might

otherwise try to pressure the liquidator into choosing early and possibly inefficient termination.

Reorganization

The second main track of the Hungarian bankruptcy framework is usually referred to as
“reorganization” or, sometimes, “bankruptcy”.” The key distinguishing feature of this track is not, however,
that the firm is given an opportunity to reorganize as a going concern — this can happen in the “liquidation”
track as well — but rather than control remains with incumbent management while reorganization and
negotiation with the creditors takes place. In this broad sense, the reorganization track resembles Chapter
11 of the US Bankruptcy Code. But the resemblance does not -go much deeper than that: unlike Chapter 11,
the reorganization track in the Hungarian bankruptcy framework was designed to be a rapid procedure with
limited court involvement, it had limited attractions to incumbent management, and it had a peculiar form of
“automatic trigger” that could send a firm into compulsory reorganization.

In the reorganization procedure outlined in the 1992 Act, a debtor firm renegotiates its debts with
its creditors while temporarily protected from them. The debtor enjoys a 90-day period of protection
(including protection from liquidation proceedings) while negotiating with its creditors. This protection is
extendible for another 30 days by the bankruptcy court upon the joint request of the debtor and the
creditors. During the protection period, the debtor remains in control of the firm. At their own expense, the

creditors may request that a property supervisor be installed to represent the interests of the creditors and

supervise the assets and financial activities of the firm. Unlike the liquidation procedure, in the

” In Hungarian, “csodeljaras”.
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reorganization procedure the settlement agreement between the debtor and the creditors requires the
approval of all creditors present at the creditors” meeting; this islrcferred to in the bankruptcy literature as
unanimous consent procedure (UCP). The debtor and the creditors are allowed very substantiat flexibility in
drawing up the settlement agreement. If the debtor and the creditors arc unable to come to an agreement by
the time the deadline expires. the bankruptcy court declares an end to the reorganization procedure and
begins liquidation proceedings ex officio. Once the debtor has entered the reorganization procedure, it is
prohibited from filing for reorganization again for three years. If. during this period, the debtor is unable
meet the claims of its creditors. 1t enters the liquidation route directly.

The logic of the kind of reorganization procedure implemented in the 1992 Act is to give a debtor
in financial difficulties a period of protectio.n from creditors during which the debtor can formulate a
restructuring plan. Under the 1992 Act, it is the debtor who files for reorganization; either the debtor or the
creditors may file for liquidation of the debtor. Debtors may exercise their option to file if they foresee that
they will be unable to meet claims on the firm maturing within a year or if they have debts past due that they
are unable to pay.

An important feature of the reorganization procedure is the approach, or more accurately, the non-
approach, to debts acquired by the debtor firm during reorganization, while it is protected from its creditors.
There is no distinction made in the Act between debts acquired prior to filing for reorganization and debts
acquired during reorganization. In effect, any debts incurred by the debtor firm during the protection
period, i.e., new lending by banks or trade credit for goods being received from suppliers, are thrown into
the pot with prior debts and subject to renegotiation. This can result in these creditors refusing to deal with
the firm while in reorganization, which in turn would be a deterrent against filing for reorganization. By
contrast, the liguidation track has special features allowing firms to raise capital while protected from
existing creditors.

The main innovation of the 1992 Act was an automatic trigger that required a firm to file for
reorganization if it has a debt that it was unable to repay within 90 days of the debt becoming due. The
condition for obligatory filing is: if a firm has a payable of any size, owed to anvbody, that is overdue 90
days or more, it had to file for reorganization within eight days. If the firm did not file for reorganization
when it was legally required to do so, the firm’s managing director would be held responsible according to
the Civil Code for the failure to file. The only way in which this requirement to file could be avoided is if
the firm separately filed for liquidation instead.®

Bankruptcy frameworks sometimes have automatic triggers, but the Hungarian automatic trigger
was novel in two respects. First, the bankruptey framework required the firm to file for reorganization,
though in effect this meant a requirement to file for reorganization or liquidation. In effect, managers were

being required to seek protection from creditors who were not actually pursuing them through the

% In fact, under Section 26 of the Act, if the automatic trigger bites (the firm has a payable overdue over 90
days} and the firm files for liquidauon instead of bankruptey, then insolvency (a requirement for the
liquidation to proceed) is automatically presumed.
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bankruptey courts. In Germany and the UK, for example, the requirement to file is a requirement o file for
a bankruptcy procedure in which control is removed from the incumbent management. Second, automaiic
triggers are typically based on measures of insolvency, e.g., liabilitics that exceed assets (Germany, UK). or
a permanent inability (o make payments on debts as they come due (Germany). The reason for this is to
deter management from trying to gamble their way out of insolvency with the creditors’ money. The
Hungarian trigger, by contrast, was based on a peculiarly tough measure of illiquidity — the simple presence
of overdue payables, without regard to their size or to whether they might reasonably be expected to be
paid. The reason for this variation from international practice in the choice of the trigger is that it was -
meant to serve a different purpose. It was not meant to prevent excessive risk-taking by management; nor
was it intended to identify over-indebted firms that needed workouts. the approach taken in, ¢.g., the Polish
bank and enterprise restructuring program. Rather, the automatic trigger was the main instrument by which
the new Bankrupicy Act was intended to improve the state of payments discipline and harden budget
constraints in Hungary. In particular, it was intended to address the percetved problem of growing

interenterprise debt and arrears.

Banking Act

The second part of Hungary's legislative shock therapy was a new banking law enacted at the same
time as the new bankruptcy law. The Banking Act (officially, Act No. LXIX of 1991 on Financial
Institutions and Financial Institutional Activities) was promulgated on | December 1991. The act
introduced three categories of qualified or “problematic” loans for rating the loan portfolios of the banks,
mandated the accumulation of provisioﬁs (loan-loss reserves) against loans so qualified, and specified a
schedule for meeting capital adequacy targets. Temporary regulations for loan classification were applied
retroactively to the balance sheets of the banks for the full year of 1991. According to a subsequent decree
from the State Banking Supérvision {SBS) in March 1992, banks must classify assets in their portfolios as
“bad” if the borrower is in default for more than one year or the claims are held against a company that is in
liquidation proceedings. Provisions equal to 100% of total “bad” debt had to be accumulated by the end of
2; three-year period. The banking act legislates two other categories of qualified loans, namely
“substandard” and “doubtful”, with provisions equal to 20% of the former and 50% of the latter to be
accumulated within the same time period. The Banking Act made the banks recognize the drop in the real
value of their assets over a relatively short period of time. It was expected to bring the problem of bad
debts into the open and by doing so o discourage Banks from further lending to problem borrowers, i.e., to
harden their budget constraints. It did rnot, however, contain any special measures aim at promoting or
casing workouts of the stock problem; this was to be covered by the regular routes of liquidation and

reorganization as specified in the Bankrupicy Act.
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Summary

The motivation behind Hungary’s legislative shock therapy was two-fold. First, the liquidation and
reorganization procedures were meant to facilitate the restructuring or termination of troubled firms and (o
bring about the settlement of creditors” claims. In this sense, the Bankruptcy Act was directed at a stock
problem, namely the liabilities of the debtor. The second motivation. one that distinguishes the Bankruptcy
Act from most other bankruptcy procedures, was the importance given to countering a perceived flow
problem, namely creditor passivity and the lack of payments discipline. The weight given io ﬁghting the
perceived flow problem is evident not only from the 90-day automatic trigger, but also from the treatment
by the Act of the stock problem. The Act did not contain any signitficant measures to promote fas{-track
workouts of the debts of insolvent firms; the requirement of 100% agreement of creditors on the
restructuring plan in the reorganization procedure was unusually strict; and the Ministry of Finance did not
increase funding of the bankruptey court system despite the flood of bankruptey filings which followed the
introduction of the Act.” The absence of special or accelerating workout procedures in or accompanying the
Banking Act carries a similar message: stopping the perceived flow problem was the top priority. The
stgnificance of the flow problem, i.e., the perceived problems of the lack of payments discipline between
enterprises and of banks providing firms with soft budget constraints. is therefore crucial to evaluating the

success of the 1992 Hungarian Bankruptey and Banking Acts on their own objectives.

