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1. RESEARCH PRELIMINARIES, OBJECTIVES

The regulation of corporate bankruptcy plays a kg in the economy, but
its analysis most often comes to the front in tim&gconomic crisis. The
reason for that is, firms that have irrecoverahbbilities may inflict
significant damage on the operations of their bessrnpartners as well as on
the revenues of the national budget. Reviewingréihevant Hungarian data
of the past years, it becomes evident that the eundd enterprise
liquidations reached a peak in 2012. In part, Was due to the insolvency of
a large number of businesses hit by the econonmtscibut it is also the
result of stricter action taken by the National Tand Customs
Administration as well as the Registry Court. In ndary, nearly all
companies to undergo liquidation are small buse®sss they are much
more exposed to changes in the economic environmhant larger firms.
Therefore, studying the trends related to the eerarg of insolvency that
can be observed at small enterprises may be valuall all economic
entities for assessing the risk of a future ligtimain the case of their own

respective business partners.

With that in mind, my dissertation sets the aimsnefpping out key
indicators contained in publicly accessible finaheceports, based on which
it is possible to establish a distinction betweruitlated companies and
enterprises of normal operation, and next, by olisgrtrends in liquidated
companies’ assets, defining a financial indicatasdal formula that is
capable of revealing whether the legal basis ofagament liability can be
established. Furthermore, based on an empiricaares on the sale of
assets undertaken at liquidated enterprises, | taingshed light on any
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specific assets.

1.1. Antecedents of research
At the beginning of a liquidation proceeding, thguidator often finds the
debtor enterprise lacking in assets, which hastaobal repercussions on
fulfilling the claims of creditors. Thus, for thealke of the economic
environment, it is crucial to reveal trends relatedchanges in corporate

assets prior to liquidation.

Hypothesis 1: At liquidated small enterprises, a tend of decreasing

assets can be observed over several years priorliguidation.

As a first step, based on the data of liquidateallsmnterprises that |
classified into three categories according to camgsze, | will determine
the rate of decreasing assets among these commaiethe last three years

of their operation.

My analysis, which focuses exclusively on insolvemtterprises, has a
financial approach, therefore it is based aroundetlkey questions as to
whether small enterprises of normal operation:

= manage fixed assets differently,

* have lower short-term liabilities,

= show greater operating profitability,
than those that eventually undergo liquidationthis hypothesis can be
confirmed, the differences in enterprise managemevgaled can explain
why not all insolvent companies end up being liqted. Based on the

above, I'm formulating Hypothesis 2 divided intodh parts.
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Hypothesis 2: The financial indicators of insolventompanies of normal
operation and those of companies that were liquidad point to

differences in their enterprise management.

Liquidated small enterprises, for three years podrquidation, had:

2.a: lower quick ratios,

2.b: lower rates of short-term liabilities,

2.c: greater decrease in fixed assets,

2.d: lower rates of change in operating profits,

2.e: higher rates of financial exposure,
than insolvent small enterprises of normal openatiyithin the specified
company size categories, | will study whether thare differences to be
observed between the operating profitability ofuicated companies and

companies of normal operation.

In the next part of my research, in order to gaimae objective view of
management liability as defined by law, | will sgpudow financial indicators
could be considered as supporting data in estatdjghe legal basis for the
former management’s liability. As the BankruptcytAm effect since 1st
March 2012, in 33/A.8 (1), prescribes, former cheskecutive officers of
enterprises may be held liable if they, “followirtlge emergence of an
insolvency situation which may jeopardise operatjon pursuing their tasks
of executive management, did not act in due corsiie of the creditors’
interests” (Act XLIX of 1991). The text of the lakgquires two findings of
fact to be made for an executive officer to be Higldle. One is the date of
the emergence of said jeopardising situation, wihideother is the definition

of harm inflicted on creditors’ interests.

4
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Hypothesis 3: Based on the data contained in repatpublished by
liquidated enterprises, the legal basis for manageemt liability can be

established.

