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Abstract

Purpose: The purpose of this paper was to indicate which information originating in accounting
is important for ensuring the information transparency of bankruptcy proceedings.

Methodology: Based on the literature review and the analysis of international legal acts, we deter-
mined priority types of information from accounting used in bankruptcy court proceedings. These
types included information on the costs of insolvency proceedings, the assumption in the financial
statements that there was no going concern, and the book value of assets. A survey was then conducted
on a group of specialists in the field of bankruptcy.

Findings: Respondents indicated information on the costs of bankruptcy proceedings as the most
important. However, other accounting information under study also received a high assessment from
insolvency specialists. The obtained assessments of individual quality features are characterized
by high reliability confirmed by low standard errors.

Research implications: Accounting evolves as a response to the information needs of accounting
information users. Therefore, knowing these needs may contribute to changes in the requirements
regarding the scope of information from accounting that is used in bankruptcy proceedings.

Originality/value: In-depth knowledge of various aspects of the economic side of the bankruptcy
phenomenon is part of the current trend in minimizing the negative effects of bankruptcy.

Keywords: accounting information, bankruptcy, insolvency by liquidation, going concern assumption,
costs of bankruptcy.
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Introduction

The stakeholder theory indicates the existence of groups that influence a particular
company’s operations. This influence results from their interest in or claims towards the
company (Donaldson and Preston, 1995; Evan and Freeman, 1999; Ogan and Ziebart,
1991; Tilt, 2007; Banasik, 2017). Despite the theory was popularized in the twentieth
century, scientific research still points to the need for in-depth analyses and concepts
development in this area. The shortcomings communicated in the literature concern,
among other things, information flow between an enterprise and its stakeholders (e.g. Kra-
sodomska, 2014) and the possibility of meeting the information needs of stakeholders
through financial statements (e.g. Masztalerz, 2010). Moreover, due to changes in the
economic environment of enterprises — along with social progress manifested through
an increased level of economic knowledge in the society — the scope of information
sought after is changing and expanding. Hence, there is a constant need for research
in this area (Bauer et al., 2020).

The stakeholder theory applies to an enterprise in general and not to any specific condi-
tions in which the enterprise may operate. However, the literature does reference the
theory of stakeholders of enterprises in the process of restructuring or bankruptcy (cf. e.g.
Morawska and Roszkowska, 2011; Bauer and Krasodomska, 2015; Linna, 2019; 2020).
Despite clear indications that one of the roles of the bankruptcy process is the reduc-
tion of information asymmetry between the parties to the process (Smith and Strom-
berg, 2005); there is a noticeable lack of research on the flow of information between
a company in bankruptcy process and its stakeholders. This article seeks to fill the
research gap in this area, regarding information derived from the accounting of entities
that undergo a bankruptcy proceeding. Certain information from accounting will be
indicated, whose use may help to reduce information asymmetry between the parties
to bankruptcy proceedings. I will examine the opinion of specialists in the field of bank-
ruptcy in relation to selected information from accounting in reference to other infor-
mation available in bankruptcy processes. The research will consist of a literature
review, the analysis of selected national legal regulations, and surveys conducted on
a group of specialists from Poland who have many years of experience in bankruptcy
proceedings.

As mentioned above, one of the leading roles of the institution of insolvency is to
reduce information asymmetry among stakeholders (Smith and Stromberg, 2005).
Information needs of parties to bankruptcy proceedings relate to both the assessment
of the risk of bankruptcy, the grounds for initiating court proceedings, the choice of
proceeding type, and the assessment of particular stages of activities under judicial
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procedures. Research into bankruptcy risk assessment conducted in recent years
combines financial and market data with other “soft information,” such as legal actions,
timeliness in submitting financial statements, employee loyalty, and management quality
(Altman, Sabato, and Wilson, 2008; Boratynska, 2016; Boratyfiska and Grzegorzewska,
2018). Similarly, Kurek (2017) notices that market value does not reflect all information.
However, despite the increasing role of qualitative information in bankruptcy risk
assessment, the role of financial information is still emphasized, including information
derived from financial statements of indebted enterprises (Wedzki, 2015; Zorn, Norman,
Butler, and Bhussar, 2017; Wéjcik-Jurkiewicz and Karczewska, 2019). The significance
of the information obtained from accounting for the purpose of bankruptcy proceed-
ings is emphasized by the provisions of bankruptcy law and court proceedings. Various
sources of information are used in bankruptcy proceedings; in many countries, the
sources include companies’ financial statements (Smith and Stromberg, 2005). There
were also cases in which court files contained a set of financial statement elements
larger than required by law (Bauer, 2018b). Other information available in accounting
documents of indebted enterprises is also used for legal proceedings (Bauer, 2009).
However, as Kurek and Gérowski (2019) report, there are cases when companies violate
financial reporting informational obligations and do not deliver required filings.

Bankruptcy law in a country pertains to companies with varying degrees of financial
difficulty. In some countries (e.g. the USA, the Czech Republic, Slovakia) bankruptcy
law applies to both bankruptcy and restructuring processes. However, there are coun-
tries such as Poland or Canada, in which separate legal acts were created for bank-
ruptcy procedures leading to the liquidation of a debtor’s assets and for judicial restruc-
turing processes. This article will focus on entities in which insolvency by liquidation
proceedings is being conducted.

We intentionally selected for testing such entities, in which the threat to the continua-
tion of business activities has been confirmed. Despite its focus on meeting the infor-
mation needs of stakeholders of entities continuing their business operations, account-
ing can also support stakeholders in the event of a threat or going concern assumption.

