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Introduction

While transiting to the market economic relations, many East European countries and those of the former USSR  encountered the problem of non-payments between enterprises and large-scale growth of mutual indebtedness. In Russia the problem of non-payments has for a long time been one of the most acute and unresolved issues. And, although for several past years, in face of stabilizing state finances and well-established economic growth the acuteness of the problem has markedly reduced, it is still too early to speak of its final resolvement. Moreover, there have remained many questions concerning the mechanisms of its development and the ways to its settlement. The search for the causes of the changing dynamics of indebtedness and the fact that rather high levels of non-payments still remain requires in-depth studies on the process of non-payment formation, theoretical as well as empirical. 

Among the reasons for the occurrence and spread of non-payments, crediting deficit often is pointed out which is linked to tightening of monetary policy and liquidity contraction (see, for example, Calvo и Coricelli, 1994; Gavrilenkov, 1996; Deliagin, 1997; Usizima, 1998), shortage of circulating assets and low monetization of the GDP (see, for example, Shmelev 1997; S. Usizima 1998), inefficiency of enterprises (see, for example, Rostowski, 1993; Volkonskii, Kantorovich, 1995, Klepach, 1997; Entov, Radygin, Mau et al., 1998; Alekseev, 1998; Ivanova and Wyplosz, 1999, Pinto, Drebentsov, Morozov, 2000), non-execution of the state budget (see, for example, Entov, Radygin, Mau et al., 1998; Usizima 1998; Alekseev, 1998, Pinto, Drebentsov, Morozov, 2000), tax evasion, direct larceny and corruption (Karpov, 1997); the importance of the institute of bankruptcy for the problem of non-payments is noted (see, for example, Rostowski
, 1993).

The great variety and even some contradiction in the approaches to explaining and understanding the problem of non-payments have pointed out to the fact that non-payments represent a many-faceted problem sustained by both macro- and microeconomic factors and requiring a wider definition and investigation. This paper makes an attempt at taking a look at the main characteristics of non-payments in an economy in transition. The main purpose of the paper is to analyze various aspects of the emergence and accumulation of non-payments and to reveal the principal factors that could explain the emergence and distribution of non-payments and non-monetary forms of payments between enterprises in the Russian economy. 

In the paper a system of theoretical models is suggested whose purpose is to unite and structure the main hypotheses explaining the reasons for the insolvency of enterprises. Within the framework of each model the onset of non-payments in connection with the characteristic peculiarities of the development of an economy in transition is followed-up. A classification of the principal factors involved in the development of non-payments and the schemes of the interactions between these factors is suggested. The second part of the paper dwells on the legal aspects of the problem of non-payments in the Russian economy. In the third and concluding part the results of an empirical analysis are presented - the results of modeling the dynamics and the regional differences in stale debts, the statistical testing of some theoretical hypotheses discussed in the first part of the paper. The results of the estimation and investigation of set-off operations at the regional level are presented. 

THE SYSTEM OF THEORETICAL MODELS 

When generalizing the accumulated experience of investigating this problem and systematizing the main hypotheses as to the sources of indebtedness, three types of microeconomic models can be delineated
 describing the causes of the emergence of net non-payments (the difference between obligations and claims). Each of these three microeconomic models characterizes a certain group of the causes of  a primary onset of net indebtedness. 

In the first microeconomic model - “intentional nonfulfilment of obligations” - the motives of intentional prolongation of state debts are considered. This opportunistic behavior can spread especially widely under the conditions of inefficiently functioning market institutions and a weak system of enforcing the execution of contract obligations.

In the next two models a situation is considered when the accumulation of stale debts is at least partly enforced. The second model - “short-term cash gaps” - presupposes that the financial difficulties experienced by a company are shortlived, and after a production cycle is over all the obligations can be settled without selling the company’s own assets. In other words, the company could have tackle the problem by obtaining a short-term loan. Such a situation is especially typical of enterprises with a long production cycle (the time of spending does not coincide with the time of receiving the proceeds) which during the process of production experience an urgent need of borrowed funds which makes them dependent upon  the situation of financial markets. However one of the most important prerequisites within the second model is that the cause of the insolvency of the firms in question is not linked to their efficiency. 

