
11
Articles

Econ Lit – М 400

TECHNOLOGICAL PECULIARITIES AND AUDIT
IMPROVEMENT UNDER THE CONDITIONS OF INSOLVENCY
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Introduction

After 1989 the insolvency issue became topical for the Bulgarian companies
when the processes concerning economy restructuring,ownership transformation and
the change of managerialand adaptation patterns in the conditions of market economy
started.

The interest inthe related processes was further emphasized after 2008 as a
consequence of the global financial and economic crisis. In our country due to the
crisis “ the number of  companies which declared bankruptcy grew twice compared
to the whole prior period while in 2012 the rise was 5.6 times compared to the year
2008 “.(Стоянова, 20.12. 2014)

The bankruptcy of Corporate Commercial Bank  in 2014 increased the public
pressure on institutions and  brought to the fore the economic and social nature and
significance of insolvency as a legal enactment and process, as well as openly raised
the issue of audit quality and technology and auditors accountability.

The topic of the article is chosen on the grounds of the above considered
circumstances. The main researcher’s point is:in the conditions of a series of
insolvent financial and non-financial companies the need for improving the
independent financial audit technology is growing.

The achievement of thegoal is related to solving the next specific issues:
theoretical basis of insolvency; working out the audit’s technological specifics when
filing for bankruptcy and the options for its improvement.

1. Theoretical basis of insolvency

Historically, the origin of insolvency as a legal concept dates back to Roman law.
These days, the insolvency conception is crucial for the legal and economic practice
of the developed countries.  It is studied and analyzed both as an economic and legal
category, at the basis of which is debtor’s insolvency and as a process, i.e. a system of
economic and legal  relations which require management and regulation.
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The scientific legal literature defines insolvency as a legal category and
characterizes it as a procedural legal conceptionstatutory regulated by law.1 The legal
standards related to insolvency are:

 To guarantee the creditors protection from insolvency and unfair debtors;
 To reduce the risks incurred by entrepreneurial activities;
 To wind up inefficient companies and restructure the economy;
 To change the company’s management model and the business culture of

managers and owners.
The analysis of insolvency regulation in developed countries (Костина,

15.12.2014) indicates that when regulating insolvency we should take into account the
creditors’ interests as well as the interests of debtors and other participants in the
process. With that end in view remedial procedures are also included to retain the
business operations and help classical mechanisms for sale and liquidation of assets at
bankruptcy.

In law theory and practice different systems for regulating insolvency as a legal
conception are determined (Эпштейн, 20.12. 2014),namely:

 A system which entirely protects the creditors –its main task is to defend
creditors’ interests. It is typical for England, Hong Kong, Israel, Australia;

 A system which moderately protects the creditors – it is determined by the
stage of economic development. It forms the basis of the commercial legislation
in Germany, Finland, Norway, Japan;

 A neutral system –the main regulatory objectiveis to take into account the
interests of both the creditors and debtors while observing the ” happy medium”
rule. It is typical for the USA, Russia, Italy, Denmark, the Czech Republic,
Bulgaria;

 A system which moderately protects the debtor – the aim of the system is fair
distribution of the debtor’s property among creditors, as well as fulfillment of
specific macroeconomic tasks. It is common in Greece, Spain and Belgium.

 A system which totally defends the debtor–its aim is to retain the debtor’s
business and job positions. The drawback of the system is that the desperate

1 For example in Bulgaria it is regulated in: Commercial Code, (Articles 607 - 760) Publ.SG. N.48 of 18
June 1991, last amended.SG.N.27 of 25 March 2014.For the unregulated relations in Commercial Code
is applied CCP, Publ. SG. N.59 of 20 July 2007 last amended. SGN.98 of 28 November 2014. Some
types of trading companies file for trade bankruptcy in a special way, whereas CC is applied by way
of alternative submission. These are: the banks – Bank insolvency law,Publ.SG. N.92 of 27 September
2002 last amended.SGN.98 of 28 November2014.;insurance companies–Insurance code, Publ.SG.
N.103 of 23 December 2005 last amendedSG N.109 of 20 December 2013.; insurance companies–
Social security code, Publ. SG. N.110 of 17 December 1999 last amended and supplemented SG.
N.107 of 24 December 2014. Legal non-profit entities can be declared commercially insolvent (pursuant
to the special provisions of the Non-profit legal entities Act. Publ. SGN.81 of 6 October 2000, last
amended SG N.42 of 5 June 2009), as well as cooperatives (pursuant to the Law on cooperatives,
.Publ.SG N.113 of 28 December 1999, last amended SGN.43 of 29 April 2008.).However, some
categories of traders are not able to file for commercial bankruptcy. These are: public companies which
operate as a state-owned monopoly; traders which are public companies, organized by special laws.
(Forest law, Publ.SGN.19 of 8 March 2011, last amended.SGN.98 of 28 November 2014).
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ambition to keep enterprises at all costs is ineffective for economic development.
It was implemented in France, but in the middle of the ‘80s inXX c the system
was reoriented to the one which moderately protected creditors.