The purpose of this article is to indicate which information that originates in account-
ing is important for ensuring the information transparency of bankruptcy proceedings.
Research indicates that information originating in accounting has priority over liqui-
dation bankruptcy processes. Therefore, we will first conduct the literature review in
order to meet the goal of this paper. Next, the analysis will cover international legal
regulations of the types of information resulting from the literature review, which
will serve as elements of the information base for court proceedings. Empirical research
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will follow in the last stage of the study to determine the position of specialists in the
field of bankruptcy in Poland on the types of information originating in accounting
that are indicated in previous research as having priority over the reduction of informa-
tion asymmetry and their availability in court files as regulated by law. We will indicate
certain information from accounting whose use may help reduce information asym-
metry between parties to bankruptcy proceedings. The opinion of specialists in the field
of bankruptcy in relation to selected information from accounting will be examined
in reference to other information available in the bankruptcy process. The selection
of Poland for research is purposeful. The regulations of Poland’s Bankruptcy Law
require the use of information derived from accounting during court proceedings (Bauer,
2018a), which in turn provides the possibility of extensive analyses. Moreover, research
conducted in recent years in Poland confirms the positive assessment of bankruptcy
practitioners regarding the informational role of financial statements (Bauer, 2018a;
Bauer, 2018b).

Therefore, the purpose of this study is to obtain an answer to the following questions:

= Do bankruptcy specialists agree that one of the roles of bankruptcy institutions
is to ensure information transparency of bankruptcy processes?

= Do bankruptcy professionals consider accounting information significant? Three
types of information prioritized in the literature and legal acts were selected
for the analysis, i.e. information on the costs of bankruptcy proceedings, infor-
mation on the going concern assumption, and information on the book value
of assets.

m Is correlation between the following important? The opinion of bankruptcy
specialists on ensuring information transparency of bankruptcy processes and
the perception of the analyzed types of information as important. The answer
to this question should confirm or refute our thesis that the three types of
financial information used in bankruptcy proceedings support the task of
ensuring information transparency in bankruptcy processes.

The above questions were formulated based on the literature review, the analysis of
legal acts, and our previous experiences of the economic side of bankruptcy processes.
Mathematical statistics methods will be used in the article. The presented results are part
of wider research on the informational role of accounting in bankruptcy proceedings.
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Accounting Information in Insolvency by Liquidation:
Literature Review

Accounting focuses on satisfying the information needs of stakeholders of entities that
continue their business operations who — thanks to financial statements — form opinions
on the future of an enterprise (cf. e.g. Hendriksen and Van Breda, 2002; Walifiska and
Jedrzejewski, 2009). However, the presence of accounting information during bank-
ruptcy proceedings indicates that it can also be used in the event of a going concern
assumption threat.

Research shows that court files from bankruptcy cases contain financial statements
of indebted enterprises (Smith and Stromberg, 2005; Newton, 2010; Bauer, 2018a;
Bauer, 2018b). The priority for the stakeholders of enterprises that undergo liquidation
bankruptcy proceedings is to determine the principles adopted in their preparation,
with particular regard for the going concern assumption.

The relationship between the principle of going concern assumption and bankruptcy
by liquidation proceedings is emphasized in scientific research (e.g. Gérowski, 2016;
Hospodka, 2018; Peldk, 2018) However, the significance of this principle is much broader
and results from the essence of accounting (cf. Hendriksen and Van Breda, 2002; Gierusz,
2006; Philipson, Johansson and Schley, 2016).

The going concern assumption was introduced for the first time in the Middle Ages
when the ships that traded overseas needed to go on more than one trip with their
cargo. For both entrepreneurs and investors, it would have been inefficient to liquidate
all the assets after every voyage. The going concern assumption allowed the business
to continue over time without the necessity to do so. (Philipson et al., 2016). Today, the
principle is at the core of accounting principles and is considered a necessity in finan-
cial accounting.

However, who is responsible for the going concern? In most countries, this should be
the statutory body of a company or its management as it has the best understanding
of the company and its situation. If the management has any doubts about the entity’s
ability to continue as a going concern, it should disclose such information in notes to
financial statements. This is required by most accounting standards around the world.
In case the going concern assumption is no longer valid, and the company is not a going
concern anymore, the statements should be adjusted accordingly. The highest level of
detail of what to do in case of difficulties with going concern is provided by the US Gene-
rally Accepted Accounting Principles (GAAP). Generally, the problem might be that
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a company or its management is reluctant to disclose the fact that the going concern
assumption is no longer valid. There are numerous reasons for this. First, the manage-
ment is unaware of any future existential threats to the company, such as the impact
of Covid-19 on its business, which we witness at present. Second, it might harm the
management’s interest to disclose such a fact. Some argue that this could be partly solved
by mandatory management disclosure on the going concern assumption (Venutti, 2004).
In the case of audited companies, the auditor should analyze the going concern and
should be unwilling to give unqualified opinions on statements if they do not treat the
going concern assumption correctly. However, we must not forget that auditing com-
panies are usually paid by the companies themselves. Out of the twenty largest bank-
ruptcy filings in the US history, twelve occurred in 2001 and 2002, and all of them
had unqualified opinions from their auditors on their financial statements prior to the
bankruptcies (Carnegie and Connell, 2014; Uang, Citron, Sudarsanam, and Taffler,
2006; Venuti, 2004; Philipson et al., 2016). However, accounting should focus not only
on the ability of an entity to predict bankruptcy and its reflection in financial state-
ments. In fact, accounting should also focus on entities that have already entered
bankruptcy proceedings.

Research emphasizes that accounting marginalizes the information needs of entities
in which there is a threat of going concern. For example, in Poland, when preparing
the balance sheet for the day preceding the declaration of bankruptcy, the precautionary
principle is used as a priority. This means that what is not taken into account when
preparing the balance sheet are the needs of liquidators, for whom information about
the real sale value of assets is important (Waliniska and Jedrzejewski, 2009, pp. 165, 172).
Hence, efforts are being made by stakeholders to obtain additional information on the
value of assets but from a different perspective than just book value. This information
is already important at the time of filing for bankruptcy as it shows real possibilities
of conducting court proceedings and satisfying creditors’ claims. In most of the coun-
tries researched by Smith and Stromberg (2005) the laws oblige the debtor to submit
information on the value of assets already upon initiating bankruptcy proceedings, such
as lists of estate assets and claims, sometimes financial statements or preliminary valua-
tion of its assets.

