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General overview of the Thesis

Relevance of the Research Topic. In terms of an intensively changing economic and
political environment in Georgia, the local companies are often exposed to critical situations,
while entrepreneurial activities and their results form an important part of the state budget
revenues. Therefore, the paramount role of companies’ activities, preconditions the rising
importance of business development and its protection against the crisis. The research of the
issue becomes more and more actual for the theory and practice of business administration. In
terms of such irreversible organizational process, the government has possibilities of financing
various programs and projects. All the above mentioned focuses the importance of smooth and
successful functioning of business entities.

According to the Register of Entrepreneurs of Georgia, the number of business entities,
their liquidation and in general, any exact data on them have being recorded only for recent
10 years. As data shows, in recent 10 years (2007-2018) 103.229 business entities have been
liquidated — that makes up about 20.7% of the total number of companies in Georgia. However,
the reasons for their winding up (liquidation, reorganization or insolvency) have been less
researched comprehensively in the context of planning or conducting any steps to prevent
crisis. This might not only hinder a successful activity of certain businesses, but also become a
precondition for various problems to the country economy in general.

On basis of all above mentioned, we have formulated the aims and objectives of our
research as follows:

The aims of the research are:

1. to reveal the specifics of practices employed by those state institutions which are related
to business entities crisis, in the context of their performance strategy;

2. to reveal those major mechanisms applied in Georgia which provide stability or instability
of the economic system;

3. to assess the impacts and results of the “state intervention” into the activity of certain
actors;

4. to define the role and the place of the formal and informal institutions in the process of
business entities’ activities, especially in terms of causing-processing of crisis;

5. to assess the effects of (formal and informal) institutions on the activities of those actors
connected to the business sector (business entities, banks, various organizations, state
structures/departments and etc.);
to outline performance strategies and practices of certain actors in terms of challenges;

7. to define the anatomy of crisis of the business entities in Georgia and the ways of their
prevention.

Based on the aims of the research, we have set the following objectives:

1. to analyze the theoretical background and practical experience of business entities crisis;



2. toreveal and analyze the formal and informal institutions causing business crisis according
to the existing international experience and local practices;

3. to review the scientific approaches to analysis of the integrated factors (institutional,
financial, organizational and etc.) causing business entities crisis and to define an optimal
variant for the objects of the research;
to analyze the methodology of identification and research of crisis in the business entities;

5. to identify the forms and mechanisms (formal institutions) of governmental attitude
towards the business in terms of system perspective;

6. toanalyze the involvement and interest of various stakeholders in business, in the context
of identification and analysis of the informal institutions (actor perspective);

7. toanalyze a monetary and fiscal policy in the context of impacting on the business entities;

8. to analyze the experience of preventive-anti-crisis strategies of the business entities;
Based on the aims and objectives of the research, we can formulate hypothesis of our

dissertation as follows: the business entity crisis can’t be caused just by certain directions of the

state policy (The business entities crisis, resulting in termination of their activity, might be
caused both by macro-economic and micro-economic processes).

The subject and the object of research:

The subject of research: A financial-institutional analysis of business entities registered
(acting) in Georgia, being in crisis mode and dissolved (bankrupted); Study of their activity as
of the moment of their registration until cancellation of their registration or business
interruption; and defining the methodology of strategizing and planning the preventive
measures.

The object of research: business entities in the crisis mode (or cancelled, stopped or
declared insolvent); the actors and institutions causing crisis; the process of formation of
business environment (court system, bankruptcy institution and mechanisms, as well as
certain directions of state policy).

Theoretical and methodological basis of research. Conflict actor-oriented institutional
analysis approach — in social sciences, for the conflict research theory the crisis is an integral
part of various processes and relationships; in this context, the crisis is considered to be a factor
of identification the problem and the factor of processing of such problem. In other words, the
crisis is not a negative event; the crisis never disappears, it is processed; the crisis is an
important factor of development; and finally, it is the struggle of actors for their interests
(status, powers, resources). In order to reveal this, a study of each case should be conducted.

Case-Study - In the process of research the case-study method have been applied — the
study of each certain case of business entity crisis, representing not only an evaluative record
or description of a certain crisis, but is a complete informational material, providing an
opportunity to conduct a thorough analysis of the situation. In the research process, we have

analyzed some 50 cases of various business entities.



The process of selection of cases was based on the following criteria: a) business entities
which started and terminated their activities in recent 10 years; b) selection of business entities
from different cities of Georgia; c) Variety of segments of business entities’ activities;

Statistical analysis - Different statistical data, obtained from the National Statistics Office
of Georgia have been analyzed. The information obtained from the Georgian National Tourism
Administration, The Ministry of Economy and Sustainable Development of Georgia, The
Ministry of Finance of Georgia, The National Bank of Georgia, The Municipalities of Batumi
and Tbilisi was analyzed, as well as the dynamics of amendments to the Georgian Law on
Entrepreneurs and Tax Code of Georgia were researched.

Comparative method - was applied for comparative analysis of data existing in the similar
categories, during one and the same period of time, in order to define the tendencies of a
certain component. In this regard, we have analyzed the information obtained from the City
Hall of Batumi Municipality, Tbilisi Municipality City Hall, the National Statistics Office of
Georgia, The National Bank of Georgia.

Component analysis - was applied for classification of the cases according to the
components (e.g. the impacts of exchange rate, of competition, the factor of business location).
Evaluation of impacts of these factors on business and defining of their role and place in
causing the crisis.

The analysis of the official documentation - included the analysis and classification of the
official data, documentation, decisions provided by the state departments.

The research is based on the Georgian and foreign scientists’ works, the researches
carried out and reports prepared by the international organizations, the official documentation
of the state departments, various governmental and legislation documents (The Constitution
of Georgia, The Georgian Tax Code, laws and international conventions), the official
information and studies of The World Bank and The Federal Reserve Fund; as well as the
interviews and surveys of the business entities.

The novelties of the research:

o research of business entities’ crisis applying an interdisciplinary methodology;

e analysis of the formal and informal mechanisms of crisis based on the results of business
entities crisis;

e anticipation of the risks of bankruptcy and liquidation of the business entities through the
research of components, identification of the moment of beginning of crisis and
elaboration of the preventive models.

e study of crisis of business entities by applying a component analysis, suggesting a causative
linking of the components of the monetary, fiscal policy of the state and the components
of the crisis of business entities.

The theoretical and practical values of the thesis: Taking into consideration the

approaches, methodology and theoretical-practical specifics applied in the thesis, it will be



interesting for experts involved in analyzing the business in Georgia. In practical terms, the
outcomes of the research will be useful for the managers of different companies, scientist-
researchers, state economic-financial institutions and in general, for those researchers
interested in business activity.

In the process of working on the qualifying thesis, there has not been used any
information containing commercial secrecy, all the information has been obtained directly
from the owners of businesses, the accountants, the financial managers, the audit companies,
the courts, the National Agency of Public Registry of the Ministry of Justice of Georgia, The
Revenue Service. The information obtained, enabled us to select cases. For certain cases, we
also used the social networks.

The thesis structurally consists of an introduction, three chapters, seven subchapters,
conclusions, the reference list and annexes.

Approbation of results of dissertation research: The thesis was represented at the scientific
session held as of 29th of June, 2017, at the Department of Finance, Banking and Insurance,
the Faculty of Economics and Business of Batumi Shota Rustaveli State University.

The introduction outlines the relevance of the research topic, its subject and the object,
working strategies of the research, its theoretical and methodological basis, the aims and the
objectives of the research, the scientific innovation offered by the thesis, its theoretical and

practical values.
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The Theoretical-Methodological Basis of Business entity crisis
§1.1. The methodological approaches to identification and classification of a business entity

Crisis

Great number of researches are devoted to the organization and activities of business
entities - as the important actors in the country’s economy. Some researchers study the
theoretical issues, some of them criticize the theories and some of them are focused on
processing of existing theories or creation of new ones.

In this regard, the great attention is drawn to the views of those authors, who describe
the economic system and the correlation between the market-company-state (the system
perspective) as well as the aspects of functioning of the particular companies (the institution).
In terms of the analysis of the institutional relationship, the usage of the actor perspective is
salient (through cases), which helps better understanding of the issue by adding a new
element.

Due to its nature, reasons and development (which are connected to various specific
details) the thorough and detailed study of crisis requires reviewing such topics/themes as:
organizational basis of the company, the diagnostic models of company bankruptcy, the
methods of elaboration of the anti-crisis strategies and other approaches, having an important
role in the financial-economic researches of the modern world.

Based on the above mentioned, special attention should be paid to the assumptions of
K. Marx, A. Smith, J. M. Keynes, J. C. Sismondi, J. Schumpeter, L. Greiner, E. Altman and
others.