The most deep sources of non-payments are considered within the third microeconomic model - “subsidies to inefficient enterprises”. Here non-payments result from ineffective production, ineffective budgetary policy and other factors reducing the effective demand for the products of domestic enterprises and promoting increasing losses at enterprises. The role of these  factors must be especially great under the conditions of the economy in transition in face of structural changes in demand and supply, cutbacks in those old branches and sectors that turned out non-competitive, sequestering planned expenditures in the state budget. 

The growth of non-payments in such situations can serve as a certain amortization factor curbing the decrease in production and inflation growth in the “dying” sectors, but this, in its turn, might hinder the transformation of production in other sectors of the economy.  

The processes describing each of the three microeconomic models are closely interrelated. It is obvious, for example, that the inefficiency of enterprises described in the third model seriously worsens the conditions of the calculations considered in the second model. The existence of non-payments caused by current cash gaps or inefficient companies in a certain sense legalizes non-payments and thus contributes to the growth of non-payments in the first model. Any kinds of non-payments aggravate the problems of selecting those companies that experience temporary financial difficulties and those that are incapable of settling their debts with all their creditors under the new economic conditions which induces decreased bank crediting and promotes the spread of non-payments in the second model. 

Table 1. Microeconomc models of the emergence of non-payments, the characteristics and causes of stale debts 

	Model
	Features, characteristics
	Causes

	Model 1

"Intentional nonexecution of obligations" (opportunistic behavior).
	1. Non-payments - the means of achieving the hidden goals of economic agents.

2. Companies are capable of loss-free activity.

3. The possible demonstrable losses are a result of: 

а) inefficient management (inconsistency of the interests of the owners and the managers); б) concealment of the true financial situation for mercenary purposes.

4. Non-payments can represent both “delayed payments” and “irrecoverable debts”. 
	1. Inefficient economic and legal institutions (contractual and labour law). Lack of tough state policy as regards defaulters.

2. Insufficient monitoring of the activity of contracting parties and management. 

3. Inefficient property rights.

	Conditionally enforced

Causes
	Model 2"Short-term cash gaps"
	1. It is characterized by the deficit of circulating assets at the producers’ disposal. Debts due to all creditors (except for capital investment loans) can be physically redeemed  when a production cycle is over 

2. Non-payments represent “delayed payments”, as different from “irrecoverable debts”.

3. Temporary loss-making activity of an enterprise is possible, but there can be no loss coverage at the expense of creditors (subsidizing loss-making producers by external sources of financing).
	1. Unavailability of traditional methods of covering cash gaps at enterprises.

2. High level of credit rationing.

3. Tight monetary policy.

	
	Model 3"Subsidies to inefficient enterprises"
	1. It is characterized by loss-making production, with shifting the financial results onto creditors.

2. Non-payments repsesent “irrecoverable debts”, as different from “delayed payments”.

3. A need for resources for a term longer than one production cycle. The debtor is physically unable to satisfy the demands of all creditors even after the production cycle is over. 
	1. Non-market economy. An enterprise incapable of producing competitive goods continues to function.

2. Insufficient financing of government orders and government expenditures.

3. Losses do not result in reducing production volumes to a full extent because they are “shifted onto” creditors.

4. A change in the economic conditions that influences the production activity.


In accordance with the analysis presented here the possible ways and methods of reducing the scope of non-payments in the economy in transition are differentiated. The action of the factors presented in the first model can be limited by way of establishing and consolidating the system of enforcement, contractual laws and implementing efficient bankruptcy procedures. This trend in the economic policy should be based upon the program of judiciary reform as outlined by the Government and constitute its important part.

Within the second model non-payments are associated with certain “technical” stopgaps and do not represent a systemic problem. Consequently, such problems will lose their importance along with further development of the financial markets and the reorganization and development of the banking system. 

In a market economy, it seems, there always do exist some comparatively inefficient enterprises; therefore the problems of eliminating non-payments should not be linked to total disappearance of loss-making enterprises. However the state, by means of a structural economic policy, can reduce the adverse effect of non-payments produced by inefficient sectors of the economy’s development as a whole.