When investigating the legal aspects of insolvency, we should emphasize the
necessity to discriminate between the related concepts and categories such as:
insolvency, bankruptcy, liquidation, restructuring, remediation. The discussion is most
often related to the categories of insolvency and bankruptcy. Two contradictory theories
can be outlined. The first group of authors(Слепышев, 20.12.2014)looks at the two
concepts as synonyms and give their arguments: they are used as integrated terms in
legislature; insolvency is the event which is arranged in court whereas bankruptcy is a
procedure. The second group of authors (Суслова, 2004)assumes that regardless of
the fact that the terms have dialectic link and integrated nature, they differ because
declaring the debtor insolvent does not mean bankruptcy, it is itsterminal state.

In practice, there is a range of appropriate procedures to escape insolvency
such as: remediation, restructuring, liquidation.

The legal theory is useful for: regulating insolvency: organizational and legal
procedures for its implementation and differentiating its stages. It influences the
organization, documentation,estimating and reporting of financial and accounting
processes and the related tax dues.

The raised controversial questionsprovoke researchers to investigate the economic
nature of insolvency and its connection with the crisis situations which influence
company’s sustainable development.By implementing the modern approach some
authors (Рондарь, 18.12.2014)introduce the term economic insolvency and define it
as a complex system which stands for the impact of internal and external factors of
environment in which companies operate. They differentiate it into market, production
and financial one and assume that its development undergoes through the following
stages: dormant economic insolvency; economic instability; high bankruptcy risk;
transition from economic to legal insolvency and solving the arising contradictions
through legal procedures; bankruptcy.

Other authors(Darling, JD., Seristц, H. and Gabrielsson, M., 15.12.2015; Дя-
гель, 2008; Жданов, 15.12.2014) introduce the term company’s “system insolvency”
and assume that insolvency is a state of the basic subsystems and their interaction in
which their development is subject to a blockade and an irriversible process of violating
its sustainability and operation occurs. These authors relate the causes of insolvency
origin to the company’s life cycle and crisis situations which accompany its sustainable
development.The study of the economic meaning of insolvency allows the authors to
analyse the reasons for its emergence in the following way: external – grouped according
to the principle STEP(PEST)- analysis (political, technological, social, external and
economic);market; internal economic;financial;managerial.

According to these authors connecting insolvency with crisis events and their
causes allows formulating and implementing mechanisms for positive outcome from
the crisis and insolvency can be diagnosed and predicted. They connect its manifestation
with the three crises typical for company development: financial, managerial, economic
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and distinguish the following periods in the development: pre-crisis period, a period of
acute crisis and a periodof chronic crisis.

During the first period a managerial crisis occurs,which manifests itself as strategic
and structural one and has a marked tendency to become financial. The financial crisis
occurs in a period of an acute crisis when one can observe an abrupt fall of liquidity and
temporary insolvency. The chronic crisis period is described by the transition of the
financial crisis into an economic - legal crisis which is characterised by insolvency, either
de facto or de jure and bankruptcy.In terms of time there is an opportunity to monitor the
crisis events dynamicsby discriminating between the moment of transition from insolvency
de facto and insolvency de jure and bankruptcy. The critical company position is
determined by the so called “divergence point“, where the process can proceed in two
tracks: bankruptcy and liquidation or financial strengthening and normal operation.

The objectives in this time period are: winding up loss-making companies: rescue
of companies, where the crisis can be kept under control; protecting the creditors and
debtors interests.