In Georgia, the literature devoted to crisis and bankruptcy, mainly includes the
researches carried out by applying the quantitative method of research (coefficients, financial
models and various comparative analysis). The works devoted the issue of state attitude
towards the crisis situations, belong to E. Mekvabishvili, T. Beridze, N. Darsavelidze, I.
Kovzanadze, V. Chalapeikrishvili, T Miminoshvili and others. The works on legal aspects of
entity liquidations (researches devoted to legal issues of bankruptcy), legal defects, the length
of lawsuit and complexity of due process of law, belong to R. migriauli, R. Surmanidze, G.
Djugeli, L. Nadaraia and others; some interesting works are suggested by S. Pavliashvili, V.
Papava, I. Kovzanadze, E. Gegeshidze, I. Gigauri and others on the essence of crisis; the
financial, banking and currency crisis are focused in the works of N. Kavelashvili, K.
Katsitadze, G. Abuselidze, D. Aslanishvili, R. gotsiridze, M. Gogokhia and others.

A number of foreign researchers has devoted their works to crisis, among them E.
Altman focusing on bankruptcy issues, ].M. Keynes, P. Samuelson, F. Hayek, I. Hann, A.
Hansen - on the state role in the crisis management; and J. Shumpeter, R. Berns, and others
mainly focusing on crisis management via credit interventions.

Within the frames of this thesis, the qualitative methods have been applied only for
study the defects of the legal and legislative system regulating bankruptcy issues.



We would like to differentiate between two terms “crisis” and “bankruptcy”. The crisis
doesn’t mean the bankruptcy, since the bankruptcy is the final result of the crisis itself; on the
other hand, bankruptcy proceedings do not necessarily imply the crisis itself, it is the
beginning of the final phase.

Taking into consideration the ideas of the abovementioned authors regarding the crisis,

we think it might be assumed that:

° the crisis might be overcome;

° the crisis might be stabilized;

o the crisis might entail insolvency/bankruptcy and liquidation of business
entities.

Scheme N1: Crisis Development

Stabilization

The source: Prepared by the author based on the research outcomes

In his research Vakhtang Chalapeikrishvili argues that “During the crisis period, the
role of the states in the economic efficiency increases. Every field demands particular support
of the government and state subsidies to overcome the challenges. Such reality makes business
more dependent on the state. Parallel to the leading the companies out of a crisis, it might be
appropriate to eliminate the state subsidies and, more or less, decrease the role of the
government’.

Talking about the regulation of the anti-crisis system, Nino Darsavelidze argues that
“The anti-crisis regulation system includes such combination of elements as normative-legal
elements, the methodological support of the anti-crisis process, the monitoring of the entity
condition, making of managerial decisions and orders, coordination and organization of their
implementation, introducing the stimulating systems and other systems being on the stage of
formation”. The author argues, that the frequent bankruptcies of Georgian business entities
are mainly caused by the inappropriate conditions for development of economy. As the author
explains, there are serious difficulties regarding the realization/selling of the produced

products, affecting the volume of financial resources of the entities; this is directly connected



to the level of unemployment in the country. Besides the abovementioned, the small volume
of realization, poor quality and high production expenses cause low profitability and losses in
some cases.

Temur Miminoshvili also focuses the state role in economy. According to the author
“There is a great opportunity for development of small and medium businesses in Georgia,
though bringing such opportunity to life is depended on many factors; one of the most salient
among them, is the state support and promotion of the sphere. The appropriate environment
is vital for development and successful operation of business, where the state’s role is crucial”

In this regard, Giorgi Abuselidze’s opinion is interesting as well, who avows the state
interventions into the process of order establishment and formation of the strong layer of
entrepreneurs applying the method of “social stimulation”.

The main idea of “An inquiry into the Nature and Causes of the Wealth of Nations” by
Adam Smith, is to explain the inefficiency of the state intervention into the economy of the
country. On Smith’s argument, the market is free, when people dispose everything; the
principle of the democracy is to provide the people with the opportunity to buy whatever they
want and determine the price of a certain product. Smith believed, that the less is the
intervention of the state in the economy, the better are the conditions for its development.

As Karl Marx argued, (who is recognized to be the founder of the theories and cycles
of crisis) the crisis can arrive in the following ways: any enterprise has a 10-years cycle of the
development. Its development increases the demand on a workman, therefore, their wages
also increase. As the demand on workman increases, the price of labor also increases. However,
in terms of the development of the economy, the labor price increases far slower than the
capital itself. Earlier, the economists believed that the increase of the added value entails the
increase of consumption adequately. On some stage, the workmen can’t afford to buy the
products, this causes an excessive production and surplus of capital that finally turns into crisis.
The capitalists close their factories and the level of unemployment increases.

Regarding the Karl Marx’s ideas, Georgian researchers — Teimuraz Beridze and Elgudja
Mekvabishvili argue that “according to Marx, the economic crisis always strikes the sphere of
distribution, but its roots go deep in the sphere of production. Herewith, the crisis in the
spheres of production and distribution usually follows serious troubles in the sphere of money
and credit: decrease of the volume of credit operations, stock price depreciations, bankruptcies
of certain banks, insurance companies, investment companies and other financial institutions
and etc. In his analysis, Marx was highlighting the periodicity of economic crisis, which, in his
opinion, was connected to the regularity of reproduction of the basic capital. In terms of the
crisis, the basic capital wears out quickly and needs quick recovery, that is possible via
technical progress only. The role of the technical progress is crucial here, since on one hand,
the capital recovery gradually leads the economy out of the crisis and the technical progress,

on the other hand, is the start of new stage of the economic growth. On a certain stage of the



economic growth, new disproportions appear in the social reproduction, which lead to new
crisis; this is a kind of entropic cyclic development of the capitalist market economy”.

According to ].M. Keynes, who supports the state interventions in the economy, the
government can mitigate the effects of the economic slump, depression and boom by the fiscal
and monetary policy. The recession in the regular customers’ demand entails the decrease in
production and service. Reduction of number of enterprises causes the bankruptcy of small
enterprises, decrease in number of workers and the mass unemployment. Unemployment
entails the reduction of incomes or the number of buyers, that, in its own way, causes the
recession in demands of the customers. All these creates a kind of vicious circle, which leads
the economy into a long-term depression. Keynes argues, that “

J. C. Sismondi was another author who discussed the specifics of the state intervention.
He argued that the state has to influence the economy. He believed that it took long time to
determine the equilibrium price in the market, therefore the state has to mitigate the effects
of such transition period.

J. Schumpeter argued that not only the economic factors might cause the crisis, the
external factors might have an effect as well.

M. Rothbard shares Adam Smith’s position and criticizes Schumpeter’s crisis theory.
He recognizes the vital importance of credit expansion only in terms of depression and boom.

There are number of other theories, like the theory of overproduction (Joan Robinson,
Foster, Catchings), which explains the cyclicity by lack of consumption. It causes
overproduction and provokes crisis. The stimulation of consumption is salient for avoiding the
crisis.

All the above-mentioned theories focus certain components of economic development
of the country, namely: the budget, the size population, the volume of gross domestic product
and of investments and etc. According to the aims of our research, the thesis focuses the
dynamics of development of each area in Georgia for the recent 10 years’ period.

(In the given and further cases, the discussions of various issues are represented in
relevant tables, made based on the relevant information. Considering the format of this
annotation the tables are not presented in it. See the tables in the main text of the dissertation).
The dissertation, Table N1.

As the result of the analysis of the components discussed above, it becomes clear, that
the main economic indicators are unchangeable, moreover, the indicators are stable.
Therefore, in the aims of our research — the cause-and-effect analysis of crisis situations,
includes the study of the macro- and microeconomic processes by applying the quantitative
method and the study of the abovementioned theories in practice.

Having researched the official political and economic approaches, we have studied the
scientific discourses related to the crisis of business entities (the organizational units engaged

in business).



In 1972 the professor of Harvard Business-school Larry Greiner suggested a company

functioning model — a series of developmental phases through which growing companies tend

to pass. According to the author, there are the following phases of development of the

organization:
Phase 1: Creativity-

The company's founders are usually technically or entrepreneurially oriented, and
they disdain management activities; their physical and mental energies are absorbed
entirely in making and selling a new product.

Communication among employees is frequent and informal.

Long hours of work are rewarded by modest salaries and the promise of ownership
benefits.

Control of activities comes from immediate marketplace feedback: the management

acts as the customers react.

Phase 2: Direction —

A functional organization structure is introduced to separate manufacturing from
marketing activities, and job assignments become more specialized.

Accounting systems for inventory and purchasing, are introduced. - Incentives,
budgets, and work standards are adopted.

Communication becomes more formal and impersonal as a hierarchy of titles and
positions builds

The new manager and his key supervisors take most of the responsibility for
instituting direction, while lower-level supervisors are treated more as functional

specialists than as autonomous decision-making managers.

Phase 3: Delegation —

Much greater responsibility is given to the managers of plants and market territories.
Profit centers and bonuses are used to stimulate motivation.