Research conducted by Newton (2010) indicates that courts in the USA consider fair
value in bankruptcy proceedings, which differs from market value by the revenue of
forced transaction. Extending information on the value of assets by something else
than just book value may be important to the correctness of court proceedings. This is
confirmed by the results of research conducted in Poland (Bauer, 2015), which indicate
discrepancies between the book value and estimated sale value of debtors’ assets. The
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empirical studies indicate that balance sheet values of fixed assets are in most cases
significantly lower than their estimated values. The results suggest that what is a justi-
fied course of action in the case of a threat to continuing operations is the use of esti-
mates in which the value of assets is close to valuation at market prices, adjusted for
the sale conditions forced by bankruptcy proceedings.

Therefore, we may conclude that having knowledge only about the carrying value of
assets is insufficient to conduct bankruptcy proceedings. One of the reasons that neces-
sitate the correct value assessment of potential streams of proceeds from the sale of
debtors’ assets is the assessment of their ability to cover the costs of bankruptcy, which
can be significant.

Commenting on bankruptcy costs in the United Kingdom, Marsh (2010, p. 45) explicitly
writes that, “[i]t is ironic, but it is quite expensive to go bankrupt.” Initiating insolvency
proceedings entails advance payments toward the costs of proceedings (Finch, 2012).
Where estimated bankruptcy costs exceed the value of the bankrupt enterprise’s assets, it
results in the dissolution of the company, not in bankruptcy (Altman and Hotchkiss, 2006).

In accordance with Smith and Strémberg (2005), bankruptcy proceedings involve
costs, both directly related to the bankruptcy procedure and indirect ones, e.g. the
impairment of assets. In their opinion, bankruptcy law should support the effective-
ness of insolvency proceedings, i.e. facilitate a quick conclusion of an agreement
between the debtor and the creditors. Faster insolvency proceedings limit procedural
costs and reduce losses resulting from a decrease in the liquidation value of the bank-
rupt’s assets.

In accordance with Poland’s Bankruptcy Law, the court shall dismiss the petition to
declare bankruptcy when the assets of the insolvent debtor are insufficient to cover
the cost of proceedings.

Cost analyses are largely used in preliminary insolvency proceedings as a basis for the
court to decide whether to declare bankruptcy of an entity. However, there are no deve-
loped standards for this type of analysis, which impacts their detail, quality, and — in
many cases — excludes the possibility of their use as a cost control tool during a bank-
ruptcy trial. The role of court representatives is to look at costs ex ante by making esti-
mates of their potential value. There also are no standards regarding the assessment
of cost performance ex post (Bauer, 2013). The lack of standardization in this area is
conducive to the use of cost accounting tools. Various solutions are proposed for the
division and calculation of bankruptcy costs — along with the creation of bankruptcy
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costs accounting — as a management accounting tool that allows reducing costs to a level
that enables the process to be conducted properly (Sojak and Trojanek, 2010).

Legal Regulations of Accounting in Insolvency Proceedings:
International Perspective

Insolvency is to protect creditors so that they regain their debts, at least partially. The
law is to guarantee this protection, with regulations that foster discipline and integrity
in the financial management of an enterprise in which insolvency proceedings are con-
ducted (Wessels, Markell, and Kilborn, 2009). Accounting rules for companies in insol-
vency proceedings vary significantly across different countries. This article investigates
several countries in more detail. We will describe the basic regulations regarding the
use of bankruptcy accounting in the USA, Canada, the Czech Republic, Slovakia, and
Poland. We chose the legal regulations of these countries for research because we want
to compare the rules in force in countries with a long tradition of bankruptcy (USA,
Canada) with countries with a relatively short tradition of market economy and the
resulting problems with bankruptcy.

The Case of the United States of America

The US GAAP specifically says that in case a company is no longer a going concern, it
needs to adopt the so-called liquidation basis of accounting. As per the US GAAP, all
assets should be measured at the estimated amount of cash that the entity expects to
collect in settling or disposing of these assets during the process of liquidation. Any
subsequent change to the carrying value of the assets should be accrued (ASC 205-30-30).
Therefore, the US GAAP clearly states that the book value is no longer the correct
approach to asset measuring. Moreover, the US GAAP clearly states that once the
bankruptcy is imminent, the entity is no longer going concern.

The company should also change the set of financial statements to be published. Instead
of standard statements, such as the balance sheet, the P&L statements, or cash flow
statement, it should publish the following statements (ASC-205-30-45):

®  a statement of net assets in liquidation;
= a statement of changes in net assets in liquidation.

Both of these statements are fairly simple, and their goal is only to show what is impor-
tant for companies in the insolvency proceedings. The main difference is that the assets
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are measured at a different value, as described above. The entities should also include
several items in their statements. First, they should recognize items that were previously
not recognized (e.g. trademarks), which are expected to be sold in the liquidation pro-
cess or are going to be used to settle liabilities. Second, they should recognize all the
liabilities that were not reported before. Third, they should accrue the estimated costs
related to the disposal of assets that are expected to be sold during the liquidation pro-
cess. These costs should be presented separately from other assets or items. Fourth, they
should also accrue costs and incomes that they expect to incur or earn through the
end of their liquidation, such as payroll costs or income from preexisting orders that
the entities expect to fulfill during their liquidation processes.

This suggests that statements of net assets in liquidation should basically represent
the current balance sheet and include all the future costs and income that will be borne
by the company in proceedings. Generally, the US GAAP represents by far the most
detailed approach to bankruptcy accounting. Furthermore, there is a much broader lite-
rature available on the topic compared to similar topics in other countries (e.g. Haskin
and Haskin, 2012; Ratcliffe, 1991).

The Case of Canada

In Canada, bankruptcy is a matter of federal jurisdiction like in the USA. That is, bank-
ruptcy in Canada is generally based on the two following laws:

1) the Bankruptcy and Insolvency Act (BIA);
2) the Companies Creditors Arrangement Act (CCAA).