The positive aspects of the economic theory boil down to:
 Investigating insolvency not only as a state but also as a process, which is

dynamic and passes through several stages;
 Opportunities to diagnose and distinguish the symptoms regarding insolvency,

de jure or de facto and bankruptcy;
 Distinguish, analyse and evaluate the risks which cause crisis events related

to company development;
 Undertake adequate activities and implement appropriate business remediation

mechanisms and programs for a way out of the crisis.
The research regarding the insolvency social content and manifestation can be

of particular interest, too. Its social meaning is studied in Bulgaria which proves that
insolvencyappears in four guises:disgrace /stigmatization/; privatization; intentional
bankruptcy; overcoming the stigmatization and giving a second chance. (Stoyanova,
20.12.2014). The benefit of this theory is expressed in the ability to distinguish: the
social responsibility of the participants in the process;the ensuing conflicts of interests
and an opportunity to protect the entrepreneurs by giving them a chance to carry on
with their business.

As a result of the review of the applied approaches when investigating insolvency
as a social, managerial, legal and economic category the following points can
beoutlined:

For the purposes of audit, insolvency should be studied in a comprehensive
manner because each of the outlined trends is significant for its implementation and
improvement. The awareness of:

 The legal matter is essential for the proper choice of audit evidence and
discrimination between duties in the whole process regarding insolvency;

 The economic nature allows us to examine: the connection of: the crisis eventsin
the company development and insolvency; the implementation of diagnosis
for the audit objectives; facilities for audit technology development, in terms
of standardization and software.
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 The social nature makes it possible to research: the role and significance of
audit,improving its functions and auditors responsibilities in this process.

2. Technological peculiarities of audit under the conditions
of the insolvency procedure and opportunities for its improvement

The audit under the insolvency conditions is characterized by a range of
peculiarities, which in practice are reported by auditors when they evaluate the
implementation of the going concern principle, testing the financial-accounting processes
related to insolvency and valuation of assets, receivables and payables.Procedures,
provided by law, are implemented which regard inventory results, capital structure,
liquidated assets and creditors protection.

Companies experience financial difficulties before declaring insolvency. That is
the reason why plenty of authors(Dinev, 2014; Veysel, 2012;Pankov, 20.02.2015) think
that in this stage of company development apart from the financial audit a diagnostic
audit should be carried out, too. They define it as a “systematic process of gathering
and processing data, by the help of special evaluation methods of crisis causes, character
and depth in company development with the purpose of development, supervision and
effectiveness assessment of the anti-crisis agenda” (Kovaleva, 2003). This type of
audit is characterized by the qualities of operational management audit. It is assumed
that the diagnostic audit passes through several stages: preparation; planning;
diagnostics; development of anti-crisis agenda; control of its implementation and
program effectiveness assessment; reporting.

Unlike the financial audit in which the main goal is to evaluate whether the going
concern principle is applicable, the goal in this type of audit is to suggest a crisis exit.
In order to investigate, analyse and evaluate the reasons which led to the crisis, the
research should be carried out in the following sequence: analysis of causes and factors
for insolvency and financial instability; diagnostic of its current state and crisis
development in time; justification of the development of anti-crisis strategy and agenda;
monitoring and performance assessment of the adopted program.

At that stage apart from the analytical procedures which are well-known tothe
financial audit for data gathering and processing, the diagnostic is also used aiming at
analyses, assessments and evidence collection which characterize the ongoing crisis
peculiarities, its development in time, relation to insolvency and the likely
outcome.Diagnosing insolvency comprises:

 Collecting and processing reliable information for analysis of company financial
position;

 Identifying and assessing the risks on the basis of accounting and statistical
information in order to reveal the insolvency symptoms;

 Implementing analytical audit procedures for solvency and indebtedness
assessment;

 Rationale of the assessment indicators systemfor the company financial position
within the framework of the accounting model with the implementation of a
system of financial  factors within the financial model framework using
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indicators in three aspects: for growth, returns and residual income (Касъро-
ва, 2005);

 Determine in qualitative and quantitative terms the company financial position
on the basis of the selected system of indicators by implementing integral
systems of indicators included in the DuPont model for insolvency assessment,
the Altman Z-score, a model for company ranking, methodology for forecasting
the bankruptcy likelihood while taking into account the specifics of the sector,
economic value added – EVAand others (Касърова, 2005);

 Keeping track of the diagnostic findings and preparation of anti-crisis measures
for incorporation into a rescue program.