The top executives at headquarters restrain themselves to managing by exception,
based on periodic reports from the field.

Management often concentrates on making new acquisitions which can be lined up
beside other decentralized units.

Communication from the top is infrequent, usually by correspondence, telephone, or

brief visits to field locations.

Phase 4: Coordination —

Decentralized units are merged into product groups.

Formal planning, procedures are established and intensively reviewed.
Numerous staff personnel are hired and located at headquarters to initiate
companywide programs of control and review for line managers.

Capital expenditures are carefully weighed and parceled out across the organization.



Each product group is treated as an investment center where return on invested
capital is an important criterion used in allocating funds.

Certain technical functions, such as data processing, are centralized at headquarters,
while daily operating decisions remain decentralized. - Stock options and company-

wide profit sharing are used to encourage identity with the firm as a whole.

Phase 5: Collaboration -

The focus is on solving problems quickly through team action.

Teams are combined across functions for task-group activity.

Headquarters staff experts are reduced in number, reassigned, and combined in
interdisciplinary teams to consult with, not to direct, field units.

A matrix-type structure is frequently used to assemble the right teams for the
appropriate problems.

Previous formal systems are simplified and combined into single multipurpose
systems.

Conferences of key managers are held frequently to focus on major problem issues.
Educational programs are utilized to train managers in behavioral skills for achieving
better teamwork and conflict resolution.

Real-time information systems are integrated into daily decision making
Economic rewards are geared more to team performance than to individual
achievement. - Experiments in new practices are encouraged throughout the

organization

Despite the detailed stages, the author argues, that these might not be the complete

descriptions of the phases, since the frequent system/institutional changes provoke the

negative emotions among employees and might lead to a negative effect.

One more interesting model is suggested by I. K. Adizes, who is known as “therapist”

of the world business companies and organizations in general. In his model of “Corporate Life

Cycle” he actually develops Greiner’s idea, but in a bit different direction, he divides the

company/organization development cycle into 10 stages and compares them to the functioning

of physical, biological and social systems:

—

Courtship;
Infancy period;
Go-go;

Adolescence;

Stability;

2

3

4

5. Prime:
6

7. Aristocracy;
8

Recrimination;



9. Bureaucracy;

10. Death.

As we have seen, both of the theories, assume that the company crisis is imminent
being the last stage of its activities; it is the moment of failure to overcome the crisis, when the
company terminates its operation.

The inevitability of crisis is also highlighted by C. White, who argues that “It is
important to be able to read the environment in such a way as to identify elements of
opportunity and elements of threat in that environment, that is, to identify the mountain
ranges and valleys in the business landscape. Enterprises will tend to move into areas of
opportunity, the mountain chains, and avoid areas of threat, any landscape of steep gradient.
This begs the question of how and by what route the move to the peak is pursued. Sometimes
threat is a necessary companion of opportunity, so that it is impossible to completely avoid the
threats. “

In our opinion, crisis is provoked by the internal and external factors of the company.
Herewith, when talking about the crisis of business entities, having entirely different roots
and sources, it’s necessary to study each case of the business entities being in crisis, rather than
making general conclusions basing on the theories related to the issue. Therefore, we think
that the companies should be classified/segmented according to their sphere of activity,
namely: trade, service, production and etc., considering the volume of the turnover, the
analysis of the share of imported inputs in the production and raw materials, competition,
management and other internal factors. Also, it is necessary to analyse the State regulations
and identify those informal institutions, which might possibly trigger the financial crisis of

business entities.

81.2. The scientific understanding of the institutional-financial analysis of business entity crisis

Financial management is the vital element of business entities’/companies’ activities.

The appropriate financial accounting and financial management provides a background for a



company stability. The financial analysis and methodology changes and develops in line with
the progress in business of the modern world. This process is uninterrupted and irreversible,
accordingly the perfection of methodology of the financial analysis and its adequateness is the
greatest challenge of entrepreneurial activity.

The irreversible development of business is dependent on the method of financial
analysis selected by the company management, therefore when evaluating the financial
condition of the business entity, the following factors should be considered: the volume of
cash-flow of the company, the segment, sphere, specifics of the activity, the method of current
financial accounting of the company, periodicity of the financial accounting, the ways of
financial transactions (electronic, cash, non-cash) and etc.

We have discussed the horizontal and vertical methods of the financial analysis and
Eduard Altman’s Z-score; we have also mentioned the models of W. Beaver, Gorgon L.V.
Springate and others. Basing on the analysis of various theories suggested by foreign
researchers, it’s possible to assume that the theories are unacceptable for Georgian business
entities due to the following reasons:

The models have been elaborated a) considering the conditions of business entities
operating in the other countries; b) considering the social-political directions of those
countries where the companies operate; and c) in terms of modern conditions, parallel to the
financial data of the company, other factors should be considered, such as: currency rate,
inflation, the directions of credit policy and etc. These are the factors, which question the
efficiency of the coefficient calculation models in terms of Georgia.

In our opinion, only the financial analysis of business entities is not enough for
identification and classification of business entity crisis. In order to get the thorough results, it
is necessary to study the monetary and fiscal policies of the country, to compare the ratings of
business environment of the country by their components, as well as to define those formal
and informal institutions having direct or indirect impact on factors causing crisis or crisis
development in the business entities. In the following chapter, we will consider the
importance and the role of the mentioned factors in the process of formation of the business
entity crisis; we suggest the classification of actors according to their types and origin. That’s
why, taking into consideration Georgian reality, we think that in order to elaborate the
individual preventive -anti-crisis strategy the company needs to process all the data suggested
in the table below: Table N2

Table N2: A Preventive Anti-Crisis Model



Stage Particular Measure Participants involved
The analysis of skills of the | The company should collect the anti-crisis management group; | Management of the
group/members of group of anti- | the number of members of such group should be proportional to | company
crisis management and their | the volume and direction of the organization; the members of
grouping/ systematization/ | the group should be selected among the staff members of the
categorization. company (as many as possible) with the appropriate
qualifications. When the company faces the crisis situations, it
should maximally avoid unneeded expenses and use its
resources. The group should include at least one financial expert,
a lawyer, a marketing specialist and a purchasing
manager/operational manager.
SWOT and the financial analysis | SWOT study is carried out for identification the internal | Management of  the
of the company, both the vertical | strengths and weaknesses, as well as the external opportunities | company, accounting

and the horizontal, highlighting

the weak markers and

identification of those groups close

to the lowest level.

and threads of the company. In terms of the financial study the
vertical and horizontal financial analysis and the coefficient
analysis of financial data (including the ROE and ROA) will be

carried out.

department, audit, invited

financial organization.

The comparative analysis of the

development plans of the
company, ongoing tendencies and
the existing business environment

in the country;

The group shall discuss the real position of the company in the
market, its share in the gross production/selling, shall analyze
the agreements with the suppliers and the buyers, market
demands and ongoing tendencies if there are any changes in

demands and conditions of realization.

Management of  the

company and anti-crisis

management group

The analysis of possibilities of

company transformation.

The analysis of the opportunities to change the direction, or to
transform into the allied spheres or radically change the type of
activity, includes the study of challenges the company might
face. What might be the difference between the risks expected if
the company transforms and continues its activities and the risks
related to overcoming the existing force majeure situation if the

company continues its activities.

Management of the
company and anti-crisis

management group

The source: Prepared by the author based on the research outcomes

Chapter II




The Role of the State Policy and State Institutions in the activities of Business Entitites

§2.1. The peculiarities of State Policy on business entities

The foreign political orientation of the state and the certain internal political decisions
impact the economic development of the country, similarly, the economic changes have direct
effects on the political processes of the country. This interrelation creates a regulated space in
the country, where the business entities/companies operate.

Business, as an important part of the economy, is especially effected by the political and
economic processes. The state has a crucial importance in the process of development of
business entities; the role of the business entities, in its turn, is also of great importance for the
process and results of economic development of the country.

For the consequent analysis of the links between the business and state policy, we think
it’s important to have exact information on the number and organizational-legal forms of the
business entities. In the table N3 (See in the dissertation), made on basis of the information
provided by the National Statistics Office of Georgia, the data on the registered and acting
business entities as of March, 2018, is as follows:

The number of acting business entities is far lower in comparison to the number of
registered entities, namely, out of the total registered entities only 25,8% is acting. It should
be also noted that 61,1% of the total number of entities are individual entrepreneurs, and only
23,17% of them is acting. Only in case of the entrepreneurial legal entities, the correlation of
percentage of their activity is 31,49%. One of the objectives of our dissertation was to
determine the cause-and-effect link of this imbalance and to determine the possible ways of
its elimination.

In order to determine the target group of the research, we used the dynamics (namely
the indicator of sharp changes of the number of registrations) of registrations of the business
entities in Georgia from 2007 to 2017, provided by the National Statistics Office of Georgia
(Find the Table N4).