Under both the BIA and CCAA, debtors are required to prepare the so-called statement
of affairs, which represents an extended balance sheet and includes estimated current
values of assets and amounts pledged as security and the estimated amount available
to meet unsecured claims (Haskin and Haskin, 2012). The statement of affairs is a great
tool for insolvency courts, creditors, and the general public to immediately gauge what is
the actual financial situation of the debtor and in what amount will their claims be settled.
The statement of affairs is required to be filed upon entry into bankruptcy proceedings.

Otherwise, the Canadian GAAP has been converged with the International Financial
Reporting Standards (IFRS) for all publicly accountable enterprises, meaning there is no
special accounting for companies in insolvency by liquidation. Privately accountable
entities follow the Accounting Standards for Private Enterprises (ASPE), a Canadian
set of standards. However, not even in the ASPE are there any specific guidelines for
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companies that have already entered insolvency proceedings. The ASPE only give them
the information that, “[flinancial statements are prepared on the assumption that the
entity is a going concern, meaning it will continue in operation for the foreseeable future
and will be able to realize assets and discharge liabilities in the normal course of
operations. Different bases of measurement may be appropriate when the entity is not
expected to continue in operation for the foreseeable future” (ASPE, §100.52). That is,
the entities that enter bankruptcy should remeasure their assets and refrain from using
book value.

However, the ASPE provides at least some clarity to creditors and how to account for
their loans and receivables in case the counterparty entered insolvency.

The Case of the Czech Republic

In the Czech Republic, there is more than one source for accounting rules. The most
important document for accounting rules and principles is the Accounting Act. However,
this document offers almost no specific accounting and reporting requirements for
companies that entered insolvency proceedings, besides certain technical requirements
such as when to open and close accounting books or financial audit requirements.

The second main source of accounting rules is the Accounting Decree. This document
contains no information on insolvency proceedings or going concern whatsoever. The
highest level of detail appears in the Czech Accounting Standard no. 21, which solely
focuses on companies in insolvency or restructuring proceedings. The major problem
with this standard is that it has not been updated since 2004, even though there have
been major changes to the insolvency and restructuring rules in the Czech Republic
since then. The Standard gives the entities some information, such as that they should
not report all accruals, prepayments, deferred items, and provisions that will not be
verifiably used during insolvency proceedings. Furthermore, all assets and liabilities
should be reported on the balance sheet, even those that are not part of the insolvency
proceedings. Finally, new assets recognized during the proceedings should be booked
as extraordinary income and an increase in assets.

Going concern is described in very vague terms in the Czech accounting law. Some
even argue that the accounting rules to be adopted by an entity entering insolvency by
liquidation are “quite a mystery” (Peldk, 2018). There are no specifics on what should
change in terms of asset measurement when the going concern is no longer valid and
whether the entity should keep using book value or not.
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The rules in the Czech Republic are inadequate compared to the US GAAP, which
instructs the entities to prepare a completely new set of financial statements, gives both
description and visual examples of these statements, and explicitly mentions on what
basis the assets should be measured. If the bankruptcy administrator concludes that the
asset value of an entity does not even cover the costs of the insolvency proceedings, the
court should rule in favor of completely canceling the insolvency proceeding as such.

The Case of Slovakia

Slovakian accounting rules are described in the Slovakian Accounting Act, which his-
torically stems from the same piece of legislation as the Czech one, as both countries
used to be one until recently. Therefore, the information provided in the accounting
act in relation to insolvency proceedings is very limited and again refers only to the
technical aspect of accounting in insolvency. It does not provide individual companies
with any guidelines on how to treat their accounting methods and financial statements
in the case of insolvency proceedings. In the case of going concern and the use of book
value, the approach is very similar to the one in the Czech Republic, which is almost
non-existent. There are no clear guidelines on how to measure assets in case the entity
enters insolvency by liquidation. It is also not clearly stated that the insolvency by liqui-
dation is a clear sign that the going concern assumption is no longer valid.

The Case of Poland

Unlike in the Czech Republic and Slovakia, in Poland, there are different pieces of legis-
lation for insolvency by liquidation and for restructuring. The main source of Polish
accounting rules is the Accounting Act. It not only provides entities with guidelines
on how to approach the going concern - also with guidelines on how to measure the
asset value — but also mentions several details in regards to specifics of insolvency by
liquidation, such as when to close and open the books, when to perform stocktaking,
and that particular components within equity should be merged into one on the balance
sheet (a similar rule was historically also present in the Czech Republic law). Similar
to the Czech Republic, a company is no longer required to be audited after it entered
insolvency by liquidation (Bauer and Hospodka, 2019).

However, Poland’s accounting standards generally do not require the company to
change the structure of their financial statements or provide many specific details on
the accounting procedures for the company in insolvency by liquidation. This can be
said about all the countries in our scope, apart from the USA. The US GAAP introduces
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new financial statements, gives guidelines on how to measure the value of assets
properly, and describes at least some of the specifics related to insolvency.

Furthermore, we should indicate that the countries with a shorter tradition of the
market economy (i.e. Poland, the Czech Republic, and Slovakia) tend to focus on tech-
nical aspects of insolvency - e.g. when to open and close the books or how to perform
stocktaking — whereas the more traditional market economies (namely the USA) focus
on true economic aspects of insolvency.

