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Editor‘s Letter

Editor’s Letter
This issue of the Nordic Journal of Business features three accounting articles. In the first
article, Amanda Curry, Anders Hersinger and Kent Nilsson from Luleå University of Technology focus on the operations managers’ use of non-financial information in their operational
work, and examine whether this use increases their satisfaction with management accounting
systems. The second article by Elina Haapamäki (University of Vaasa) investigates the role of
country-specific factors in the adoption of the International Financial Reporting Standards
and the International Standards on Auditing. Finally, the third article by Eija Kärkinen (Centria
University of Applied Sciences) focuses on the financial paths of reorganized firms and examines the relationship between reorganization strategies and the firms’ financial paths after the
reorganization decision.
I hope you enjoy reading the interesting articles featured in this issue of the Nordic Journal
of Business.

Sami Vähämaa
Editor
Nordic Journal of Business
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Operations Managers’
Use of (Ir)relevant
Management Accounting
Information: A MixedMethods Approach
Amanda Curry, Anders Hersinger and Kent Nilsson

Abstract
This paper focuses on the operations managers’ use of non-financial information in their operational work and examines whether this use increases their satisfaction with management accounting systems. Survey responses from 168 operations managers in a Swedish mining company
unexpectedly demonstrate a positive relationship between operations managers’ use of traditional management accounting and management accounting system satisfaction. Our findings
from a subsequent qualitative workshop in which operations managers participated suggest that
trust in integrated systems is damaged by careless handling of input in such systems and interpretation difficulties caused by a lack of effective guidance from accountants. Operations managers
perceive traditional management accounting as objective and appear to use it collectively as a basis for learning and improvement. Operations managers use traditional management accounting
proactively with their teams, but simultaneously seek help from ‘business-oriented’ accountants
to navigate in operational situations.
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1. Introduction

management accounting. Integrated systems
have been designed to provide the flexibility
sought by operations managers (Davenport,
1998). Such systems enable operations managers to extract information that they deem
relevant to their operational work. The intention behind such systems is to facilitate
collecting, managing, and analyzing (accounting) information in ‘real time’ without
having to wait for monthly reports (Davenport, 2000). Gupta and Kohli (2006) argue
that, from an operations perspective, integrated systems can go a long way towards assisting operations managers’ decision-making processes in an integrated manner.
Integrated systems may not, however, be
used by operations managers for their intended purpose of analyzing costs (van der
Veeken & Wouters, 2002). Researchers conclude that there are reasons for developing
local systems that complement integrated
systems (Dechow & Mouritsen, 2005). Previous studies show that management accounting information can indicate to operations
managers the need to improve operations
and reduce costs (Jönsson & Grönlund,
1988). Yet operations managers’ knowledge
of the production process and informal local
systems make it possible to visualize aspects
that are otherwise invisible in a management accounting system. In contrast to management accounting, local systems may have
higher ‘information value’ to operations
managers (van der Veeken & Wouters, 2002,
p. 363).
These at times contradictory results reported in the literature complicate our understanding of management accounting’s
relevance to operational work. The relationship between operations managers’ work and
management accounting use and relevance
therefore need to be disentangled (Hansen
& Mouritsen, 2006; 2007). Given the process
orientation of operations management, it
is plausible to hypothesize that operations
managers tend to value contextualized, tai-

Management accounting has since the late
1980s faced criticism for the perceived irrelevance of the information it generates to
operational work. This criticism relates in
part to historical connotations of the aggregated management accounting information
on which operations managers are supposed
to base their decisions regarding future actions. Consequently, such information faces
the risk of being perceived as less relevant to
operational work than other sources of corporate information. This does not imply that
all management accounting information
is irrelevant. Among operations managers’
varying information needs, reports of costs
and financial progress have been assessed by
practitioners as essential to their operational
work (Kwaku & Tenah, 1986). One important
indicator of management accounting relevance is that the information it generates
leads to action (Bruns & McKinnon, 1993).
The challenge is to determine which accounting information is needed for action (van der
Veeken & Wouters, 2002). This would imply
that other information is to be supplementary to management accounting.
With few empirical data indicating what
information operations managers actually
use to govern their operational work (van der
Veeken & Wouters, 2002), operations managers behave as though they prefer information
that is contextually anchored in a local operational setting to management accounting.
The local needs of operations managers may
differ from what is centrally provided (Argyris, 1977; Jönsson & Grönlund, 1988), which
may reinforce such perceptions. Traditional
management accounting could then be described as lacking the flexibility which is required for operational work in a local setting.
As flexibility is a key condition of operational work, this concept has received particular consideration in the design of management accounting systems in an attempt
to overcome shortcomings in traditional
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lored information more highly than management accounting information, even if such
information would be included in an integrated system. This suggests that operations
managers should be given the opportunity
to evaluate the information they use and find
relevant to their operational work. More specifically, there is a need to explore the types
of management accounting information operations managers use, understand how they
use it, and analyze the reasons for which they
use it.
The position taken in this paper is that
knowledge about the relationship between
management accounting and operational
work can be produced collaboratively with
practice (van der Meer-Kooistra, & Vosselman,
2012). The purpose of the study is to explore
the relationship between operations managers’ use of management accounting information and their operational work.
The remainder of the paper is divided
into five parts. In the first section we review
the literature that is relevant to exploring the
relationship between operations managers’
management accounting use and management accounting system satisfaction. The second section presents the method used in this
case study, which contains both quantitative
and qualitative elements. The results of a survey concerning management accounting use
and operational work, directed at operations
managers, is presented in section three. To
enrich our understanding of the unexpected
findings of quantitative analysis regarding
operations managers’ use of management
accounting, the paper continues in section
four with a qualitative analysis of the survey
results. This analysis was conducted jointly
with operations managers from the case study
company in a workshop setting to explore
what, how and why operations managers use
management accounting. In the fifth section
we discuss the results of the two sub-studies in
a holistic manner. Thereafter the conclusions
drawn from the studies follow.

2 Literature on management
accounting and operational
work
The following sections review the literature
on management accounting for operational
work and discerns how interaction between
organizational actors does or does not play a
part in operations managers’ use of management accounting and their operational work.

2.1 Management accounting use to
inform oneself
There seems to be no end in sight to the longstanding debate regarding management
accounting’s relevance to operations. On the
one hand, some acknowledge management
accounting’s relevance to operations. For example, Gunasekaran and Sarhadi (1998) argue
that there is a need for management accounting insofar as they found that management accounting plays a significant role in production
in organizations striving to enter international
markets. Further, management accounting is
found to be used for making both long- and
short-term decisions (Mia & Patiar, 2001).
Additionally, participating in management
accounting has been shown to increase users’
satisfaction when a management accounting
system offers accuracy, punctuality and relevance (Napitupulu & Dalimunthe, 2016). In
other words, management accounting is used
when it is deemed appropriate, with researchers pointing to the adaptation of management
accounting in terms of new techniques and
tools (Maskell, 2000). Perhaps this is causing
additional confusion for operations managers
(and accountants). Management accounting
seems to be portrayed as regulating operational work in a way that contrasts to the established operational ‘way of doing things’.
On the other hand, management accounting may be seen as adaptable in itself, with
informal and formal information working
differently in different situations (Earl &
Hopwood, 1980; Ahrens & Chapman, 2007;
Goretzki, Mack, Messner & Weber, 2018). Thus,

7

NJB Vol. 68 , No. 1 (Spring 2019)

Amanda Curry, Anders Hersinger and Kent Nilsson

one can theorize about management accounting use in a wide range of situations and with
respect to a wide range of information types.
Porter (2009) stresses that information is portrayed as if it should be easy to understand
and use for everyone with no or little expertise needed. Such information is supposed to
be easily extracted from integrated systems.
Information can however mean many things.
Preston (1986, p. 523) found that ‘[t]he term
“information” was reserved for the officially prepared material [. . .]’, and that informing is a
process that occurs in a variety of ways. This
suggests the complexity involved in determining the information deemed relevant to
use for operations, although researchers have
categorized operations managers’ information requirements (Kwaku & Tenah, 1986).
Solely standardized reports and guidelines
may be inadequate, however. Building on
this, there are additional uses of management
accounting information that go beyond mere
decision-making (Jönsson, 2010). In other
words, the practical uses of management
accounting in operational work may extend
beyond decision-making and include learning (i.e. questioning standards) and action for
improvement (Argyris, 1977; Jönsson & Grönlund, 1988; Jönsson, 1992).

2.2 M
 anagement accounting relevance
to operational work
The environment and organizational structures have for a long time been acknowledged
as having influenced the relevance of management accounting (Chenhall & Morris, 1986).
In uncertain environments, management
accounting can help managers improve their
companies’ performance (Mia, 1993). Noting
the importance of aligning organizational objectives with the environment is therefore not
groundbreaking. Nonetheless, the production orientation reveals redundancy in management accounting for operations (Maskell,
2000) as decisions based on management
accounting information can generate action

8

that does not fit with process-orientated objectives. This is closely related to thinking of
relevance in terms of affecting the decisions
of potential users (Barth, Beaver & Landsman,
2001).
Operations managers are more likely than
other managers to perceive management accounting information as useful (e.g. marketing) (Mia & Chenhall, 1994). The operational
way of thinking has been transmitted into
management accounting research, with a
preconception of management accounting’s
relevance to operations (Bhimani, 1994). This
relevance is often sought and argued for in
management accounting research. For example, management accounting practices have
been shown to be relevant to improving operational processes when control is replaced
with empowerment (Gupta & Galloway,
2003). Relevance can, however, be conceptualized as including value and reliability
(Barth et al., 2001; Lukka & Suomala, 2014;
Rautiainen, Sippola & Mättö, 2017). Relevance
therefore might stem from situational adaptation of management accounting, where
interaction and learning, not decisions alone,
are prominent.
Information received, reported and acted
upon implies interaction between the providers of that information and the receivers.
Management accountants who prepare information for decision-making managers have
been found to be better informed than the
receivers of information (see Rausch & Brauneis, 2015). Saying that they are better informed
presumes that management accounting information is more valuable than local information. The decisions management accountants
make constitute the basis for decisions made
by managers (Rausch & Brauneis, 2015). The
information management accountants provide will in turn be distributed to operations
managers, where the (overload of) information (Eppler & Mengis, 2004) might affect
how management accounting is perceived.
Thus, the information emphasized should be
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carefully chosen and contextually relevant to
the operations managers if it is to generate
action. The question remains, however, as to
who would know what information is relevant if not those performing the operational
work.

2.3 R
 elating to management accounting
via interaction
The information prepared by management
accountants may not be in line with the
information expected by operations managers. Seemingly, there is a preparer–user
perception gap, where the perceived value
of management accounting varies between
accountants and operations managers
(Pierce & O’Dea, 2003). Integrated systems
are designed to close such gaps by allowing
operations managers to extract information
they deem relevant to their operational work
situations. Broadbent and Laughlin (2009;
2014) observe that management accounting
systems can either promote or hamper relations between, for instance, operations managers and management accountants. Much
of the accounting literature incorporating
relations and relational aspects adopts a
perspective of collaboration across organizational borders (e.g. Grötsch, Blome, &
Schleper, 2013), such as interaction between
actors along a supply chain. Although less
attention has been paid to management accounting communication within an organization, such insights might be valuable for
understanding the relations between operations managers and management accountants or other organizational actors.
Broadbent and Laughlin (2009) argue
that stakeholders seeking to arrive at consensus regarding management accounting objectives need to include relational traits, such as
interaction and communication. Objectives
that are discursively agreed-upon between
organizational groups suggest that relations between diverse organizational actors
can also carry ideas within the organization

(Scott, 2014). Like most artifacts, management
accounting information can carry such ideas
within an organization and between organizational groups (Czarniawska & Mouritsen,
2009), such as management accountants and
operations managers. Such dissemination of
ideas may cause actors to arrive at (at least
partially) shared understandings of management accounting information.
Dialogue and discourse are important for
interaction between organizational actors
working at different levels (e.g. Pärl, 2014).
The search for meaning can take place during interaction. Weick (1979, pp. 164–166)
suggests, for instance, that recursive relations
bring understanding, since cognition does
not necessarily define action. This implies that
interaction between operations managers
and other organizational actors can engender
understanding of management accounting
information. It also implies that preconceptions might interfere with understanding,
as ‘[b]elieving is seeing’ (Weick, 1979, p. 135).
Nonetheless, interaction may cause uncertainties to be resolved and understanding to
be achieved gradually (Scott, 2014, p. 99) and
shared further. Thus, interaction can create
management accounting understanding in
organizational groups such as operations
managers and their teams.

2.4 Management accounting satisfaction
Communication is perhaps more complex
than has often been assumed (Jönsson, 1987).
It may be quite difficult to develop new values
and greater sensitivity to others’ problems
and realities (Argyris, 1977). To conceptualize interaction between operations managers and management accountants in terms
of consensus may generate some degree of
misunderstanding, as it may fail to acknowledge debates that take place in organizations.
Nonetheless, interaction can help lead to
management accounting system satisfaction.
From an inter-organizational view, good relations between clients and auditors breeds
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greater understanding, which has been
shown to increase client satisfaction (Öhman,
Häckner, & Sörbom, 2012).
In the healthcare sector, a positive relationship between management accounting
satisfaction and management accounting use
has been found (Macinati & Anessi-Pessina,
2014). Researchers emphasize that when users understand and appreciate management
accounting they are more likely to use it. Satisfaction among staff is, however, subjective,
and business processes are not uniform in
practice. The relationship between satisfaction and use might also be reversed, where
becoming comfortable with management
accounting can bring satisfaction. In other
words, management accounting use can also
affect management accounting system satisfaction.
Given the reasoning above, it can be hypothesized that:
Hypothesis 1 (H1): Operations managers
use non-traditional management accounting
information in their operational work.
Hypothesis 2a (H2a): Interaction between
operations managers and management
accountants has a positive influence on operations managers’ perceptions of a management accounting system as satisfactory.
Hypothesis 2b (H2b): Interaction between
operations managers and their teams has a
positive influence on operations managers’
perceptions of a management accounting system as satisfactory.

3 A mixed-methods approach
This case study used both quantitative and
qualitative data. First, the quantitative
method used for collecting data is presented,
followed by a description of the workshop
used to collect qualitative data to enrich the
survey analysis.

10

3.1 The case study organization
The case organization was a state-owned
mining company founded in 1890. The company recently experienced a decline in its operating margin (from 34.56 % in 2013 to 5.28
% in 2014). A new CEO came into the organization in the spring of 2015, and most of the
management group was replaced. The new
focus of the management group was to be on
cost reduction. The production process was
characterized by continuous flow, wherein
iron ore was transported from one plant to
another in the refining process. The various
plants were conducting highly specialized
tasks and the tasks to be completed often
required expertise and experience from operations managers.
The company employed a large, complex
integrated system that could provide diverse
key performance indicators and statistics
that ranged from metrics that applied to
the mines where the iron ore was extracted
to metrics that measure the logistics of shipping refined products to end customers. The
intention was that even down in the mines,
employees on the shop floor should be able
to access real-time information about their
operational work and determine whether
they are on target or not. In addition to deploying formal management accounting
systems, operations managers used spreadsheets and ‘little black log books’ to keep
track of their daily operations. Each machine
had an ‘operation card’ with production data
that was shuttled back and forth between the
machines and the coffee room. These mobile
operation cards kept by the operators indicated that not all production data were entered into the integrated system when they
should have been.

3.2 The survey study
In the following sections we introduce the
research approach adopted in sub-study one,
and explain how sub-study one and its questionnaire was designed.

NJB Vol. 68 , No. 1 (Spring 2019)
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3.2.1 Research design
A survey organized around three themes was
first sent out to a Swedish mining company,
followed by a follow-up workshop with survey
respondents. Only one company was chosen
because of the availability of operations managers to participate in a sequential workshop.
The operations managers responding to the
survey were those who attended the workshop. In this way, the workshop would build
upon the responses made by the attending
practitioners and their colleagues.