IV. Interenterprise Credit in Hungary: Was It a Problem?

There are two measures of interenterprise credit in Hungary commonly used: data on the so-called
“queue” reported by the National Bank of Hungary (NBH) and collected from Hungarian commercial
banks, and data on payables and receivables deriving from enterprise balance sheets. We consider these
two data sources in turn. The value of payables in the queue is the most commonly cited figure for
interenterprise credit in Hungary. The rapid increase in the size of the queue in the period 1989-91 was a
source of concern for policymakers and was probably the main source of evidence for the assertion that
there was a serious payments discipline problem in Hungary. The queuing data have, however, been much
misinterpreted.

The queue refers to payables of firms that have been sent to the firms’ banks and are waiting to be
paid because the firms have insufficient funds in their accounts to cover the payables. The payables wait in
a queue for the funds to arrive, hence the name. The data are reported by the NBH, which collects them
from the commercial banks. Under the pre-reform system, banks were legally required to operate queues
but, starting in 1990, the queuing procedure became optional. This meant that firms and banks could decide
for themselves if they wanted to arrange to queue payables in the cases when the firms had insufficient

funds. The alternative was for the banks to return the payment requests to the creditors. We have no

" On this last point, see Mizsei (1994),

i3



information about the proportion of firms or transactions subject to queuing arrangements following this
change, although we suspect that most medium and large firms kept them.

Table I presents some data on the queue. Between the end of 1989 and the end of 1991 the queue
did increase noticeably, from about 4% of GDP to about 7%. However. the key fact about the queue is the
identity of the queued payables. What was not realized by most cbservers and policy-makers at the time is
that not one but three types of payables appear in the queue: payables to other enterprises; payables to
banks; and tax, social security, and other tax-like payables. The NBH did a study in early 1990 of the
identity of queued payables based on a survey of Budapest firms. They found thal queued payables to other
enterprises, i.e., interenterprise arrears, accounted for only perhaps 20% of the total of queued payables.
Queued payables to banks accounted for a similar fraction. The largest component of the queue was in fact
tax and social security payables, at about one-haif of total queued payables.

During a field trip to Hungary in January 1994, we asked the staff of the commercial bank
branches we visited about the composition of the payables in the queues of their customers as of early 1992,
Their responses were that as of that date, the composition of the queue was similar to what the NBH found
in early 1990: less than a quarter for both payables to other enterprises and payables to banks, and about
half in tax and social security payables. We conclude that, given the relatively low importance of payables
10 other firms in the queue, the increase in the amount of queued payables in 1989-91 is less evidence of
deteriorating payments discipline between firms than it is evidence of a deterioration of tax discipline, i.e.,
an increase in tax arrears.

Although the increase in queued payables in 1990-91 does not necessarily meant that payment
discipline between firms was poor and/or declining, this could still have been the case. We address this
question directly using the second source of aggregate data on interenterprise credit, payables and
receivables as reported by firms to the Central Statistical Office (CSO). We begin with several international
comparisons of aggregate trade credit. Table 2 shows receivables (irade credit extended) and payables
{trade credit received) of the enterprise sector as a percentage of GDP in Hungary and in several developed
Weslern countries. Total trade credit in Hungary at the end of 1991 amounted to aboﬁt 30-35% of GDP;
less than in some developed Western countries and more than in others. Table 2 also shows that the scale of
total interenterprise credit had been roughly flat in Hungary in the period 1988-G1. These stocks of total
trade credit are equivalent to an average payment period of roughly two months (Table 3). Since this stock
was approximately constant over the period 1988-91, in aggregate in Hungary, inflows of rade credit
approximately equaled outflows. Nor was the percentage of trade credit overdue unusual]y high by Western
standards. According to Hungarian CSO data, at the end of 1991, 47% (by valuc} of total receivables in the
Hungarian enterprise sector were overdue (as defined by the reporting enterprises). This is about the West
European average, as can be seen from Table 3. Simply put, there was no serious payment discipline
problem with respect to trade credit in Hungary prior to the introduction of the bankrupicy reform; as in the
West. Hungarian firms did pay each other for goods delivered — but as in the ‘Wc.st. they just paid each other

late.
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In our view, dealing with the phenomenon of late payment by forcing late-paying firms to file for
reorganization was thoroughly misguided. In a market economy, payment disciptine s enforced primarily
by market forces. When a customer fails persistently to pay a supplier. the supplier will typically learn the
obvicus lesson and stop shipping to the customer in the future, or ship only for cash or payment in advance.
We note that the key prerequisite for this lesson to be learned is, very simply. the hard budget constraint. A
firm that doesn’t learn this lesson is simply throwing money away; and if it throws enough away it will cease
to be able to stay open. Our inierpretation of the existing evidence from transition countries is that this
lesson is indeed learned by most firms.

The results of a World Bank survey of 200 medium and large Hungarian manufacturing enterprises
conducted in early 1994 provide strong evidence that, in fact, Hungarian firms did learn the lessons of what
to do about customers who don’t pay. Firms were asked what methods they used to control overdue
receivables, and how often they used them. The responses are summarized in Table 4. Every firm in the
survey used at least one method to control their overdue receivables frequently. Payment in advance,
charging interest on overdue receivabies, refusing to supply until past debts are repaid or renegotiated, and
“informal methods™ are the most commonly mentioned methods. Note that payment in advance is required
substantially less frequently from traditional customers, reflecting the fact that these customers are able to
establish themselves as important or reliable customers. Particularly noteworthy for our purposes is the
infrequency with which legal methods are used, just as in Western countries; onty 17% of firms say they use
them always or frequently. Since the survey was taken immediately after the trigger episode, the
infrequency with which legal methods were used by the respondents is striking.

As just noted, late payment is endemic in developed Western countries, but in practice only a small
fraction of late payments are pursued through the courts. Transactions costs are one important reason for
this. Apother is that supplier/customer relationships are typically repeated, long-term relfationships.
Suppliers are not likely to take customers to court in such circumstances; late payments will simply be
reflected in the next round of negotiations over price and payment terms. The scale of late payment reflects
in part the relative bargaining strength of the partners; customers can extract trade credit in this way from
suppliers if their bargaining position is strong. Most overdue trade credit, inciuding overdue trade credit in
transition economies, is therefore not involuntary credit, as is sometimes claimed; firms readily learn what
kind of promptness of payment to expect from their customers, and if they continue to extend trade credit to
customers that pay late regularly, they do so voluntarily. If, however, a customer tries to extract more trade
credit than the supplier is willing to offer, or if the customer decides not to pay at all, then the supplier will
simply stop selling, and only at this point we may reasonably describe the overdue debt as involuntary. Itis
at this point that the system of contract enforcement, including the bankruptcy framework, becomes
relevant, because the supplier has the option of pursuing his claim through the courts.