Noteworthy, one more element of insolvency proceedings documentation in Poland
is the analysis of bankruptcy proceedings’ costs. The element stems from accounting
and was created to provide information necessary for the court to declare bankruptcy
and select its kind. This analysis is created in the period between the filing of the
request to declare bankruptcy and the court’s decision to initiate bankruptcy proceed-
ings or dismiss the claim. Accordingly, the interim court supervisor (or interim admini-
strator) prepares periodical reports on the entity’s activities and financial reports with
justification. One of the elements of these reports is the analysis of bankruptcy pro-
ceedings’ costs conducted ex ante, for the period between declaring bankruptcy and
concluding bankruptcy proceedings. The purpose of this analysis is to enable the court
to decide regarding the declaration of bankruptcy. This is because — in accordance
with article 13 paragraph 1 of the Accounting Act — the court shall dismiss the petition
to declare bankruptcy when assets of the insolvent debtor are not sufficient to cover
the cost of proceedings. It is the duty of court representatives to analyze whether the
costs of bankruptcy were conducted according to estimates made in the first stage of
the process. The representative is to monitor this from the moment bankruptcy is declared
until all bankruptcy proceedings are finalized. An analysis of the actual costs is a part
of periodic statements of accounts prepared by representatives of the court. Because
the costs of bankruptcy proceedings are one of the main financial categories used by
the court when deciding about the future of an enterprise in debt, it is crucial for the
estimates to be conducted in a reliable manner and not to differ significantly from the
costs incurred (Prawo upadto$ciowe, 2003; Bauer, 2013 et al., 2019). The significance
of calculating the costs of bankruptcy is emphasized by the results of studies conducted
in law courts in Poland, conducted as part of the project “Effectiveness of bankruptcy
procedures.” Research shows that the costs of bankruptcy proceedings amount to 35%
of the bankruptcy estate. The data for the research were obtained from the final reports
of the syndic/bankruptcy trustee or periodical accounting reports (Morawska, 2013).
Let us emphasize that the calculations of bankruptcy costs for the purpose of court
proceedings differ from the concept of costs resulting from accounting. When draw-
ing up accounting statements in court proceedings, accounting principles are not
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applied. This may cause the terms “cost” and “expense” to be used interchangeably,
and the moment of incurring an expense is identified as the moment of incurring the
cost (Bauer, 2013). Regardless of the differences in the approach to cost accounting,
information about the costs is present in the company’s accounting records during
the bankruptcy process. Therefore, these analyzes can be considered appropriate for
the subject matter discussed in this article.

The Role of Accounting Information for Insolvency Experts:
Empirical Evidence from Poland

Reasons for Undertaking Study

Literature review and the analysis of legal regulations regarding information used in
bankruptcy proceedings in various countries around the world indicate a differentiated
approach to the informational role of accounting in the case of company bankruptcy.

Poland is a country where indebted enterprises are required to submit to court finan-
cial documentation originating in accounting, in particular financial statements. Due
to relatively high information requirements compared to other countries’ legal regula-
tions and the information needs of stakeholders of entities undergoing liquidation
bankruptcy proceedings disclosed in previous studies (Bauer, 2018a), we selected
Poland as the country for an empirical study. The aim of the study was to reveal the
position of bankruptcy specialists on the significance of financial information originat-
ing in accounting to ensure transparency of bankruptcy processes.

The study elaborated on the ideas of such authorities as E. Maczynska (Maczynska
and Morawska, 2015, p. 201-203) who indicates that ensuring the efficient course of
bankruptcy processes requires the understanding of the financial situation of a given
entity and a chance to assess this entity. The assessment involves the use of financial
data; its main source is the entity’s financial statement. This is part of research on the
role of insolvency institutions in reducing information asymmetry between parties to
a court trial (cf. Smith and Strémberg, 2005).

Study Procedure and Results

The study consisted of a survey conducted on a sample of 103 bankruptcy specialists.
This group included not only judges or trustees with in-depth legal knowledge and
many years of experience in insolvency proceedings but also members of the Minister
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of Justice Council for the Amendment of Bankruptcy and Reorganization Law, who
had a real impact on the new Bankruptcy Law, including financial information.

Questionnaires were filled out by:

m participants of the Third Congress of Restructuring Law in Warsaw, June 16-17,

= bankruptcy practitioners who cooperate with the District Court for Krakow-
-Center in Krakow, the Eighth Economic Division for Bankruptcy-Restructur-
ing and the Katowice-East District Court in Katowice, the 10"* Economic Divi-
sion for Bankruptcy, District Court in Opole, Economic Division V, and

= bankruptcy practitioners working in law firms in Krakow and Warsaw.

In choosing the sample, the priority rule was the experience gained by respondents as
a result of participation in ongoing bankruptcy and restructuring cases, but also the
thorough knowledge of Bankruptcy Law (Prawo upadlo$ciowe, 2003) and Restructuring
Law (Prawo restrukturyzacyjne, 2015).

The sample included:?

® 29 judges conducting insolvency proceedings,*

® 12 members of the Minister of Justice Council for the Amendment of Bank-
ruptcy and Reorganization Law,?

= 96 people who declared that they have practical experience in insolvency pro-
ceedings conducted in 2013-2015; 62 of them declared to also have practical
experience in proceedings under Bankruptcy Law that came into effect in
2016.

The collected sample allowed us to assume that the completed questionnaires contain
opinions of those who in their professional work influence the scope and even the
quality of financial documentation collected in court for the purpose of bankruptcy
proceedings.

3 Fifteen respondents indicated double occupational affiliation. One of the judges declared that his leading occupation was scientific work
in the field of legal science. At the same time, he indicated that he had practical experience in insolvency proceedings.

4 The sample group includes a large percentage of insolvency judges. According to the data of the Association of Restructuring and Bank-
ruptey Judges, there are 12 departments in Poland that exclusively deal with bankruptcy cases. There is a total of 87.8 job positions for judges
in these departments. Furthermore, there are 18 economic departments that also deal with insolvency cases. However, we do not know the
number of judges who deal with insolvency proceedings in these departments.

5 The sample group includes answers of almost 43% of all members of the Justice Council for the Amendment of the Bankruptcy and Reorga-
nization Law (the council consists of 28 members; Ministry of Justice, 2012).
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The conducted empirical study is part of a much broader research project regarding the
informational role of accounting in restructuring and insolvency proceedings. The
questionnaire contains 149 detailed questions. Four of them were chosen for the purpose
of the analysis. The selected questions referred to assessment by bankruptcy specialists
of the significance of financial information originating in accounting in ensuring the
information transparency of insolvency proceedings.