Beyond the fulfilment of creditors’ interests itatso necessary to study the
extent to which assets meant to fulfill creditaiglims is marketable, that is,
what market trends we can expect to be faced wihyt in the area of asset
liquidation. It is my assumption that the data texflato the sale of assets of
liquidated enterprises may reveal differences whiaen prove that asset
values determined during the value assessmentsigmificantly for certain

asset groups, while they vary less in the case¢heirs.

Hypothesis 4: The value rate of assets (the quotieaof liquidation value

and real value) differs across asset types.

I will be comparing the assessed value set in &ihee &f assets records as the
liquidation value, with the sale value acting aal realue. Based on the
characteristics of the individual assets subjecthie study, | will divide
hypothesis 4 in 3 parts.

4.a: The value rate of real estate, stocks andcleelype assets differ
from one another.

4.b: The value rate of real estate located in #ptal is higher than that
of real estate located in the country.

4.c: The value rate of individual assets of an s==@ value below HUF
500,000 is higher than the value rate of thoseachhbove HUF 500,000.
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2. MATERIALS AND METHODS

Data related to the first part of my analysis wasvigled by a database
owned by the Kaposvar University Faculty of Econoi@ciences and built
by an external economic consultancy firm. The ueiglatabase contains
individual data compiled from annual reports pui#id by enterprises
operating in Hungary, as well as company registatady 2013 inclusive.
The basic data used for the analysis was storbty/8®QL database manager,
exported via data queries into Microsoft Excel 20My study was

completed using the add-on XLSTAT 2013 integratimtg Microsoft Excel,

and the R statistical software.

2.1.Scope of data used in the analysis
The individual lines of the database contain thieles of the balance sheet
and income statement lines corresponding to eaidrpEise as published in
their respective annual reports. Each enterprige itsaown unique code
(céglID), which is connected with other data shéle#s$ include enterprise-
specific background variables such as data refgrton corporate seat,
premises, scope of business, form of constitutiamd aoperational

characteristics (liquidation, final settlement).

In the case of business entities undergoing ligiadathe liquidator must
launch the process of asset sale within 100 daykeoftarting date of the
liquidation proceeding. The sale must take place thie Electronic Sale
System (EER) established centrally for this purpdsanalysed its public
data compiled in the Excel spreadsheet softwark avitlosing date of 31st
July 2015. Based on that | built a database congiB31 data entries of

tenders and auction sales.
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2.1. Applied methods
During my analysis, | first created homogenous gsousing cluster analysis
in order to narrow small enterprise size. Nextharacterised the change in
asset types at liquidated small enterprises owel#ars subject to the study

via the distribution coefficient and chain ratios.

In order to reveal trends in the assets of liq@danterprises, | exclusively
study data corresponding to liquidated small emisep. Next, | look for
differences between liquidated enterprises and eoiep of normal
operation using statistical methods based on dsttugvely relating to
insolvent small enterprises (negative equity famoBsecutive years). Again,
| study insolvent small companies to measure thpomance of conduct
presumably harmful to creditors’ interests. Finallyclose my analysis by

describing the market of liquidated companies’ tssse
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3. RESULTS AND EVALUATION

3.1. Segmentation of small-size enterprises
Applying the method of K-centre clustering, | idéet the following four

key enterprise characteristics based on which it Wemasible to define

categories:

= the balance sheet total shows all of the compaaggets and resources,

= the net revenue clearly indicates the company&sssablume,

= the value of equity points to the company’s levefioancial solidity,

while

= the average after-tax earnings show the compahgegtyear average of

annual earnings.
In my view, the study of additional data would m&tp in further refining

the size-based segmentation, as all additional clatéained in the annual

reports are in close correlation with the above fiypes of financial data |

used.