3.2.2 Data collection
The survey (see appendix 1) was developed
based on the three themes presented in the
previous chapter. The first theme was management accounting information and its
use. The second theme was the perceived
relevance of management accounting information for operational work. The third
theme was interaction between operations
managers and their teams and management
accountants. Management accounting system satisfaction was used as a dependent
variable. The questionnaire (in Swedish
originally) was sent out at the end of 2015
to 277 operations managers in the company
via email, and included a cover letter with
information about the study’s purpose and
contact information for the first author.
Reminders were sent out, resulting in some
late responses, generating answers from
N=168 operations managers. This yielded a
response rate of 60.65 percent. The survey
answers contained no missing data as the
questions were designed so as to avoid unanswered questions. The survey comprised
multiple sets of questions that were distributed based on each respondent’s work title.
In the present study, operations managers
included employees with management positions in operational areas.
For the present study, most of the questions were answered based on a six-point
Likert-type scale anchored at one. In addition,

multiple-choice questions and open-answer
questions were used to help operations managers explain their answers. The questionnaire results were coded in SPSS and also in
Excel for purposes of usability. The results
derived from the multiple-choice questions
and the open-answer questions were re-coded
in Excel.
Measuring variables
Questions sought information about experience in response to interest in understanding how experience impacts the daily work
of operations managers and whether such
experience impacts the use of management
accounting. Previous research emphasizes
experience and operational knowledge and
the need to make tacit knowledge explicit to
drive performance (Abernethy et al., 2005).
Thus, the experience of operations managers
could be important for management accounting. Survey items 2.3, 2.5, and 2.7 captured attitudes towards experience on a 6-point Likert
scale ranging from 1 = ‘not important’ to 6 =
‘highly important’.
Previous research points to a positive
relationship between the use and perceived
relevance of management information systems (Robey, 1979). This relationship requires
management accounting use and relevance
to be explored. Operations managers may
work with other information in addition to
management accounting information (Jönsson & Grönlund, 1988). Therefore, the use of
traditional management accounting for daily
operational work was captured via items 2.10,
2.12, and 2.14 and the use of data bases for
daily operational work was captured via items
2.20, 2.22, and 2.24. Respondents’ answers regarding their use of management accounting
information were coded on a scale ranging
from 1 = ‘daily’ to 6 = ‘never’. In this study, we
chose to take a broad view of management
accounting by including financial accounting
elements, such as balance sheets and income
statements, that could be used by operations
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manager in production improvement and
cost savings efforts. Previous empirical insights at the case company suggested that the
capital-intensive environment characterizing
mining causes operations managers to discuss (on an operational level) whether they
should capitalize expenses on the company’s
balance sheet to delay the full recognition of
costs.
Survey questions regarding the relevance
of management accounting to operational
work were designed to emphasize usefulness
to avoid imposing theoretical constructions
on participating operations managers. Relevance is often connected with usefulness
(Rautiainen et al., 2017). Questions were
asked about what information was used,
and whether thereafter this information was
useful in their operational work. Interviews
conducted prior to the study suggested that
operations managers found it easier to relate
to the term ‘useful’ than to ‘relevance’. These
items (4.1, 4.2, 4.3, 4.4, 4.5, and 4.6) were coded
on scale ranging from 1 = ‘not useful’ to 6 =
‘highly useful’.
The questions asked to capture interaction sought opinions about the importance of
communication and of recurring communication. Respondents indicated their perceptions
of the importance of interaction (questions
3.4, 3.6, 3.10, 3.12) on a scale ranging from 1 =
‘not important’ to 6 = ‘highly important’. Frequency of interaction (questions 3.5, 3.9, 3.11)
was coded on a scale ranging from 1 = ‘daily’ to
6 = ‘never’. Previous research has shown a relationship between management accounting
satisfaction and management accounting use
(Macinati & Anessi-Pessina, 2014). This survey also examined the opposite relationship.
Satisfaction with the firm’s management accounting system was measured on a six-point
Likert scale ranging from 1 = ‘not satisfied’ to 6
= ‘highly satisfied’.

3.2.3 Data analysis
Exploratory factor analysis was used in recog-

12

nition of the exploratory nature of this study
(Daft & Macintosh, 1981). The exploratory
factor analysis helped to identify unobservable factors that together could explain the
relationship between management accounting and operations managers. Principal component analysis (with an oblique rotation)
suggested that the variables’ factor loadings
represent dimensions which were labeled
‘experience’, ‘interaction with management
accountants’, ‘interaction with production
teams’, ‘the use of management accounting’,
and ‘the use of databases’ (see Table 1).
In Table 1 we report management accounting information divided into three types.
Previous research points to situated management accounting (Earl & Hopwood, 1980;
Ahrens & Chapman, 2007). The concepts were
labeled based on the management accounting techniques characterizing the factor loadings. These types comprised traditional management accounting (items 2.1.1; 2.1.2; 2.1.4),
tailored management accounting (items 2.1.3;
2.1.7; 2.1.10; 2.1.11), and production-oriented
management accounting (items 2.1.5; 2.1.6;
2.1.8; 2.1.9). After identifying the constructed
concepts, multiple regression analyses were
run.

3.3 The workshop with operations
managers
The following sections explain the reasons for
adopting a collaborative research approach,
elaborate on some concerns regarding such
an approach and thereafter present the design and analysis of the workshop.

3.3.1 Research design
This study used a mixed-methods approach
to address the research question and enhance
knowledge. Such a method can open up dialogues between research paradigms (Lukka,
2010; Modell, 2010; Malina, Nörreklit & Selto,
2011), and perhaps between practicing operations managers and management accounting research (Jönsson, 1998; Hall, 2010). To
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Table 1 Constructed concepts derived from survey answers
SURVEY QUESTIONS

EXPERIENCE AND MANAGEMENT ACCOUNTING USE

1

2

3

CONSTRUCTED CONCEPT

Q 2.3 How important is experience-based assessments to achieve improved profitability?

,824

Experience

Q 2.5 How important is experience-based assessments to achieve improvement in
production?

,865

Experience

Q 2.7 How important is experience-based assessments to achieve cost reductions?

,849

Experience

Q 2.10 How often do you use budget in your daily work?

,645

Q 2.12 How often do you use balance sheets in your daily work?

,790

Q 2.14 How often do you use income statements in your daily work?

,834

Q 2.20 How often do you use Qlickview in your daily work?

,432

,395

Traditional management accounting use
Traditional management accounting use
Traditional management accounting use

,610

Database use

Q 2.22 How often do you use Movex in your daily work?

,767

Database use

Q 2.24 How often do you use Excel in your daily work?

,618

Database use

WHICH OF THE FOLLOWING ARE USEFUL
FOR YOUR DAILY OPERATIONAL WORK

1

2

3

Q 2.1.1 balance sheets

,660

Traditional management accounting
relevance

Q 2.1.2 income statements

,734

Traditional management accounting
relevance

Q 2.1.4 budgets

,622

Traditional management accounting
relevance

Q 2.1.5 performance measures

,686

Production-oriented management accounting relevance

Q 2.1.6 logs

,622

Production-oriented management accounting relevance

Q 2.1.8 financial measures

,523

Production-oriented management accounting relevance

Q 2.1.9 non-financial measures

,589

Production-oriented management accounting relevance

Q 2.1.3 individual Excel sheets

,653

Tailored management accounting relevance

Q 2.1.7 shared Excel sheets

,702

Tailored management accounting relevance

Q 2.1.10 databases

,519

Tailored management accounting relevance

,573

Tailored management accounting relevance

Q 2.1.11 encounters in the hall or coffee room

,336

INTERACTION REGARDING MANAGEMENT
ACCOUNTING AND DAILY OPERATIONAL WORK

1

2

Q 3.5 How often do you communicate with the management accountant for your unit
regarding management accounting?

,969

Interaction with management accountant

Q 3.6 How important is communication with the management accountant regarding
management accounting for your daily work?

-,875

Interaction with management accountant

Q 3.4 How important is communication regarding management accounting for your
daily work?

,733

Interaction with team

Q 3.9 How often do you communicate with your team regarding management accounting information?

-,718

Interaction with team

Q 3.10 How important is communication with your team regarding management
accounting for your daily work?

,887

Interaction with team

Q 3.11 How often do you communicate with your nearest manager regarding management accounting information?

-,619

Interaction with team

Q 3.12 How important is communication with your nearest manager regarding management accounting for your daily work?

,897

Interaction with team
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gain a broader understanding of the results
found in sub-study one, a collaborative research approach was considered suitable.
Some scholars argue that research issues
should be investigated collaboratively to gain
‘nuanced knowledge’ about management accounting for operational practices (van der
Meer-Kooistra & Vosselman, 2012), providing
an opportunity for research and practice to
learn from each other (Baxter & Chua, 2009).
Unexpected survey results found in sub-study
one required collaborative research involving
practicing operations managers. Workshop
analyses have previously been used by Malmi,
Järvinen & Lillrank (2004) to find alternative
practical solutions, or to anchor constructed
concepts in practice (Siggelkow, 2007).
Collaborative research may be tricky as
researchers are encouraged to shift from an
etic (outsider) to an emic (insider) perspective (Jönsson & Lukka, 2007). Adopting an etic
perspective prepares a researcher to quickly
recognize kinds of events and to discern slight
differences between similar events (Pike, 1967,
p. 40). Theoretical knowledge can be gained
with the help of collaborative research, much
like a field experiment (Jönsson & Lukka, 2007,
p. 391). Therefore, the inclusion of the emic perspective was important in both the design and
execution of the workshop. In this paper, the
researchers assumed a democratic researcher
role (Jönsson & Lukka, 2007, p. 391), as the aim
was to learn about the uses of management accounting in operational work in collaboration
with practitioners.

Designing a workshop
The workshop design and data-collection
strategy were discussed with practitioners with
experience in the case company who were not
participating in the workshop prior to conducting the workshop. In this way, the emic
perspective was taken into consideration. The
etic perspective was included via previous literature on the research topic, along with previous literature using similar methods.
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The workshop gave the researchers an opportunity to observe the operations managers’ discussions within the group, to conduct
follow-up interviews regarding their reflections on the findings, and a means of analyzing the results together and incorporating
the operations managers’ valuable insights
into the findings (Baldvinsdottir et al., 2010).
The workshop provided a basis for theorizing
about management accounting information
use by operations managers and gaining practical relevance.

3.3.2 Data collection
The participating operations managers were
presented with the preliminary survey results.
Thereafter they were asked to elaborate if and,
if so, how, the survey results were consistent
with their perceptions. They were also asked
about their thoughts concerning what might
explain the results. The workshop was designed to induce participants to write down
their thoughts on post-it notes individually,
after which discussions were held collectively.
The collective discussions were then to be
summarized on paper. In this way, records of
the workshop could be collected. One schematic illustration drawn by the practitioners
was adapted and included in this paper (see
Figure 3 presented under section 5.1).
One researcher and five attendants constituted the workshop. The workshop was held
on a voluntary basis, which implies that those
attending shared an interest in the research
topic. The company suffered from high employee turnover. Several operations managers
were relocated to other plants, on sick leave or
parental leave, or had sought other job opportunities elsewhere. Fortunately, the attendees
had important roles in the company and were
responsible for financial outcomes and operational work processes. The workshop lasted
for three hours. Thereafter, the researchers
asked follow-up questions of the participating operations managers. The attendant researcher kept a research diary where notes of
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the discussions taking place were added. Field
notes and practitioners’ reflections enabled the
researchers to return to the empirical material
to find ‘clues’ (Jönsson & Lukka, 2007, p. 388).

3.3.3 Data analysis
After the workshop was completed the material was sorted based on the three types
of management accounting and their use
and relevance, interaction between operations managers and the management accountants or their teams, and management
accounting system satisfaction. Narratives
that represent the workshop results were
chosen thereafter.

4 Results from sub-study one
The findings are divided into and presented
in two main parts. First, we identify the types
of management accounting information
operations managers use and explain the
implications of this use for satisfaction with
the management accounting system. Second,
we present results pertaining to interaction
between operations managers and their production teams and the relationship between
such interaction and management accounting satisfaction.

4.1 T
 hree types of management
accounting
Our first hypothesis (H1) predicts that opera-

tions managers use non-traditional management accounting information in their operational work. The factor analysis suggested
that operations managers divided management accounting into three types (see Table 1).
These constructions were labeled ‘traditional
management accounting’, ‘tailored management accounting’, and ‘production-oriented
management accounting’ as a reflection of
the nature of the information implied by the
concepts, where traditional management accounting includes financial elements. These
three concepts gain support from previous
literature, as the type of management accounting information involved in a particular
interaction depends on the situation (Ahrens
& Chapman, 2004). It was explored whether
the three types of management accounting
can explain management accounting system
satisfaction (see Table 2).
The evidence reported in Table 2 indicates
a positive relationship between traditional
management accounting and the dependent
variable, management accounting system satisfaction (β=0,365; p<0,05). Surprisingly, the
results of the regressions show that among
the three types only traditional management
accounting is associated with management
accounting system satisfaction. In general,
when operations managers are satisfied with
their company’s management accounting system, they relate to traditional management

Table 2 Three types of management accounting and interaction related to perceived management accounting
system satisfaction
MODEL

UNSTANDARDIZED
COEFFICIENTS

STANDARDIZED
COEFFICIENTS

B

Std. Error

Beta

t

Sig.

Relevance of traditional
management accounting

1,950

,390

,365

5,003

,000

Relevance of tailored
management accounting

-,227

,380

-,045

-,596

,552

Relevance of productionoriented management
accounting

,302

,480

,047

,628

,531

Dependent Variable: How satisfied are you with the management accounting system in general?

15

NJB Vol. 68 , No. 1 (Spring 2019)

Amanda Curry, Anders Hersinger and Kent Nilsson

Traditional management
accounting relevance

,365

Tailored management
accounting relevance

No relation

Production-oriented
management accounting
relevance

No relation

Management accounting
system satisfaction

Figure 1 The relationship between traditional management accounting information and management accounting
system satisfaction

accounting. Neither tailored nor production-oriented management accounting was
shown to be associated with management
accounting system satisfaction. See Figure 1.
One interpretation of the significant relationship between traditional management
accounting and management accounting system satisfaction is that operations managers
find traditional management accounting to
be relevant to their operational work. An alternative interpretation of these findings is that
the lack of association between tailored or
production-oriented management accounting and management accounting system
satisfaction would suggest that operations
managers do not consider such information
to be management accounting information,
but rather see it as an extension of established
production data. Tailored and production-oriented management accounting can be too integrated into the system for operations managers to recognize that the information stems
from the management accounting system. In
that case, traditional management accounting may be what operations managers see as
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management accounting.

4.2 The importance of team interaction
for management accounting system
satisfaction
The hypotheses predict that interaction between operations managers and management
accountants (H2a), or between operations
managers and their teams (H2b), will have a
positive impact on the operations managers’
perceptions of their management accounting
systems as satisfactory. The factor analysis informed the traditional management accounting use, team interaction, and interaction
with management accountants constructs
(see Table 1). The regression analysis explored
whether traditional management accounting
use could explain management accounting
system satisfaction, and whether this relationship was aided by the hypothesized interactions (see Table 3).
The results reported in Table 3 indicate the
presence of a negative relationship between
traditional management accounting use and
management accounting system satisfaction
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Table 3 Production team interaction as a mediator of the relationship between traditional management accounting
use and management accounting system satisfaction
MODEL

1

2

UNSTANDARDIZED
COEFFICIENTS

STANDARDIZED
COEFFICIENTS

B

STD. ERROR

BETA

T

SIG.

Traditional management accounting use

-0,335

0,094

-0,270

-3,569

0,000

Database use

-0,415

0,147

-0,213

-2,814

0,005

Traditional management accounting use

-0,253

0,092

-0,204

-2,749

0,007

Database use

-0,373

0,143

-0,191

-2,613

0,010

Interaction with team members

0,597

0,222

0,222

2,692

0,008

Experience

0,089

0,149

0,044

0,594

0,553

Interaction with management accountants

0,267

0,201

0,103

1,325

0,187

Dependent Variable: How satisfied are you with the management accounting system in general?

(β= - 0,270; p<0,05). The findings indicate
that traditional management accounting
use causes operations managers to be less
satisfied with their management accounting
systems. Interaction with team members was
added as a mediator, however, weakening the
negative relationship (β= - 0,204; p<0,05). See
Figure 2a and 2b.
Figures 2a and 2b show that traditional
management accounting use does not increase operations managers’ satisfaction with
the management accounting system. When
interaction with team members is included as
a mediator between traditional management
accounting use and management accounting

Traditional management accounting use

system satisfaction, operations managers’
satisfaction with the management accounting system increases. This suggests that team
interaction can alter operations managers’
perceptions of the management accounting
system. Interaction and dialogue might be a
way to handle some uncertainty, since meanings arise in relations with others (Scott, 2014,
p. 67; Weick, 1979).
There is no significant relationship when
the management accountant was added as a
mediator between traditional management
accounting use and management accounting
system satisfaction. This may be because the
information provided was irrelevant and over-

,.-270

Management accounting
system satisfaction

Database use

-,213

Figure 2a The relationship between traditional management accounting use and management accounting system
satisfaction
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,.-204

,.-222

Interaction with production
team members

Management accounting
system satisfaction

Database use
-,191

Figure 2b The relationship between interaction with production team members and management accounting
system satisfaction

loaded (Eppler & Mengis, 2004) or the management accountant was seen as detached
from operations and more closely associated
with a service role (Hopper, 1980; Granlund &
Lukka, 1998; Pierce & O’Dea, 2003).