According to the abovementioned data and taking into consideration the increases and

decreases in the number of registrations, we have determined the following groups for

analysis:
v Limited Liabilities Companies;
v Individual entrepreneurs;
v Cooperatives;

In order to reveal the reasons of such changes in the number of registrations of each
organizational-legal form, on the first stage, we have analyzed the amendments cast into the
tax law in the mentioned period of time. On the second stage, we analyzed all the political and

economic decisions made by the government in the same period of time. We also paid



attention to the domestic processes that could have impacted the number of registrations of
certain organizational-legal forms of business entities.

The outcomes of the analysis enable us to answer the following questions:

e What was the reason of giving preference to particular organizational-legal forms of
the business entities in different periods of time?

e Do the organizational-legal forms of business entities affect the economic conditions of
the country?

The outcomes of the complex, multicomponent research of the official documents and
statistics revealed that selection of the organizational-legal forms for the business entities is
impacted by several factors, namely: the strategic programs initiated by the government and
the simplicity of tax policy, administration and registration of particular legal forms of business
entities. As a result of the analysis of all the factors it was revealed that the organizational-
legal forms of the business entities directly impact the economic climate and development of
the country, since the government intentionally makes fiscal or general political decisions,
appropriate to the strategies and aims of development of the country; therefore, the
government intentionally supports the top priority business segments, contributing to the
political strategy and development of the country.

Our research results evidence it as follows:

In order to activate the cooperative, the government initiated the legislative acts and
tax concessions. By doing so, the aim of the government was to support the agriculture and
development of the village. As a result of increase of the number of registrations of
cooperatives, we got rapid revival/strengthening of agricultural field, as well as this field was
donated/subsidized with the special governmental and international projects.

By simplifying the registration of the limited liability companies, the number of the
most flexible and attractive organizational-legal form of the business entities was increased.
The taxes/payments of such companies represent an important part of the budget, in addition
the foreign partner companies have the most flexible relationships with the LLC-s and the
organizational structure of LLC-s is the institutional form of business. By increasing the
number of such business entities and by strengthening of this category, the country prepares
the grounds for creating of a stable institutional basis for perfection of business sector.

By creation of micro and small business organizational-legal forms of business entities,
individual entrepreneurs and natural persons were granted the opportunity to register as
simple business forms or to change their status and to facilitate the administration of their
business, to cut their accounting service expenses, taxes and to increase their incomes. All this
directly reflected on wellbeing of the population, being the aim of the state policy.

On basis of research outcomes, it can be concluded that encouragement of
increase/decrease of business entities is an indirect tool to achieve the aims of economic policy

of the country, depending on which fields of economy is to be strengthened. Therefore, the



role of business entities in formation of economic climate is very important and often the most
important tool for successful economic policy.

Within the frames of the research, we have analyzed the results of activities performed
by the financial institutions, in order to reveal the impact of financial institutions on the
ongoing economic processes in Georgia. The analysis is based on the official data of the
National Bank of Georgia and empirical materials obtained by us, as well as the interviews
with the representatives of business entities and component interviews.

We have also discussed the possible effect of the irresponsible credit policy on
formation of business entity crisis, and analyzed the general credit policy.

Considering the factors causing the crisis of business entities, we have discussed the
impact of exchange rate fluctuations on the activities of those companies having the credits in
foreign currency.

In our opinion, foreign trade, especially the export, is the important part of the
country’s monetary policy, since it is the very channel for the inflow of foreign funds. Thus,
when analyzing the impact of exchange rate fluctuations on the economy, it is very import to

consider the recent data of foreign trade.

§2.2. The analysis of those factors impacting the formation of Georgian economic environment

In order to perfect the cause-and-effect analysis of business entity crisis, after studying
the major directions of the fiscal and monetary policies of the country, we believe, it’s
necessary to study the different factors impacting the formation of economic processes and in
general, economic environment. In this regard, we have overviewed such issues as changes in
export, import, tourism, currency rate and the directions of business entities’ action strategies.

Special attention is paid to the tourism — as one of the impacting factors, since it is
another channel for foreign currency inflow. In recent years, there is a stable growth in this
sphere due to the foreign tourists/visitors and it’s important to consider it in the analysis of
impacting factors.

As a result of the analysis we have identified the main characteristics of the currency
change impact on business entities. We have also analyzed the strategic measures taken by the
companies for prevention of the possible risks and their effects on business entities. The
complex analysis of such measures and of the currency rate fluctuations, enabled us to identify
the effects on business entities and the economy of the country.

In order to identify the effects of currency rate on the business entities and to analyze
their prevention measures (planned beforehand), in the process of case studies, we have also
interviewed/surveyed the representatives of the business entities operating in Ajara, of the
following segments: trade, production, distribution, export, service.

We have selected the companies considering:

- The annual cash cycle;



- the volume of business activity and balance data (small, medium and

large)

In the process of obtaining the materials, we paid attention to the following issues:

- the impact of currency rate fluctuation on business;

- credits in foreign currency;

- changes in turnover in the last three years;

- the preventive mechanisms against impacts of currency rate fluctuations.

For greater certainty of the results obtained by applying the quantitative method of

analysis, in particular cases we also used the interview method. The systematized results are

shown in the table N5.

Table N5: The strategy of the company in the force majeure situations and its result

Planned and taken measures

OQOutcomes

Elimination of provision of goods to
debtors on condition of long-term

payment;

The payments, received in Georgian Laris within the short-term period, will enable
the companies to convert money immediately and avoid the risks related to currency

fluctuations.

Denomination of the debtor’s monetary

liability (debt) in US dollars;

In this case any risks of losses as a result of currency fluctuation is absolutely excluded.

The importers convert money for
payment of the imported goods and
deposit converted money into their
bank accounts more frequently (if in the
past companies were converting their
money once in 15-20 days, now they do

it once in 5-10 days);

Provides an opportunity to convert money and to avoid any possible risks of currency

fluctuations in future.

An immediate conversion of the

advance payments settled in Georgian

Laries;

Provides the opportunity of timely conversion of money and to avoid any risks of

currency fluctuations in future.

Prices adjustments agreed with the

suppliers or finding new suppliers.

A complicated method of insurance against risks, since it demands making significant
changes in the business, accordingly the slight changes of prices are more frequent

than changes of suppliers.

Substitution of the loan with the
comparably lower interest rate bank

guarantee.

The method is applied by 10% of the surveyed companies, in particular, the company
submits the bank guarantee to its foreign suppliers, with the interest rate lower than

the loan interest rate, accordingly the company’s monthly interest payment is halved.

The source: Prepared by the author based on the research outcomes

On basis of the obtained materials, it’s possible to summarize the following:



J Currency rate fluctuations proportionally influence the activity of
business entities and leads to the need of making changes in their management strategy;
the company faces the necessity of elaboration the urgent methods in order to avoid
the crisis.

J The companies mainly try to overcome the difficulties entailed by the
currency changes with their own resources and the practically approbated
methodology. The government does not have any strategy or program of saving the
companies from such risks.

o The results of survey, conducted within the research frames, showed
that great number of business entities in Georgia don’t consult with any professional
financial consultants — crisis managers, and usually follow the advices given by the
accountants and internal managers of the company.

J The business entities don’t have any strategy oriented on overcoming the
force-majeure situations erupted in the process of their operation; therefore, any of
alike events leads the company management to the mode of making spontaneous
decisions.

In terms of analyzing the monetary policy, the law directly prohibiting the banks to
give credits up to 200 000 GEL in foreign currency, deserves special attention. According to
the restriction the borrowers can’t take a long-term credit in fixed foreign currency. In case of
taking such credit in Georgian currency, the interest rate is very high plus there’s a risk of
changing the interest of refinancing rate. The client considers the possible risks and decides
not to take the credit. Therefore:

e The development companies will lose those clients, who could buy small apartments

by credit;

e Georgian citizens were limited in taking out small loans in foreign currency.

If the development companies lose this segment of clients it might affect business
development and stability. This might threaten with arriving a two-fold crisis — hindering the
business development on one hand and limiting the citizens’ access to small loans and
property, on the other hand.

As a result of the abovementioned research, aiming at analyzing the ongoing processes
and strategies of the companies in terms of currency rate fluctuations, we can conclude the
following:

e  Currency rate fluctuations proportionally influence the activity of business entities and
causes changes in their management strategy;

e The measures, taken by the government to stabilize the currency rate, require deepen
analysis in order not to affect the activities of business entities and not to cause their

Crisis;



¢ The companies mainly try to overcome the difficulties entailed by the currency changes
with their own resources and the practically approbated methodology;

e  The government does not have any strategy or program of saving the companies from
currency rate fluctuation risks;

e Business entities in Georgia don’t consult with any professional financial consultants —
crisis managers;

e The business entities don’t have any strategy oriented on overcoming the force-majeure
situations erupted in the process of their operation;

To sum up, for their successful performance, the business entities should be adapted to
the business environment, which subjects to many changes caused by various factors. That’s
why the companies, their management should take into consideration: 1) the ongoing
processes in the country; 2) adequate reflection or adaptation of any changes to the company

activity.