K-centre clustering resulted in the companiestglinto one of three groups

based on the values corresponding to four typefsnahcial data (balance

sheet total, net revenue, equity and after-taxiegsn

Table 1.: Segments of smal

I-sized companies

Category Net revenue Balance sheet total
“XXS” Below HUF 30 million Below HUF 25 million
Between HUF 30 million andBetween HUF 25 million an
“XS” HUF 500 million HUF 500 million
Between HUF 500 million Between HUF 500 milliog
“S” and HUF 1,500 million and HUF 1,500 million

—

Source: author’'s own work
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category for each company, that is, an enterpak® ihto the “S” category if

both the net revenue and the balance sheet to&tl onexceed the HUF 500
million threshold. The data slices | studied latere also grouped into the

same three categories of company size along the gaesholds.

3.2. Assets of the liquidated small enterprises
During my analysis, | used the data of liquidatedak enterprises that
published annual reports for at least three fulrgeand also fulfilled their
disclosure obligations in publishing a final repa#tithin the database at my

disposal, a total number of 2,627 enterprises hestd criteria.

At this point of my analysis, | made the followimgnclusions regarding
liquidated small enterprises:
= the highest rates of decreasing company assetsectedr for
amortisation were observed over the last two yeaaperation, and
the same trend was observed in the case of théegm@mpany size
over the full three-year period subject to this lgsia, in a
significantly larger proportion (p=0.04513; p<2.P&-p<2.2e-16),
= at the same time, over the period of the last twary prior to
liquidation, conduct presumably harmful to credstoinnterests
appears in all three size categories of small comega(p=0,5165;
p=0,621).

3.3. Emergence of long-term insolvency and liquidation
In the next part of my research, the question ghbto answer was whether
there was any statistical difference to be obseruedthe enterprise
management of small enterprises that were all vesnland

= were liquidated,
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= compared to companies of normal operation

Within the “XXS” size category — due to its low &ncial threshold limits —
the rates of both forced entrepreneurship and Gparaith the mere aim of
tax optimisation are presumed significant, therefoexluded this group of

small enterprises from the further stages of mg daalysis.

Comparisons between the financial data of normefigrating companies
suffering from long-term negative equity and thdkat were liquidated
show no differences in terms of:

= fixed asset management,

= short-term liability rates, or,

= operating profitability.

This is due to the fact that liquidation is a legategory, which may limit
the successful use of forecasting models. This v&ealso supported by the
court statistics of the year 2013. In 2013, in lto22,148 pleas for
liquidation were filed with the Court, with only efthird of which initiated

by financial institutions or suppliers. Two-third$ the pleas were filed by
governmental organisations or the debtor compathiemselves, whether

directly or via their respective trustees in bampicy or receivers.

3.4. Management liability
According to the text of the law, the legal basis & management liability
lawsuit along with all its implications - based the Anglo-Saxon common
law - exists in the cases of persons holding chiefcutive positions for

three years prior to liquidation if they,

! hot liquidated

10
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= failed to give priority to creditors’ interests,

= which lead to a decrease of company assets, or
= thwarted the full fulfilment of creditors’ claimer
» failed in managing any environmental damage arisnogn their

operations.

To establish the legal basis for management ligbili continue to study
enterprises of the categories “XS” and “S” thatfewgfd from long-term
negative equity (over a period of three years),clwhmeans the situation of
insolvency jeopardising operations was presentlicampanies subject to
this study. In order to be able to observe the chresideration of creditors’

interests, | analyse trends in enterprises’ assetdiabilities.

It is presumed that, among insolvent and liquidatexll enterprises of the
categories “XS” and “S”, 35.443 percent may havéecdcwithout due
consideration for the priority of creditors’ clainguring any of the three

years subject to this study.

3.5. Analysis of liquidated companies’ sale of assets
In my study, | compared the indicative prices (ealbased on value
assessment, real value) set by the liquidator aedptices applied at the
actual sales transactions (liquidation value) ia ttase of specific asset

groups. To express this particular ratio, | apptiee following formula:

Equation 1.