The analysis of empirical research results was divided into three stages resulting from
the literature review and legal regulations. We focus on legal regulations from Poland
as the respondents of the sample were from Poland.

First Stage of Empirical Study Results Analysis

The literature review indicated that one of the main roles of the bankruptcy process
is to provide financial information about the indebted enterprise, thereby reducing
information asymmetry between parties to the legal process (Smith and Stromberg,
2005). Research indicates the need for measures that could expand access to financial
information of a given indebted enterprise and to fulfill the expectations of bankruptcy
specialists for an increase in the availability of financial statements (Bauer, 2018a). The
information must pertain to various areas, including costs of bankruptcy proceedings
(Prusak et al., 2019) and valuation methods used and the value of the debtor’s assets
(Smith and Stromberg, 2005; Altman and Hotchkiss, 2006; Newton, 2010; Bauer, 2015).
Providing access to financial data in databases of bankruptcy processes increases their
transparency and is a source of information for court representatives and creditors,
i.e. stakeholders who do not have full access to the financial data of the indebted enter-
prise (Bauer, 2009; Bauer, 2018a; Bauer, 2018b). Actions to increase access to financial
information of enterprises in bankruptcy processes should respond to the information
needs of stakeholders of these processes (Bauer, 2018a). Therefore, in the first stage of
the analysis, we sought to determine whether the respondents agree with the statement
that one of the roles of the bankruptcy institution is to ensure the information trans-
parency of bankruptcy processes.

First, the respondents were asked to evaluate to what extent they agree with the state-
ment that ensuring information transparency is one of the key tasks of insolvency
proceedings. They had six answers to choose from: “I totally disagree,” “I rather disagree,”
“ILhalf disagree,” “I rather agree,” “I totally agree,” and “I don’t know.” Of the 102 people
who answered this question, only 2 selected the last possibility while the vast majority
were able to respond to the question more precisely. The distribution of answers is
presented in Figure 1.
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Figure 1. Distribution of answers to the question: is ensuring information transparency
one of the key tasks of the bankruptcy proceeding?

I'totally disagree | rather disagree

0% 8%

| half disagree
13%

=

| totally agree
53%

| rather agree
26%

Source: own elaboration.

More than half of the respondents (53 people, 53% of the respondents) fully agree with
the statement that ensuring information transparency is one of the key tasks of insol-
vency proceedings, while another 26 people rather agreed with this statement. There
was not a single respondent who totally disagreed with the analyzed statement. This
means that ensuring information transparency is broadly recognized by insolvency
specialists as an important aspect of insolvency proceedings.

Second Stage of Empirical Research Results Analysis

As aresult of the literature review and the analysis of legal acts, we noticed that three
types of information were indicated as necessary to decide about the indebted enter-
prise. The first type of information results from both theory and legal regulations used
in Poland. Researchers emphasize the importance of information on the costs of bank-
ruptcy proceedings for the purpose of conducting bankruptcy proceedings (e.g. Altman
and Hotchkiss, 2006; March, 2010; Finch, 2012; Morawska, 2013; Bauer, 2013; Staszkie-
wicz and Morawska, 2019; Prusak et al., 2019). The need to conduct analyses on the
costs of insolvency proceedings is also indicated in Bankruptcy Law.

Prusak et al. (2019) draw attention to the role of determining the costs of bankruptcy in
the context of Bankruptcy Law’s effectiveness. In their opinion (2019, p. 63), “Bankruptcy
law is effective in the ex-ante stage when it eliminates from the market insolvent
entrepreneurs who cannot even afford to cover the costs of bankruptcy proceedings.

Vol. 28, No. 4/2020 DOI: 10.7206/cem|.2658-0845.32



18 CEMJ Kinga Bauer, Jan Hospodka

In such cases, the bankruptcy court should dismiss the petition for bankruptcy due
to the “poverty” of the insolvent estate.” In Poland, a reference to the significance of
bankruptcy costs can be found in Article 13 of Bankruptcy Law, which stipulates that
“the court shall dismiss a bankruptcy petition if an insolvent debtor’s assets are insuf-
ficient to cover the costs of proceedings or are only sufficient to cover such costs.” The
cost of the bankruptcy process is displayed in the accounting records of the debtor’s
enterprise. Therefore, although the recognition of costs itself differs from the account-
ing principles and is rather cash-based (it is equivalent to the expense incurred), we
may nevertheless assume that this information has its source in accounting, following
the nature of the documentation that constitutes the basis for recording bankruptcy
process costs.

The second type of information relevant to bankruptcy processes is information about
the going concern assumption. In accounting theory, the going concern principle is
indicated as particularly significant (cf. e.g. Sunder, 1997; Dobija, 1999; Hendriksen
and Van Breda, 2002; Gierusz, 2006; Holda, 2006) Among other things, this information
indicates the use of the valuation method when preparing financial statements and
the statements that are also necessary for assessing the condition of the indebted
enterprise. As noted by Gérowski and Kurek (2019a, p. 186-189), the decision to adopt
the going concern assumption is in practice a difficult and complex process that often
requires the preparation of long-term forecasts regarding the complexity of economic
processes. At the same time, the Bankruptcy Law does not require the debtor to pro-
vide additional information to financial statements that would specify whether it was
prepared with the going concern assumption. Earlier empirical research conducted
in Poland proved that practice shows a differentiated approach to accepting (or reject-
ing) the going concern assumption by debtors who prepare financial statements. What
results from the analysis of court documentation of bankruptcy proceedings (Bauer,
2016, p. 130), there are confirmed cases in which debtors who file for bankruptcy
leading to the liquidation of assets provide financial statements prepared under the
assumption of the continuation of activities. The balance sheets submitted by debtors
and the financial statements prepared by trustees on the day preceding the declaration
of bankruptcy are not the only sources of information about the value of assets of the
indebted entity. The practice of bankruptcy proceedings also employs estimates pre-
pared by court representatives. However, in cases without an appointed interim court
supervisor or trustee,® information from the balance sheet is critical in determining

6 Research conducted on a sample of 100 randomly selected enterprises that were declared bankrupt in 2011 shows that in 26 cases
a temporary court supervisor was not appointed. The groundwork for the decision on the possibility of conducting bankruptcy proceedings was
made by the court based on the balance sheet and the estimated property valuation conducted by the debtor (Bauer, 2015, p. 13—14).
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the value of the estate (Bauer, 2015). There can also be a case in which the trustee
running the bankrupt’s business does not foresee the cessation of activity in the near
future (Goérowski, 2016, p. 244). Therefore, stakeholders in the bankruptcy process
- including court rulings on bankruptcy — do not have information on the methods
used to measure balance sheet values of assets (Bauer, 2018a). Thus, more research is
required into the needs of insolvency practitioners regarding the information on the
going concern assumption.