5 Results from sub-study two
The following sections presents the results
from sub-study two, where the relationships
(or lack thereof) between the concepts derived in sub-study one were explored together
with operations managers in the workshop
setting.

5.1.Trustworthy traditional management
accounting information
The first task during the workshop was to establish a common understanding of management accounting. During these discussions
there was a coherent view expressed by workshop participants: they consider management
accounting to be an integrated system. That
is, management accounting includes not just
the accounting system but all the connected
parts, including mining production data and
supply chain data. A schematic picture was
drawn by the practitioners on a whiteboard
over the various databases included in this
definition. See Figure 3.
Figure 3 indicates how various databases
were perceived by the practitioners as integral
parts of the management accounting system.
Focus during the workshop was nonetheless
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to a great extent on traditional management
accounting, including budgets, monthly reports, accounting entries, cost units and cost
drivers. In discussing these elements of traditional management accounting, the operations managers explained their perceptions of
management accounting.
The practitioners were thereafter presented with figure 1 (presented previously in
section 4.1). Concerns were raised concerning
the three types of management accounting
and their role in operational work. The discussions resulted in agreement among the
practitioners regarding the trustworthiness
of traditional management accounting. Tailored management accounting came from
the integrated systems and could therefore be
arranged in a variety of ways to suit varying
situations. One operations manager emphasized the occasional influence of carelessness

Budgeting systems

Production databases

Management
accounting
system

Purchasing systems

Figure 3 The management accounting system
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in entering data into the integrated system,
and noted that such actions would drain the
integrated system of its credibility:
See, I cannot trust [the tailored management
accounting]. I do not know what is included
in those [numbers]. Anyone could have been
messing with those!
This operations manager explained that she
did not want to base her decisions on information that is not considered objective. She
continued by expressing concern about the
effort put into trying to understand or relate
to tailored management accounting and production-oriented management accounting:

production-oriented management accounting information as having been used. Second,
although traditional management accounting was considered trustworthy by the operations managers, they indicated a desire to use
tailored and production-oriented management accounting if either could be trusted.
During the workshop, the historical connotations of management accounting were
often emphasized, as decision-making relates
to historical accounts of what has already
happened. One operations manager explained
how traditional management accounting
enables the production team to discern the
accounting numbers in monthly reports, make
sense of them to make informed decisions, and
execute the corresponding actions thereafter:

It is too much work to find such information,
and when I do, it is not clear how to analyze
it! It gives feedback, but we cannot base decisions upon such information.
One interpretation of this statement is that
there is a need to take better advantage of
the complex store of information available to
operations managers. Tailored and production-oriented management accounting are
thought to provide potentially valuable input
into the decision-making process, but only if
that input is comprehensible and credible.
Surprisingly, traditional management accounting is thought to be more relevant than
other types to decision-making. One operations manager observed:
Well, there are laws to regulate that information. [. . .] you know what you get.

Although the operations managers praised
traditional management accounting as trustworthy and objective as it relies in part on
regulations and standards, two questions
remain. First, the question of use. When the
operations managers equated use with decision-making, they did not perceive tailored or

Three years ago, we were not where we are
today [. . .] to be able to understand where
the numbers come from in the reports. [. . .]
But now, the guys get a feeling for the costs
as we have been working with the budget
often.

The above quote was contributed by an operations manager who decided to sit down with
his production teams to work with traditional
management accounting in great detail to
better understand the relationship between
budgeting and financial performance. The
production team had learned which activities
drive up costs (i.e. cost drivers) and therefore
they could eliminate those activities before
they showed up on income statements. The
team did not get credit for this procedure,
however. For example, the operations managers and his teams proactively used this information when they continuously compared
these activities against the maintenance
budget for one specific piece of equipment.
The book value of the asset was compared (via
activities) with the estimated costs to discuss
whether it would be profitable to reinvest in
or discard a particular asset. The more often
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the participants would go through the reports
and extensive learning time, the more aware
and proactive they became. In this way, they
related to traditional management accounting by making sense of it in teams when they
formed interpretations together based on
experience, knowledge and judgement. The
teams used their knowledge about traditional
management accounting to take cost-reductive action. This type of use was not visible to
other actors in the organization (nor to outsiders such as researchers) who did not take
part in the action as the costs were cut proactively. Interestingly, such a use of traditional
management accounting information could
easily have gone unnoticed had this study
been conducted as a survey solely from an etic
perspective.

5.2 Team cooperation and management
accountant support
During the workshop, when the survey results
pertaining to interaction between operations
managers and their teams and management
accountants were discussed, the teams did
not receive much attention. Rather, the significance of the production team for understanding management accounting information was taken for granted by the operations
managers as something natural. Instead,
the practitioners were concerned with the
lack of a significant relationship between
management accounting and the role of the
management accountants. In particular, one
operations manager did not sympathize with
the results presented in figures 2a and 2b:
I do not know . . . I get all the help I need
[from the management accountant]. His
door is always open, and he helps me untangle numbers when I have issues. This [lack
of relationship] is not matching the way I
see it!
There was a general perception shared by
some participants of the management ac-
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countant as a number cruncher. But at the
same time, the operations manager emphasized that the management accountant for
his team often visited the shop floor, while
another operations manager expressed the
desire for a management accountant who
would be present more often, showing deeper
interest in operations. One operations manager leaned more towards blaming the lack
of routines that came from the accounting
department:
We lack the routines, the education, the
knowledge, and the time!
The operations manager said that the more
deeply one delves into the management accounting system, the more deficiencies one
will find. In such cases, the management accountant would aid the operations managers
only by providing the teams with the right
cost centers, whereas the deeper understanding, she explained, was missing from the production teams. In her experience, discussions
with management accountants did not lead to
improvements regarding routine issues and
attitudes at the shop-floor level. This reveals
a wish on the part of operations managers
that management accountants would invest
greater effort in educating the production
teams and not assume only the formal role of
providing them with hands-on instructions
about where to book their costs.

6 Discussion
This discussion emphasizes two main topics.
First, it considers how this study found that
operations managers perceive traditional
management accounting information as
trustworthy and how such information is
used and relevant to operational work in diverse ways. Second, it considers nuances in
understanding the role that interaction plays
in inducing operations managers to perceive
management accounting as satisfactory.
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6.1 M
 anagement accounting for
decision-making, or . . .?
The results related to operations managers
use of management accounting information
provide support for the predicted relationship (H1). The results of the survey suggest
that operations managers divide management accounting into three types: traditional, tailored, and production-oriented
management accounting. Further, there is a
lack of association between tailored management accounting and production-oriented
management accounting with management
accounting system satisfaction. The use of
traditional management accounting for operational work is however positively related to
management accounting system satisfaction.
In spite of early research suggesting that
a broader definition of management accounting should include external and non-financial
aspects (Chenhall & Morris, 1986), it would
seem as though this broad view of management accounting has not been adopted everywhere by operations managers. Tailored and
production-oriented management accounting information may instead be considered
too blurry and messy because it is integrated
into an array of systems. It could be difficult
for operations managers to recognize such
information as stemming from the management accounting system. Metaphorically put,
too many tributaries muddy the stream water.
The workshop analysis, however, suggests
that operations managers accept traditional,
tailored, and production-oriented management accounting data as management
accounting information. The lack of association between the latter two and management
accounting system satisfaction may therefore
stem from something else.
First, traditional management accounting is considered trustworthy by operations
managers. Interestingly, this trustworthiness
seems to be embedded in a perceived inherent
objectivity in management accounting numbers based on laws and regulations, although

not all of this information is legally regulated.
Such information can therefore be trusted and
constitutes a solid and objective foundation
for relevant operational decision-making.
Porter (2009, p. 316) suggests that trust is ‘as
much the currency of accounting as is money’. In
other words, its relevance lay in its trustworthiness for decision-making. Production-oriented and tailored management accounting
is not considered relevant to decision-making because of their inherent subjectivity,
and therefore such management accounting
seems to go unused in decision-making.
The rational rhetoric of the operations
managers who participated in this study suggests that use is equivalent to decision-making (see Jönsson, 2010). Information that
does not fit into this categorization of decision-making is therefore not deemed relevant
based on a narrow definition of decision-relevance (Barth et al., 2001; Rautiainen et al.,
2017). Rather, the use that is not equated with
decision-making is embedded in the practices of the operations managers. Such embeddedness is almost taken for granted and
is therefore perhaps not easily articulated as
use (Collins, 2005). At a second glance, operations managers use management accounting
for broader purposes than decision-making
alone. Relevance is probably more complex
than rational decision-making (Barth et al.,
2001). Lukka and Suomala (2014) define relevance as something that is of significance for
something else. The apparent use that is visible to the eye is retrospective use. The proactive use of learning from past events, and the
action generated, are obscured and therefore
may not be considered use. What is decided
and what is mobilized are not necessarily
equivalent. With a rational articulation of
management accounting use, all that would
be left for traditional management accounting to do would be to give answers retrospectively (Chapman, 1997).
Second, operations managers consider
tailored and production-oriented manage-
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ment accounting to be highly subjective. Even
the collection of data in these forms of management accounting is considered subjective.
The variety of staff involved in inputting data
makes operations managers rethink their potential for their operational work. Therefore,
such information is not perceived by operations managers as trustworthy. This may be
explained by reference to general conceptions
of the reliability of information that do not
match well with open and multiple access to
the system (Porter, 2009). It has been argued
that integrated systems are transforming
management accounting into a ‘collective
affair’ (Dechow & Mouritsen, 2005). The ‘collective affair’ may therefore have additional
negative consequences such as weaker control
over input.
Another challenge for tailored and production-oriented management accounting
is that such information is perceived as too
deeply integrated, which makes extracting
data time-consuming and the data hard to
analyze. The intended purposes of extracting
relevant information make it seem like a complicated task, which may cause such information to lose some of its value (van der Veeken
& Wouters, 2002). Management accounting
has the potential to be seen by operations
managers as situational (Earl & Hopwood,
1980; Goretzki et al., 2018) and compared to a
practice (Ahrens & Chapman, 2007). Perhaps
management accounting needs to be locally
learned to enable operations managers to
manage problems before they arise (Argyris,
1977; Jänsson & Grönlund, 1988; Jönsson,
1992). Learning is not easily computed, since
understanding what the numbers are meant
to entail is difficult to grasp. Operations
managers would therefore benefit from operational expertise as well as accounting knowledge (Jönsson & Grönlund, 1988).
All told, the rhetoric of operations managers suggests a rational decision-making use of
management accounting in their operational
work. The operations managers’ discussions

22

of operational work, however, paints another
picture of traditional management accounting use as related to learning and action for
improvement. Integrated systems seem to be
considered as too open, too integrated, and
too complicated.

6.2 Collective learning and ‘businessoriented’ accountants
It was hypothesized that interaction between
operations managers and management accountants would have a positive influence on
management accounting system satisfaction
(H2a). The results contrast this prediction.
There is no significant influence from interaction between operations managers and
management accountants on management
accounting system satisfaction. It was further hypothesized that interaction between
operations managers and their teams would
have a positive influence on management
accounting system satisfaction (H2b). The results support the predicted outcome. Interaction between operations managers and team
members increases management accounting
system satisfaction. On the other hand, interaction between operations managers and
their management accountants does not
increase management accounting satisfaction. Interaction is recognized as providing
meaning. Interestingly, the team, but not the
management accountant, would then assist in
this sensemaking process. This is in contrast
to reported findings of previous research that
underscores the importance of interaction
between organizational groups and management accountants to better prepare for organizational complexities (Chapman, 1998). One
interpretation of this finding is that, insofar
as numbers are highly contextual, interpretations need to be articulated in local settings
by team members who are doing the operational work.
The results derived from the workshop
suggest that interaction is more complex
than suggested by the survey findings. First,
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operations managers exhibit distress over
the non-accounting style of operations on
the shop floor (Hopwood, 1972). Simultaneously, the production teams are shown to be
important for traditional management accounting use and relevance, and for learning
in particular. The collective local knowledge
of operations managers is essential to the
sense-making process (Jönsson & Grönlund,
1988). Paradoxically, team members may
serve a mediating role in achieving management accounting system satisfaction and such
team interaction enables operations managers to understand management accounting.
At the same time, their handling of management accounting information—the numbers
produced by the team members—cannot be
fully trusted. Interaction may, however, bring
meaning to such uncertainties (Weick, 1979).
This may reflect operations managers’ desire
to spend more time learning about management accounting and less time working with
guidelines. The local expertise of operations
managers enables them to ‘recognize the relevant distinctions’ (Dreyfus & Dreyfus, 2005, p.
783) in traditional management accounting.
Such deviations trigger templates for identifying and managing cost drivers. By using traditional management accounting and relating
that to operational situations in local settings,
operations managers seem able to avoid the
reoccurrence of costs (Argyris, 1977; Jönsson &
Grönlund, 1988).
Second, the management accountant’s
role seems both situated and individually
dependent when it comes to supporting
operations managers. Management accountants may at times be too tightly constrained
by management accounting to interact with
their production teams. Other management
accountants are presented as devoted to
learning local operations. Management accountants do not seem to succeed entirely
in importing ideas into the local operational
setting (Czarniawska & Mouritsen, 2009;
Scott, 2014). This may be in part related

to the preparer–user gap (Pierce & O’Dea,
2003), whereby management accountants
preparing information do not provide much
help to those who apply their understanding
of management accounting to operational
work. Operations managers and management accountants may therefore understand
management accounting information differently (Ahrens & Chapman, 2004), as they
would use such information for different
purposes when it is related to operational
work. Knowing how to manage varying operational situations based on management
accounting information is not the same as establishing formalized guidelines in routine
situations. Learning by doing—learning from
mistakes—requires taking responsibility for
one’s mistakes (Dreyfus & Dreyfus, 2005).
There are difficulties in making embedded
knowledge explicit (Latour, 1987), which
may render hands-on guides redundant.
The data we collected from the workshop
adds nuances to the idea that management
accountants are not important to production teams that cannot be captured solely
via a survey. Management accountants often
assist operations managers in compiling and
analyzing management accounting information. However, more support may come from
management accountants who depart from
playing a strictly formal role (Hopper, 1980)
when recording and reporting accounts.
Strictly formal accountants are often referred
to somewhat negatively as ‘bean-counter’
types (Granlund & Lukka, 1998). Yet, information that operations managers refer to as
trustworthy and relevant to decision-making is material prepared by management
accountants (see Rausch &Brauneis, 2015).
This suggests that operations managers generally trust management accountants and
the information that they provide, but that
operations managers would appreciate if
management accountants assumed a more
interactive role.
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7 Conclusions
This study explored the types of management
accounting information that operations managers use, revealing how they use it and for
what reasons. Three conclusions can be drawn
from this study.
First, management accounting has diverse meanings for operations managers in
their operational work and can be divided
into traditional management accounting,
tailored management accounting, and production-oriented management accounting.
For operations managers the strength of traditional management accounting is its trustworthiness. At first glance, the relevance to
operations managers seems to be expressed in
terms of analyzing traditional management
accounting information and making rational
decisions based on such analytics. When digging beneath the surface, we can see that the
relevance for operations managers is more
nuanced than if decision-making was the only
value extracted from management accounting information. In their operational work,
operations managers elaborate on traditional
management accounting information to
learn and act to improve operations. In other
words, operational action stemming from
management accounting is rather hidden in
the operations managers’ rhetoric when the
term ‘use’ is present. Management accounting
use for learning and action is not easily articulated. Traditional management accounting
is presented rhetorically as trustworthy and is
used to inform decisions and to control costs,
whereas tailored and production-oriented
management accounting lacks such traits.
To conclude, then, traditional management
accounting is found to be trustworthy and
its use extends beyond rational attributes of
decision-making and includes learning and
action that are essential for operational work.
Operations managers’ expertise provides
them with mental templates for action based
on management accounting in local settings.
Second, production teams have consider-
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able impact on how management accounting
is understood. Apparently, however, there
are layers in these results. The management
accounting data produced by team members
cannot be trusted completely by operations
managers, but they nevertheless rely on their
teams to interpret management accounting
information and subsequent execution. In
this way, some sort of collective sensemaking
takes place around management accounting
which, from the actors’ point of view, would
mitigate the effects of the subjectivity that may
inherent to management accounting. The role
of the management accountant in traditional
management accounting use for operational
work is also nuanced. Hands-on instructions
provided by management accountants do
little to help operations managers navigate
through operational settings, instead causing
annoyance. Such annoyance is personified by
the management accountant. To embrace a
business-oriented role, operations managers
want management accountants to interact
with their production teams. To conclude, operations managers collectively use traditional
management accounting to make sense of
its impact on their operational work, and to
guide them in determining what action they
need to take. ‘Business-oriented’ accountants
who embrace a proactive role and partake in
operations could help operations managers
interpret management accounting to make
better sense in local settings.
Third, collaborative research that involves
conducting workshops with practitioners
such as operations managers are insightful
for management accounting research and
helpful for gaining practical relevance. Survey
results can be better understood through the
nuances found in discussions with practitioners during a workshop. The mixed-methods
approach adopted here highlights differences
in the practical and theoretical conceptual
constructs. Taken together, the two sub-studies reveal that there is a rational rhetoric
among operations managers when it comes
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to management accounting. At the same
time, the mixed-methods approach allowed
the researchers to see past the rationality
that may often be associated with management accounting (Malmi et al., 2004; van
der Meer-Kooistra & Vosselman, 2012). To
conclude, mixed-methods research is useful
for investigating the unarticulated use and
relevance of management accounting for operational work.
This study contributes to the accounting literature by examining a collective use
of traditional management accounting for
operational work that stretches beyond decision-making to incorporate learning and
action. Operations managers trust management accounting as an objective tool for
their operations as they are comfortable with
traditional management accounting. Operations managers nevertheless seem to want
‘business-oriented’ accountants to apply
management accounting in operational work
situations in local settings.
Methodologically, the workshop conducted for this study revealed other aspects
than could not be captured solely by a survey-based study, including a rational rhetoric
of use as equivalent to decision-making, and
nuances in the role of management account-