_ Liquidation value
Value ratio = x 100
Real value

11
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3.5.1Analysis based on asset type
The basic statistical data showed that the avevagee ratio for vehicles

(0.882) was significantly higher than the same ages for stocks and real
estate (stocks: 0.619, real estate: 0.729). Thaaritbe concluded that the
liquidation value of vehicles is closer to realualthan that of either real

estate or stocks.

3.5.2. Analysis based on the location of real estate tyf@ssets
| divided the 183 data entries related to the ealeal estate at my disposal
into two categories according to location: Budapastd other areas
(country). The value ratio of real estate located the capital was
significantly higher (p=0.002) than that of realtats in the country
(Budapest: 0.842, country: 0.702), therefore, ihaidation value of real

estate in the capital is closer to real value.

3.5.3Analysis based on assessed value of assets
With regards to the assessed value (real value)idadi the 331 sales data
entries and studied whether real value and ligiodatalue of assets below
HUF 500,000 are closer to one another than the saes in the case of
assets above HUF 500,000.

The Mann-Whitney test showed that the liquidatiafue of assets below the
assessed value of HUF 500,000 is significantly (p20) closer to real value
(below HUF 500,000: 0.957, above HUF 500,000: 0)@88&n that of the

relatively more valuable assets.

12
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4. CONCLUSIONS

Based on the study of liquidated small enterpriseslungary, | drew the

following conclusions:

In the size category “S”, the rate of decreasinge®ssis higher. Within
the small enterprise sector, in the case of ensaprwith a balance
sheet total below HUF 25 million and net revenuéoweHUF 30
million, it can be observed that, during the lasaryof operation, over
25 percent of asset decreases may imply conduntfhiato creditors’
interests.

With regards to the enterprise management of stoatipanies suffering
from long-term negative equity, with a balance she&l of HUF 25 to
1,500 million and with net revenue between HUF @A 500 million,
there is no difference to be observed in termsnairicial indicators. The
reason for that, in my view, may be differencesregponding to the
creditors’ legal status.

In relation to coinciding changes in insolvent dnealterprises’ assets
and liabilities, | expressed the possibility ofadsishing the legal basis
for management liability pursuant to the BankrupAcy. It is presumed
that the legal basis for filing management liapilawsuits exists in the
case of 35.44 percent of liquidated small compawidsn the “XS” and
“S” categories that form part of my analysis sample

According to the data relating to the sale of as$l@tough liquidation,
the value ratio of vehicles is significantly highemd thus is closer to
100 percent than that of stocks or real estate. vithee ratio of real
estate located in the capital is significantly l@gthan that of real estate
in the country. Finally, the value ratio of relaly less expensive assets

13
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(above HUF 500,000).
Through my analyses | observed that it was notiplest draw far-reaching

conclusions regarding the operational charactesistf liquidated small
enterprises, even considering the significant di#texing | applied via the
size-based segmentation. For the most part, itue th the fact that
liquidation is a legal category which, in most cgsdoes not fulfill the

criteria for insolvency from a financial or accomngt point of view.

Hypothesis 1: At liquidated small enterprises, a tend of decreasing
assets can be observed over several years priorliguidation.

Partially agreed. Within the smallest size catedtXS”), the presence of
the trend of decreasing assets in all three yasied to my study is less
typical. However, within the size categories of “Xéd “S”, the assumption
regarding the decrease of assets and the continonmrssification of that
decrease during the period leading up to the ddiguodation is justifiable.
In addition, within all three segments of small exptises, conduct
presumably harmful to creditors’ interests (liai®$ stagnating or increasing
in parallel to assets) can also be observed abwigg rate as the date of

liquidation approaches.