§2.3. The peculiarities of fiscal direction of Georgian economic policy

The radical transformations in the current economic and political systems of Georgia,
creation of a new economic system and ensuring its effectiveness, requires the maintenance of
macroeconomic proportions, improvement of business environment and in general,
supporting the economic activity in the country.

Since, the state budget covers almost all the spheres that the state has planned to spend
money on, it is interesting what part of budget is allocated to support business entities or to
their saving from crisis situations. This is the very area, where the main directions of the state
economic policy and the general economic strategy are reflected.

Within the frames of our research, we have overviewed the projects implemented by
the self-governments of Batumi and Tbilisi from 2007 to 2018. We have also overviewed those
projects aiming at business support and at protection the business entities from risks of crisis.

As a result of the abovementioned data, we can summarize that:

- The government does not have a unique state conception directed to business
development, which would be a manual for the certain self-governing units;

- The government does not have a defined institutional mechanism for protection
of the business entities or business from the crisis situations;

- The government does not have any mechanisms for protection of those business

projects financed by the state budget.



- The budgets of self-governments don’t ensure the sustainable support of
business and business entities;

- In 2007-2018 none of the projects of financial or non-financial support to
business entities were financed from the budget of Batumi self-government.

- The self-governments in Georgia, do not have a common standard or approach
of supporting the business entities.

Despite the fact that Georgia has leading positions according to various international
ratings, we think the analysis of the general tendencies in business activities, should consider
the following areas: the number of population, the volume of direct foreign investments, gross
domestic product, average yearly data of inflation, the volume of foreign trade and export,
exchange rate of domestic currency, turnover of the business sector, the number and content
of the law on entrepreneurs and tax code. Taking into consideration the fact that the existing
data on the abovementioned areas has being kept since the 2010 in Georgia, within the frames
of this dissertation we suggest the complex analysis and tendency dynamics for the period from
2010 to 2017 years (see the Table N6)

Having compared the components, we can conclude that during the mentioned period
of time:

e there is a stable increase in investments;
e there is a stable increase in tourism data;
e there is an increase in export indicators;

Although, there are some stable increases in the abovementioned directions, the
national currency of Georgia has been depreciating extremely since 2012. It should be noticed,
that since 2016 Georgian National Bank has taken some significant measures to stabilize the
national currency rate (among them: determination of prices on goods in GEL, limitation the
credits up to 100.000 GEL in foreign currency, national program of conversion the credits
(given to physical persons) into GEL, fixing the maximal effective interest rate of credits),
though the issue is still actual. In our point of view, the government should include some
specific projects in the long term strategic plan of economic development and the stabilization
of national currency should be given priority. The government should take some complex,
interrelated measures in this direction, otherwise the increase in investments, the increase in
number of tourists and other positive indicators will have a “one-time”, separate and short-

term effect in the economic development of the country.



Chapter III

The directions of perfection of the preventive-anticrisis strategy of business entities crisis

83.1. Scientific analysis of formal and informal institutions causing the crisis of business

entities

The analysis of the role of informal institutions in the negative consequences of
business entities has become required since the complex analysis of formal institutions did not
reveal those actors and the cause-and-effect interrelation, causing the crisis of business
entities.

In the process of the research, there were revealed some factors causing the crisis and
the ways of overcoming it. The actors prospective was also outlined. In particular, the case
study shows the importance of the role of formal and informal institutions, when particular
cases are studied considering the participants’ interests and opinions. In various situations, the
participants might be a government (a particular governmental body), the business entity in
crisis and other interested groups (debtors, creditors, lessees, lessor and etc.).

In terms of a particular crisis situation it’s hard to identify only one factor, as such
situations usually include more than one factors, where the formal (the law, revenue
departments, budget and monetary policy and etc.) and informal institutions (contracts,
dumping, alternate mechanisms) have great impact.

Taking into consideration all the above mentioned and on basis of scientific analysis of
different cases, in this chapter we have represented those methods and means applied by the
companies in crisis, in order to overcome the challenges in terms of existing formal conditions
(created by the government considering the international experience). By strengthening the
state institutions, the role of the informal institutions gradually eliminates or the government
tries to formalize and use them. However, those informal institutions which don’t contradict
the law, still play an active role (e.g. different types of agreement).

The analysis of the formal institutions includes the analysis of those spheres which are
regulated and limited under the law. We have studied only particular directions of the state
policy and all the established and precedent, organized actions of the informal institutions.

Georgian government has several ways of ending the crisis of business entities; namely,
announcement of insolvency/bankruptcy of the company, voluntary and forced liquidation of
the company, and termination of business activity.

According to the information provided by the Registry of entrepreneurial and non-
entrepreneurial legal entities, in the period from 2010 to 2017 the number of terminated
business entities amounts to 103229.

Insolvency (bankruptcy) is not the inevitable result of every crisis situation, but the

crisis is the very reason of every insolvency (bankruptcy). Therefore, in Georgian reality, the



analysis of disputes related to the insolvency/bankruptcy are an integrated part of the analysis
of the institutional (formal) reasons for termination or stopping of business activity.

Within the scope of our research, we considered it reasonable to request the official
information from the courts (Batumi and Kutaisi appeal courts) showing the number of
lawsuits on bankruptcy cases since 2010 (as all the records related to insolvency are being kept
since 2010) and their outcomes.

The obtained information from both of the courts, includes the data for the period from
2010 to 2017 (see the diagram N1, N2, N3)

Taking into consideration the great number of stopped businesses or the businesses in
crisis situation, only few of them filed the lawsuits on insolvency (during the recent 7 years,
most of lawsuits were filed in 2015 — by 101 companies). We think it happens because the
company starts bankruptcy process:

» in case of failure to cover its debts by realization or dividing its assets;

» if the business entity wants to end the crisis with the official state decision on

bankruptcy; and

» when the company needs to finish its crisis with the official decision of bankruptcy in

order to avoid any possible disputes related to its debts/monetary liabilities.

It was impossible to reveal other factors, because the information was confidential, and the
courts provided only some of the cases, with the unknown/unidentified parties.

It can be assumed, that for the credit companies the bankruptcy mechanisms might be the
very factor causing the crisis. The assumption is backed by the cases of those companies which
had to terminate their activity as a result of inability to collect debts. If we generalize this case,
the following scenario might be proposed: the company, which has a large loan debts to various
suppliers (because of inappropriate usage of the financial resources), has to be dissolved as the
distribution companies and other suppliers don’t provide new products until the old payments
are covered. The company is unable to pay the loan debts and files its insolvency application
to the court. The court recognizes such company insolvent and the creditors’ claims remain
unsatisfied, thus such credit companies are led into the crisis situation.

In this case, the bankruptcy mechanism is the reason of a new crisis rather than the way
to overcome it. The law is directed to protect the interests of both parties, but there are two

things that deserve attention:

1) If any creditor files the insolvency application against any business entity to the court, the

2)

creditor is rightful to receive his money from realization of such business entity/the debtor’s
property. Herewith, the minimal amount of the debt should not be less than GEL 50.000.
Again, it’s possible to reveal the tendency of protecting the interests of medium and large
business entities.

If any business entity files its own insolvency application to the court (for the court to

recognize it insolvent) and the court satisfies the request, the creditor’s claims will be satisfied



via distribution of company’s assets; if the company’s monetary liabilities excess the amount
generated from sale of his property then the remaining part of such liability will be uncovered
and there does not exist any mechanisms of protection or compensation of the creditors.

To sum up, this formal way of overcoming the crisis, is the mechanism of ending the
existing crisis. At the same time, it was directed against the different informal practices. The
mechanism of bankruptcy might be considered to be the way of solving the problems of the
companies in crisis, though this mechanism is not directed to solve the problems of debtor
companies.

Having discussed the abovementioned mechanism, we pay our attention to those factors
of crisis, which might be identified in the process of study of the companies in crisis. We also
focus on those formal and informal institutions which facilitate the causing or overcoming the
crisis.

We suggest the classification of crisis phases and results basing on the results of the
componential-synthetic analysis of the negative processes accompanying the crisis
development.

For crisis anatomy/classification, we think it would be interesting to compare three main
directions — what is the crisis from the prospective of business entities and from the prospective

of the state, and what is the general international classification of crisis.



Table N7. Classification of the crisis of business entities

The prospective of business entities

The general international
classification

The prospective of the State

General factors: Social-economic-
political:

The Increase of inflation; changes in
the tax system; changes in the
legislation; reduce of the incomes of
citizens; unemployment increases;

increase of crime rates.