An effective system for contract enforcement therefore provides a deterrent to non-payment
following “one-off” or “last-time” purchases by customers. In fact, such a system was put in place in

Hungary in 1986 (the 1986 Liguidation Act, mentioned above}, and the 1992 Act did not introduce major
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changes to this procedure; as before. a creditor could pursue a debtor through the courts by filing, or
threatening to file, for liquidation. That the liquidation procedure was not widely used prior to 1992 is best
explained in terms of creditor passivity: the expected low return to filing. institutional weaknesses with the
legal framework for debt collection. and the relative novelty and lack of experience with the procedure.
Problems with collecting debts make credit both more expensive and more difficult to obtain and, thus,
impose real costs on the economy. If the problem in Hungary lay in the incentives for creditors to pursue
debtors through the courts, it would seem logical that policy changes should have been directed at these
incentive problems by making it easier and more profitable for creditors 10 pursue their debtors. The
approach adopted in Hungary essenually forced debtors to pursue their creditors and did not address these

underlying incentive problems in an obyvious way.

V. Were Banks in Hungary a Source of Soft Budget Constraints?

The other group of creditors, aside from firms themselves, about whose behavior the Hungarian
authorities were deeply concerned in 1991 was the banks. The banks’ bad debt problems began to emerge
in 1990-91; by the end of 1991, total problematic loans (including interest arrears) as classified under
temporary State Banking Supervision regulations amounted to Ft. 88 bn, or (adjusting for comparable
treatment of interest arrears} about 10% of total credit to the enterprise sector. The Hungarian authorities
were worried that, as with interenteprise debt, that there existed a serious bad debt flow problem in the
banking sector, i.e., that Hungarian firms were pumping money into their loss-making clients. If banks were
indeed providing loss-making firms with soft budget constraints, this would help explain the few
liguidations sought by banks against delinquent firms. Both the Banking Act and the Bankruptcy Act, it
was thought, would address the flow problem by hardening the budget constraints of firms and improving
payment discipline; the former, by requiring banks to qualify debts and provision accordingly, thus helping
to bring the problem into the open and hopefully discouraging further bad lending; and the latter, by
discouraging firms from running arrears to banks and again by bringing the problem into the open by
forcing problem firms into reorganization or liquidation. Work-out of the stock problem would be handled
by the bankrupicy framework.

The concerns of the Hungarian authorities about the scale of the bad debt problem were indeed
well-placed. as subsequent events demonstrated. By the end of 1992, total problematic loans had ballooned
to Ft. 289 bn, almost two thirds of which was classified in the bottom “bad” category. In other words, we
estimate (again adjusting for comparability and including interest arrears} by the end of 1992, about one-
third of wotal credit to the enterprise sector had been qualified by banks, and about 20% of total credit was
classified as “bad”. In early 1993 the government implemented a “loan consolidation program” (the “1992
LCP”) in which it removed Ft. 102.5 bn. of “bad™ loans from the books of the banks, and then about
Ft. 20 bn. more in a related operation. Loans classified by the banks as problematic then ballooned again in

1993, We estimate that at the end of 1993, including the bad loans taken from the banks as part of “loan
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consolidation” {(and again including interest arrears), over half of credit to the enterprise sector had been
classified as “problematic” in some way. and over one-third was in the bottom “bad” category.

But were, in fact, Hungarian banks a major source of soft budget constraints in 1991 or
subsequently? The empirical problem is that we can make only limited inferences from the fact that
problematic loans grew rapidly in the early 1990s in Hungary. Data on problematic loans are based on the
banks’ own application of the loan classification rules. An increase in loans classified as “problematic” is
an accounting flow and indicates only the recognition by the banks of the existence of problem loans - a
stock problem - but not necessarily that new probiem loans are currently being created by bad lending
practices - a genuine flow problem. In the face of a significant shock to the real economy, some lag in
“marking to market” the loan portfolio and realizing fully the decrease in asset values would be a natural
response in any banking system. For the purposes of this paper, the question is whether or not at the time of
tormulation of the Hungarian legislative shock therapy in 1991, Hungarian banks were providing firms with
soft budget constraints. Our approach in this section is to employ data from the borrowers rather than the
lenders to try to characterize how bank debt was being allocated.

To see whether Hungarian banks were providing firms with soft budget constraints in 1991, we
fook at the net bank financing of loss-making firms. Bank financing net of interest charges, i.e., the change
in nominal bank debt less interest due, is a useful indicator of soft budget constraints because it provides an
absolute benchmark. If the bank is providing a distressed firm with a soft budget constraint then net bank
financing will be positive; cash is flowing from the bank to the firm. Conversely, negative net bank
financing of loss-makers suggests the banks are imposing hard rather than soft budget constrains.

The scatterplot in Figure 1 shows the relationship between firm profitability and net bank financing
received by the firm. The database used covers all medium and large non-financial firms in Flungary in
1591, but to make the scatterplot readable we plot only larger firms with an average 1991 bank debt greater
than US $1 million. We also exclude firms which were majority foreign-owned at the end of 1992 (we do
not have 1991 ownership data) because even a loss-making foreign-owned firm may be likely to be a
reliable creditor (e.g., a greenfield foreign direct investment just starting up). The size of each firm’s
average bank debt in 1991 is indicated by the size of the plotted circle. The vertical axis measures net bank
tinancing in 1991 as a percentage of the firm’s end-1991 assets, i.e. (end-91 bank debt minus start-91 bank
debt minus 1991 interest costs) + {end-91 assets) in %; the horizontal axis measures firm profitability in the
previous year, 1990, as a percentage of the firm’s end-1990 assets.

Figure 1 shows that in 1991, Hungarian hanks were apparently presenting unprofitable firms with
hard. not soft, budget constraints. For nearly all unprofitable firms, net bank financing in 1991 is negative
{quadrant IT is almost empty compared to quadrant HI) - interest payments to banks exceeded nominal
increases in bank debt, usually by a wide margin. In 1991, prior to the introduction of both the Bankruptcy
Act and the Banking Act, it appears that the banks were already attempting to withdraw from their

uncreditworthy clients,

17



It was the continued existence of significant numbers of unprofitable firms in Hungary combined
with low numbers of liquidations that was considered as evidence of the existence of soft budget constraints.
It loss-makers were not being kept afloat by injections of either trade credit or bank credit, then how were
they financing their losses? We atlempl Lo address this question by calculating the sources and uses of
financing separately for Hungarian firms making operating profits and operating losses, using the same
comprehensive dataset of medium and large nonfinancial firms. The contribution of changes in different
categories of current assets and debt is calculated as the real change in end-1991 prices-normalized by end-
1991 1otal assets; sources of financing are indicated by negative values for changes in assets and positive
values for changes in debt. We calculate both weighted averages (i.e., aggregates for the profitable and
unprofitable groups) and medians. The results are presented in Table 5.