ants for operational work. Simultaneously,
the survey provided the researchers and practitioners with a common dataset which was
practically anchored in the case company and
based on the practitioners’ collective perceptions. Although the survey results were open
to multiple interpretations, the diverse opinions expressed by participants could be highlighted, elaborated upon and discussed.
From a practical point of view, this study
dovetails with previous research that adopts
a mixed-methods methodology to encourage
reflection and debates between researchers
and practitioners as well as among practitioners. This may challenge narrow definitions of
management accounting use in and relevance
to operational work in practice. This study does
not intend to claim that the relevance of traditional management accounting to operational
work has been restored, but that there are nuances in need of further investigation. For management accounting research, conceptualizing
decision-making seems to pose a challenge. If
researchers are to be invited to participate
in operations managers’ negotiations, more
could be learned about the unarticulated use
and thoughts of operations managers that extend beyond decision-making.
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Abstract
The global business world requires precise, reliable financial information. It has been argued
that the International Financial Reporting Standards (IFRSs) and International Standards on
Auditing (ISAs) are important tools in developing a global business language. Historically,
countries have developed and pursued their own accounting and auditing standards; however, as national markets grow into a global market, a common set of accounting and auditing standards is needed. Consequently, there is a trend towards IFRS and ISA harmonization
worldwide. This study aims to investigate why some countries have adopted the IFRS and ISA
standards while others have only partially adopted them. Moreover, previous studies have not
examined the adoption of IFRS and ISA and country-specific factors simultaneously. This study
suggests that voice and accountability, regulatory quality, and control of corruption achieved within
a national economy are all predictive of the degree to which the IFRSs and ISAs are adopted
across 113 jurisdictions.
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1. Introduction
The globalization of the world economy
and financial markets has highlighted the
problems caused by differences in financial
statements used in different countries (e.g.
Samaha and Khlif, 2016). Therefore, the
movement for international harmonization
of accounting and auditing standards and
practices has been widely accepted as appropriate and beneficial (e.g. Judge, Li and Pinsker 2010, Fraser 2010, Boolaky and Omoteso
2016, Samaha and Khlif, 2016, Boolaky and
Soobaroyen 2017).
It has been argued that accurate, comparable, and transparent financial information is fundamental to the successful
operation of global markets (Humphrey,
Loft and Woods, 2009). Dunn (2002, p.267)
suggested that there are a few steps in the
quest for convergence. First, accounts must
be prepared in accordance with an internationally acknowledged set of accounting
standards to enable comparisons of financial
information. This requires the adoption of
International Financial Reporting Standards
(IFRSs). Secondly, Dunn (2002) suggested
that accounts must be audited in accordance
with an internationally recognized set of auditing standards, to provide comparability
in relation to audit opinions. This means the
adoption of the International Standards on
Auditing (ISAs). The process of preparing accounts using IFRSs and auditing them using
ISAs should enhance the credibility of financial information; therefore, this process has
been argued to be a road towards developing
a universal business language. In addition,
Francis, Khurana, and Pereira (2003) found
that high-quality accounting and auditing
are positively related to financial market
development. Therefore, convergence enhances the need for strong accounting and
auditing because the two are inextricably
linked. Moreover, the positive effects of harmonizing global accounting and auditing
practices have been increasingly recognized

by countries around the world (e.g. Hope, Jin
and Kang, 2006; Alon and Dwyer, 2014; Boolaky and Sooberoyen, 2017). Meanwhile, Boolaky, Krishnamurti and Hoque (2013, p.18)
asserted that ‘good accounting and auditing
regulations facilitate transparency through
better disclosure of information and easier
cross-firm comparison.’ The authors also argued that strong regulations motivate firms
to provide valuable and relevant information
for investors. Hence, Boolaky et al. (2013)
stated that the relevant regulations in this
context include common financial reporting requirements and auditing standards. If
regulations are weak and open to interpretation, companies may disclose unreliable
information. Therefore, Boolaky et al., (2013,
p.18) stated that ‘the risk arising from lack of
transparency is relevant to governments as
they seek to progress economically by making their countries attractive to investment.’
The accounting literature has begun to
pay more attention the determinants IFRS
and ISA adoptions across countries (e.g.
Hope et al. 2006, Judge et al. 2010, Alon and
Dwyer 2014, Boolaky and Omoteso 2016; Kim
2016; Boolaky and Soobaroyen 2017; Mantzari, Sigalas and Hines 2017; Sharma, Joshi
and Kansal, 2017). The adoption of the IFRSs
has been widely discussed and debated in
the accounting literature (Samaha and Khlif,
2016). For instance, Hope et al. (2006) argued that the importance of the IFRSs in the
context of global accounting harmonization
is evident. Albu, Albu and Alexander (2014)
supported this view, suggesting that the IFRSs are intended to be the global accounting language. To clarify, Hope et al. (2006)
found that countries with weaker investor
protection mechanisms are more likely to
adopt the IFRSs; furthermore, their evidence
is consistent with the view that countries can
improve investor protection and make their
capital markets more accessible to foreign
investors by adopting the IFRSs. Similarly,
Zeghal and Mhedhbi (2006) examined the
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adoption of the IFRSs and institutional factors. Their findings suggested that the developing countries with the highest literacy
rates, which have capital markets, and an
Anglo-American culture are the most likely
to adopt international accounting standards. Zehri and Chouaibi (2013) obtained
similar results. Their empirical analysis suggested that developing countries with a high
economic growth rate, a high level of education and a common-law system are the most
favorable to the adoption of the IFRSs. In addition, Judge et al. (2010) found that foreign
aid (coercive pressure)1, import penetration
(mimetic pressure) and the level of education (normative pressure) attained within a
national economy are all predictive of the
degree to which the IFRSs are adopted across
132 economies. Finally, using a conceptual
framework of the institutional framework
and resource dependence, Alon and Dwyer
(2014) proposed that the interaction between transnational forces and local factors
influences the level of IFRS adoption.
ISA studies have suggested that the
global auditing standards are considered as
important as the IFRSs in providing an economy with a sound and stable financial system (e.g. Boolaky and Ometoso 2016). This
is due to the fact that financial statements
audited under the ISAs are considered reliable and hence ISAs increase transparency
for global investors (Humphrey et al. 2009).
Boolaky and Omoteso (2016) and Boolaky
and Soobaroyen (2017) examined ISA adoption on a cross-country basis. Boolaky and
Omoteso (2016) argued that political, economic, social and legal factors influence the
ISA adoption in the International Financial
Service Centers (IFSCs). Furthermore, Boolaky and Soobaroyen (2017) hypothesized
and found that the protection of minority

interests, regulatory enforcement, lenders/
borrowers’ rights, foreign aid, prevalence of
foreign ownership, educational attainment
and particular forms of political systems
(levels of democracy) prevailing in a country are significant predictors of the scope
of engagement to the adoption and harmonization of the ISAs. Similar to Judge et al.,
(2010), Boolaky and Soobaroyen (2017) used
coercive, mimetic, and normative pressures
as a starting point for their analysis. To conclude, their findings revealed the important
fact that attempts by the International Federation of Accountants (IFAC), the International Accounting Standards Board (IASB)
and other international agencies to implement the IFRSs and ISAs need to recognize
a broad set of institutional determinants
when improving the implementation process of these standards.
Hence, given the rise of the IFRSs and
ISAs as the global universal business language benchmark, it is extremely timely to
ask why this general tendency has occurred
and, moreover, why some jurisdictions have
resisted the adoption of global standards
and why some jurisdictions have adopted
the IFRSs but not the ISAs. For instance,
Boolaky and Cooper’s (2015) results revealed
that, where the IFRSs are mandatory, it does
not necessarily follow that the ISA are also
mandatory. Thus, because of the above arguments, it is important to combine the two
adoption decisions. This study joins this effort and addresses deficiencies by analyzing
data on the adoption of the IFRSs and ISAs at
the national level.
To summarize, this study examines the
relationship between country-specific factors and IFRS and ISA adoption. This study
contributes to the accounting literature following ways. First, it examines the predictors

Coercive, mimetic and normative pressures are steaming from the neo-institutional theory (NIT). It is based
on the assumption that organizations respond to pressures from their institutional environments and adopt
procedures (e.g. adopt global standards) that are socially accepted as being the appropriate organizational choice
(e.g., Carpenter & Feroz, 2001).
1
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of IFRS and ISA adoption simultaneously.
Second, prior studies have concentrated on
the importance of the political system to
the accounting and auditing standards and
practices of a country (e.g. Nobes 1998, Hope
et al. 2006, Boolaky and Cooper 2015, Boolaky
and Soobaroyen, 2017). However, none has
provided empirical evidence regarding how
the country-specific factors are associated
with the adoption process of the IFRSs and
ISAs. This research, therefore contributes to
the literature on accounting and auditing by
providing evidence on the specific political
factors exerting an impact on universal business language adoption. It contends that, in
a country with high levels of voice and accountability, there is more freedom of choice,
speech, and media, thus facilitating the universal business language adoption process.
Moreover, this study suggests that the regulatory quality and corruption control achieved
within a national economy are predictive of
the degree to which the IFRSs and ISAs are
adopted. These findings are essential to standard-setters because a better understanding of
the motivations for adoption will enable them
to promote the use of a global business language more efficiently. For policy-makers, the
findings of this study suggest that the institutional forces and good governance within
a country are the key drivers of IFRS and ISA
adoption. Furthermore, the results provide
insights that can help to explain and forecast
future universal business language adoption
within countries. This is due to the fact, that
when adopting the IFRSs and ISAs, economies
make accounting information more accurate,
transparent, and reliable for global financial
market actors and investors (e.g. Dunn 2002,
Fraser 2010).
The remainder of the paper is organized as
follows. Section 2 presents the relevant background information, and Section 3 develops
the hypotheses. Section 4 describes the data
and explains the methodology, and Section 5
presents the results. The paper concludes with

comments on the contributions of the study
and the implications of the results.

2. Background
2.1 IFRS and ISA adoption:
global considerations
The IFRSs are a set of uniform, principle-based
standards and developed by the International
Accounting Standards Board (IASB), the aim
of which is to establish a single, global set of
financial reporting standards (Alon and Dwyer 2014). As discussed earlier, proponents of
the IFRSs have suggested that the standards
bring benefits, including improved accuracy,
global comparability, market efficiency and
cross-national investment flows (Alon and
Dwyer 2014). The International Standards on
Auditing (ISAs) are professional standards
for the performance of financial information
auditing. The ISAs are issued by the International Federation of Accountants (IFAC)
through the International Auditing and
Assurance Standards Board (IAASB) (Fraser
2010). As the name implies, the ISAs are international standards aiming to harmonize
auditing around the globe. The ISAs guide the
auditor to add value to the assignment, thus
building the confidence of investors (Köhler,
Merkt and Wolfgang 2009, Kleinman, Lin and
Palmon 2016). While the ISAs have been in
use for much longer, the newest, “clarified”
version of the standards was released in 2009
(Boolaky and Soobaroyen 2017). The clarification of the ISAs provided more relevance and
clearer guidance on some of the purposes behind auditing.

2.2 Institutional determinants and the
adoption of the IFRSs and ISAs
Investors tend to make their investment
decisions based on ﬁnancial statements
(e.g. García Lara, García Osma and Penalva,
2016). In relation to this, Biddle, Hilary, and
Verdi (2009) found that accounting quality
improves investment efficiency. Currently,
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progress is being made toward the global
comparability and harmonization of national
accounting and auditing standards through
the adoption of the IFRSs and ISAs (e.g. Judge
et al., 2010, Boolaky, Soobaroyen and Quick,
2019). It has been argued that global accounting and auditing standards improve accounting quality. However, various national institutional factors may affect domestic regulators
and play a significant role in the standards’
adoption process (Touron 2005, Judge et al.,
2010, Boolaky and Soobaroyen 2017).
Even though notable progress has been
made towards the adoption of the ISAs, the
world is still some way from having converged
on them (Boolaky and Soobaroyen, 2017). The
increasing globalization of financial markets
and business practices has emphasized the
limitations associated with national auditing standards and the difficulties created
by the diversity of transnational auditing
practices (Dellaportas, Senarath Yapa, and
Sivanantham, 2008). Financial statements
audited with national auditing standards lack
global comparability, which in turn hinders
the development of international financial
markets (e.g. Dellaportas et al. 2008, Fraser,
2010). Though the audit is conducted on behalf of the members of the firm, it provides
valuable assurance to the external users of
financial statements, such as investors and
other finance providers (Haapamäki, 2018).
In general, ISAs have been argued to have
a number of benefits, mainly related to the
audit reports, which are used across different
countries (Köhler et al. 2009, Kleinman et al.
2016). Further, the benefits are related to, for
example, a reduction of the standards overload, an improvement in the quality of auditing, and a reduction of auditors’ liability risk.
In addition, Sami and Zhou (2008, p.142) emphasized that ‘higher quality accounting and
auditing standards improve market liquidity
and benefit investors by providing enhanced
comparability of financial information about
investment choices.’

38

Accounting and auditing harmonization,
in general, contributes to cost reduction because it makes it easier for companies in a
global world to comply with the law (e.g. Barth
2008, Fraser 2010). Furthermore, it has been
argued that international investors are more
willing to diversify their investments across
borders if they are able to rely on accounting
information created and audited in accordance with a similar set of standards (Köhler et
al. 2009, Fraser 2010). Therefore, understanding what affects the IFRS and ISA adoption
process is vital for national regulators, international investors, as well as standard-setters,
accounting and auditing professionals. For instance, political and economic environments
have been found in previous research to affect
the accounting and auditing development
directly (e.g. Cooke and Wallace 1990; Gernon
and Wallace 1995, Wood 1996, Ali and Hwang
2000, Jaggi and Low 2000,).
It has been suggested that, due to the
scope of globalization, increasing amount of
countries are opening their doors to foreign
investment and expanding their businesses
across borders (e.g. Barrett, Cooper and Jamal 2005). Therefore, the public and private
sectors are identifying the important benefits
of having a globally understood financial reporting framework supported by strong, internationally spread auditing standards (e.g.
Humphrey et al., 2009). However, before the
advantages can be realized fully, there must
be greater convergence to and implementation of one uniform set of globally accepted
high-quality accounting and auditing standards.