Competition/monopoly

An external factor of crisis

Competition (rivalry between actual or potential
undertakings in the relevant market to gain advantage
in the market) is the process in terms of the free market
principles and is regulated by the Law of Georgian on
Competition (21 March, 2014) and Monopoly (a
special condition of an economic agent, state body,
enabling it to have an essential impact on the market

and limit the competition)

Credit policy (monetary policy)

An external factor of crisis

Is regulated by the National Bank of Georgia via the

different legal acts. Is the regulated sphere

Management: ineffective financial

An internal factor of crisis

The state defines the structure of managing bodies of

management, ineffective HR the business entities and the general rules of share
management proportions by the Law on Entrepreneurs.

Marketing: incorrect market | An internal factor of crisis A free market process

analysis,  incorrect  advertising

campaign, damage reputation

Currency exchange rate (monetary

policy)

An external factor of crisis

A free market process/the currency exchange rate is
defined by the currency market, consisting of
commercial banks and those corporation or individuals
who are interested on buying or selling the foreign
currency. The currency market is open to participate
for all those commercial banks or branches of foreign

banks licensed in Georgia, having obtained the status

of the participant bank from the National Bank of

Georgia.

Business related legislation/laws

An external factor of crisis

Is regulated by the different legal acts, among them the
Tax Code, the Law on Entrepreneurs, the Law on

Competition and etc.

Force Majeure

An external factor of crisis

The government does not have any programs.

The source: The table is made by the author based on the research outcomes.




If we group these factors according to the type of their regulation (whether they are
regulated or not by the state/government) we will get the following picture:
regulated:

1. state fiscal and monetary policy;

2. the laws on business activities;
non-regulated:

1. Management;

2. Marketing
and the separate factor is force-majeure.

Under the influence of non-regulated factors, leading of the company into the crisis situation
because of free market principles is the consequence of interrelated actions; Prevention of such
impacts should be the very aim and the interest of any business entity.

The study results showed that in most of the cases the crisis was caused by the non-regulated
factors, and in our opinion, there are some reasons for it, among them:

1. The state institutions appropriately accomplish their functions;

2. The role of the informal institutions in stabilization/elimination the crisis is brought

down to a minimum by the state.

The thesis represents particular cases of development and results of crisis of business
entities, the analysis of which aimed at revealing the models of crisis eruption and development.

In the Case Study part, there are represented some cases as the illustration of crisis
analysis. In order to reveal each factor of crisis, we have studied several cases, but in certain cases
the crisis was resulted under the influence of several factors.

This approach to the study of crisis help us reveal the actor prospective, - beyond the
declared, formal reasons there are often unidentified reasons. The qualitative study helps us
identify those problems, being faced by the companies in the process of everyday activities,
parallel to the existing regulations and, in general, ongoing changes in the business conditions.

The factor of competition and monetary policy: According to the Law of Georgia on
Competition as of May 8, 2012 (the article 3, Clause “b”) the term “Competition” is defined as
“rivalry between actual and potential undertakings in the relevant market to gain advantage in
the market”.

In the process of study the competition as a factor causing the crisis of business entities,
we came across the case, where the competitor of the company “X” (its activity was depended on
the currency) started selling the production of the famous brand for the same prices. This fact,
together with the currency rate fluctuation affected the company “X”, which eventually
terminated the activity.

In this situation, the main function of the state is to create equal competitive positions and
to maintain control. According to the major free market principles, any intervention of the state

into the competition between the business entities, is deemed to be the fact turning the business



sector into the regulated sphere, that directly contradicts the basic principles of the declared
economic policy of the state and the generally accepted theoretical-practical experience of the
free market.

The abovementioned case is the classic example of the consequences of competition. As
well as, the fluctuations of currency rate (in this case the depreciation of exchange rate of the
Georgian lari to the US Dollar) affected greatly the product prices (the goods bought in US dollars
were sold in GEL on consignment, the amount was paid later and during this period, the rate of
US dollar has increased), making the company “X” noncompetitive.

The results of those factors analysis, which have been identified by the research, show
that it was necessary the company to diversify the suppliers (it should have not been depended
on one supplier only), to reduce the consignment term/period to a minimum and to create a
detailed anti-crisis plan, that would be based both on the financial analysis and the intensive
market research. We think that one part of the existing problems is related to the problems of
management.

Herewith, the state/government should orient the macroeconomic policy on protection
the exchange market from sharp fluctuations reasoned by foreign shocks (including the
interventions into the market). In such situations, the state role, tightening of monetary policy,
might be crucial for maintenance of viability of business entities.

The factor of management: The case of dissolving the company due to the incorrect
management of the bills receivables, was also interesting.

What could be the possible preventive measures taken by the company and the state? The
state has the only instrument to “overcome” the similar crisis situation — to announce the
company bankrupted/insolvent. The remaining assets of the company was sufficient to cover the
debt payable to the creditors (suppliers) in full; so it was more convenient for the company to sell
its goods and pay the generated amount itself, rather than filing the application to the court and
initiate the bankruptcy procedures; plus, the initiation of bankruptcy procedures is connected to
the additional costs - a state tax in amount of GEL 5000 (in accordance to the Georgian Law on
Insolvency Procedures, 28/03/2007, the Article 6) and the company could not afford this costs.
Another challenge was the amount of debt to the creditors — the creditors may file for insolvency
only if the amount of debt is at least GEL 150.000 (The Law of Georgia on Insolvency Procedures,
the article 14, clause 2, sub-clause “e”). As in this case the company’s total debt amounted to GEL
15.000, the creditors were restricted to appeal the court. In such case the state does not have any
institutional mechanisms.

In our opinion, the main problem of the company was the progressive increase of its debt
during the 5 years period (70% of the total selling was by consignment). The company should
have some mechanism to control its debts, since it was also buying the goods on consignment. If
the company did not have the debts in such amounts, it could have an accelerated turnover of
goods and therefore have more profit. The case might be given as the formula, where D is the

debt, T is the specific period of time, R — realization/selling of goods,



C — goods sold in cash and non-cash settlements and P - profit, we will have the following

formula:

Considering the above formula, we can suggest a universal formula:

Where the profit exceeds the period when the goods are sold in cash or non-cash

settlements, but the profit is less when the goods are sold on consignment exceeding the volume
of goods sold in cash or non-cash settlements.

We think that if major part of the company’s capital turnover were in cash, it would have
the opportunity to reinvest the accumulated profit, that would allow to renew the shop and
increase the range of goods. In its own way, it would help stabilize the factor of competition (by
the renewed design and wide range of goods offered by other shops) or minimize the risks.

Another crisis caused by the factor of management was in the company where at the very
beginning the partners could not agree on the issue how to dispose the profit to be gained from
the business activity. The disagreement eventually led the company to ceasing its activities. The
factor of management, as the reason of crisis, is the specific case in terms of which the role of the
state in regulation of crisis is excluded.

The factor of credit policy and management: In terms of revealing the complex factors, an
interesting case is connected to the credit, taken for construction of a commercial space (the
credit was given on the condition of standard payment schedule). Initially, the business was not
intended to have seasonal nature with the transitory income; that was the reason for alteration
of the credit schedule and increase of interest rate, entailing the financial losses.

The managerial factor. One more interesting case, where the company failed because of
the over-reliance of the management on the business opportunities. The company operated for
several months without gaining much profit, causing the discouragement of the management. As
the result, the company was dissolved. In this case we faced the unprofessional attitude of the
management towards the business and the artificial termination of business activity.

Force majeure. The case of business crisis reasoned by the force majeure is different from
the others. The company did not get any governmental compensation or support. The problem
was exacerbated by the fact that the company had a bank loan. The bank offered a prolongation,
but the company was unable to continue its activity due to shortage of funds. As a result, the

credit turned into an overdue loan and the case was submitted to the court. The primary aim of



the bank is to recover the overdue loans via selling the debtor’s property. Thus, the business faces
the crisis.

In the process of analysis of the abovementioned case, we found out that the
state/government’s only way to solve such force majeure situation is a compensation or insurance
of business in the private insurance companies. According to the owner of business (it was the
fish farm), the insurance company offered to insure only the building and not the fish. In the
process of the research we contacted with the insurance companies operating in Georgia, in order
to check the information whether there existed any insurance product insuring the current
capital of this type of business. One part of the insurance companies rejected to insure fish farms
against the risks and another part of the insurance companies replied that in such cases they made
their decision individually after assessment of possible risks.