The picture is consistent with the evidence present above. Firms making operating tosses in 1991
actually decreased their holdings of debt to suppliers and to banks in real terms. The main source of
financing for loss-makers was on the asset side: in particular, inventory decumulation and reductions in
trade credit extended (commercial receivables). The only significant source of financing of loss-makers on
the debt side was an increase in tax and social security debts. Here we have further evidence, in addition to
that on the “queue” presented above, that if any creditor was presenting firms with soft budget constraints, it’
was apparently the government, by allowing loss-making firms to accumulate tax arrears instead of pursuing
them into liquidation. This pattern — tax arrears as a source of soft budgel constraints — is a common one in

transition countries (Schaffer 1998).
VI. The 1992 Bankruptcy Act and the Trigger Episode

Rearganizarions and the automatic trigger

The new bankruptcy act came into operation at the start of 1992, and in the first quarter of 1992
there were over 700 filings for reorganization. The 90-day automatic trigger of the Bankruptcy Act started
to bite in only in April 1992, however, and in that month there were over 2,000 petitions for reorganization
(Table 6). The April 1992 filings alone amounted to almost half of aii filings for reorganization in the
period when the automatic trigger was in operation. The number of reorganization filings then fell
immediately in May down to 201, and the rate then gradually declined from about 150 per month in mid-
1992 ta less than half that by September 1993, when the automatic trigger was removed from the statute
books. About 80% of filings in the period through September 1993 were compu!sory filings, presumably
required by the automatic trigger. Most of the overdue debts that caused the trigger to bite were probably
overdue trade credits; while the volume of trade credit was cqmparable in scale to bank credit, much more
of the former was overdue (47% vs. 10% at the end of 1991}, Voluntary filings were aiso concentrated in

the early part of the bankruptcy experiment — about 1,000 such filings took place in 1992, compared with

¥ 90 days trom when the Act took effect on | January 1992, plus an 8-day deadline for filing.
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137 in all of 1993. Not all filed reorganizations made it as far as the formal announcement by the court;
ahout 30-40% of all filings terminated in an administrative end, meaning withdrawal from or rejection by
the court of the procedure for administrative reasons. The remaining filings went on to the next stage,
formatl initiation (announcement) of reorganization proceedings by the court.

The size distribution of firms in which reorganization was formally imtiated by the courts reflected
that in the economy as a whole. Most firms that filed for reorganization were relatively small, but a
substantial number of large firms also filed. and these large firms accounted for the bulk of employment,
sales and exports of all firms that entered reorganization (see Table 7). By the end of 1993, about 3-4% of
all legal entities in the economy were in or had been through court-declared reorganization, but this
underestimates the volume of economic activity in firms that entered reorganmization. because larger firms
were more likely to have done so: for example, over 10% of all firms with employment over 300 filed for
reorganization in 1992-93 (Table 8). We estimate that employment in all firms in which reorganization was
formally declared by the courts in 1992-93 amounted to about 12-13% of total enterprise sector
employment. If the size distribution of filed reorganizations that did not go on to formal court initiation is
similar to that of those formally started by the court. employment in all firms that filed for reorganization
during 1992-93 would come to about 20% of enterprise sector employment.

We have data collected by the NBH from the commercial banks on credit to enterprise in
reorganization and liquidation; these aré presented in Table 9. In the first few months after the automatic

. trigger started to bite, about 8% of all bank credit was to firms in reorganization; this gradually fell to about

2% by the end of 1993. Assuming that firms were on average in reorganization 90-120 days, these data
suggest that the equivalent of about 20-30% of the total credit stock was in firms that went through
reorganization in 1992-93.° There have been suggestions that the banks protected some customers from
reorganization by extending credit to enable them to pay off overdue payables and thus avoid having to file;
but even if so, the amount of outstanding credit to firms that were not so pfivileged was very substantial.’

1991 data on all firms in court-announced reorganizations in 1992 shows that they were financially
less healthy than average but not extraordinarily so (Table 10). As noted above. the automatic trigger was
based on a measure of illiquidity rather than insolvency. Consistent with this, Table 10 shows that firms in
reorganization in 1992 were making large losses in 1991 (equivalent to 13% of assets, compared to near-
zero profits 1n the enterprise sector as a whole) and had themselves debtors who were late in paying them
(overdue receivables); but they were not actually very highly indebted (as a group. they had a 1991

debu/asset ratio of 0.58 compared to 0.39 for all Hungarian firms'%).

® The scale of this figure snggests that banks were including credit to firms which had filed for bankruptcy,
not just to firms where bankruptcy was eventually formally announced.

0 Aa benchmark, debt/assets ratios in firms tn the G7 countries, also measured at book value, range from
0.58 (UK) to 0.72 {Germany); see Rajan and Zingales (1995). The book value of the assets of Hungarian
firms filing for reorganization would likely be overestimates of the market value for obvious reasons, but
inflation rates of 30-odd percent in 1990 and 1991 would have introduced a bias in the opposite direction.
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Most reorganization filings were apparently dealt with fairly promptly. as required by the law. By
the end of 1993, over 90% of the reorganization filings had been brought to closure. As noted above, the
most comhon conclusion to a reorganization filing was an administrative end. Anecdotal evidence suggests
that sometimes debtor firms would deliberately misfile their reorganization applications in order to play for
time. Using a sample of reorganization filings from the documents of the Budapest court, Mitchell (1998b)
finds that about 30% of the petitions during this time period were rejected due to missing documents. She
reports that more than 50% of these firms filed for liquidation in subsequent years (Mitchell, 1998b, Table
6).
Of the reorganization cases formally announced by the court and subsequently completed in 1992,
termination via agreement with creditors was imtially more common than continuation into liquidation, but
in 1993 liquidation became the more common exit route (sec Table 6). Mitchell suggests this may have
been because creditors, learning from their experiences in previous reorganization procedures, started to
require better-formulated restructuring plans from the debtors. Furthermore, Mitchell found that 70% of the
firms in her sample that initially came to agreement with their creditors in the reorganization process were
in liquidation proceedings within three years. She found this percentage to be the same for all the firms in
her sample that filed for reorganization regardless of the outcome of that filing. As liquidation becomes the
final route for financially distressed firms. the court dockets obviously become more crowded.,
The content of restructuring plans in the reorganizations that ended in agreement between debtor
and creditors consisted of fairly simple measures (Gray et al. 1996). Financial restructuring measures
(rescheduling of debt, capitalization of interest, debt write-offs, etc.) were the most common. Separately,
Mitchell (1998b) reports that, based on a sample of firms filing for reorganization during the period of the

| automatic trigger, 70% of those whose reorganizations ended in agreement with their creditors subsequently
filed for liquidation within the followingitwo years. Thus in terms of real restructuring. freeing up assets to
move into other uses, etc., reorganization was not particularly successful. The direct contribution of the

_ autornatic trigger to restructuring, via putting large numbers of firms into reorganization, thus appears to
have been limited.

After mounting dissatisfaction with the bankruptcy experiment, in September 1993 the Hungartan
Parliament amended the 1992 Bankruptdy Act. The automatic trigger was removed and the UCP was
loosened 1o a requirement similar to that which governed agreements for firms in figuidation. Once the
trigger was removed, compulsory ﬁlingsifor reorganization disappeared, leaving only small numbers of
voluntary filings — about 100 a year (Table 6). The infrequency with which debtors file for voluntary
reorganization {in early 1992, before thejtrigger became a binding constraint, during the trigger period, and
after it was removed in late 1993), demonstrates that reorganization was not seen by management as an
attractive option, despite the fact that it témporarily preserved their control of the firm. The reason for this,
we argue, 1s that entering reorganization fcut firms off from credit markets; and by forcing many firms to

enter reorganization in these conditions, the automatic trigger in effect generated a credit crunch in 1992,
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Firms that were thrown into reorganization, even if they were in arrcars on only one kind of credit
or even to only one creditor, were cul off from access to all kinds of credit as a result. A suppliet will
obviously not want to extend trade credit to a firm about to enter reorganization. The absence of any clause
in the 1992 Bankruptcy Act giving priority status to debts incurred during reorganization was a powerful
disincentive for suppliers to extend trade credit to firms in reorganization. The supplier, if it is to ship at all
to a firm near or in reorganization, will demand payment in advance or on delivery. The firm will not be
able to solve this liquidity problem with the help of bank credit because a bank will not lend for the same
reasans, Lending te a firm about to enter reorganization is clearly a mistake, and lending 10 a firm in
reorganization is just as mistaken because of the lack of priority status for new lending.'' A potential
customer may be unwilling to start or remain in a long-term relationship with a firm in (or about o enter, or
leaving) reorganization if it has doubts about whether this supplier will still exist as a going concern in a
year's time. The economy-wide and coordinated implementation of the automatic trigger had the effect of
causing many firms to try to repay overdue trade credit in early 1992 so as to avoid having to file for
reorganization. Both bank credit and trade credit fell substantially in real terms in 1992 (see Table 11) and
the 1992 Bankruptcy Act may have been a major factor (in the case of trade credit, the major factor) behind
this. This loss of liquidity could have depressed output, perhaps significantly.