THE LEGAL ASPECTS OF THE PROBLEM OF NON-PAYMENTS IN THE RUSSIAN ECONOMY 

Though the present study involves primarily an economic analysis of the problem of non-payments, we believe it extremely important to point out those necessary changes in the federal legislation that define the legal conditions of the interaction between the economic agents, payment discipline and contract enforcement. Since the issues of property rights and civic legal relations fall within the federal jurisdiction, the existing federal legislation is equally applied to all the RF’s subjects, any changes therein influence the legal situation which allows (and sometimes even promotes) the emergence of non-payments and is common for all regions. 

In order to prevent accumulation of credit indebtedness in the subnational budgets it is necessary to solve the problem of “uncovered mandates”, i.e. expenditures imposed on the subnational budgets by the federal legislation. This would involve auditing all the existing normative acts that envisage expenditures of the budgets at all levels, with greatest possible accuracy calculating the volume of budgetary financing necessary for their implementation, to make distinctions between the spending obligations at different levels of the budgetary system, to abolish the normative acts not backed by financing sources. At the next stage the methods of accounting for credit indebtedness on the budgetary obligations of public and legal character (that is, obligations envisaged by laws involving transfers for the benefit of the population) and the rules for redeeming the state debt of this type.  

In order to increase the state’s responsibilities as to its civic-law obligations and to prevent discrimination of some budget’s creditors in favor of others it seems necessary to expand the notion of internal debt by including therein the indebtedness relating to all the civic-law obligations. For this purpose in those chapters of the BC where the stages of drawing and approving budgets are defined an obligatory inclusion in the budgets of the years to come of the following items should be envisaged: 

· allocations to redeem the credit indebtedness on civic-law contracts previously signed and executed by the budget’s (including labor contracts), 

· allocations for executing all court verdicts enforcing payments from the funds of a budget in question that were recognized as having legal force and not executed as of the time of drawing the draft budget 

· allocations for executing all civic contracts with the term over one year that were made in the preceding years. 

Considering that it is impossible to fulfil at once the obligations concerning all the credit indebtedness accumulated in the budgets, it should be envisaged when implementing this norm that it  be effective only as regards the future periods, and the inclusion in the budgets of allocations to cover the credit indebtedness accumulated in a budget until now is to be done at the discretion of the legislative bodies. For the same reason, the notion of protected budget items should be reestablished in the Code, and it should be envisaged that the allocations on executing those civic-law contracts that have become effective are not to be sequestered. 

Besides, it is necessary to take legislative measures to prevent any future growth in the budgets of credit indebtedness regarding civic-law obligations. Among these, the principal ones should be as follows: 

- limiting the state’s responsibility on the monetary obligations of budgetary institutions that exceed the budgetary estimates; reducing the number of institutions whose obligations are subject to subsidizing responsibilities on the part of the state; 

- entering in the civic legislation special rules as to declaring null and void those transactions that were made by the state authorities and budgetary institutions with violations of the requirements envisaged in the legislation (primarily in the BC) including the transactions that fall outside the legal capacity of the said state authorities and budgetary institutions;

- imposing personal responsibility on the managers of budgetary institutions for the results of their activity including those involving accumulation of credit indebtedness by handling those transactions that fall outside the legal capacity of the institutions in question. 

In order to solve the problem of mutual non-payments in the relations between enterprises it is necessary to improve the legislation defining the mechanisms of enforcing obligations, in particular:

- to simplify the procedure of making a claim to the subject of a mortgage; 

- in order to reduce on the market the number of those subjects whose obligations are in fact not secured the tax control over those enterprises that do not submit tax reports and cannot be found at their legal address should be toughened, and the procedure of compulsory checking the authenticity of the passport data of their founders and managers introduced; the requirements as to the registered capital of economic unions should be made more strict;  

- to expand the capacities of the judicial system in order to accelerate court proceedings; 

- to increase the efficiency of bankruptcy procedures, among other ways, by narrowing the judiciaries’ legal capacities to make rulings without taking into account the creditors’ opinions. 