We were interested in those reasons why the insurance companies do not insure against
such risks. According to Dr. Asie Tsintsadze, the insurance specialist, there are two problems
regarding the issue 1. This type of business is connected with high risks, considering the
possibility of destroying the working capital of such category e.g. as a result of epidemic, virus or
bad weather conditions and the insurance company will have to cover all losses in full from their
capital (here we can also consider the limited capital of the insurance companies); and 2. The
insurance companies in Georgia don’t have sufficient experience/skills of assessment such risks,
there are some challenges related to application of the calculation methods. Asie Tsintsadze’s
argumentation is acceptable for us and we also would add that in parallel with the development
of the insurance market, the list of products offered grows and their working methodology also
improves. All these makes us hope that in the nearest future it will be possible to insure the risks
of the abovementioned category. As to the state position in this case, its desired the
state/government to have a reserve funds for those business entities facing such force majeure
situations having long-term and stable business activity. It’s importance since the termination of
any stable business directly affects the social-economic development of particular region, village
or city, as well as the state image on the international level. From the state’s position the state
compensations are the “way out” and insurance of risks is the “way out” from the business
position, though insurance of such cases should be the interest of the state as well.

The factor or marketing and management: The business has been dissolved as a result of
small demand on its production. In this case, as we have revealed, the main reason of the failure
of business was insufficient analysis of the market. In particular, the management decided to
carry out a certain business activity because that specific segment was free. In our opinion, the
object of market research should be the non-existence of this direction of business and not the
new business segments in general. The fact of small demand on this specific product in the market
could be revealed in advance by the relevant and complete market analysis. Therefore, in this

case the reason of the business crisis was a factor of a wrong marketing and management.



Table N8: The classification of the factors revealed by the case study and the suggested

recommendations
Type of business Types of crisis factors State regulation norm Suggested strategy of | Anticipated state
activities to be | strategy of crisis
implemented by the | prevention
company
Building implements The factor of Georgian Law on Competition | Diversification of the | Macroeconomic
competition and the as of March 21, 2014 (N2159); supplier; policy should be
monetary policy maximally oriented
The order N127/01 of the | Reduce of the term of | on protection of the
President of the National Bank | consignation; currency market from
of Georgia as of May 11, 2009 the impacts of foreign
on “Approval of the statute on shocks and from
Performance of  currency sharp changes of the
SWOT operations by the currency rate;
National Bank of Georgia in the
domestic market” If it’s necessary apply
interventions into the
currency market.
A mini-market The factor of There are no regulations | A mechanism of control
management related to this direction in line | of the debtors’ monetary
with the free market principles. | liabilities.
A shoe shop The factor of There are no regulations | Elaboration of the
management related to this direction in line | company development
with the free market principles. | strategy;
Determine the
disposition of monetary
resources.
Seasonal catering | The credit policy and the | The Organic Act of Georgia on | Market research | Maintain the initial
facilities factor of management the National Bank of Georgia, | considering the seasonal | amount of interest for
Thilisi, 24 September, 2009; | peculiarities; the whole period of
N1676 IIS Calculation/control  of | the credit in case of
the interest rate payable | changing the loan
in case of changing the | term/
payment schedule. restructurization.
Car service center The factor of There are no regulations | Neither of companies
management related to this direction in line | expressed their desire to
with the free market principles. | develop the business
Fish industry Force majeure The client should have | its  desired  the
addressed the insurance | state/government to
company and insure at | have a reserve funds
least a part of the risks. | for those business
entities facing such
force majeure
situations having
long-term and stable
business activity. It’s
importance since the
termination of any
stable business
directly affects the




social-economic

development of
particular region,
village or city, as well
as the state image on
the international

level.

Book shop The factor of marketing, | There are no regulations | Some marketing
management and the | related to this direction in line | mistakes were made,
social factor of citizens with the free market principles. | and the investments

were made in

inappropriate segment.

The source: The table is made by the author based on the research outcomes.

As the given table shows, the problem of management was revealed in different ways.
Mostly, the companies made mistakes at the beginning of their business (the absence of business
strategy, no market research, unplanned process of financial accounting and distribution, non-
professional attitude towards the business). Another factor is credit policy, in terms of which it
is necessary to consider the interrelation of business planning, organization and the credit
conditions.

The competition and the monetary policy (in this case the currency rate fluctuations)
turned out to be a salient interrelated factor. Since, the currency rate fluctuations also had great
influence on the purchasing power of the population, we think it should be named as a separate
factor. The factor of force-majeure should be paid special attention, as the revealed problems in
this category have the specific peculiarities and this factor might be generalized (the necessity of
state programs, adaptation of the insurance system and etc.).

Based on the academic literature and the obtained materials, it’s possible to say, that the
basic reasons of company crisis are: issues of management, credit policy, existing competition,
monetary policy and force majeure.

According to their regulations, the abovementioned factors might be divided into two
groups — those factors subjected to the state regulation and those subjected to the market
regulation.

The factor which are regulated by the state are: the credit policy, competition and the
monetary policy; the facts which are not regulated by the government are: management factor
and the force majeure.

Grouping and analysis of the abovementioned factors enable us to conclude that 60% of
the reasons causing the business crisis might be regulated by the government, 20% of them is
regulated by the internal mechanisms of the company, the remaining 20% are force majeure
situations, being uncontrolled.

L. Greiner, I. Adizes and other researchers name different reasons leading the companies
into the crisis situation, though it should be mentioned, that all the reasons might be separated

into two large groups: the internal and external factors.



The external factors include the events beyond the control of the companies, like
political-economic conditions in the country, force-majeure, competition, functional
depreciation of products and service and etc.

The internal factors include management issues, lack of competence of the employees,
production or service quality changing and others. In general, the internal and external factors
are closely connected — the internal factors might strengthen the external factors and vice versa.

e The decision on insolvency/bankruptcy of a business entity is made by the court, the term
does not is not mean termination of business activities because of crisis situation.
Therefore, neither of the suggested bankruptcy prediction models, might be considered
universal, especially given that each of the them are applicable to the social-economic
systems and the organizational forms of business of those countries having participated in
creation and checking of the models.

e The macroeconomic factors strengthen those internal factors causing the crisis of business
entities; therefore, the complex, multifactorial crisis situations require taking serious
stabilizing and final rehabilitation measures. The role of the government in stabilization
of the macroeconomic factors is crucial for the business.

e The modern business entities might become the very reason of crisis of old business
entities operating in the same business segment, operating on basis of old equipment and
technology.

e The management of those business entities, who wait for stabilization of the crisis and
avoid taking some significant actions, subjectively increase the risks of company

liquidation.

§3.2. The methodology of formation the preventive-anti-crisis strategy model of business entity.
The anti-crisis management of the business entity is the combination of methods, applied
by the management of the company or other third party in order to overcome the crisis situation.
The company rarely has any action plans, elaborated in prior to eliminate the risk factors.
According to the results of our research, it was revealed that the companies start to think
about the anti-crisis management and strategies only after facing the crisis situation (In the
process of case-study and evaluation of influences of currency rate fluctuations the companies
were asked if they had any preventive anti-crisis action plans or measures against the risks of
crisis). In our opinion, the preventive anti-crisis management plan should be a part of the strategic
development plan of every company, amended from time to time according to the modern
challenges.
In the given part of the thesis, we have discussed the types of strategies of business entities

in general and have given their general overview. We have also outlined the stages and particular



measures required for elaboration of individual preventive anti-crisis strategy of business entities,

considering the Georgian reality (see table N9).

Table N9: Preventive anti-crisis model

systematization/ categorization.

the members of the group should be selected among the staff
members of the company (as many as possible) with the
appropriate qualifications. When the company faces the crisis
situations, it should maximally avoid unneeded expenses and
use its resources. The group should include at least one
financial expert, a lawyer, a marketing specialist and a

purchasing manager/operational manager.

Stage Particular Measure Participants
involved

The analysis of skills of the | The company should collect the anti-crisis management | Management of

group/members of group of anti-crisis | group; the number of members of such group should be | the company

management and their grouping/ | proportional to the volume and direction of the organization;

SWOT and the financial analysis of the
company, both the vertical and the
horizontal, highlighting the weak
markers and identification of those

groups close to the lowest level.

SWOT study is carried out for identification the internal
the

opportunities and threads of the company. In terms of the

strengths and weaknesses, as well as external

financial study the vertical and horizontal financial analysis
and the coefficient analysis of financial data (including the
ROE and ROA) will be carried out.

Management of
the

accounting

company,

department,
audit, invited
financial

organization.

The the

development plans of the company,

comparative analysis of

ongoing tendencies and the existing

business environment in the country;

The group shall discuss the real position of the company in the
market, its share in the gross production/selling, shall analyze
the agreements with the suppliers and the buyers, market
demands and ongoing tendencies if there are any changes in

demands and conditions of realization.

Management of
the company and
anti-crisis
management

group

The analysis of possibilities of company

transformation.

The analysis of the opportunities to change the direction, or
to transform into the allied spheres or radically change the
type of activity, includes the study of challenges the company
might face. What might be the difference between the risks
expected if the company transforms and continues its
activities and the risks related to overcoming the existing

force majeure situation if the company continues its activities.