Evidence on the impact of the 1992 Bankruptcy Act can be culled from a World Bank survey of
200 Hungarian medium and large manufacturing enterprises conducted in early 1994. Firms were asked if,
in the period April 1992 to August 1993 when the automatic trigger was active, they were involved in a
reorganization procedure as a debtor or as a creditor. If they responded affirmatively, they were asked
whether they lost sales or suppliers as a consequence. The results are reported in Table 12. About one-fifth
of the sample had actually filed for reorganization during this period, a figure consistent with the aggregate
data cited above. About one-half of these. or 104 of the total sample, lost either sales or suppliers as a
result (most lost both). What is surprising is how numerous are the firms affected by reorganization as
creditors, and how costly they report the experience o be. Fully three-quarters of the entire sample were
inwolved in reorganization procedures as creditors. About four-fifths of these, or 63% of the entire sample,
report they lost either sales or suppliers as a result. As one would expect, nearly all of these creditor firms
involved in costly reorganizations say they lost sales as a result. Most surprising of all is the degree to
which the demand shock of these lost sales was passed on by creditor firms to their suppliers: about 70% of
the creditor firms, or 42% of the entire sample. report they lost suppliers as a result of being involved in a
reorganization as a creditor.

It 1s not clear why more creditors report reorganization to have been costly than do debtors. One

reason may be selection bias; firms with severe difficulties that filed for reorganization may have

" When we enqguired at the special division for loans to firms in bankruptcy or liguidation at one of the
three major commercial banks, they said that in their experience they never saw any lending to firms in the
middle of a bankrupicy procedure. They also said that for the bank to be willing to lend, special conditions
would have to be attached to the loan (e.g. a repayment guarantee offered by a third party).
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subsequently entered liquidation (or even ciosed down) and hence may have been unwilling (or unable) to
participate in the survey. Even if we take the lower figure (one-half) as the estimate for the proportion of
costly reorganizations, the evidence suggests that the automatic rigger experimemnt was costly because of
the propagation of trigger-induced liquidity problems originating in the debtor firms and then spreading to
their creditors, This sample provides fuel for those who argue that forcing reorganmzation and liquidation
too quickly in the transition economies will lead to a snowballing effect that will disrupt significantly the
real economy.

Finally, what of the so-called queue, the growth in which provided some of the impeius behind the
inroduction of the automatic trigger? The scale of queuing following the implementation of the Bankruptcy
Act did indeed fall quite sharply (see Table 1). It has been suggested that this indicates an improvement in
payments discipline; but most of this is actually a statistical illusion. According to a study of the NBH, 70%
of the drop in the queue was due to the debtor protection afforded by the Bankruptey Act; when firms

entered reorganization, their payables were automatically removed from the queue.

Ligquidation

The number of liquidation procedures also increased dramatically with the introduction of the new
Bankruptcy Act in 1992, Liquidations outnumbered reorganizations by a substaniial margin; in 1992, there
were almost 10,000 liquidation filings and, in 1993, there were a further 7,000 (Table 13). The monthly
data for liquida[.ion filings following do not show the same huge spike in April 1992 as the reorganization
filings: the number of liquidation filings jumped dramatically as soon as the law came into effect at the start
of the year, with over 2,000 filings in the first quarter of 1992, and only a modest increase in April of 1281
filings, compared to an average of about 800 filings per month for the year as a whole. It is important (o
note that this was far exceed by the April 1992 surge in reorganizations. The main increase in liquidation
filings thus took place before the automatic trigger bit, and the direct contribution of the automatic trigger to
the increase in the number of liquidations, via debtors caught by the trigger filing for liquidation rather than
liquidation, was very limited.

Table 13 also presents some information about the initiators of liquidation proceedings. About
15-20% of liquidations were initiated by the debtor itself; another 10% were initiated by state creditors (the
tax collection, social security, and customs authorities). Hardly any were initiated by the banks (less than
1% in 1992 and only 2% in 1993). The bulk of liquidations (about 70% or so) were initiated by state
enterprises and “other creditors”; in other words, by trade creditors. The surge in liquidation filings in the
early 1992 was therefore not caused by debtors filing for liquidation in order to escape having to file for
‘reorganization. Rather, it would appear that creditors reacted quickly to the introduction to the new
bankrupicy law and started to file in large numbers for liquidation of their debtors. Creditors may initially
have been motivated to do this in part by the prospect of their debtors filing for reorganization because of
the trigger, but we have no direct evidence of this one way or the other. Whatever the reason for the very

rapid start in widespread use of the liquidation procedure, it has continued to be used in Hungary on a large
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scate. The removal of the automatic trigger in late 1993 may account for the subsequent moderate fall in
annual filings for liquidation in 1994 to not quite 6,000 filings, but filings subsequently increased to over
7,000 in 1997,

As in the case of reorganization. a large number of liquidations never really get started and instead
terminated in an administrative end; over 4.000 ended this way in 1992. The numbers of court-announced
liquidations are still substantial, however. and in fact rose somewhat ov.er time, from 2,227 in 1992 to over
3,000 in 1996. Exits from reorganization (o liguidation accounted for relatively few of the total number of
liquidations. ' |

As with reorganization, most firms in liquidation were small, but the bulk of economic activity in
firms in liquidation was accounted for by larger firms. As of the end of 1993, about 7% of total bank credit
was to firms in liquidation. Allowing for credit to firms in liquidation taken from the banks in the 1992 LCP
and for credit to firms in completed liquidations. we estimate that in excess of 10% of the total credit stock
was held by firms in liquidation in 1992-93. Gray et al.’s {1996) survey-based study suggests that firms that
entered liguidation were in serious financial ditficulties compared with those that entered reorganization;
not merely very unprofitable, but also insolvent.

Termination of a liquidation via administrative end is apparently quick, but those liguidations that
do proceed were, however, fairly time-consuming. Only about 600 liquidations were completed in 1992,
and many or most of these were probably started prior to 1992, under the old liquidation law. The rate at
which liquidations were closed increased in 1993 and 1994 to over 1,000 per year. but this was still only
about half the rate of court announcements so that a significant backlog developed. Filings continued to
exceed completions in 1995 and 1996, and only in 1997 did the number of completions start to approach the
number of filings. As noted above, the law allows up to two years to complete a liguidation, and so it
appears likely that some liquidations have been missing the two-year deadline.