3. Hypotheses
There are a number of studies on the environmental and institutional determinants influencing accounting and auditing practices
(Cooke and Wallace 1990, Gernon and Wallace 1995, Nobes 1998, Zeghal and Mhedhbi
2006, Nobes 2006, Boolaky 2012, Nurunnabi
2015, Boolaky and Omoteso 2016, Boolaky
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and Soobaroyen 2017). For example, Hope et
al. (2006), Zeghal and Mhedhbi (2006), Judge
et al. (2010), Alon and Dwyer (2014) and Boolaky and Soobaroyen (2017) provided a list of
factors affecting accounting and auditing
development, including the decision to adopt
the IFRSs and ISAs. Over time, industrialized
jurisdictions have developed their own local
accounting and auditing standards (Boolaky
and Omoteso 2016). However, with globalization, which has simplified capital mobility
across the world, nations have moved towards
the adoption of the IFRSs and ISAs. Therefore,
this study suggests that it is important and
timely to examine the factors that influence
the universal business language adoption
decision.

3.1 Political factors
3.1.1 V
 oice, accountability and
regulatory quality
Accounting and auditing standards have been
suggested to be the products of political decisions (Belkaoui, 1983; Larson and Kenny, 1995;
Boolaky and Omoteso, 2016; Boolaky and Soobaroyen, 2017). For instance, Belkaoui (1983)
argued that civil freedom is an important part
of the development of accounting practices.
According to Belkaoui (1983), a low level of
political freedom is related to a low level of
democracy. Further, an insufficient level of
democracy constrains people’s freedom of
choice in all forms. These forms include freedom of expression, freedom of association
and free media (Houqe, Van Zijl, Dunstan
and Karim 2012; Boolaky and Omoteso 2016).
Freedom of association includes the freedom
of a country to associate with international
bodies, such as the IFAC and IASB, to adopt
global standards (e.g. Boolaky and Omoteso,
2016). Moreover, governance quality is the basis of a nation’s political and legal institutions,
and policies that formulate the governance
infrastructure of a country (e.g. Globerman
and Shapiro 2003, Baird 2012, Alon and Dwyer

2014). Globerman and Shapiro (2003) suggested that a strong governance infrastructure includes an effective and transparent
legal structure, credible and stable public
institutions, and free and open authority policies. A country’s political stability has been
asserted to have a positive impact on the economy and, accordingly, both its accounting
development and auditing development (e.g.
Larson and Kenny 1995, Boolaky and Omoteso
2016). Moreover, as suggested by Simunic, Ye
and Zhang (2016), adopting standards without a sufficient legal enforcement system will
not automatically improve the audit quality.
Because of the arguments above, this
study suggests that a country with a high level
of voice and accountability is more likely to
adopt the universal business language than
those that are low on the scale. Moreover, it
could be assumed that a country with a government that has the ability to formulate and
implement sound policies and regulations
that permit and promote private sector development, is more likely to adopt the universal
business language. Therefore, this study tests
the following hypotheses:
Hypothesis 1. The greater the voice and
accountability that a nation experiences, the
more complete the adoption of global accounting and auditing standards.
Hypothesis 2. The greater the regulatory
quality that a nation experiences, the more
complete the adoption of global accounting
and auditing standards.

3.1.2 Corruption
It has been argued that economic conditions
are a major determinant of the development
of a country’s accounting and auditing system (e.g. Zeghal and Mhedhbi, 2006, Hassan,
Rankin and Lu 2014). For instance, in countries
where the level of economic growth is relatively high, the social function of the audit as a
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tool of communication has been suggested to
be important (Lopez Combarros 2000). However, it has been argued that corruption hinders sustained economic development. For instance, Jeppesen (2018) stated that systematic
corruption is generally seen as the main problem for economic and political development
in any country where corruption exists. This is
because corruption has many consequences,
which include a loss of government revenue,
costs for companies and businesses that engage in corruption, and missed chances for
those that do not (Everett, Neu and Rahaman
2007a). Furthermore, ‘corruption is said to
distort standards of merit, erode the respect
of law and result in higher public investment
and lower quality of infrastructure’ (Everett
et al. 2007a, p. 513). Corruption is believed
to hinder political and economic advance
(Everett, Neu and Rahaman 2007b), promote
the illegal export of resources, encourage conspicuous consumption and generate distrust.
Hence, Everett et al. (2007a, 2007b) examined
the global fight against corruption. These
studies emphasized that the accounting profession must be at the forefront of the fight
against domestic and international corruption. Therefore, it has also been suggested
that auditors and auditing work are significant elements in reducing fraud and corruption (e.g. IFAC, 2017). For instance, Jeppesen
(2018) highlighted the role of auditing in the
fight against corruption. He argued that auditing needs to gain a more prominent role in
this battle. From the practice point of view, he
asserted that auditing standards must include
corruption in the definition of fraud and that
auditors need to collaborate and exchange
information. Finally, Jeppesen (2018) stated
that auditing techniques to detect corruption
should be employed.
To conclude, countries that want to fight
against and prevent corruption and furthermore, to improve their accountability systems
should work toward adopting and applying
global accounting standards (e.g. Thurston
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1997, Torres 2004, Iyoha and Oyerinde 2010).
Eventually, Everett et al. (2007a) argued that
the harmonization of accounting and auditing standards should be the top priority for
accountants who are interested in the prevention process of corruption. Therefore, this
study tests the following hypothesis:
Hypothesis 3. The greater the controls of
corruption within an economy, the more complete the adoption of global accounting and
auditing standards.

3.2 Economic factors
3.2.1 Economic growth
There is an association between economic
development and financial reporting quality
(e.g. Nobes 1998, Zeghal and Mhedhbi 2006,
Ding, Hope, Jeanjean and Stolowy 2007). For
instance, Zeghal and Mhedhbi (2006) found
a link between a country’s economic growth
and the adoption of international accounting
standards. Furthermore, Ding et al. (2007)
suggested that the economic development of
a country shapes its accounting and auditing
standards. Therefore, Zeghal and Mhedhbi
(2006) suggested that in countries where
the level of economic development is relatively high, the social function of accounting
is essential. Within this context, Zeghal and
Mhedhbi (2006, p. 377) ‘emphasize that business and economic activities will reach a size
and complexity that requires a sophisticated,
high-quality accounting system and standards.’ Furthermore, they argued that where
information plays a crucial role, the accounting system will undergo remarkable changes
in response to the demands of the changing
economic conditions of a more dynamic
business world. In the same way, Boolaky and
Omoteso (2016) found that economic growth
is associated with the adoption of ISAs. Hence,
these views lead to the argument that the decision to adopt a global business language is a
response to recorded economic growth. Hence,
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this study suggests that the more developed a
nation is, the more likely it is that it will adopt
international accounting and auditing standards. Specifically, the following hypothesis is
tested:

the adoption of global accounting and auditing standards.

3.3 The legal factor
3.3.1 The strength of legal rights

Hypothesis 4. The higher the economic
growth within an economy, the more complete the adoption of global accounting and
auditing standards.

3.2.2 Import penetration
Barth (2008) stated that proponents of the
IFRSs argue that, by adopting global accounting standards, countries can expect to lower
the cost of financial information processing.
Thus, if the adoption of the IFRSs and ISAs is
expected to lower the information costs to financial markets, this study expects countries
to be more dependent on foreign capital and
trade. When a country is relatively open to the
international economy, it is exposed to the
norms and practices of global ﬁrms (Judge
et al., 2010). Therefore, the presence of international trade partners in a country could
accelerate the distribution of the IFRSs due to
imitation (Albu et al. 2011, Hassan et al., 2014).
Similarly, Judge et al., (2010) suggested that,
when there is extensive import penetration in
a domestic economy, the nation is more likely
to be exposed to and emulate the accounting
standards of the multinational ﬁrms involved.
Moreover, Judge et al. (2010) suggested that
import penetration shows a relatively strong and
consistent positive effect on IFRS adoption.
Boolaky and Sooberoyen (2017) hypothesized
that import penetration as an institutional
pressure is associated with ISA adoption. They
argued that a country’s commitment to ISA
adoption and harmonization could be influenced by the presence of foreign trading partners. Therefore, consistent with prior studies,
this study hypothesizes the following:

The legal structure in a nation exploits mechanisms in the form of laws to discipline managers and diminish the risk of insider dealings (La Porta, Lopez-de-Silanes, Shleifer and
Vishny, 1997, 2000, Leuz, Nanda and Wysocki
2003, La Porta, Lopez-de-Silanes and Shleifer
2006, Daske, Hail, Leuz and Verdi 2008, Francis and Wang 2008). For example, corporate
laws worldwide require directors to prepare
and disclose a true and fair financial statement
to the shareholders (lenders as well) at the annual general meeting (Boolaky and Omoteso
2016). Furthermore, the law usually requires
an independent external auditor to express
a professional opinion about the truth and
fairness of the financial statements disclosed.
Hence, this paper argues that the adoption
and implementation of global standards is
crucial to gain the confidence of lenders. For
instance, La Porta, Lopez-de-Silanes, Shleifer,
and Vishny (1998) argued that lenders rights’
are more complicated than shareholders’
rights because there might be creditors with
overriding rights. In addition, Boolaky and
Sooberoyen (2017) suggested and found evidence that there is a positive relationship
between lenders’ and borrowers’ rights and
the extent of the commitment to ISA adoption and harmonization. Therefore, this study
proposes that a country with a strong legal
rights index is more inclined to adopt the
IFRSs and ISAs, because, by so doing, lenders
will feel more confident in and assured about
the quality of the financial statements. To conclude, this study hypothesizes the following:
Hypothesis 6. The greater the strength of
the legal rights index within an economy,
the more complete the adoption of global accounting and auditing standards.

Hypothesis 5. The higher the import penetration within an economy, the more complete
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Figure 1. Pareto analysis of global business language adoption.

4. Research design

tion studies (e.g. Boolaky and Omoteso 2016,
Boolaky and Sooberoyen 2017), the source for
the ISA adoption comes from the compliance
report of the International Federation of Accountants’ (IFAC) (2012), summarizing the
current status of ISA adoption in 126 countries.
4.1 D
 ependent variable – extent of the
Similar to IFRS adoption, this study recognized
adoption of the IFRSs and ISAs
three distinct levels of ISA adoption. Thus, ISA
Consistent with prior IFRS research (e.g. Judge adoption was coded as “3” if ISAs are required
et al. 2010, Alon and Dwyer 2014), data on the by law or regulations, “2” if ISAs are adopted by
level of adoption were obtained from an an- standard-setters or adopted with modification
nual publication by D&T (Deloitte & Touche and “1” if ISAs are not adopted.
2012), which identified the status of IFRS adopAfter the category analysis for both IFRS
tion across different countries. This study rec- and ISA adoption, the above data sources were
ognized three discrete levels of IFRS adoption. used to code the dependent variable, which
The Deloitte & Touche 2012 report provided measures the degree of adoption of the IFRSs
data on whether countries required, permit-32 and ISAs. Thus, the IFRS and ISA adoption levels
ted, or did not allow the IFRSs. Therefore, the have been added together, given that the miniIFRS adoption level was coded as “3” if IFRS mum and maximum values for the dependent
adoption is required for all domestic listed variable are 2 and 6, respectively. To conclude,
companies or for firms in some industries, “2” if a low value means that the IFRSs and ISAs are
the IFRSs are permitted (but not required), and not permitted or adopted and domestic stand“1” if the IFRSs are not permitted and domestic ards are utilized exclusively. In contrast, a high
accounting standards are utilized exclusively. value signiﬁes that the IFRSs and ISAs are widely
In addition, consistent with previous ISA adop- adopted within the country. Figure 1 presents
This study hypothesizes relationships between selected macro factors and the level of
IFRS and ISA adoption. Next, this study defines
the variables and the sample.
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a Pareto analysis of global business language
adoption.

4.2 Independent variables
4.2.1 Voice and accountability
Voice and accountability captures perceptions of the extent to which a country’s citizens are able to participate in selecting their
government as the level of freedom of expression, freedom of association, and free media.
The estimate gives the country’s score on the
aggregate indicator, in units of a standard
normal distribution that is, ranging from
approximately -2.5 to 2.5 for the year 2012
(source: World Bank).

by all resident producers in the economy plus
any product taxes and minus any subsidies
not included in the value of the products. It
is calculated without making deductions for
depreciation of fabricated assets or for depletion and degradation of natural resources. It
is obtained for the year 2012. Source: World
Bank.

4.2.5 Import penetration
The data used to capture the variable ‘import
penetration’ are from the World Bank’s World
Development Indicators. It is computed as
the value of imported goods and services sold
as a proportion of the GDP for the year 2012
(source: World Bank).

4.2.2 Regulatory quality

4.2.6 Strength of legal rights index

Regulatory quality captures perceptions of
the ability of the government to formulate
and implement sound policies and regulations that permit and promote private sector
development. The estimate gives the country’s score on an aggregate indicator, in units
of a standard normal distribution that is,
ranging from approximately -2.5 to 2.5 for the
year 2012 (source: World Bank).

The strength of legal rights index measures
the degree to which collateral and bankruptcy laws protect the rights of borrowers
and lenders and thus facilitate lending. The
index ranges from 0 to 12, with higher scores
indicating that these laws are better designed
to expand access to credit. The strength of legal rights index was not available for the year
2012. However, while examining the stability
of the measure over the years available, it was
apparent that the values were stable. Therefore, this study uses the strength of legal
rights index for the year 2013 (source: World
Bank).

4.2.3 Control of corruption
Control of corruption captures perceptions
of the extent to which public power is exercised for private gain, including both petty
and grand forms of corruption, as well as
“the capture” of the state by elites and private
interests. The estimate gives the country’s
score on the aggregate indicator, in units of
a standard normal distribution that is, ranging from approximately -2.5 to 2.5 for the year
2012 (source: World Bank).

4.2.4 GDP growth
Gross domestic product (GDP) growth is the
annual percentage growth rate of GDP at market prices based on constant local currency.
Aggregates are based on constant 2010 U.S.
dollars. GDP is the sum of gross value added

4.3 Data
The sample was formulated by overlaying
the different databases mentioned above.
Countries that had missing values for any
of the variables were excluded from the
analysis. Overall, 113 countries had data for
all of the variables examined in this study.
The countries ranged from developing and
emerging countries to developed nations and
are located all over the world. Together, they
formulate a comprehensive overview of countries in the world in terms of institutional settings.
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Table 1. Descriptive statistics for variables used in the analysis, n=113
VARIABLES

MEAN

STD.

MIN

MAX

Global standards adoption
IFRS adoption
ISA adoption
IFRS and ISA adoption
(Global business language)

2.442
1.778
4.221

0.812
0.651
1.147

1.000
1.000
2.000

3.000
3.000
6.000

0.165
0.306
0.104
2.892
51.591
5.070

0.914
0.890
1.048
3.676
30.724
2.614

-2.006
-1.878
-1.340
-7.300
12.941
0.000

1.764
1.973
2.404
15.046
224.431
12.000

Independent variables
Voice and Accountability
Regulatory Quality
Control of Corruption
GDP Growth
Import Penetration
Strength of Legal Rights

Notes: IFRS adoption is the level of IFRS adoption by 2012; ISA adoption is the level of ISA adoption by 2012;
IFRS and ISA adoption is a sum variable of the degree of IFRS and ISA adoption within a country. Voice and
Accountability captures perceptions of the extent to which a country’s citizens are able to participate in selecting their government, as well as freedom of expression, freedom of association, and a free media. Estimate
gives the country’s score on the aggregate indicator, in units of a standard normal distribution, i.e. ranging from
approximately -2.5 to 2.5; Regulatory Quality captures perceptions of the ability of the government to formulate
and implement sound policies and regulations that permit and promote private sector development. Estimate
gives the country’s score on the aggregate indicator, in units of a standard normal distribution, i.e. ranging from
approximately -2.5 to 2.5; Control of Corruption captures perceptions of the extent to which public power is
exercised for private gain, including both petty and grand forms of corruption, as well as “capture” of the state by
elites and private interests. Estimate gives the country's score on the aggregate indicator, in units of a standard
normal distribution, i.e. ranging from approximately -2.5 to 2.5. GDP (gross domestic product) growth is annual
percentage growth rate of GDP at market prices based on constant local currency; the variable Import Penetration is from the World Bank’s World Development Indicators. It is computed as the value of imported goods and
services sold as a proportion of GDP; Strength of legal rights index measures the degree to which collateral and
bankruptcy laws protect the rights of borrowers and lenders and thus facilitate lending. The index ranges from 0
to 12, with higher scores indicating that these laws are better designed to expand access to credit.