THE RESULTS OF AN EMPIRICAL ANALYSIS

The empirical survey undertaken in the present study is based upon the theoretical analysis cited above. By means of multiple regression methods an attempt has been made to test some hypotheses described in the theoretical models. The purpose of this empirical analysis was to diagnose the microeconomic causes of non-payments in the Russian economy - to reveal the prevailing types of the models describing the formation of non-payments within the framework of the system described above. 

It should be noted that an empirical analysis of the problem of non-payments was done by many authors, where to a certain degree the problems of revealing the different kinds of factors influencing the formation of non-payments were raised. Into this category fall the works by Calvo and Coricelli (1995), Alfandari and Schaffer (1996), Gavrilenkov (1996), Ivanova, Wyplosz (1999), Mokhtari, Keiner, Kantorovich (2000) and others. The authors of the first two works deal with the problem of classifying the indebtedness between enterprises and speak of the low materiality of the factors of corporate efficiency in accumulating stale debts. In a number of works the authors reveal an association between the accumulated indebtedness level and the monetary stock or inflation. These results support the leading role of the hypothesis about the prevalence of monetary factors in the accumulation of non-payments.  

It is noteworthy that an important peculiarity of the method applied in the above-mentioned works is that the authors analyze the accumulated stale debt level. However under the conditions of a high-level and rapidly changing inflation the accumulated level strongly depends on the dynamics of prices because in addition to the emergence of new non-payments an even greater depreciation of the previously accumulated indebtedness occurs. If this factor is disregarded it may result in distorted estimates, especially as regards classification. Therefore in the present paper, just as in our previous studies, in modeling the nominal increments of non-payments attributed to the volume of production or comparable prices were applied. Thus, in contrast to the works by other authors, we are studying the process of the formation of new non-payments which is different from the dynamics of total accumulated debt whose real value to a large degree depends on the current inflation level.  

The diagnostic process is based upon revealing the statistically significant factors responsible for the formation of non-payments and compared to a corresponding model. The factors that produce unintentional non-fulfillment of obligations (model 1) are mostly unobservable, and the factors of this kind cannot be easily tested empirically. Their action can be limited by developing and strengthening the enforcement system, the contractual rights and implementing efficient bankruptcy procedures. This trend of the economic policy should be based on the program of the judicial system reform outlined by the Government and constitute its meaningful part. An important aspect of reducing the scope of unintentional non-payments would be, of course,  a general decline in the practice of non-fulfilling obligations caused, among other things, by the factors described in the other two models. 

The distinction between the non-payments conditioned by the second and the third microeconomic models is based on the premise of the existence of an association between non-payments and efficiency. If insolvency is not caused by acompany’s inefficiency then the financial difficulties are probably of a temporary character and the debts will be finally redeemed which corresponds to the second theoretical model. The presence of the non-payments described in this particular model can be also seen by the materiality as regards the formation of non-payments of such factors as the availability of bank credits and the interest rate, with the respective sign. 

As for the existence of a connection between non-payments and losses, it is an evidence of insolvency coupled with inefficiency, and therefore debt settlement will be the most problematic if the financial situation of the debtor is not improved or bankruptcy is not declared. This situation corresponds to the system described in the third theoretical model. The presence of irrecoverable debts can be also seen by the significance of other factors directly or indirectly influencing the efficiency of enterprises orwhole branches. Among these factors, the structure of inside prices and the real exchange rate should be placed. Non-execution of the planned budget should also be regarded as an element of inefficiency but the inefficiency of the budgetary policy which we shall also classify as belonging to the third model. 

For the purpose of statistical testing of the hypotheses, dynamic and static models were constructed which as a result unite into a single large regional dynamic model (panel regression) that includes all the available groups of factors
. Among these, the following can be enumerated: 

 the growth rate of the nominal interest rate on credits granted;

 the real interest rate on the credits granted;

 the excess of actual expenditures in the federal budget over plan; 

 the dynamics of stale debit indebtedness (region-wise); 

 the dynamics of the price structures of producers and consumers (region-wise);

 total financial results of loss-making enterprises (region-wise);

 total financial results of profit-making enterprises (region-wise);

 the volume of credits granted to the economy (region-wise).