There are several reasons for the relatively slow pace of the liquidation procedure. It is the
liguidator’s duty as set out in the Bankruptcy Act to try to recover as much as possible for the firm’s
creditors, which is an incentive for “siow-and-correct” rather than “guick-and-dirty” liquidations. Prices for
the assets of firms were jow, reportedly 20-30% of book value.® This low yield was due, in part, to the
large number of ongoing liquidations and the glut of assets being offered on the market. Evidently,
liquidators were reluctant to accept these prices. Probably just as important are the strong continuation
biases built in (o the liquidation procedure: priorily 1o new debt and ongoing operating costs, the structure
of compensation of the liquidator (a percentage commission of not only sales of assets but also current
revenues), and the relative independence of the liguidator vis-4-vis the creditors. The Gray et al. (1996)
study shows that about one-half of large firms in liquidation, and one-guarter to one-third of small firms,
operated as going concerns during liquidation. Finally, Gray et al. report, based on interviews of

liquidators. that liquidators saw themselves not only as representing creditors’ interests but also as agents

2 OECD 1993, p. 84. We were quoted a similar figure at a firm in liquidation that we visited in 1993,
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for restructuring firms. The problem of inefficient termination on a large scale — a particularly serious
danger for a transition economy — would thus seem to have been at least partially avoided by the way the
liquidation framework was structured. Indeed. inefficient continuation may have occurred, but the time
limit for completing liquidations would have limited the scale of this.

The Gray et al. study indeed suggests that liquidations, unlike reorganization, led to major
restructuring of firms, including labor shedding, asset sales, privatization, and management change. An
important caveat to this is that the Gray et al. study, and our survey of crisis managers. suggest a substantial
number of liquidations were of “shell” firms where assets had already been stripped by previous
management or owners. For these firms, the transfer of control to the liquidator came too late.
Nevertheless. in terms of promoting restructuring and freeing assets to be deploved in more efficient uses, it
is the liquidation procedure, not the reorganization procedure, that has been most successful part of the
Hungarian bankruptcy experiment. Moreover, liquidation i1s now a commonly used procedure in Hungary.
As Gray et al. (1996) argue, the bankrupicy reform can be viewed as a success with respect to “institution-
building”. Whether the automatic trigger played a role in establishing liquidation as a working institution is
‘not clear, however. A firm that was caught by the automatic trigger could avoid reorganization by filing for
liquidation instead, since a firm in liquidation was not cut off from new credit and liguidation could also
lead to setlement. In fact, most firms didn’t take this route; liquidation filings were indeed higher than
normal in April 1992, but not by very much compared to the surge in reorganization filings, and in any case
most liguidations in 1992 were initiated by creditors, not debtors. The contribution of the trigger via this
route to the large numbers of liquidations would have been limited at most. It is possible that the domestic
publicity given to the bankruptcy reform and the trigger in particular increased public awareness of the
various possibilities open to creditors who are not paid, including filing for liquidation of the debtor, but we

have no evidence of this one way or the other.

Spillovers: the impact on the banking sector

According to the State Banking Supervision’s rules for classification of bank debt, credit to firms
in liguidation (but not to firms in reorganization) must be rated in the bottom category of bad. During this
period. the banks were reluctant to openly recognize their bad debts. Moreover, while the liquidation
process is in progress, a debtor firm in liquidation 1s not required to service or repay inherited debts,
including inherited bank debt. Finally, the bargaining power of banks relative to their firms is typically
large compared to the bargaining power of trade creditors. While a highly-indebted [irm is outside
recrzanization/liquidation procedures, banks have better prospects of extracting money from it than would
trade creditors, and possibly even than would state creditors. For these reasons, we would not expect {0 see
banks file frequently for the liquidation of their debtors.

The bankruptcy experiment contributed to the cash flow problems of the banking sector in two

ways. First, firms did not service or repay their bank debt while in the 90-day protection pcribd offered by
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reorganization, thus contributing to the cash flow problems of the banking sector.” Second, the bank debts
of lirms that left reorganization via liquidation would be classified as non-performing for the entire length
of the liquidation procedure. Thus by putting many firms in a position where they would not service their
bank debt either temporarily (while the reorganization negotiations took place) or for a longer period (while
hquidation took place), the bankruptcy experiment contributed to the cash flow and bad debt problems of
the hanking sector.

That said, the bankruptcy and banking acts do not seem to have generated a very significant change
in hardness of budget constraints that the banks presented to firms. We argued above, based on enterprise-
levet evidence on net bank financing of firms, that banks were not providing firms with soft budget
constraints in 1991, The pattern of financing for 1992 and 1993, after the introduction of the new
legislation, was in fact very similar to that in 1991, as Figures 2 and 3 demonstrate: net bank financing of
loss-making firms was negative. In 1992 and 1993, too, banks were attempting to withdraw from their bad
debtors at the same time that they were declaring large volumes of their lending to be non-performing.

The financial distress in which Hungarian banks found themselves did not lead 1o the “gambling”
behavior that is frequently attributed to banks that have essentially lost their equity due to the liabilities of
bad loans. Rather, our data indicate that the banks were acting “as if” they were “conservative” bankers
trying to extract themselves from high-risk, deadbeat clients, Most likely, a primary concern of the bankers
in the large state-owned banks during 1992 was the collection of information required to satisfy the new
banking regulations and the international auditors, Equally important was the daunting task of creating the
mternal management structure necessary both to monitor their 1oan portfolios and to rationalize lending
activity in a market economy. The evidence indicates that, while the bankers were scrambling around
attempting to adjust, they were also trying to prevent their loan portfolios from deteriorating still further.
This is not to say that the large Hungarian banks were well-managed banks throughout this period. Rather,
at best, these banks were involved in damage contro! and, at worst, they were simply overwhelmed by the
requirements of the new regulatory and market environments. The creditor passivity problem with respect
to the large Hungarian banks can be attributed to a lack of expertise and information regarding workouts, to
the fact that filing for liquidation or otherwise attempting a2 workout require openly recognizing their bad
debt as “bad” and the banks lacked the equity to fully mark to market, because the prospective return to
liquidation was low, and probably also because they were playing for time anticipating some government
support. A full analysis of the incentives that gencrated this conservative behavior would take vs too far

afield. We note here only that the career prospects of a Hungarian banker who was seen to bear some

" In a World Bank survey of 200 manufacturing firms, about one-fifth of the sample filed for reorganization
during this period, a figure consistent with the aggregate data. Of these firms, 40% had not failed to repay a
bank loan on time in the last two years. Surprisingly, 18% of the firms that had not filed for reorganization
during the trigger period had failed to repay a bank loan on time during the same period. In the total sample,
25% of the firms had failed to repay a bank loan on time in the last two years. Of these, 74%. capitalized the
interest and/or rescheduled the loan and 24% subscquently repaid the loan. In the sample, 28% of the firms
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responsibility for making bad loans suffer as a result, both because bad loans delay privatization (and
subsequent expected salary increases) and because the likelihood of obtaining an atiractive new job in

alternative employment {(e.g. joining a new or foreign-owned bank) declines.

VII: Policy Lessons for Transition Economies

V Transition economies face the problem of reallocating resources in a short period of time. Much
attention has been given to macroeconomic stability and enterprise privatization in orchesirating the
transition. and deservedly so. However, and somewhat surprisingly, the necessity to develop the institutional
infrastructure required to unlock frozen resources locked in unproductive uses for a market economy has
been neglected. Although the problem of creditor passivity has been recognized, no satisfactory way has
been found to involve creditors in decision-making or give them participation in the potential upside gains
from restructuring. In capitalist market economies, the involved parties have created such mechanisms
without government action, e.g., strip-financing, debt convertible to equity. But these require well-
developed, sophisticated capital markets. Would 1t be preferable for the governments in transition
economies 1o concentrate on providing the necessary legal (e.g,, contract law) and institutional
infrastructure for such arrangements to evolve rather than to intervene directly? In our opinion, the
transition economies do not have the luxury of an evolutionary strategy. Hungary had in place traditional
bankruptcy legislation prior to the implementation of the new policies but the incentives for creditors to act
were lacking. Hence, some government action was necessary to “jump-start” the reallocation process.