4.4 The empirical model
The empirical testing strategy is to conduct a
comprehensive and robust statistical analysis;
therefore, this study uses a variety of regression techniques to assess the country-specific
factors of IFRS and ISA adoption. Specifically,
this study first treats IFRS and ISA adoption as
an ordinal variable with categories ranging
from “no” adoption to “substantial” adoption
and uses simple Ordinary Least Squares (OLS)
regression to fit it. Moreover, because the modus of global business language adoption has
more than two categories, it can be defined as
a multinomous variable, thus allowing the use
of multinomial logistic regression. Therefore,
this study uses multinomial logistic regression to test the robustness of the OLS results.
In addition to the main analysis, the study
examines the empirical model separately
for IFRS adoption and ISA adoption. Thus, it
can be seen whether the same factors load or
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whether there are different factors that affect
ISA and IFRS adoption.

5. Results
5.1 Descriptive statistics
Table 1 reports the descriptive statistics on
the variables of interest. First, it should be
noted that the mean of IFRS adoption is 2.442
and the mean of ISA adoption is 1.778 with a
minimum of 1.00 and a maximum of 3.00.
This finding suggests that the IFRSs are more
widely adopted than the ISAs. In addition, the
mean of global business language adoption is
4.221 with a minimum of 2.00 and a maximum
of 6.00. On the basis of Table 1, it is also worth
noting that the sample’s voice and accountability average is 0.165, with a minimum of
-2.006 and a maximum of 1.764. In addition,
the jurisdictions under review have an average
regulatory quality of 0.306, with a minimum
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Table 2. Verifying multi-collinearity
INDEPENDENT VARIABLES
Voice and accountability
Regulatory Quality
Control of Corruption
GDP Growth
Import Penetration
Strength of legal rights

TOLERANCE

VARIANCE INFLATOR
FACTOR (VIF)

0.252
0.139
0.167
0.816
0.856
0.843

3.959
7.188
5.979
1.224
1.167
1.186

Notes: Value less than 0.1 for the tolerance indicates presence of multicollinearity and VIF value above 10 also
indicates multi-collinearity; in this case there is no concern of multicollinearity because both values (tolerance
and VIF) are within acceptable levels (e.g. Dormann et al. 2013).

rate of -1.878 and a maximum rate of 1.973. The
control of corruption average is 0.104, with a
minimum value of -1.340 and a maximum
value of 2.404. Examining the GDP growth,
the average is 2.892 percent, with a minimum
rate of -7.300 percent and a maximum rate of
15.046 percent. Moreover, the sample’s import
penetration average is 51.591, with a minimum
of 12.941 and a maximum of 224.431. Finally, it
is noticeable that the strength of legal rights
index’s average is 5.070, with a minimum of
0.00 and a maximum of 12.00.
While examining the correlations between several independent variables, it
must be mentioned that they are relatively
high. However, conclusions about the presence or the absence of multicollinearity
that are based solely on a simple correlation between explanatory variables must
be made with care. Therefore, collinearity
diagnostics based on the variance inflation
factor (VIF) and tolerance are carried out
to measure the degree of collinearity. The
values calculated indicate that collinearity
between the independent variables does
not distort the analyses (see Table 2). Values
of VIF that exceed 10 are often regarded as
indicating multicollinearity; in addition, it
has been suggested that a tolerance value of
less than 0.1 should be investigated further
(e.g. Dormann et al. 2013). Nevertheless, the
highest VIF is 7.18, which can still be considered to be quite high as a VIF given that the
sample size is relatively small. As a further
examination, the Durbin–Watson (D–W)

test is conducted on the variables as part
of the regression to detect the presence of
multicollinearity.

5.2 Model testing
Table 3 contains the main regression model
for the hypothesis testing, in which three of
the independent variables of interest are predictive of IFRS and ISA adoption. The overall
model fit is 30 percent, measured using the
adjusted R-squared. Specifically, voice and
accountability are positively associated with
IFRS and ISA adoption (t = 3.45, p<.01); thus,
Hypothesis 1 is supported. Regulatory quality
also provides support and positive pressure
for IFRS and ISA adoption (t= 1.67, p<.10);
therefore, Hypothesis 2 is supported. The
model also suggests that control of corruption is positively associated with IFRS and ISA
adoption (t = 2.29, p<.05). This finding provides relatively good empirical support for
Hypothesis 3. However, the analysis does not
show statistical support for Hypotheses 4, 5
and 6. Nevertheless, the above findings indicate that a country with a high level of voice
and accountability is more likely to adopt the
universal business language. Moreover, this
study suggests that a country with a government that has the ability to formulate and
implement sound policies and regulations is
more likely to adopt the universal business
language. Finally, the control of corruption
within an economy is an important predictor
of the adoption of global accounting and auditing standards.
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Table 3. Results of the regression model, n=113
Model: IFRS_ISA_ADOPTIONᵢ = α₀+α₁VOICEᵢ+α₂REGQUALITYᵢ+α₃CORRᵢ+α₄GDPᵢ+α5IMPORTᵢ+ α6STRENGTHᵢ+ ε
VARIABLES

EXPECTED RESULTS

COEFFICIENT

WALD STATISTICS

+
+
+
+
+
+

3.602
0.683
0.457
0.485
0.003
0.004
0.039

14.27***
3.45***
1.67*
2.29**
1.21
1.24
1.05

Intercept
VOICE
REGQUALITY
CORR
GDP
IMPORT
STRENGTH

0.333
0.295
8.84***
2.286
113

R²
Max-rescaled R²
F-value
The Durbin–Watson test
N
Notes: ***Significant at level 1%, ** significant at level 5%, *significant at level 10%,
description.

See Table 2 for variable

Table 4. Multinomial logistic regression model, n=113, Dependent variable = IFRS_ISA_ADOPTION
PARAMETER

FUNCTION NUMBER

Intercept

1
2
3
4
VOICE
1
2
3
4
REGQUALITY
1
2
3
4
CORR
1
2
3
4
GDP
1
2
3
4
IMPORT
1
2
3
4
STRENGTH
1
2
3
4
Notes: See Table 2 for variable description.

To explore the robustness of these results, this study uses a different regression
specification to fit IFRS and ISA adoption and
the six independent variables of interest. Because the modus of global business language
adoption has five categories, the study uses
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ESTIMATE

CHI-SQUARE

PR > CHISQ

5.9749
4.7010
5.7705
4.2588
4.1228
3.8670
4.1499
2.7361
4.9434
5.1357
5.0660
2.5277
4.0512
2.9879
3.4188
2.8710
0.0858
0.0311
0.0198
0.0559
0.0496
0.0183
0.0268
0.0167
0.3255
0.2451
0.2965
0.1144

8.75
6.28
10.17
5.95
10.40
7.91
11.74
5.70
6.92
8.26
8.26
2.14
7.99
5.82
8.99
7.82
0.36
0.07
0.03
0.29
4.11
1.51
3.76
1.88
1.88
1.71
2.75
0.50

0.0031
0.0122
0.0014
0.0147
0.0013
0.0049
0.0006
0.0170
0.0085
0.0041
0.0041
0.1434
0.0047
0.0158
0.0027
0.0052
0.5467
0.7944
0.8598
0.5898
0.0425
0.2193
0.0523
0.1708
0.1698
0.1915
0.0972
0.4794

multinomial logistic regression to test the
robustness of the results. Table 4 presents
the multinomial logistic regression and the
Wald estimates and significance levels. The
findings from the robustness test in general
support the prediction found in the original
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Table 5. Results of the regression model, n=113
Model: ISA_ADOPTIONᵢ = α₀+α₁VOICEᵢ+α₂REGQUALITYᵢ+α₃CORRᵢ+α₄GDPᵢ+α5IMPORTᵢ+ α6STRENGTHᵢ+ ε
VARIABLES

EXPECTED RESULTS

COEFFICIENT

WALD STATISTICS

+
+
+
+
+
+

1.327
0.394
0.001
0.212
0.001
0.003
0.062

8.19***
3.34***
0.41
1.68*
0.07
1.85*
2.77***

Intercept
VOICE
REGQUALITY
CORR
GDP
IMPORT
STRENGTH

R²
0.2643
Max-rescaled R²
0.227
F-value
6.35***
The Durbin–Watson test
2.162
N
113
Notes: ***Significant at level 1%, ** significant at level 5%, *significant at level 10%, See Table 2 for variable description.

regression model. Voice and accountability
remains statistically significant, and as can be
seen from Table 4, three of the estimates are
statistically significant at the strictest level of
significance (p< .01) and one estimate at the
level of significance (p<.05). The results from
Table 4 also indicate support for Hypothesis
2; three of the estimates are statistically significant at the level of significance (p<.01).
Eventually, control of corruption remains
statistically significant; all the estimates are
statistically significant at least at the level of
significance (p<.05).

5.3 Additional analyses
In addition to the main analysis, this study
examines the regression model separately for
IFRS adoption and ISA adoption to investigate

whether the same factors load or whether
there are different factors that affect ISA and
IFRS adoption. These results are reported in
Table 5 for ISA adoption and in Table 6 for
IFRS adoption.
When examining the ISA adoption results, the model also suggests other statistically significant factors that are associated
with ISA adoption. The overall model fit is 23
percent, measured by the adjusted R-squared.
Voice and accountability are positively associated with ISA adoption (t = 3.34, p<.01). Control of corruption also suggests support and
positive pressure for ISA adoption (t= 1.68,
p<.10). However, regulatory quality has lost
its significance. The model also implies that
import penetration is positively associated
with ISA adoption (t = 1.85, p<.10) and the

Table 6. Results of the regression model, n=113
Model: IFRS_ADOPTIONᵢ = α₀+α₁VOICEᵢ+α₂REGQUALITYᵢ+α₃CORRᵢ+α₄GDPᵢ+α5IMPORTᵢ+ α6STRENGTHᵢ+ ε
VARIABLES
Intercept
VOICE
REGQUALITY
CORR
GDP
IMPORT
STRENGTH

EXPECTED RESULTS

COEFFICIENT

WALD STATISTICS

+
+
+
+
+
+

2.369
0.288
0.456
0.273
0.002
0.001
0.011

12.32***
1.91*
2.19**
1.69*
0.10
0.18
0.78

R²
0.2265
Max-rescaled R²
0.1827
F-value
5.17
The Durbin–Watson test
2.180
N
113
Notes: ***Significant at level 1%, ** significant at level 5%, *significant at level 10%, See Table 2 for variable description.
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strength of legal rights is positively associated with ISA adoption (t = 2.77, p<.01). This
finding is interesting and important, because
Boolaky and Sooberoyen (2017) reported for
the first time in the auditing literature that
lenders’ and borrowers’ rights are statistically positively associated with ISA adoption.
Therefore, the findings of this study support
Boolaky and Sooberoyen’s (2017) results and
suggest the robustness of this relationship.
Moreover, as import penetration shows moderate pressure for ISA adoption, this finding
is also interesting and important, because
contrary to their expectations, Boolaky and
Sooberoyen (2017) did not find that import
penetration is significantly associated with
ISA adoption.
Regarding the IFRS adoption, the results remain similar to the initial results
reported in Table 3. However, the statistical significances have changed a little. The
overall model fit is 18 percent, measured by
the adjusted R-squared. Specifically, voice
and accountability are positively associated
with IFRS adoption (t = 1.91, p<.10). Regulatory quality also shows support and positive
pressure for IFRS adoption (t= 2.19, p<.05).
The model also suggests that control of corruption is positively associated with IFRS
adoption (t = 1.69, p<.10). These findings
provide moderate empirical support for the
suggestion that that voice and accountability,
regulatory quality and control of corruption
are associated with IFRS adoption across 113
jurisdictions.

6. Conclusions
Over recent decades, as the International
Financial Reporting Standards (IFRS) and
International Standards on Auditing (ISA)
have been formally adopted by many jurisdictions, the topic of the national-level adoption choice of these standards has become
of greater academic interest (e.g. Nurunnabi
2015, Kim 2016, Sharma et al. 2017). While
there is substantial variation between coun-
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tries in their accounting and auditing standards and practices, the various economic
systems are converging around the IFRSs and
ISAs (e.g. Judge et al., 2010, Boolaky and Soobaroyen 2017). The value of having a shared
body of accounting and auditing standards
has been argued to be far-reaching. For instance, the IFRSs and ISAs were developed
specifically for wide international use (e.g.
Nobes 2006, Fraser 2010). Supporters of the
IFRSs and ISAs argue that, by adopting a
global accounting and auditing standards,
countries can expect a cost reduction for information processing. Furthermore, users of
financial reports and accounting information
can be expected to become familiar with one
common set of global standards than with
various local accounting and auditing standards. Previous studies have suggested that
corporate governance is influenced by the
institutional structures within countries (e.g.
Judge et al., 2010). Therefore, this study seeks
to identify and describe the country-specific
predictors of the adoption of IFRSs and ISAs
simultaneously. This study suggests that the
voice and accountability, regulatory quality,
and control of corruption achieved within a
national economy are all predictive of the degree to which the IFRSs and ISAs are adopted
across 113 jurisdictions.
However, as with any other study, this
study has some limitations. First, the study
accesses IFRS and ISA adoption data published by Deloitte and Touche (2012) and in
the IFAC’s (2012) compliance report. Second,
the data are based exclusively on archival
sources, which can be considered to be limiting in scope. However, this approach is the
dominant practice for studying cross-national differences in accounting and auditing
harmonization (Judge et al., 2010; Boolaky
and Soobaroyen 2017). However, field research on the actual process of adopting and
implementing the IFRSs and ISAs should be
conducted. Thus, it would be interesting
to learn how the enforcement of those new
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standards unfolds. The third limitation of
the study is the heavy reliance on the World
Bank database. While there is no evidence of
systematic bias in their data collection, this
study does not have any certainty regarding
the reliability and validity of their national
ratings. Despite the limitations discussed
above, this study provides a comprehensive
and beneficial theoretical framework to examine national differences in the adoption of