Management of
the company and
anti-crisis
management

group

The source: The table is made basing on the results of study carried out by the author

We think that, taking into consideration the changeable business conditions, the business
entities will feel the necessity of preventive anti-crisis strategy in the nearest future, after having

faced the crisis. But it will be too late for business sustainability. On the contrary, if the companies



apply our suggested methodology of crisis analysis, we strongly believe they will be able to

overcome anticipated challenges. Moreover, in our opinion, every business entity should have

the anti-crisis strategy prior to starting its activities, in order to be stable to the existing and

expected difficulties.

In our opinion, the government should be highly interested in the issue, as the sustainable

and stable business entities ensure the economic development of the country. In its own way, it

means high employment, strong social layer, developed infrastructure and powerful,

independent state.

The outcomes and recommendations:

1) In our opinion, the crisis analysis of business entities must include not only the general

2)

3)

4)

research of their financial conditions (applying the financial models), but it should
represent a thorough analysis of every certain case. The methodology of crisis research
should include: 1. the segmentation of companies/business entities according to their
types of activity, in particular: trade, service, production and etc.; 2. the analysis
turnover of the companies; 3. the analysis of the share of imported inputs in the
production and raw materials; 4. the analysis of the business rivals, management and
other internal factors; 5. the analysis of the State regulations and the outline of those
informal institutions, which might possibly trigger the financial crisis of business
entities.

The financial analysis of the company should include not only the comparison of
financial and coefficient data, but also the complex of balance data of such company,
the information on sales, purchases, credit and debt management, ongoing economic
trends in the country, the dynamics of separate indicators and the dynamics of the
financial data of the company.

Only the financial analysis of business entities is not enough for identification of
company crisis, in order to get the clear results, it is necessary to study the monetary,
fiscal and monetary-credit policy of the country; to compare the ratings of business
environment of the country by their components, as well as to analyze those formal
and informal institutions having direct or indirect impact on factors causing crisis or
crisis development in the business entities.

The role of financial institutions in the process of crediting the business is crucial for
successful business activity. The irresponsible crediting by a financial institution might
lead to an unexpected, force-majeure, critical situation for the business entity,
resulting in insolvency of such business entity and its winding-up. The main task of
the National Bank should be to establish a responsible crediting system, in terms of

which the bank/financial institutions would carry out a complete and detailed analysis



of financial status of the client, define the purpose of credit and on basis of the client’s
information submitted, define the amount of credit coverable by the client.

5) In order, the crediting process not to cause or develop the crisis, first of all it’s
necessary the banks and micro-financial organizations to study the financial
conditions of the client for adequate evaluation of the client’s solvency. The products
of the financial institutions should be transparent and have clear conditions; the
service contracts should be flexible and comprehensible; In this regard, the priority of
the government should be the introduction of strict regulations and raising the public
awareness on the details of financial relationships.

6) The outcomes of the research showed that those business entities, with a higher
turnover of account receivables, which timely receive the amount for the goods sold
in Georgian Lari are able to convert money in time for making purchases. It helps the
company to avoid the risks of currency changes, which might cause worsening of its
financial conditions and crisis development.

7) The research showed that currency rate changes proportionally influence the activity
of business entities and leads to the need of making changes in their management
strategy; the company faces the necessity of elaboration of urgent methods in order to
avoid the crisis.

8) The detailed analysis of the activities of business entities showed that the government
does not have any strategy or program of saving the companies from such risks. The
companies mainly try to overcome the difficulties entailed by the currency changes
with their own resources and the practically approbated methodology, which includes
the following activities:

elimination of provision of goods to debtors on condition of long-term payment;

therefore, the payments, received in Georgian Laris within the short-term period, will

enable the companies to convert money immediately and avoid the risks.

denomination of the debtor’s monetary liability (debt) in US dollars, in this case any risks

of losses as a result of currency fluctuation is absolutely excluded (though not all the

clients agree on it);

the importers convert money for payment of the imported goods and deposit converted

money into their bank accounts more frequently (if in the past companies were converting

their money once in 15-20 days, now they do it once in 5-10 days), this enables them to
avoid any possible risks of currency fluctuations in future.

immediate converting of the advance payments, that also enables to avoid any risks of

currency fluctuations in future.

price adjustments (according to the agreement with the suppliers), or finding new

suppliers; this is a complicated method of insurance against risks, since it demands making

significant changes in the business, accordingly the slight changes of prices are more

frequent than changes of suppliers.



The loan is substituted with the comparably lower interest rate bank guarantee (in the
market the average interest rate of the loan is 7-11%, while the interest rate of a bank
guarantee is 1-4%); this method is applied by 10% of the surveyed companies, in
particular, the company submits the bank guarantee to its foreign providers, with the
interest rate lower than the loan interest rate, accordingly the company’s monthly interest
payment is halved. There is not any State strategy or program of insurance against such
risks.

9) The results of survey, conducted within the research frames, showed that great
number of business entities in Georgia don’t consult with any professional financial
consultants — crisis managers, and usually follow the advices given by the accountants
and internal managers of the company. It might be said, that the culture of cooperation
with consultants is still new for Georgia. On the other hand, only few companies work
on crisis management in Georgia with hardly affordable service fees.

10) The business entities don’t have any strategy oriented on overcoming the force-
majeure situations erupted in the process of their operation; therefore, any of alike
events leads the company management to the mode of spontaneous decisions. The
spontaneous decisions double the risks of strengthening the factors triggering the
crisis. The only way to avoid crisis situations is to create the prevention anti-crisis
strategy considering all the anticipated factors which might cause the crisis.

11) Georgian citizens were limited in taking out small loans in foreign currency. The loss
of this segment of clients might affect business development and stability. This might
threaten with arriving a two-fold crisis — hindering the business development on one
hand and limiting the citizens’ access to small loans and property, on the other hand.
This issue is the object of our further research.

12) Depreciation of the national currency causes increasing of prices on basic consumer
goods. Accordingly, the sales volume is reduced, that directly reduces both the
company’s income and the amount of budgetary payments made by such company.
All the above-mentioned factors affect and hinder the economic development of the
country.

13) The government does not have a unique state conception directed to business
development, which would be a manual for the certain self-governing units; the self-
governments do not have a common standard or approach of supporting the business
entities. For instance, in 2007-2018 none of the projects of financial or non-financial
support to business entities were financed from the budget of Batumi self-government.

14) The government does not have a defined institutional mechanism for protection of the
business entities or business from the crisis situations. Neither it has any mechanisms
for protection of those business projects financed by the state budget.

15) The bankruptcy prediction models elaborated by scientists (Altman, Beaver, Springate

and others) do not coincide with the Georgian reality, since in Georgia



bankruptcy/insolvency is an institute used by both — the debtor and creditor by their
own free will. The decision on insolvency/bankruptcy of a business entity is made by
the appeal court (Kutaisi Appeal Court for companies registered in the western
Georgia and Thilisi Appeal Court for those registered in the eastern Georgia). So, the
term “bankruptcy” in Georgian reality is not the termination of business activities
because of crisis situation; it is an instrument which might be voluntarily used by the
business entity to announce itself insolvent or turning itself to the rehabilitation mode.
It might be said, that the aim of the insolvency institute is to protect the debtor’s and
creditor’s rights equally. Based on the above-mentioned, neither of the suggested
bankruptcy prediction models, might be considered universal, especially given that
each of the them are applicable to the social-economic systems and the organizational
forms of business of those countries having participated in creation and checking of
the models.

16) The macroeconomic factors strengthen those internal factors causing the crisis of
business entities; therefore, the complex, multifactorial crisis situations require taking
serious stabilizing and final rehabilitation measures. If in certain cases there’s the
possibility of technological modernization of the company, but currency fluctuations
are still actual in the country (as a result of impact of foreign shocks), the investments
made into the anti-crisis measures might be detrimental to the company. Accordingly,
the role of the government in stabilization of the macroeconomic factors is crucial for
the business.

17) The modern business entities might become the very reason of crisis of old business
entities operating in the same business segment, operating on basis of old equipment
and technology. Re-equipment of business entities is an irreversible process of business
development, although it entails disappearance of financially-weak business entities
from the market. It should be mentioned that the recent technological developments
in the world gradually leads to substitution of employees with the distance or
computerized technological means. Those business entities who try to avoid re-
equipment are fated to crisis and liquidation.

18) In terms of crisis situation, the management of the company should focus not only on
daily financial analysis of the company; they should rather focus on the main everyday
problems, ongoing challenges and scope out the strategic directions, like: competition,
currency rate and other micro- and macroeconomic factors. The management of those
business entities, who wait for stabilization of the crisis and avoid taking some
significant actions, subjectively prepare the ground for a winding-up the company.

19) If the business entities, which are in crisis, don’t take any measures against the crisis,
it usually deepens and finally, leads the company to liquidation. On the contrary, the
business entities taking the certain steps against the crisis, manage to stabilize the

situation and lead the company out of crisis. The process of acting against the crisis



situation usually entails the activation of the environmental factors, which often
neutralize a number of negative factors such as changes of currency rate, inflation,

political situation and etc.
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