Besides, logical variables for the periods of political and economic instability were incorporated into the model which in part can characterize the causes of the emergence of the non-payments belonging to the first theoretical model.

The explained variable in the model is represented by the share of manufactured and unpaid for product in the regions. The region-by-region application of quarterly statistical data made it possible to expand the sample to 2000 observations which increases the reliability of the obtained results. 

The results of our empirical study have allowed us to speak of the most deeply rooted causes of non-payments in the Russian economy that are conditioned by the inefficiency of the real sector of the economy and are associated with the structural changes going on in the economy and inefficient budgetary policy. During the years 1994-1997 the most significant factors promoting non-payments were the losses of industrial enterprises which is the evidence of the presence of a channel for subsidizing inefficient enterprises through the system of non-payments (model 3). During the next period (1998-2000) the significance and intensity of this dependence was considerably reduced, just as the non-payment growth itself did. 

Our calculations have shown that the role of interest rate credit is statistically significant but does not contribute much to our understanding of the variance of non-payments region-by-region and over time. These results as well as the previously drawn conclusions do not allow us to accept the hypothesis of a purely monetary aspect of the non-payment crisis in the Russian Federation. The analysis however has not provided any answer to the question as to what served was the initial shock that provoked the growth of non-payments. As we know, the beginning of the transition period was characterized by liquidity contraction which could have been the primary cause of the growth of non-payments which then grew into a more deep crisis with financing loss-making enterprises. But with the beginning of the transition period most profound structural changes in the economy have also occurred
 whose significance was revealed as a result of our empirical study.

Along with the abovesaid factors, the growth of non-payments may be due to a jumping reduction of the demand for the products of domestic companies. And the conditions of the competition between these products and imported ones strongly depend on the real exchange rate of the rouble. Our calculations have shown that with rapid depreciation of the rouble the process of the non-payment growth becomes slower which in its turn can be explained by a growing demand for the domestic products and the growth of current cash flows involved in the turnover of payments between domestic companies. 

During short-term periods the ratios between the movement of retail prices on commodities and the disbursing prices of the producers were undergoing considerable changes. The changes of these ratios, as it was shown by our calculations, were producing considerable effect on non-payments. More rapid rates of the growth of the disbursing prices set by the producers could also mean the preferential accumulation of the instruments of payments in the payment channels between enterprises as well as increased product profitability. The influence of this index (as well as that of the real exchange rate) on profitability is not necessarily reflected in the accounting indices of profits (losses) due to a discrepancy between economic and accounting results of the economic activity, concealment of the true financial situation and changes in the production volumes. Therefore the use of these indices together with the accounting results of the financial activity does not represent a controversy (the indices are not collinear). 

There is no doubt that one of the important sources of the growth of non-payments were the non-payments on the part of the state (although in many instances they do not take the form of stale debts). It is true that the calculations have demonstrated a positive correlation between non-execution of the planned state expenditures and non-payments. Moreover, the statistical significance of this factor is second only to that of losses. 

It is difficult to diagnose the presence of intentional non-payments described by the first model due to their specificity. However their presence most probably is preconditioned due to the intensification of the problems associated with asymmetrical information in a situation of spreading enforced non-payments. 

At the same time, the factors that have been marked out can explain, in all probability, only a certain part of the growth of non-payments (about 30% of the variance
 of this index) which can be largely explained by the high degree of “noise pollution” of the statistical data applied here. This was contributed for by the incompatibility over time of the data published by the Goskomstat and requiring correction and additional estimation, low reliability of accounting data, regional peculiarities that were not taken into consideration and the unobservability of many factors which were replaced by their proxy analogues. 

The obtained results are compatible with our previous studies (see Entov et al., 1998, Lugovoy, 1998, Lugovoy, Semionov, 2000). Despite all the differences in the models’ specification, the data and the periods under study, the same factors have turned out to be statistically significant. Moreover, the obtained results are markedly different from the results of the empirical tests conducted by other authors cited above. Our results differ in that the most significant factors in the model have turned out to be the characteristics of inefficiency (losses) and non-execution of the state budet as well as the characteristics of the structural changes in the economy (the structure of the inside prices and the real exchange rate of the rouble) which points to a deeper level of the problem. In this sense non-payments can be regarded as a symptom of an underlying crisis in the real sector of the economy which places the problem outside the limits of the financial sphere – that of the financial markets and monetary circulation. 