a global business language. Moreover, international harmonization of accounting and
auditing standards is beneficial to the development of efficient global financial markets
through accurate accounting information
(e.g. Zeghal and Mhedhbi 2006, Fraser 2010,
Boolaky and Sooberoyen 2017). Thus, it is
extremely important to examine the country-specific factors that affect the adoption
process of a global business language.
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Abstract
This paper focuses on the financial paths of small entrepreneurial firms that are reorganizing
under the Finnish Company Reorganization Act. The reorganization plans of the sample firms
were confirmed in 2000, and approximately 55 percent of the reorganized firms failed during
the first four years and were forced into bankruptcy, while the rest of the reorganized firms
continued to operate. This study examines the differences in the financial paths between the
failed firms and the non-failed firms as well as the relationship between specific reorganization
strategies and the financial paths of reorganized firms. The findings indicate that the failed
firms exhibit three common financial paths. Moreover, the results demonstrate that reorganization strategies are associated with the financial paths of the failed firms. A combination of
various reorganization strategies appears to be the most effective approach for a successful
reorganization.
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1. Introduction
During the past decades, the reorganization processes around the world have been
claimed to be inefficient because these processes have forced viable firms into bankruptcy and non-viable firms into reorganization (see e.g., Laitinen, 2013). Inefficient
processes cause large economic and social
losses for each stakeholder of a firm, and
therefore, it is important to investigate reorganization processes of firms by identifying
paths and strategies which lead to failure and
non-failure of firms. Utilizing financial statement data and non-financial information,
this study investigates Finnish small firms
implementing reorganization programs under the Finnish Company Reorganization Act
(FCRA, comparable to Chapter 11 in the Bankruptcy Act in the US). Specifically, the study investigates whether the financial paths within
the group of failed firms and within the group
of non-failed firms are different, and moreover, whether the reorganization strategies are
connected to financial paths of firms. In this
context, “financial paths of firms” refer to the
development of financial variables for the
year of reorganization plan confirmation and
the subsequent three years.
Previous reorganization research, typically employing financial information from
prior to reorganization filing, assumes that all
firms fail according to the same process and
that therefore, a single observation (usually
an annual account) has been considered sufficient for each firm (Johnson, 1970; Balcaen
& Ooghe, 2006). However, failure-prediction
models do not work properly if the firms
do not go through similar failure processes
(Laitinen, 1991; Laitinen, 1993). In prior bankruptcy studies, different failure paths have
been found for different firms (Argenti, 1976;
Weitzel and Jonsson, 1989; D’Aveni, 1989; Laitinen, 1991, 1993; Ooghe and De Prijcker, 2008;
Laitinen & Lukason, 2014), but the failure
processes have not been studied within the
reorganization studies. Hence, in this study,
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the financial paths within the group of failed
firms and within the group of non-failed firms
are examined. Moreover, most of the previous
studies concentrate on larger firms, and the
results of those studies are not necessarily
applicable to smaller firms due to certain
characteristics related to small firms (see e.g.,
Altman et al., 2008; Keats and Bracker, 1988).
This study focuses on small firms because they
have a vast relative impact on the economy
(see Keasey and Watson, 1987, 1991; Storey et
al., 1987; Pompe and Bilderbeek, 2005) and
because most of the distressed firms are small.
Because the FCRA is plan-oriented, like
most reorganization processes, the role of the
reorganization strategies applied during the
process is important. The strategies are used
in order to improve the financial performance
of a firm and make a firm viable. Empirical
evidence regarding the efficiency of different
types of strategies used in voluntary reorganizations (see Smith and Graves, 2005) has been
found, but within legal reorganizations, the
subject remains largely neglected (see Routledge and Gadenne, 2000, 2004; LoPucki and
Doherty, 2002; Laitinen, 2011, 2013). However,
none of the prior studies have examined the
connection between reorganization strategies and the financial paths of firms, despite
the fact that understanding of the reasons for
these paths requires an analysis of the strategies behind the paths. Hence, this study fills
the gap in previous studies and examines the
connection between reorganization strategies
and the financial paths of firms during the reorganization program. This information may
provide important information for instance
for distressed firms, auditors, bankruptcy and
reorganization lawyers and judges.
Using a sample of 59 firms with confirmed
reorganization plans, both the financial and
non-financial characteristics (mainly referring to the reorganization strategy) of the
firms are examined. Typical for Finnish reorganizing firms, the sample firms are very
small. Financial information is extracted
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from the financial statements for the year of
reorganization plan confirmation and the
subsequent three years. Non-financial information is extracted from the confirmed reorganization plans available to the court and
creditors. Non-financial information refers
to the reorganization strategies suggested in
reorganization plans and other background
information for the firm, its industry, and the
reorganization process. The sample includes
firms with confirmed reorganization plans in
year 2000 because the firms in that particular
year are consistent with typical Finnish reorganizing firms irrespective of the year.
The empirical findings of this study indicate that there are different financial paths
within the group of failed, reorganized firms
and within the group of non-failed firms.
Moreover, a connection between reorganization strategies and the financial paths
of firms is found. First, within the group of
failed firms, three common financial paths
are documented. The paths are partly consistent with those three given in literature
(given in D’Aveni, Laitinen 1991). Most of the
firms follow the chronic failure path. Rest of
the firms follow the suddenly collapsing path,
which has two subtypes, namely path with decreasing values of financial variables and path
with increasing values of financial variables.
Within the group of non-failed firms, two
financial paths are found. The first path is followed by firms with solvency problems, while
the second path is followed by firms whose
financial variables seem to substantially improve. Hence, especially failing firms behave
differently during FCRA, and therefore, the
failure of firms may not be easy to predict.
Second, the findings suggest that using
various reorganization strategies simultaneously seems to be the most efficient option for
improving firms’ financial situation during
the reorganization program. This result is
consistent with the prior study by Schendel et
al. (1976), which claimed that a set of strategies should be used instead of a single strat-

egy. Most studies have, however, suggested
using efficiency-oriented strategies (see, e.g.
Robbins and Pearce, 1992; Chowdhury and
Lang, 1996; Laitinen, 2008, 2009). The findings also show that the financial variables
of firms applying the efficiency and finance
strategies do not develop positively. The finding of inefficiency of finance strategies is consistent with prior studies claiming that these
strategies do not strongly affect the long-term
performance of firms, but such strategies are
mainly used for short-term decline stemming
purposes (see, e.g. Laitinen, 2011). Lastly, the
results of the study show that the reorganization strategies and financial paths of failed
firms are connected. However, no connection
between the reorganization strategies and financial paths of non-failed firms is found.
This study contributes to current reorganization research in at least six ways. First,
this study focuses on financial paths of reorganizing firms, which have largely been
neglected in prior studies. In particular, this
study uses post-confirmation financial information, while prior studies are mainly based
on pre-confirmation financial information.
Second, whereas most empirical studies
on reorganization focus on large, publicly
owned firms, this study examines small entrepreneurial firms which are consistent with
typical Finnish reorganizing firms. Third,
non-financial variables are examined in the
study, which have been neglected in prior
reorganization studies. Fourth, the connection between reorganization strategies and
the financial paths of reorganizing firms is
examined. Finally, this study forms clusters in
terms of financial and non-financial information, which is new in reorganization research.
In prior studies, logistic regression analysis or
discriminant analysis is typically applied.
The remainder of this paper is structured
as follows. The second section summarizes
the FCRA and the related literature. In addition, the section focuses on the development
of the hypotheses. Section 3 presents the data
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and variables and describes the methodology
used to test the hypotheses. Section 4 presents
the results. In the final section, the main findings, limitations, and implications of the research are summarized.

2. Related literature and
hypotheses development
2.1 R
 eorganization procedure in Finland
In Finland, the FCRA provides an opportunity
for financially distressed but viable firms to
rehabilitate their businesses, to ensure continued viability, and facilitate debt arrangements.
The FCRA came originally into force in 1993
(Act 1993/47), and later, in 2007, the reform
was legislated to improve the success of reorganizations (amendments up to 247/2007
included). Another option within the legal
context in Finland is legal bankruptcy procedure (comparable to liquidation via Chapter
7 in the US) (Laitinen, 2013). However, the payback-rate is higher in reorganizations because
in 96.8% of bankruptcy liquidations, the creditors receive nothing. Hence, bankruptcies can
cause large economic losses and other negative
consequences. (Laitinen 2013). In the first years
of the FCRA, the median payback-rate was 33.5
% in Finland (Sundgren, 1998), while it was
56.4% in the US (Ravid and Sundgren, 1998).
The comparisons of different reorganization
systems performed by Philippe et al. (2002)
and Laakso (2012) reveal that the FCRA is somewhat different from other reorganization acts
worldwide, even though the FCRA, like many
other reorganization systems, is plan-based
and debt-restructuring plays a major role (for
a comparison of different systems see Philippe
et al., 2002; Couwenberg, 2001 ).
The purpose of the FCRA is to produce a
reorganization plan including both business
and debt restructuring that is aimed at recovering the firm. The FCRA can be divided
into two larger stages: the stage before the
reorganization plan confirmation (the reorganization event) and the stage after the plan
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confirmation (the performance event). These
stages are comparable to Voluntary Administration in Australia (Laitinen, 2013; Routledge
& Gadenne, 2000). In the reorganization
event, the role of the courts is important because the courts evaluate the possibility of
surviving reorganization by concentrating on
the financial and non-financial information
related to the firm. If the firm is selected for
reorganization, reorganization proceedings
are opened, and a reorganization plan is prepared. The plan is considered by the court
and confirmed if certain conditions are met.
The reorganization plan may be approved in
three ways: upon the acceptance of all known
creditors, upon the acceptance of the majorities among the groups of creditors, or at the
request of the person who prepared the plan
(the administrator or the debtor) when certain conditions defined in the law are met (see
FCRA § 54). The second stage of the FCRA (the
performance event) refers to the reorganization plan implementation. In this stage,
the firms will carry out the plan or fail and
go bankrupt during the program (Laitinen,
2013). Most reorganization studies concentrate on the reorganization event, while this
study focuses on the performance event.
In light of the empirical evidence of prior
studies, the reorganization procedure in Finland seems to be inefficient. Altogether, 4,482
reorganization petitions were submitted by
the firms to the courts from 2003 to 2013. The
annual number of reorganization petitions
has been approximately 500 since 2009 (Statistics Finland). Around 60% of these petitions have been approved by the courts, and
approximately 75% of these firms will obtain
a confirmed reorganization plan. Furthermore, 40-50% of the firms will fail during
the reorganization program. Therefore, the
failure rate among Finnish firms is very high
but comparable to the failure rate in the US
(Jensen-Conklin, 1992). On the other hand,
the failure rate is smaller, for example, in Canada (Fisher and Martel, 1995).
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2.2 F inancial paths of
reorganizing firms
Prior reorganization studies have mainly focused on predicting the failure of reorganization. Because failure in reorganization means,
as a matter of fact, bankruptcy under the Finnish Bankruptcy Act (FBA), reorganization-failure-prediction studies are related to firm-failure-prediction studies indicating bankruptcy
(Laitinen, 2013). Most prior studies have
focused on predicting the failure of firms
(see, e.g., literature reviews by Dimitras et al.,
1996; Altman and Narayanan, 1997; Balcaen
and Ooghe, 2006), while studies on failure
processes are scarce. Failure process studies
have examined either the whole lifecycle of
firms or the final stages before the collapse.
The terminology used in prior failure studies is mixed because some studies have used
terms such as “trajectory” (Argenti, 1976; du
Jardin, 2010; 2015), “patterns” (D’Aveni, 1989;
Crutzen, 2009; Van Caillie, 2010), “process”
(Laitinen, 1991; Ooghe & De Prijcker, 2008),
“pathways” (Moulton et al., 1996), and “extinction” (Sheppard & Chowdhury, 2005),
and some of these are applied in different
ways in different studies. In this study, the
term “financial path” is used referring to the
financial variables for the year of reorganization plan confirmation and the subsequent
three years (years 2000-2003) which presents the financial situation of firms during
the first four years of reorganization.
Despite the large number of static failure-prediction studies, firm failure cannot be
considered a sudden and unexpected event
(Luoma and Laitinen, 1991). Firstly, almost all
classic statistical failure-prediction models
use only a single observation (usually based
on annual accounts) for each firm (Johnson,
1970). When using a single observation, it is
assumed that annual accounts are independent “repeated measurements,” even though
the observations are not entirely independent (Dirickx and Van Landeghem, 1994). It is
also difficult to know when to observe a firm,

which may introduce a selection bias in the
resulting model (Mensah, 1984; Shumway,
2001). For instance, a healthy firm suffering
from temporary difficulties may be classified
as failing by the model. Hence, it is more
natural and justified to consider the time-series behavior of failing firms, instead of a
cross-sectional analysis.
The pioneering work of Argenti (1976) was
one of the first to present failure as a process
consisting of three types of failure trajectories.
The firms belonging to the first type of failure
group are newly founded, and the performance of these firms is constantly poor before
the failure. The second group contains young
firms that have excellent figures before the
failure. The last group includes mature firms
whose performance has been good or excellent
for a number of years or decades. However, at
some stage, major change occurs, and without responding to this change, the firm will
collapse. Argenti’s study is based on the entire lifecycle of a firm. After the seminal work
by Argenti (1976), few studies on the failure
processes of firms have been published. These
studies have found a small number of distinct
failure processes, and the focus has been on
the financial variables of firms (e.g., Laitinen,
1991; Laitinen, 1993), the non-financial variables (Crutzen & Van Caillie, 2010), or both
the financial and non-financial variables (e.g.,
Hambrick and D’Aveni, 1988; D’Aveni, 1989;
Moulton et al., 1996). Nevertheless, none of the
prior studies has examined the financial paths
of reorganizing firms, even though this might
increase the understanding of failure prediction. In the same way, all firms do not survive in
the same manner, which weakens the prediction of survival. Therefore, this study is the first
to examine the financial paths of reorganizing
firms. The first research hypothesis to be tested
in this study is the following:
H1. Different financial paths exist within the
group of failed reorganizing firms and within
the group of non-failed reorganizing firms.
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2.3 F inancial variables in the
reorganization literature
Firm failure-prediction studies mainly use
financial variables because the financial data
are based on hard, objective, publicly available information (Laitinen, 1992; Dirickx and
Van Landeghem, 1994). The most commonly
used financial variables are those representing the profitability, liquidity, leverage, cash
flow, and efficiency of firms (Dimitras et al.,
1996). The variables used in the studies are selected on empirical grounds because the existing literature suffers from prevailing theories (Scott, 1981; Balcaen and Ooghe, 2006).
Prior reorganization studies examining
the reorganization decisions (event 1) have
found that size, capital structure (equity-to-assets ratio), liquidity, and profitability
have a positive impact on the likelihood of
a reorganization decision. However, when
predicting failure during the reorganization
program (event 2), these results cannot be
applied in total, due to the fact that financial
restructuring will affect the leverage position
of a firm positively. For instance, the study by
Routledge and Gadenne (2000) found that
firms that reorganize successfully are more
profitable and more highly leveraged and
have higher short-term liquidity than before
reorganization. Hence, pre-filing leverage is
suggested to positively affect success during
the reorganization program due to debt forgiveness (see Laitinen 2013, Routledge & Gadenne, 2000).
However, previous failure prediction
studies are not unanimous regarding the role
of accrual- and cash-flow-based information.
Several studies suggest using only cash-based
variables (Gentry et al., 1985, 1987; Aziz and
Lawson, 1989) or at least including cashbased variables along with financial variables
(Gombola and Ketz, 1983; Sharma and Iselin,
2003), while other studies claim that only accrual-based variables are needed in the models (Casey and Bartczak, 1984; Gombola et
al., 1987). However, there are several reasons
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why cash-based variables should be included
in the models of small distressed firms. First,
distressed firms tend to hide the actual financial situation by manipulating or managing their annual accounts, which makes
accrual-based information more vulnerable
to managerial manipulation (Argenti, 1976;
Charitou and Lambertides, 2003). Second,
most of the distressed firms are small, and the
financial variables of small firms are typically
unstable and contain extreme values, which
may affect the accrual-based models more
strongly than cash-based models (see Balcaen
and Ooghe, 2006). Moreover, the internal
control systems of small firms may be insufficient (Keasey and Watson, 1987; Charitou
and Lambertides, 2003), which decreases the
prediction accuracy of accrual-based information. However, the predictive ability of accrual-based information can be improved by
dividing the ratios by an asset concept, which
is more stable than a flow concept. Moreover,
the extreme values of financial variables can
be eliminated by winsorizing the variables
(Balcaen and Ooghe, 2006).

2.4 Non-financial variables in
reorganization literature
Even though the existing failure prediction
studies have mainly focused on financial variables, the use of non-financial or qualitative
failure indicators is recommended as well
(Laitinen, 2008; 2009). Non-financial information is not exposed to extreme values, instability, or manipulation, which is often true
of financial information. Furthermore, the
values of non-financial information are not
changed in financial restructuring, as financial information is. Especially in the case of
very small firms, this can be critical (Balcaen
& Ooghe, 2006). According to the literature
on reorganization, many non-financial failure predictors have been suggested. For instance, the background characteristics of the
firm, business and management, information
on owner-managers (entrepreneurs), and
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the reorganization strategies used have been
found to be important in prior studies, even
though the results of the studies are mixed.
However, this study focuses on the connection between reorganization strategies and
the financial paths of firms. Other non-financial variables related to the firm, its industry,
and its reorganization process is only used to
interpret the contents of the clusters.
Prior research has provided evidence
regarding the efficiency of various types of
reorganization strategies. The strategies are
largely studied in voluntary reorganizations
(see Smith and Graves, 2005) and rarely studied in legal reorganizations (Routledge and
Gadenne, 2000, 2004; LoPucki and Doherty,
2002; Laitinen, 2008, 2009), and studies of
micro-firms are scarce (Laitinen, 2011). However, the literature is not unanimous regarding how these strategies should be classified
and which strategies are the most efficient in
improving performance (Smith and Graves,
2005).
One of the most important studies related
to reorganization strategies within voluntary reorganizations is that of Schendel et al.
(1976). The study grouped strategies into efficiency-oriented and entrepreneurial-oriented
strategies. The efficiency oriented strategies
deal with internal processes of an organization (Cameron, 1983). These strategies refer
to improvement of efficiency of the company
and they are used in order to better use the
organizational resources (Woo and Cooper,
1981). As such, they deal with the internal
processes of an organization. An example of
efficiency-oriented actions is cost-cutting. On
the other hand, entrepreneurial turnaround
actions are more market-oriented. They deal
with resource acquisition and revenue generation (Cameron, 1983) or on changes in market
niches (Hambrick and Schecter, 1983). Examples of entrepreneurial strategies are diversification, vertical integration, new market share
thrusts and divestment. However, Schendel et
al (1976) suggest that a set of strategies should

be used, rather than one particular strategy.
Hoffman (1989) classified reorganization
strategies into operational and strategic actions. That study suggests that operational
actions should be applied when the firm has
internal failure causes, whereas strategic actions should be applied when the cause of the
failure is external. Later several researchers
such as Bibeault (1982), Robbins and Pearce
(1992), and Arogyaswamy et al. (1995) argued that strategies should be classified into
decline-stemming and recovery strategies.
The findings of their studies suggest that
decline-stemming strategies stabilize the
financial conditions of a firm, while recovery strategies can be used after stabilization.
Overall, the prior literature has suggested that
efficiency-oriented (active) reorganization
strategies, such as cost-cutting, seem to be the
most important in reorganizations (Robbins
and Pearce, 1992; Chowdhury and Lang, 1996;
Laitinen, 2008, 2009; Smith and Graves, 2005).
In addition, Robbins and Pearce (1992) and
Laitinen (2000) claim that efficiency-oriented
strategies should be used regardless of the
cause of failure. In contrast, passive financial
actions (such as the remission of non-secured
debt) may not be effective when reorganizing
a small firm. Thus, we posit the following second research hypothesis:
H2: Reorganization strategies are connected
to the financial paths of reorganizing firms.

