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 Ing. Luboš SMR�KA, CSc, Senior Lecturer, Department of Business Economics, University 

of Economics, Prague, Czech Republic, ancaionescu2003@yahoo.com 
1 We will discuss the term „mass scale“ later; for now, suffice to say that personal bankruptcy 

is relatively common in the U.S. as well as in a number of European countries.   
2
 Insolvency does not necessarily mean that total liabilities exceed total assets of the govern-

ment, net worth of a company or value of family property as insolvency is primarily a cash-

flow problem; financial collapse may take place even without the accumulation of excessive 

debts.  
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1 CDOs (Collateralized Debt Obligations) are an investment tool usually linked to a portfolio of 

underlying assets that may include loans, lease agreements and other financial products. Based 

on these underlying assets, securities that enable the trading of the associated risk portfolio are 

issued. The entire system was designed approximately in 1994 at JPMorgan in response to a set 

of rules called BASEL I that had been adopted in 1988 and implemented in 1992. Based on the 

rules, banks were actually required to hold capital corresponding to eight per cent of their risk-

weighted assets (assets were divided into five categories) as a risk-eliminating measure. What 

they really did, though, was putting an excessive burden especially on major banks for which 

the measures were really harsh given the nature of their portfolio. In 1996, the Fed confirmed 

the legality of trading in derivatives and risks between JPMorgan and Exxon Oil. So, what 

originally began as a business in products linked to quality loans, which was to ease banks from 

the capital adequacy requirements, later turned into boom of derivatives linked to some very 

doubtful assets that eventually proved extremely risky; the securities nevertheless still scored 

high ratings. It is apparent that the original idea giving rise to a business with clear and defin-

able risks eventually resulted in a hazardous undertaking. However, only a few people were 

able to notice the change that took place between 1994 and 1996, when the entire system was 

set up, and the period after 2001 when the same procedure was applied to underlying assets of 

sketchy quality.        
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1
 Using an example from the Czech economy, in retrospect we now clearly see that the symp-

toms of the 1997/98 monetary crises followed a text-book scenario; yet only very few people 

raised their voices to point out the fact that the economy was in for some serious trouble.  
2
 We may find certain similarities in the situation of ancient Rome from the second half of the 

second century A.D. until the collapse of its western part. At that time, entire masses of people 

were enslaved due bein incapable to pay taxes and the state was permanently on the brink of 

insolvency since the army was using an extreme share of national product, forcing its inhabi-

tants to pay an ever increasing number of taxes. In some regions, the example of lower nobility 

and free farmers could be used, although these are of marginal relevance. One disturbing fact is 

worth noting: both situations were linked to a period that immediately preceded the collapse of 

an entire branch of civilization and ushered a major shift in the social order.    
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1
 To a certain degree, this explains why markets and bond holders target Greece, or potentially, 

Spain, Ireland or Portugal, while leaving Japan alone, although this explanation alone is just 

one part of the story. For example, the U.S. national debt and deficit have grown into astro-

nomical proportions but somehow, the government still manages to attract investors; however, 

this brings us to a completely different issue.    
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1
 We may only speculate whether this is the result of the desire to maintain the governing posi-

tion similarly to the Roman emperors financing their armies until completely exhausting the 

economic potential of their empires, thus destroying the economy and eventually losing both 

power and the empire itself, or whether this is an expression of charitable inclination, with 

equally dire consequences.    
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1
 For more information on the topic, see Smr�ka, L.: Finan�ní krizi roku 2008 vyvolaly (p�e-

devším) vládní zásahy. (The 2008 Crisis Was Caused (above all) by Government Interference) 

He notes that: “This legitimately leads to the following conclusion: Overall, the imbalances 

arising from the financial economy were a strong impetus for the occurrence of problems, 

which the developed world was threatened by as a part of the natural economic cycle; the 

problems struck with full force and multiplied in their intensity. Had it not been for the crisis of 

financial institutions caused by government policies and their massive subsidies of “quality 

housing for all”, the economic boom could have gradually turn into a period of stagnation or, 

potentially, a period of mild growth.”   
2
 Caution is recommended when we compare certain figures. Family debt is sometimes com-

pared to GDP (see the plot by McKinelsy Global Institute), family disposable income, financial 

assets, or with total family assets, including real property. This may be tricky as there is one 

important thing to remember: Inability to pay commitments is primarily linked to cash-flow 

and only secondarily to the notions such as excessive indebtedness. That is why e.g. comparing 

debt to total property makes no sense, as does comparing it to financial assets, since this does 

not reveal anything about the property liquidity or the possibility to use it for the payment of 

debts. The property in itself will not prevent any default from occurring. Equally the compari-

son of family debt to GDP is not completely unproblematic, as the actual result will be substan-

tially different for a country with effective taxation amounting to 20% as opposed to a country 

where the same indicator goes up to 60%. All in all, disposable income seems to be the best 

choice.    
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1
 The same naturally applies to business defaults. 
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1 In his article “Nové možnosti oce�ování pohledávek” (New opportunities in the valuation of 

receivables), Jaroslav Schönfeld writes: “I think it is desirable that the creditor obtains inter-

nal as well external valuation. While the internal value within the context of this work more or 

less corresponds to the value of the receivable prior to collection, i.e. when it is kept in the 

bank portfolio, the external price corresponds  to an adequate price for its assigning when of-

fered on the market of receivables. In order to adopt qualified decisions as to whether the re-

ceivable will be kept until collected or assigned in return for a payment, banks need to inter-

nally value the receivable. This is also important as the bank needs supporting “arguments” 

when negotiating the sale of the receivable with interested parties or when deciding on the 

most suitable collection method. As far as the valuation of assignment of receivables is con-
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cerned, sophisticated modifications of the two-phase method are likely to prevail in the future. 

While the method is a complex one, it may provide the assignor or assignee with valuable in-

formation on how to proceed with the collection. The use of risk parameters to calculate the 

value of receivables is a great opportunity area for banks, as these parameters are contained 

and assessed in bank statistics due to the implementation of Basel II. When used correctly, 

these parameters may prove a suitable tool for the valuation of receivables although this ap-

proach may have to be used in addition to other tools. Please note that valuation of receivables 

by the bank or investor is a unique creative process that has to consider specifics of each re-

ceivable subject to valuation and that usually requires cooperation of several experts, includ-

ing lawyers, tax specialists, appraisers of movable and immovable property etc.”           
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