Hypothesis 2: The financial indicators of insolventompanies of normal
operation and those of companies that were liquidad point to
differences in their enterprise management.
Rejected. Insolvent small enterprises that underdignidation, over the
three financial years prior to liquidation, did rsbtow:

= 2.a: lower quick ratios,

= 2 .b: lower rates of short-term liabilities,

14
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= 2.c: a greater decrease in fixed assets,

= 2.d: lower rates of change in operating profit,

= 2.e: higher rates of financial exposure,
than insolvent small enterprises of normal operatio
Among insolvent, liquidated and normally operatsmyall enterprises of the
“S” and “XS” size categories, the only factor thatlicates a significant
difference (p=0.0000) between the respective aesragluring the
companies’ earlier operation is the growth rateeif revenue. With regards
to liquidity and profitability corresponding to 20Jand 2012 data, the two
groups are statistically identical. Therefore, ity mew, based on court
statistics, the main reason behind the launch aiidiation proceedings
resides in the legal status of creditors. Two-thiofl pleas for liquidation are
filed with the Registry Court by governmental orgations or debtor
companies (trustees in bankruptcy, receivers) tebres.

Hypothesis 3: Based on the data contained in repatpublished by
liquidated enterprises, the legal basis for manageemt liability can be
established.

Agreed. Based on the provisions of the Bankruptat, A defined the
situation of insolvency jeopardising operationstias value of long-term
negative equity. Naturally, temporary insolvencyynwcur at companies
with positive equity, however, once an enterpriseld itself in long-term
indebtedness, it is certainly in a situation of olwency jeopardising
operations. | defined conduct presumably harmfuh&opriority of creditors’
interests as a decrease of assets corrected foeaiEpn combined with
stagnating or growing liabilities. As a result,dncluded that, in the case of
35.44 percent of liquidated enterprises, the ldgasis of management

liability pursuant to the Bankruptcy Act can begurmed to exist.

15
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dypothesis 4: The value rate of assets (the quotieaof liquidation value

and real value) differs across asset types.

Partially agreed.

The value ratio of real estate is significantly &swthan the value
ratio of vehicles, however, it is statistically edjto the value ratio of
stocks. It can be concluded that, among the thssetdypes subject
to this analysis, the sale of vehicles can be demed as the most
efficient.

The value ratio median of real estate located endépital is nearly
100 percent (97.2 percent) whereas, with regardsetd estate
located in the country, this rate only correspotui$5.6 percent of
the cases. Therefore, the assessed value of tes éscated in the
capital set via value assessment is nearly idénittidhe price applied
at the sales transaction.

In the case of assets below the unique assesse@ whl HUF
500,000, the probability of identical value ratis.4 percent, which
indicates significant statistical difference betwdke value ratios of
assets of the two groups. The assets of relatloelgr assessed value
are exchanged at nearly 100 percent, whereas thiogee HUF

500,000 are, on average, sold at 68.8 perceneofdksessed value.

16
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5. NEW SCIENTIFIC RESULTS

Based on my research, the following new and nosiehsific results can be

formulated:

Result 1: The segmentation of small enterprises bad on company size
reveals different trends with regards to changes inassets for each
particular group, however, conduct presumably harmfil to creditors’
interests emerges in the case of each size category

Dividing the small enterprise sector into 3 sizeegaries made it possible to
observe how the assets, and parallel to that,ighdities of each group of
small enterprises evolved. It has gained statisjicstification that, in the
case of enterprises in the smallest size categt¥S”), the trend of
decreasing assets is less evident, whereas copdestimably harmful to

creditors’ interests appears within all three siategories..