Estimation and analysis of the set-off operations at the regional level 

The process of stale debt growth had a number of negative consequences. One of them was non-monetary implementation of budget revenues and expenditures. This phenomenon should be regarded as negative at least because such implementation of a budget has a preset structure of budget expenditures and therefore their effectiveness becomes lower. Another negative aspect is that the precedent of such operations promotes further accumulation of the indebtedness to the budget by economic agents, in expectation of setoffs. Or, in other words,  the moral hazard problem occurs when a successful enterprise fully capable of making timely payments to the budget in fact delays these payments. The behavior of enterprises in a situation when they are expecting possible setoffs, as it was already mentioned earlier, was studied in the works by Perotti (1998), Nikitin (2000). In this connection there arises a question as to which extent such operations can be regarded as imposed on the budget if non-payments are largely conditioned by the problems occurring in the real sector. 

For this purpose an estimation and an empirical analysis of setoffs at the regional level were carried out in the present study. The statistical data on this type of operations are not easily available, therefore we have developed a method for estimating setoff operations based on discrepancies in tax collection for the territorial and the federal budgets. The higher collection level of the federal taxes paid to the regional budgets and non-execution of the established attachments can be explained, among other reasons, by the widely spread local practices of setoffs
. The estimation was done for two taxes - the VAT and the profits tax. 

Thus the estimate obtained in this study, with certain reservations can be regarded as the value characterizing the share of setoffs at the regional level. However the obtained index can be interpreted as not the share of setoffs but only as the estimate of the surplus of the share of the “setoff execution” of a regional budget over the corresponding index of the federal budget. The resulting index can also acquire negative values if in the region in question the level of  tax collection to the federal budget is higher.  

Our calculations have demonstrated that the level of setoffs is higher in the regions where there is a higher general level of non-payments, that the volumes of setoff operations depend of the functioning of the banking sector and the efficiency of the enterprises located in the region.  The growth of bank crediting in the regions is associated with a negative dependence on the share of setoff operations. On the contrary, the regions where the share of loss-making enterprises is greater are more inclined to resort to setoffs. The obtained results to a larger extent support the idea of the enforced nature of setoffs. However certain dependencies were revealed that demonstrated an association between setoffs and the level of market concentration in the regions which might be regarded also as an evidence of the intentional character of setoff operations expressed in the opposition (or conspiracy) of enterprises against the regional authorities. In other words, the regions with high concentration of industry are more inclined toward setoffs at the regional level. 

The growth of setoffs at the regional level can be interpreted also as the growth of regional protectionism of enterprises. The regional authorities are trying to reduce tax payments for the enterprises at the expense of the federal taxes transferred to the federal budget. But there can be another reason for resorting to setoffs - an impossibility to collect taxes in the form of cash. However the range of data applied in this study has not allowed us to carry out a more precise investigation of the question as to which of these interpretations could be regarded as more true to life. 

The complexity and versatility of the problem of non-payments means that it should be studied further, but all that has been said so far is also enough for us to note that it cannot be solved without restructuring loss-making and inefficient production entities, making the system of state financing more healthy, improving the market institutions, the enforcement system and the bankruptcy procedure. 
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� In this paper the author asserts the point of view that non-payments would have disappeared spontaneously had the state pursued a more strict policy in reforming enterprises. 


� The issue of debt classification is discussed, in particular, in the works by Rostowski (1993), Alfandari, Schaffer (1996). Rostowski, when studying non-payments occurring between enterprises, subdivides them into “healthy” and “pathologic” (excessive). Alfandari and Schaffer subdivide non-payments into "late payments" and “bad payments". The system of theoretical models presented in the paper generalizes, supplements and in a certain sense specifies and concretizes debt characteristics, their sources and causes. 
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� It should be noted that the explanatory properties of regressions in Calvo and Coricelli (1995) also do not exceed the 34% variance. These authors worked with balances of Romanian enterprises and as the explained variavle utilize accumulated non-payments in relation to sales.
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