The diagnostic audit quality is ensured by working documents, whereas the findings
are recorded in a report which points out: who is the contracting authority of the
diagnostic audit; the audit objectives; a short description of the situation prior the audit;
an account of the audit procedures and the results of its implementation; a short
description and assessment of the anti-crisis program; a forecast of the basic financial
economic indicators characterizing the financial situation and an estimate of the likelihood
for new bankruptcy threats.

Of particular interest are the peculiarities in the technology of the financial audit
in companies filing for bankruptcies and the related processes such as rescue, external
management /receivership/, liquidation, bankruptcy.

In the course of these processes the current accounting and audit standards
cannot be applied in their integrity because they are in compliance with the going
concern principle and it is not always workable in companies which filed for bankruptcy.

A part of the accounting practice in our country is based on AS13 Reporting in
liquidation and insolvency (Accounting standard 13, 15.12.2014 ), while for the rest and
according to the type of the undertaken activities for company reorganization related to the
adopted rescue procedures the current accounting legislation and standards are applied.

The challenges for the auditors are various in their character and encompass the
whole audit process from planning till its finalization. At the planning stage of the audit
the attention is paid to events and facts which bring the going concern principle in
question. They are important when reporting audit risk, the scope and character of
audit procedures and the required audit time. Besides, the audit does not evaluate only
the AFO /Annual Financial Report/but also the adopted remediation program, liquidation
balance, receiver’s action plan,distribution of realized funds, as well as the risks for
potential infringement of creditors, debtors and staff rights. At each stage of the
insolvency procedure activities legally defined as crimes are likely to arise so the
auditors have to take into account this risk, too.

The character of the ongoing procedures which refers to bankruptcy and its
development stages influences the audit technology in a direct or indirect way. If a
remediation procedure for a company (Darzhaven vestnik, 18.12.2014) which declared
bankruptcy occurs, the auditor consistently accomplishes:

 An analysis of the current economic state of the company to make clear the
causes for initiating bankruptcy procedure.
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 An assessment of capital structure and the capital changes.
 An insolvency and indebtedness structure assessment.
 A check of the remedial program in the following lines: initiator of remediation,

remediation means and their resources; remediation ways, specific planned
and implemented remediation activities and their documentation.

 An assessment of legal and accounting characteristics of the undertaken
remediation forms.

 An evaluation saying whether AFR complies with the current legislation,
accounting standards and the going concern principle.

 An analysis of the regional and social significance of the company.
 An evaluation of management style and managerial expertise.
When carrying out the audit at the stage when an external management is

appointed – a receiver (Darzhaven vestnik, 18.12.2014) the auditor takes compliance
actions and procedures to reaffirm reliability of:

 The financial report till the receivership and for the receivership period.
 The receiver’s plan and report about the undertaken actions and whether

they comply with the preliminary entrusted powers and existing legislation.
 The receiver’s undertaken actions to restore solvency and a written statement

of them.
 Is there a production or activities closure and what the legal causes for

undertaking these activities are.
 Is there property sale, how is it done and documented
Whether the organisation of document exchange and accounting are in

compliance with the legal and statutory standards.
Having implemented the rescue measures and working under the conditions of

remediation and management by a receiver,there are two options to proceed: winding-
up the insolvency procedure or declaring bankruptcy with the ensuing assets liquidation
and distribution. We should also bear in mind that after having paid to creditors, the
company may either be wiped out or its operations and the remaining possessions may
be resumed.

The technological peculiarities of audit are determined by the economic and
legislative distinctions between insolvency and liquidation. The two processes are very
similar but there are essential differences between them which are taken into account
during the audit.Regardless of who initiates it, insolvency always implies enforcement
whereas liquidation is voluntary except for the cases when the winding up is a result
of a court ruling. Receivers are hired by insolvency court, whereas liquidators are
selected and registered in the business register and their operations are
independent.Every trader can be declared insolvent while liquidation is a procedure
related to the termination of business.