The third type of information used in bankruptcy processes is information about the
book value of assets. The Bankruptcy Law obligated indebted enterprises to submit
balance sheets to court. However, the usefulness of information on the book value of
assets is questioned in the literature because it significantly differs from the sale value
of assets (Maczynska, 2009; Bauer, 2015). A significant limitation to the information
role of accounting in the bankruptcy process is that the precise application of balance
sheet law provisions may lead to a distorted assessment of an entity’s financial situation
(Maczynska, 2009). Research conducted in Poland regarding book value and estimated
sales value proved significant differences between the two values (Bauer, 2015). At
the same time, as we indicated above, there are cases in which the balance sheet is
the only source of information on the debtor’s assets at the initial stage of bankruptcy
proceedings. Due to information ambiguity whether the book value of assets is needed
in the bankruptcy process, we call upon the opinion of bankruptcy specialists regard-
ing this issue.

At this stage of our study, bankruptcy specialists assessed the significance of three
types of indicated information. The questions were worded as follows:

Please assess the importance of the following types of information to ensure
the information transparency of insolvency proceedings by using a scale of 1
to 5 (in which 1 means “completely irrelevant information” and 5 means “cru-
cial information”). The information regards:

= costs of bankruptcy proceedings,
= the going concern assumption adopted in financial statements,
= the book value of assets.

“I don’t know” or “not applicable” was a possible answer to each question. The
distribution of answers to the questions asked is presented in Table 1, and the
comparison of cumulative shares of individual assessment is presented in
Figure 2.
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Table 1. Distribution of assessments of insolvency specialists regarding the types
of information listed below

number of individual assessments number of
on a scale of 1to 5 « 2 2
Information on: « idontt I_(now " no
not applicable” answer

1 2 3 4 5 answers
the cost_s of bankruptcy 1 5 8 39 16 9 9
proceedings
the going concern assumption
adopted in the financial 2 7 22 44 23 3 2
statements
the book value of assets 7 18 28 20 24 4 2

Source: own elaboration.

Figure 2. Comparison of cumulative shares of bankruptcy specialists’ assessments
regarding the types of information listed below
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Source: own elaboration.
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As aresult of the conducted research, we found that the vast majority of respondents
indicated as significant or very significant the information on the costs of bankruptcy
proceedings. This information was marked as important by 85 participants, i.e. almost
83% of the respondents. Let us emphasize that, in Poland, information on the costs of
bankruptcy proceedings included in bankruptcy proceedings’ court files deviates from
accounting principles. When preparing accounting statements, to calculate the costs
of insolvency proceedings, court representatives use the cash method, i.e. they calcu-
late planned and executed expenses related to court proceedings in progress (Prawo
upadloéciowe, 2003; Bauer, 2013). Despite the differences in the calculation of costs
in terms of financial accounting and the guidelines contained in the Bankruptcy Law,
the source of data about bankruptcy costs is the debtor’s financial documentation.

Bankruptcy specialists indicated yet another important information on the method
adopted in the preparation of financial statements when there is no continuity of opera-
tions. This information was indicated as significant or very significant by 77 respondents,
i.e. nearly 75% of all respondents. This is especially important when there is no Bank-
ruptcy Law requirement to submit a balance sheet to court, thus users of the informa-
tion have no knowledge of which method of valuation was adopted.

Among the types of information that the respondents examined, the information on
the book value of assets was ranked the lowest. Only 44 people, i.e. 43% of all respondents,
considered this matter significant or very significant. Meanwhile, 28 respondents con-
sidered this information to be of medium importance (i.e. 27%), while 25 people indi-
cated this information as insignificant or of little importance (i.e. 24%). Such results
agree with previous research that emphasized the role of information about the liqui-
dation value of assets in bankruptcy processes and the differences between the liquida-
tion value of assets and their book value (for more, see Bauer, 2015).

The average value of assessments was considered the best comparative measure to
determine the differences in the significance of examined information. Figure 3 below
presents the comparison of average values for the qualitative features of the financial
statements in bankruptcy proceedings, along with standard errors for each type of
information.

Standard deviations of every assessment value were also included, which amounted
to 0.88 (information on the costs of bankruptcy proceedings), 0.95 (information on the
going concern assumption adopted in the financial statements), and 1.24 (information
on the book value of assets). This yields relatively low values of standard errors, which
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are 0.09 (2.1%), 0.10 (2.5%), and 0.13 (3.7%), respectively. Therefore, we may conclude
that the results we obtained are reliable.

Figure 3. Comparison of average values for each type of information used
in the bankruptcy process
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in the financial statements

Source: own elaboration.

Third Stage of Empirical Research Results Analysis

The dependencies between the views of respondents included in the first and second
stage of the analysis were checked in the last stage of the research. The final stage
aimed at confirming or refuting the thesis that the three groups of financial informa-
tion used in bankruptcy processes support information transparency in bankruptcy
processes.

Respondents divided into two groups: they either completely agreed with the statement
that ensuring transparency of information is one of the key tasks of insolvency pro-
ceedings or they informed that they are not entirely convinced (respondents rather
agreeing or semi-agreeing, and those who rather disagree with this statement). This
division was made at the first stage of the analysis and simplified due to the significant
stratification of the sample.