Hungary had made significant progress in developing a strong market-oriented legal framework to
deal with resource reallocation. Yet in so doing, Hungarian policymakers experimented with a draconian
instrument, the automatic reorganization trigger. ¥t was designed to deal with flow problems that were non-
existent for the most part, namely the incentives for firms to continue to accurnulate involuntary trade credit
and soft budget constraints provided by the banking sector. By 1992 when the trigger was instated, banks
were already becoming tough and firms were already imposing financial discipline on each other. The real
source of soft budget constraints in Hungary was the state itself, in its inability to coilect taxes and its
toleration of tax arrears in loss-making firms, in its inability to act as a tough owner and prevent
management of state-owned firms from stripping assets, in its implementation of a series of bail-outs of
banks and important debtors. The first lesson from the Hungarian bankruptcy experiment is: policy-makers
should concentrate on getting taxes collected, avoiding bailouts, and implementing a reasonable corporate
governance framework for the commercial banks, and should trust market forces to ensure that firms
themselves impose hard budget constraints on each other.
The trigger episode enforced a time-compressed quick fix of an inherited stock problem on an

underdeveloped inirastructure that was ill equipped 10 handle the magnitude of the reorganizaton filings.

had been classified as a qualified debtor by a bank during the period 1990-94. Of these, two-thirds were
classified as creditworthy by the bank at the time of the survey.
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The trigger was a sledgehammer that caught firms with temporary liquidity problems and effectively cut
them ofT from the short-term bridge financing because the reorgamization legislation had no provision for
super-priority of new borrowing while in reorganization. Hence, lending to these firms was a risky venture
and neither banks nor trade creditors were interested in doing so. Furthermore, the 100% creditor agreement
clause allowed a minor creditor to hold the negotiation process hostage and force the firm into liguidation.
The resulting legislated credit crunch exacerbated the output drop in the real economy and prolonged the
wait for its recovery. The second lesson from the trigger episode is: don’t shake things up unless you are
sure of the problem and you have a good idea of the expected outcomes.

From the period April 1992 to September 1993, the trigger certainly shook things. Undoubtedly, as
resources were reallocated and more efficient downsized restructured compantes emerged, the real economy
benefited. Most of the restructuring, however, seems (o have taken place via the liquidation route rather
than via reorganization, Indeed, it is not clear that a reorganization route was necessary at all. The usual
Jjustification for reorganization is that by protecting firms from their creditors, inefficient termination and
loss of the going-concern-value of the firm is avoided. The Hungarian experience. however, suggests that
the liguidation route does not have to have this anti-continuation bias, and at the same time it can be
structured to remove control from incumbent management and place it in the hands of an agent who is both
more likely to engage in major restructuring and more likely to look after the interests of the creditors. The
third lesson of the episode is: concentrate on getting the liquidation framework right, so that it both transfers
control away from incumbent managemeni and favors continuation over {inefficient) shutdown.

The bankruptcy reform was indeed successful in establishing liquidation as an operating institution
in Hungary, and in this sense can be deemed a success. This suggests that some sort of trigger which
increases the use of the liquidation framework may have some use; as liquidation is used more and firms,
liguidators, lawyers and judges accumulate experience with it, the incentives to use it improve. A
liquidation trigger, based on insolvency criteria rather than, as in the Hungarian experiment, illiquidity
criteria, is sometimes found in Western bankruptcy frameworks. Such a trigger, if introduced in a transition
economy in a non-disruptive way, could increase use of the liquidation framework. The fourth lesson of the
episode is: not all triggers are alike, and some may be useful.

The form of trigger contained in the Hungarian bankruptcy framework created a financial
externality that was not attended to properly by the government. The large nomber of companies in
reorganization and liquidation proceedings exacerbated the alréady weak cash flow positions and distressed
balance sheets of the state-owned banks. Thus, the episode contributed to a rapid recognition of the stock of
bad debt in the banking system and, hence, forced the government into several bank recapitalizations. The
fifth lesson from the episode is: don’t neglect the financial repercussions of shaking up the real sector
especially if the financial sector is yet to be rationalized.

Creditor passivity was rational in Hungary as hquidation values were low due to an
underdeveloped and thin secondary market for assets. The bargaining power of banks with respect o their

clients is typically large relative to that of other creditors. While a highly-indebted firm is outside
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reorganization or liquidation procedures, banks have better prospects of extracting money from it than do
even state creditors. None of the provisions in the new Bankruptey Act addressed the basic issue of creditor
passivity due 1o low liquidation values. Indeed. by forcing a rapid resolution of a stock problem, the trigger
exacerbated the low resale prices by adding to supply. The final lesson from the episode is: don’t try to

impose a quick market fix on an inhertted stock problem, especially when the underlying market is nascent

and thin.
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Table 1:The “Queue” in Hungary 1987-93

Payables queued at banks and waiting for payment

As a percentage

Date Million forints i

of GDP
{end-period)
1987 14.0 1.0
19848 455 32
1989 72.8 43
1990.0Q1 67.5
1990.Q2 73.3
1990.Q3 82.4 .
1990.Q4 90.5 4.4
1991.Q1 119.3
1991.Q2 130.8
1991.Q3 139.8
1991.Q4 158.6 6.8
1992.Q1 187.0
1992.Q)2 168.0
1992.(33 106.0
1992.04 104.0 37
1993.Q1 94.0
1993.(32 90.0
1993.Q03 103.0

Note:  Queued payables greater than 25 million forints.
Source: Ldsz]é and Szakadat (1992); NBH.
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Table 2

Trade Credit Extended and Trade Credit Received:
Hungary and Developed Western Economies Compared

Country & date

End-year trade credit as a % of GDP

Trade credit extended
(commercial receivables)

Trade credit received
(commercial payables)

Hungary
1988
1989
1990
1991
1992

Canada 1990

Us 1990

France 1990

Japan 1990

Finland 1990

Sweden 1990

UK 1990

37
35
36
35
29
16
17
38
59
20
PA|

20

28
27
29
30
22
14

14
35
45
23
20

19

Sources: Hungarian CS0O, UK CSO, OECD, authors’ calculations.
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Table 3

Trade Credit and Overdue Trade Credit in Hungary and Selected West European Countries

Country Total trade credit Overdue trade credit Overdue trade credit
in months in months as a % of
total trade credit
Bungary (end-1991) 1.7 0.8 47
Denmark 1.6 0.7 40
Finland 1.8 0.8 45
France 3.5 1.6 44
Germany 1.6 0.6 38
Ireland 2.0 1.0 50
Ttaly 3.0 1.0 33
Netherlands 1.7 0.7 42
Norway 1.6 0.6 38
Sweden 1.6 0.6 38
Switzerland 2.0 1.0 50
UK 2.6 1.6 62
West European average 2.1 0.9 44

Notes: Trade credit is trade credit extended (commercial receivables). Western figures are survey-based;

figures for Hungary are based on balance-sheet aggregates.

Sources: Intrum Justitia, reported in Chittenden et al. (1993), Hungarian CSQ, authors” calculations.
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Table 4

How Hungarian Manufacturing Firms Control Their Overdue Receivables:
Results of a 1994 Survey of 200 Manufacturing Firms

Method used to control overdue recetvables Always or In use?

: frequently

used?