The course of the liquidation process does not rule out the option to declare the
company insolvent. In the cases when it has already been done and the next step is
bankruptcy (Darzhaven vestnik, 18.12.2014), the auditor implements procedures and
undertakes actions to certify:
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 The reliability of:the initial liquidation balance sheet; the annual financial report
covering the period of insolvency; the liquidation balance for the last year.

Whether the record keeping and accounting of the completed liquidation
operations are in compliance with law and current accounting standards for
liquidation and insolvency.

Whether the liquidated assets are correctly organized and distributed in
compliance with rules and regulations provided in legislation.

Under the insolvency conditions the technological peculiarities of audit can be
summarized in the following way:(See Table 1)

Table1

Technological peculiarities of audit under insolvency conditions

Criteria Going concern

A company filing for bankruptcy

Remediation
External

Management
Receiver

Bankruptcy

Audit
assigner

Owners Creditors
The Court

The creditors
The Court

The Court

Audit
character

Required by law
or voluntary

Required by
law or
voluntary

Required by law
or voluntary

Required by
law or
voluntary

The audit
objective is
determined
by

Audit standards
Accounting rules
and regulations

Commercial
and
accounting
regulations
and standards

Commercial and
accounting
regulations and
standards

Commercial
regulations
AS13

The audited
Entity

AFR AFR
Auditor’s
commitment
in remediation
program

AFR
Auditor’s
commitment in
receiver’s report

Auditor’s
commitment
in liquidation
balance
assessment,
formation and
distribution of
liquidated
assets

Audit risk Medium
Low

High High High

Audited
period

Fiscal year Till declaring
insolvency
Remediation
period

Till declaring
insolvency
Receivership
period

Till declaring
insolvency
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Reviewing the peculiarities of audit technologies under the insolvency conditions
the following conclusions can be drawn:

The thorough understanding of social, economic-legal, financial and accounting
aspects related to bankruptcy allow the auditors to look for possibilities to improve the
audit in the following directions:

 Develop a methodology for analysis, assessment and diagnostic of bankruptcy
for the objectives of audit in compliance with the sector specifics and the
economic conditions in the country;

 Develop a methodology and software for diagnostic audit in compliance with
the peculiarities of our economic reality aimed at assessing the financial situation
and bankruptcy risk for the Bulgarian companies;

 Change in standards and legislation regulating audit in terms of sanctions,
responsibilities and practices;

 Implementing obligatory audit for companies which have already filed for
bankruptcies because of the complex and variable character of problems arising
at different stages of its development and their social impact.

Going
concern
principle

Active Can be active
or inactive

Can be active or
inactive

Inactive

Operative
standards

All audit and
accounting
standards

Only definite
in regards to
the nature of
remediation
forms

Only definite in
regards to the
nature of actions
taken

AS 13
Reporting at
liquidation
and
insolvency

Audit
technologies
comply with:

Audit standards
and law
accounting
standards and
law

Audit
standards and
law
Accounting
standards and
law
CL

Audit standards
and law
Accounting
standards and
law
CL

CL
AS 13
Liquidation
and
insolvency
reporting

Audit report
users

Owners
Investors
Creditors
The public

Creditors
Debtors
The Court
The public

Creditors
Debtors
The Court
The public

Creditors
The Court

Reporting Auditor’s report Auditor’s
report
Auditor’s
engagement
report

Auditor’s report
Auditor’s
engagement
report

Auditor’s
engagement
report
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Conclusion

The Professional community of Bulgarian independent auditors is facing new
challenges. Community reaction about the audit roles and responsibilities after the
bankruptcy of Corporate Commercial Bank (Investor, 15.02.2015),the subsequent
sanctions and discussions at different levels openly question issues related to quality,
professional ethics, as well as the crisis in audit results reliability.

To find the correct answer, it is advisable for the professional institution to
undertake initiatives which will prepare the community to work in conditions of
insecurity and with the purpose of regaining public confidence to auditor’s job.
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TECHNOLOGICAL  PECULIARITIES  AND  AUDIT  IMPROVEMENT  UNDER
THE  CONDITIONS  INSOLVENCY

Chief  Assist.  Prof.  Dr  Ruslana  Dimitrova

Abstract

In the article - for the purposes of audit - there is presented an overview of the approaches
to the study of the economic, legal and social nature of insolvency. There is made a
characterization of the technological peculiarities of audit under insolvency and are given
possibilities for its improvement.
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