Result 2: Having compared insolvent small enterpriss of normal
operation and insolvent liquidated small enterpriss, it is concluded that
there are no differences to be observed with regasdto liquidity and
profitability prior to liquidation. The reason behi nd the liquidations is
due to the creditors’ legal status rather than toihancial indicators.
Having excluded the segment of enterprises with ltheest financial
indicators (size “XXS”) and focusing exclusively @nterprises suffering
from long-term insolvency, | applied the nonparamoetivo-sample Mann-
Whitney test that returned the following results:
At liquidated insolvent enterprises,

= quick ratios are not lower,

= short-term liability rates are not lower,

17
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= rates of decreasing fixed assets are not greater,
= operating profitability is not lower,

= financial exposure is not higher,

than at insolvent enterprises of normal operatiaralled on court statistics
for further insight. Based on the data, | concluttet two-thirds of pleas for
liquidation are filed by governmental organisatioms the debtors

themselves. Therefore, it is to be presumed thiagnever a supplier wishes
to be informed on the risk of liquidation affectiagparticular enterprise, it is
sufficient to review public data to reveal whetliee enterprise in question
has fulfilled its obligations of data disclosuredasf taxation. If so, it can be
assumed with 66 percent certainty that the compamuestion will not be

liquidated.

Result 3: Developing the objective financial indicer that supports
establishing the legal basis for management liabiyi.

Management liability pursuant to the Bankruptcy Applies only to cases in
which the enterprise is liquidated. The Act pressilthat chief executive
officers of enterprises can be held liable if thimjlowing the emergence of
a situation of insolvency which may jeopardise afiens, fail to give
priority to creditors’ claims. | equated the concepf ‘insolvency
jeopardising operations’ with long-term negativeligg (negative equity for
3 consecutive years). The harm inflicted on therfsi of creditors’ interests
corresponded to coinciding changes in both assetdiabilities. As a result,
the legal basis for management liability was susftdly established in the
case of 35.44 percent of liquidated small enteggris the categories “XS”
and “S” subject to this analysis. The results,airse, do not point to actual

breaches of law by enterprises’ chief executivesithe discussion of any

18
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frameworks of individual civil lawsuits.

Result 4: During the sale of assets of liquidatednéerprises, differences
between liquidation value and real value can be obsved according to
type, location and value of assets.

In my analysis of assets, based on the literatwewed, | defined the value
at which an asset can be sold during the liquidatpzoceedings as
liquidation value. | defined the market price setidg the value assessment
by a third-party expert commissioned by the ligtundas real value. Based
on the sales data of liquidation assets, | stutheddata divided into three
categories (real estate, vehicle, stocks) and fauainicles at a significantly
higher value. Having analysed the value ratio dl restate using 183
samples, | concluded that real estate locatedercdipital had a significantly
higher value ratio than real estate located indentry. | divided the 331
samples into two groups based on value with a HOG,®O0 threshold. |
observed that the relatively less expensive agsetsw an assessed value of
HUF 500,000) had a higher value ratio than thoskiedh above HUF
500,000.

19
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6. PUBLICATIONS IN THE FIELD OF THE
DISSERTATION

Scientific publications in scientific journals::

In Hungarian:
1. Koroseczné Pavlin Rita — Koévér Gyorgy — Paradi-Dslginett —
Szbka Karoly: Kisvallalkozési méret felosztasa, BNDM 4: (2)
pp. 42-49. (2016)

2. Bareith TiborKoroseczné Pavlin Rita, Kévér Gyorgglszamolasok
vizsgalata a Nyugat-dunantuali régibban, E-CONOMZ3: pp. 102-
124. (2014)

3. Koroseczné Pavlin Rita - Paradi-Dolgos Anett: Veyge&pesseég és a

véllalkozasalapitas koévetelményei, TAYLOR: GAZDALK®AS-
ES SZERVEZESTUDOMANY! FOLYOIRAT: A VIRTUALIS
INTEZET KOZEP-EUROPA KUTATASARA KOZLEMENYEI 6:
(2014/3-4 / No. 16-17) pp. 13-20. (2014)

Full scientific publications in proceedings:

In foreign languages:

1. Rita Koroseczné Pavlin - Anett Paradi-Dolgos: Tipecslity of

bankruptcy of Hungarian companies in food indusBiROCEDIA
ECONOMICS AND FINANCE (Vol.30.) pp. 710-719. (2015)SES
3rd and 4th Economics and Finance Conference. ROtaazorszag:
2015.04.16
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