Require payment in advance from new customers 42% 83%
Requirc payment in advance from traditional custorers F35E 53%
Refuse to supply until the past debt is paid or renegotiated 40% 82%
Charge interest on overdue receivables _ 62% 7%
Informal methods (phone, letter, ...) 66% 87%
Legal action 17% 71%
Sell overdue receivables on debt market 0% 14%
Average number of methods always or frequently used 23
Percentage of firms with at least one method always or frequently used 100%
Response rate 189/200

Source: World Bank Research Project on Enterprise Behavior and Economic Reform,
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Table 5: Financing of Hungarian Firms 1991-93

Weighted means (aggregates): medians in parentheses

Financing of Hungarian Firms Making Operating Profits (OP) and Operating Losses (OL)
Real Changes in Assets and Debt as a % of End-year Assets

1991 1992 1993
OP OL OF OL opP OL
Current Assels
Sources {-) and Uses (+) of Financing
Total current assets -8.4 239 -6.9 -26.2 1.8 1.2
(-10.4) (-22.4) (-12.6) | (-25.8) -1.7) {-11.1)
Commercial receivables -0.4 -13.5 -1.8 -8.0 0.0 2.3
-1.0 (-6.8) (-4.0) {-8.2) (-0.6) (-1.9)
Inventories -5.2 -10.4 5.4 -12.7 -0.2 4.3
7.0y (-11.9) (-7.2) (-13.5) (-1.5} (-5.3)
Cash and deposits -1.3 -1.6 0.1 -1.0 1.5 -1.1
-0.7) {-1.1) (0.2) (-0.3) -0.1 (-0.4)
Other current assets -0.6 1.7 0.2 -4.6 04 0.5
(-0.9) 04 (-0.5) (-1.3) (0.4) (-0.3)
Debt
Sources (+) and Uses (-) of Financing
Total debt -5.8 -4.5 -4.7 9.7 0.7 -1.1
-5 | 1.9 -85 | 93 | (2.2 -1.8)
Commercial payables -2.2 -3.4 -2.4 -5.8 0.1 -1.2
{-1.1) 0.4) (-2.4) (-4.9 (-0.5) (-1.0)
Bank debt -1.4 -1.3 -1.0 -1.1 0.5 2.1
(-1.6) (-1.9) -1.2) | 1.5 | 1.5 (-2.0)
Other debt 2.1 0.3 -1.3 -2.8 1.2 2.2
(-0.9) 0.2 (-3.0) (-2.4) 0.0y (1.2)
of which,
tax and social security debts: 0.5 2.2 n.a. n.a. n.a. n.a.
0.3 1.1
Miscellaneous
Operating profit/assets 9.4 -8.4 5.9 9.2 6.2 -7.0
78 | 7.0 (6.4) 7.4 | (7.7 (-6.9)
Profit/assets 2.4 -17.2 -0.1 -18.4 0.8 -12.8
(0.9) (-16.1) (0.3) (-17.8) (1.1 (-14.9)
Net bank financing/assets -3.0 =35 -1.8 3.4 -1.5 -4.6
(-3.8) (-4.0) (-2.8) (-3.4) (-2.9 (-3.9)
N 2067 771 939 733 1296 555
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Notes to Table 5: Data cover all medium and large non-financial Hungarian firms, excluding firms with
missing values. Firms grouped into profit categories according to performance in a given vear.
Comntribution of assets and debts to financing calculated as the real change in opening and ctosing stocks in
end-year prices deflating using the December-December industrial price index (1991: 22.1%, 1992: 18.8%,
1993: 10.3% ) and normalizing by end-year assets. Weighted means are aggregates taking all firms in that
profit category. Operating profit = earnings before interest, taxes and depreciation. Net bank financing =
end-year nominal bank debt minus start-year nominal bank debt minus interest costs.
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Table 7

Employment in Firms in Court-Announced Reorganization in 1992
Size class by employment Number of firms 1991 Employment
Thousands As a % of total enterprise
sector employment

All firms entering reorganization 2294 273 0.7
of which. with employment

> 300 233 167

51-300 656 84

< 50 1401 22

Note:  Employment in all entities with legal status was 2825 thousand in 1991,
Source: Hungarian CSO. Data differ in coverage from Ministry of Finance data reported in Table 6.

Table 8
Court-Announced Reorganizations 1992-93 by Size of Firm
Size class by employment Number of firms As a % of all firms with legal
status
All firms entering reorganization 3074 3.6
of which, with employment
> 300 ' 174 10.7
51-300 738 i2.2
21-50 604 7.9
<20 1558 . 2.3

Source: Hungarian CSO.
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Table 9

Bank Credit to Firms in Reorganization and Liquidation
May 1992 - November 1993

Date (end-month)

Total bank credit
(billion ft.)

ol which, % to firms in

Reorganization Liquidation

Before 1992 LCP reduction of credit stock:

1992.05 725.0 86 43
1992.06 727.2 8.4 52
1992.07 740.1 8.5 57
1992.08 746.3 7.7 6.3
1992.09 750.2 7.7 6.9
199210 7553 6.1 7.4
1992.11 763.8 5.2 7.6
1992.12 7633 4.3 7.7
1993.01 7492 4.6 8.2
1993.02 775.9 4.4 7.8
1993.03 ‘ n.a. n.a. n.a,
After 1992 LCP reduction of credit stock:

1993.04 711.2 2.7 5.0
1993.05 704.9 2.2 4.4
1993.06 711.8 2.2 49
1993.07 726.6 2.6 5.0
1993.08 716.6 2.6 5.5
1993.09 738.3 2.2 6.4
1993.10 740.1 1.8 6.3
1993.11 747.2 1.8 6.7

Source: NBH.
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Table 10

1991 Indicators of Firms in Court-Announced Reorganization in 1992

Firms in Reorganization

Total enterprise sector

Profi/sales in %

-12.7% 0.5%

Debt/asset ratio (book value) 0.58 0.39
Receivables/asset ratio (book value):

All receivables/assets 0.1 0.13

Overdue receivables/assets 0.12 6.06

Non-overdue recetvables/assets 0.07 .07

Source: Hunganan CSO.
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Table 11

The 1992 Credit Crunch in Hungary
1.1.92 31.12.92 % real
change
Commercial recetvables of medium and large enterprises
Billion forints 466 449 -18.8
As % of GDP 20% 16%
Commercial payables of medium and large enterprises
Billion forints 353 311 -25.7
As % of GDP ' 15% 11%
Bank credit to enterprises
(small entrepreneurs excluded; effects of 1992 LCP excluded)
Billion forints _ : 705.4 695.5 -17.0
As % of GDP 30% 25%
Notes:

(1) Data on trade credit derive from the enterprise dataset used in the paper. The data are not directly comparable to
those in Table 2 because of differences in data coverage and data definitions.

(2) % real change calculated using the producer price index (18.8% Dec. 1991-Dec. 1992},
(3) % of 1991 GDP for'1.1.92; % of 1992 GDP for 31.12.92.

Table 12: The Costs of Reorganization: Results of a 1994 Survey of Hungarian Manufacturing Firms

Were you invelved in a reorganization procedure in the period April 1992 (o August 1993:
as a debtor? as a creditor?
{as a % of responding firms) (as a % of responding firms)

Yes 19% 5%
If yes, did you lose

sales 9% 58%

suppliers 8% 42%

(sales or suppliers) (109%) (63%)
as aresult?
Response rate 173/200 157/200

Source: World Bank Research Project on Enterprise Behavior and Economic Reform.
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Figure t: 1991 Net Bank Financing vs. 1990 Profitability
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Figure 2: 1992 Net Bank Financing vs. 1991 Profitability
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Figure 3: 1993 Net Bank Financing vs. 1992 Profitability
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