The next checked aspect was whether the level of certainty about the need to ensure
information transparency was related to validity assessments of three types of infor-
mation necessary to make decisions about an indebted enterprise, which were exa-
mined in the second stage of our analysis. Therefore, we considered the assessment
of the significance of information on the costs of bankruptcy proceedings, on the
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assumption of an entity’s failure to continue business operations, and on the book value
of assets. The comparison of average scores and values of standard errors is shown in
Figure 4 below.

Figure 4. Comparison of average values for each type of information used
in bankruptcy processes

50 -
-
- T
4,0 A L I
= T T
P = f & T
= 30 A f
>
1)
g 0] o | 4,07 | 4,00 359 39
2 ) , 3,24
1,0 |
0,0 T T T T T 1

Itotally agree Otheranswers |totallyagree Otheranswers |totallyagree Otheranswers

Information on the goin
Information on the el

costs of bankruptc concern assumption Information on the
. picy adopted in the financial book value of assets
reEsEeliis statements
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We may notice that for every three assessments of the validity of the three types of
information necessary to decide about an indebted enterprise, respondents completely
certain of the important role of information transparency rated this importance higher
than respondents less convinced. Due to the significance tests for two averages, we
found that in the first two cases — information on the costs of proceedings and on the
going concern assumption adopted in financial statements — these are statistically
significant differences (at the significance level of 0.05). Only the last case — informa-
tion on the book value of assets — allowed us to confirm a statistically significant
difference in ratings in the two defined groups of respondents.

The comparison of standard evaluation errors in the first two cases showed that lower
error values were observed in the groups of respondents certain of the significant role
of information transparency than in the case of other respondents; only the third case
— information on the book value of assets — presented no such situation as the error
values were equal.
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The study results in the third stage of the analysis indicate a well-established position
among bankruptcy specialists about the importance of the three types of information
indicated in the literature and legal regulations as important for ensuring the informa-
tion transparency of bankruptcy processes. The respondents’ opinion fits into the idea
of the role the institution of bankruptcy plays in reducing information asymmetry
between parties to court proceedings. The role of the bankruptcy institution in reduc-
ing information asymmetry is highlighted in publications of e.g. Smith and Stromberg
(2005) and Bauer (2009).

The results of our empirical research agree with the views presented in the literature.
Scientific publications by e.g. Altman and Hotchkiss, (2006), March (2010), Finch (2012),
Morawska (2013), Bauer (2013), Staszkiewicz and Morawska, (2019), and Prusak et al.
(2019) indicate the importance of information about the costs of bankruptcy proceed-
ings for the purpose of a trial. Bankruptcy specialists also emphasized the role of
information on the costs of bankruptcy proceedings.

The respondents also indicated the need to have information on whether the going con-
cern assumption had been adopted or not, which corresponds to the notion contained
in scientific works about enterprises in general (Sunder, 1997; Dobija, 1999; Hendriksen
and Van Breda, 2002; Gierusz, 2006; Holda, 2006) and especially the case of bankruptcy
proceedings (Bauer, 2015; Bauer, 2016, Gérowski, 2016; Bauer, 2018a).

Doubts regarding the usefulness of information on the book value of assets in the bank-
ruptcy process indicated by Maczynska (2009) and Bauer (2015) are also noticeable
among the respondents. Not only is the average evaluation - in this case — lower but
there also appear more low marks in this area than regarding other surveyed informa-
tion. To summarize, the above research confirms the significance of information derived
from accounting. However, the assessment of individual types of information differs.

Conclusions

This article reviewed the issues with accounting information relevant to reducing
information asymmetry between parties to bankruptcy processes. Our analysis of the
main legal regulations regarding accounting in processes of liquidation bankruptcy
was conducted in select countries, both those with a long tradition of insolvency
proceedings — such as the USA and Canada — and those with a relatively short history
of insolvency proceedings, such as the Czech Republic, Slovakia, and Poland. As
a result of these studies, three types of information were distinguished, i.e. the costs
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of bankruptcy proceedings, the going concern assumption, and the book value of assets.
In the final research stage, we conducted surveys among bankruptcy specialists from
Poland to determine their position on the significance of the studied information that
originates in the debtor’s financial documentation.

The study was conducted on a sample of 103 respondents connected to bankruptcy
processes through practice in bankruptcy proceedings, scientific work related to the
legal or economic side of bankruptcy processes, and in-depth knowledge of bankruptcy
law. The study group of specialists also includes scientists who specialize in account-
ing. The main purpose of the study was to determine which accounting information
is relevant for bankruptcy specialists. As a result, we indicated that bankruptcy specia-
lists view all types of information originating in the company’s accounting documen-
tation as relevant. The application of mathematical statistics methods allowed us to
establish that bankruptcy specialists give priority to information on the costs of insol-
vency proceedings. Less significant yet important information for bankruptcy specia-
lists was the lack of the going concern assumption when preparing financial statements.
The least important information for bankruptcy specialists was the book value of
assets. Noteworthy, the obtained assessments of individual quality features show high
reliability confirmed by low standard errors (maximum 0.13 [-], i.e. 3.7%). Furthermore,
we established that the assessment of the validity of ensuring information transparency
in bankruptcy proceedings related to the assessment of the significance of information
on the costs of insolvency proceedings and the assessment of information in the finan-
cial statement about the assumption that the entity did not continue as a going concern.

The research results contributed to further analyses related to the role of accounting
in the bankruptcy proceedings of enterprises. The literature will continue to address
bankruptcy professionals’ need for various types of information. A comprehensive
analysis ought to provide an answer to where does information hierarchy contain the
accounting information database of bankruptcy processes. A certain limitation of the
above research is the relatively small population of bankruptcy specialists in Poland.
However, we will attempt to expand the research sample in the near future. In-depth
knowledge of various aspects of the economic side of the phenomenon of bankruptcy
is part of the current trend of minimizing its negative effects.
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