3. Research design and method
3.1 Data
The original sample consists of all Finnish
firms (n=89) whose reorganization plans were
confirmed by the courts in 2000. Firms with
insufficient pre-filing non-financial information (n=5) or financial information (n=26) are
excluded from the analysis. More precisely,
the firms excluded due to insufficient pre-filing financial data include those that are not
obliged to use the double-entry accounting

59

56

Figures
NJB Vol. 68
, No. 1 (Spring 2019)

Eija-Leena Kärkinen

Figure 1. The length of the reorganization programs before reorganization interruption
Figure 1. The length of the reorganization programs before reorganization interruption

system. Hence, the final sample consists of 59
firms, which is approximately 66% of the cohort that started the reorganization program
in 2000.
Because of the length of the reorganization programs (5-10 years), the status of the
firms (failure/success) was examined at the
end of 2010. The distribution of the length
of the reorganization programs at the time
of interruption is presented in Figure 1. In
total, approximately half of the firms failed
(n=28) by the end of 2010 and were forced
into bankruptcy. For 2001, 2002, and 2003,
the number of failed firms was 1, 10, and 13,
respectively. Between the years 2004 and
2010 solely four firms have failed. Later, the
interruptions were examined at 2016 and the
number of failed reorganizations between
the years 2010 and 2016 was 14. Therefore,
in total, 42 firms have interrupted their reorganization process by 2016, and only 17 firms
are still operating.
The secondary data are obtained from
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reorganization petitions, including pre-filing
financial statements (income statements and
balance sheets for the previous year) and reorganization plans confirmed by the courts. The
financial data consist of financial statements
for the year of confirmation and the subsequent three years (2000-2003). However, the
legal form of a firm may affect its annual accounts because more than half of the sample
firms (64.4%) are limited companies (corporations), with the others being non-limited. The
annual accounts may differ between limited
and non-limited companies due to drawings
by the owners in non-limited companies.
These drawings replace the salaries in the
annual accounts of non-limited companies,
and they indicate a reduction of the owners’
equity, which affects the balance sheet of a
firm. Because the drawings do not affect the
income statements of the firm, as salaries do,
the profitability may be better in non-limited
companies than in limited companies.
The sample consists of typical firms filing
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a petition for reorganization under the FCRA
because the firms in the sample are very small
and distressed. The median number of employees in the sample prior to reorganization
is three employees. The average pre-filing net
(annual) sales are 264,400 Euros (TEUR). The
firms fall into different industrial categories.
About 32.2% of the firms are manufacturing
firms, 23.7% are service firms, and 11.9% are
transportation firms. Industry is controlled in
the study by including the industry dummy as
a background variable when interpreting the
clusters.

3.2. Variables
The hypotheses of the study deal with financial
and non-financial variables. Financial variables are used in order to examine whether different financial paths exist within the group
of failed firms and within the group of nonfailed firms (H1) and also to test the connection between reorganization strategies and
the financial paths of firms (H2). The financial
variables are extracted from the post-filing
financial statements for the year of reorganization plan confirmation and the subsequent
three years (2000-2003). The study includes
five financial variables that reflect the profitability, liquidity, solvency, size, and cash flow of
firms during the first four years of reorganization (2000-2003). The variables are presented
in Appendix 1. The variables selected are LN
ASSETS for years 1-4, FATA for years 1-4, ETA for
years 1-4, EBIT for years 1-4, and OPCF for years
2-4. The variables for the first year (2000) do
not include OPCF, because the changes related
to OPCF could not be calculated due to a lack
of data from the previous year. The variables
are winsorized by 5 percent, both upwards
and downwards (this cutoff point was the
best of several alternatives considered). Thus,
the cutoff point for extreme values is set equal
to the lower and upper 5th percentiles. In
addition, all selected variables are divided by
assets. This is advantageous because asset concepts are more stable over time than cash-flow

concepts. The financial variables and LN ASSETS measuring the size of the firm are found
to be important factors in prior bankruptcy
theory and related empirical evidence (see,
e.g., Scott, 1981; Jones, 1987; Laitinen, 1991;
Dimitras et al., 1996; Altman and Narayanan,
1997; Balcaen and Ooghe, 2006).
The non-financial variables reflect the reorganization strategies used in the reorganization plans of firms. The strategy variables
are used in order to cluster the firms in terms
of their reorganization strategies (H2). The
strategy dummies selected for the analysis
(n=14) are as follows: 1) changing the manager, 2) organizational changes, 3) changing
the firm’s legal form, 4) focusing on core
business, 5) improving production efficiency,
6) increasing revenue, 7) improving the planning of activities, 8) improving the control of
activities, 9) the realization of fixed assets,
10) the realization of current assets, 11) the
additional deployment of equity, 12) searching for new sources of debt, 13) focusing on
marketing, and 14) cutting expenses. The
dummies receive a value of 1 when the firm is
using the strategy and a value of 0 otherwise.
The variable groups are named based on a
study by Laitinen (2000), and similar factors
are found in the prior literature on voluntary reorganizations (see Smith and Graves,
2005). Within legal reorganizations, the effect of reorganization strategies is largely neglected (see Routledge and Gadenne, 2000,
2004; LoPucki and Doherty, 2002; Laitinen,
2008, 2009).
Other non-financial variables are used
to reflect the background information of
the firm, its industry, and its reorganization
process. Hence, the background variables are
only used to interpret the contents of the clusters. The background variables selected are 1)
industry (dummies: transportation, service,
construction), 2) the age of the firm, 3) the
gender of the managing director (dummy:
female or a married couple), 4) the legal form
of the firm (dummy: not a limited company),
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5) the remission rate of non-secured debt,
6) the reason for financial distress (dummy:
difficulties in the market), and 7) payment
default (dummy). Industry is measured by
three binary (dummy) variables referring to
the transportation, service, and construction
industries. The dummy variable receives a
value 1 if the firm is operating in that particular industry and receives 0 otherwise. The age
of the firm is calculated in years as the period
from the founding year to the year of reorganization plan confirmation (2000). Thirdly, the
gender of the owner-manager is measured by
a dummy variable that is 1 for firms managed
by females or couples. Firms managed by
male managers receive a value of 0. The legal
form of the firm (not a limited company) receives a value of 0 for limited companies and
1 for non-limited companies. The remission
rate of non-secured debt is calculated as the
percentage of remission used by the firms.
The difficulties-in-the-market dummy variable, showing the reason for the financial distress, receives a value of 1 when the reason for
distress prior to reorganization has been the
market. The payment default dummy receives
a value of 1 if the firm has defaulted on payments prior to reorganization in 1999-2000.
The non-financial variables selected are found
in bankruptcy and reorganization studies,
though the results of these studies are mixed.
Reorganization studies using these variables
are scarce, even though these variables may
include incremental information about financial ratios (see, e.g., Barniv et al., 2002; Fisher
and Martel, 2004; Poston et al., 1994; Laitinen,
2013).

3.3 Statistical methods
Factor and cluster analyses, Kruskal-Wallis
test, and Fisher’s exact test are applied in order to test the hypotheses. Firstly, factor and
cluster analyses are used to find the financial
paths within the cluster of failed firms and
those within the cluster of non-failed firms.
The analyses are applied separately for both
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groups. By using factor analysis, the financial
variables presented in Chapter 3.2 are reduced
to a small number of independent latent dimensions of the financial variables. These
dimensions are used in the cluster analysis
to extract a taxonomy of firms and illustrate
the differences in the financial characteristics
of firms. More precisely, the factor scores are
used in the cluster analysis to classify the firms
into groups. The highest factor score of a firm
is associated with the most important characteristic of a specific firm. Later, the financial
paths of firms are examined by interpreting
the median values of the variables presented
in Section 3.2. However, the samples for the
four years are unequal due to interrupted
reorganizations, and therefore, the financial
paths represent the financial variables of the
remaining firms for every year. The differences
between the median financial and non-financial variables in the hypothesized clusters are
tested via a non-parametric Kruskal-Wallis
statistic.
Second, the factor and cluster analyses
and Kruskal-Wallis test are similarly applied
when testing the connection between reorganization strategies and the financial paths
of firms. Factor analysis is first used to extract
factors related to 14 explanatory variables
concerning the reorganization strategies.
The factor scores are then used in the cluster
analysis to group the firms according to the
strategies. Afterwards, the difference in the
medians of the financial and strategy variables in the hypothesized clusters is tested via a
non-parametric Kruskal-Wallis statistic. These
differences are also tested for the background
variables to facilitate the interpretation of the
clusters. Lastly, the connection between the
financial variables and reorganization strategies is tested via Fisher’s exact test.
In the current study, the eigenvalue-greater-than-one rule (K1 or Kaiser criterion, see
Kaiser, 1960) is used in order to determine
the number of factors. Hence, the factors
that have eigenvalues greater than one are
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retained for interpretation. In addition, in the
current analysis, the typology of firms is interpreted via an orthogonal Varimax solution,
which leads to the factors being statistically
linearly independent of one another. A Varimax solution refers to a situation in which the
variables receive high loadings on the factor
in question and low loadings on other factors.
Therefore, the coefficient of correlation between them is zero, and there is no multicollinearity (Fabrigar et al., 1999).
The clustering method used in the current study is hierarchical cluster analysis.
The study uses rotated factor scores as input
variables for the cluster analysis because they
are standardized and uncorrelated. In the hierarchical cluster analysis, a series of divisions
takes place, starting with the most similar
observations or variables being amalgamated
in one cluster. In the next step, the remaining most similar clusters are amalgamated.
The hierarchical clustering method uses the
dissimilarities (similarities) or distances between the objects when formulating the clusters. The distance method used in this study
is Ward’s (1963) method, which uses an analysis of variance approach to evaluate the distances between the clusters. By using Ward’s
method, the variation within the clusters is
not increased by too extreme a degree, which
results in clusters that are as homogeneous as
possible (Statsoft, 2001).
The significance of differences in medians
between the clusters is tested via a non-parametric Kruskal-Wallis statistic. Here, the
Kruskal-Wallis non-parametric test is based
on the Wilcoxon scores of the location of
the distributions and has been used to test
whether the distribution of a variable has the
same location parameter across the clusters of
firms (Statsoft, 2001). Lastly, the connection
between financial variables and reorganization strategies is tested via Fisher’s exact test,
which is used to examine the significance of
the association (contingency) between the
clusters (see: Fisher, 1922, 1954).

4. Results
4.1 Descriptive statistics
The descriptive statistics for financial variables for the first four years of reorganization
for the entire sample are reported in Appendix 2. The median values of the variables
demonstrate that the sample firms are very
small, non-profitable, and indebted. The cash
flows of the sample firms are minor, and the
liquidity of firms is moderate. Interestingly,
during the first four years, the size of the
firms remained stable, and the solvency of
firms decreased. The profitability and cash
flows of firms increased slightly. However,
the observations are relatively heterogeneous
in all respects. For example, the lowest ETA,
representing solvency, is -846.26, whereas the
largest ETA amounts to 90.76. In terms of EBIT,
representing profitability, the range is from
-133.83 to 344.04.
Appendix 3 displays the Pearson correlation coefficients of the selected financial
variables. Some interesting remarks can be
made regarding this table. For example, LN
ASSETS is correlated with several variables.
It is positively correlated with ETA and negatively correlated with FATA and EBIT over the
sample period. Moreover, in 2003, LN ASSETS
is negatively correlated with OPCF. Hence, the
larger firms may be more solvent during reorganization, but their liquidity and profitability may be lower. The correlations presented
show that there may be some multicollinearity between the variables. However, none
of the correlation coefficients are above 0.8,
which can be considered the boundary of serious multicollinearity (see Lewis-Beck, 1980).

4.2 Testing Hypothesis 1 - Identification
of financial paths
4.2.1. Financial paths of failed firms
The factor analysis applied to the failed reorganizing firms reveals that each factor has
special characteristics of its own. By using
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Table 1. Rotated factor loadings for failed firms
FACTOR 1

FACTOR 2

FACTOR 3

Ln assets (1)

0,646

-0,381

-0,099

Financial assets/Total assets (1)

0,187

0,753

0,140

Equity/Total assets (1)

0,825

0,147

0,000

EBIT/Total assets (1)

-0,088

0,069

0,157

Ln assets (2)

0,607

-0,501

-0,113

Financial assets/Total assets (2)

0,001

0,911

-0,024

Equity/Total assets (2)

0,843

0,169

0,106

EBIT/Total assets (2)

-0,495

0,295

-0,109

OPCF/Total assets (2)

0,120

-0,525

0,106

Ln assets (3)

0,757

-0,266

0,058

Financial assets/Total assets (3)

-0,170

0,422

0,098

Equity/Total assets (3)

0,796

0,052

0,112

EBIT/Total assets (3)

-0,675

0,209

0,123

OPCF/Total assets (3)

-0,596

0,108

0,229

Ln assets (4)

0,174

-0,458

0,203

Financial assets/Total assets (4)

-0,080

0,339

-0,455

Equity/Total assets (4)

-0,113

0,178

-0,535

EBIT/Total assets (4)

-0,088

0,128

0,792

OPCF/Total assets (4)

-0,010

0,011

0,922

Variance explained by the factor:

26,29

13,05

11,59

Cumulative proportion of total variance:

26,29

39,33

50,93

Year 1

Year 2

Year 3

Year 4

eigenvalue-greater-than-one rule and scree
test (see chapter 3.3) the number of factors is
restricted to three. The model of three factors
accounts for about 51% of the total variation
of the initial variables for failed firms. The
factor loadings in the Varimax rotated factor
matrices are reported in Table 1. The factor
loadings demonstrate how the variables are
connected to one another and to the factors.
The variables with high (absolute) loadings
are strongly associated with the hidden
dimension behind the factor solution. For
example, the first latent variable (Factor 1)
links various variables together. The factor
is strongly associated with the development
of ETA and LN ASSETS in the first three years
of reorganization. The loadings for EBIT(2),
EBIT(3) and OPCF(3) are negative. This indicates that increasing the EBIT and OPCF
during these years will decrease the value of
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the factor score. The second factor (Factor 2)
is especially linked to FATA during the first
three years of reorganization. The loadings
for OPCF(2) and LN ASSETS(4) are negative,
indicating that these characteristics decrease the value of the factor score. Lastly, the
third factor (Factor 3) links together EBIT(1),
EBIT(4), OPCF(4), FATA(4), and ETA(4). The
loadings for FATA(4) and ETA(4) are negative,
and hence, they decrease the value of the factor score.
Next, the factor scores are used as inputs
in the cluster analysis to find different financial paths within the group of failed firms
and within the group of non-failed firms.
The number of clusters is restricted to three
because the fourth cluster does not add to the
explanatory power and the sample is small.
After reducing the number of clusters to two,
almost all firms are grouped into the first
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Table 2. Median values of financial variables for failed firms
Cluster 1
VARIABLE

Cluster 2

Cluster 3

N

MEDIAN

N

MEDIAN

N

MEDIAN

K-W PROBABILITY LEVEL

ASSETS

11

245 241,81

6

142 914,24

8

82 454,34

0,0126**

FATA

11

8,19

6

57,03

8

14,24

0,0019***

ETA

11

-19,35

6

-3,12

8

-114,7

0,1669

EBIT

11

-4,49

6

-19,20

8

15,28

0,3451

ASSETS

13

200 787,02

6

84 965,45

9

68 186,37

0,0058***

FATA

13

2,41

6

84,61

9

15,06

0,0001***

ETA

13

-31,81

6

31,08

9

-69,79

0,346

EBIT

13

-11,33

6

-1,15

9

3

0,1398

OPCF

13

-0,08

6

-0,82

9

0

0,1951

ASSETS

8

181 679,60

2

134 591,56

7

97 733,53

0,3815

FATA

8

2,53

2

38,51

7

23,63

0,0381**

ETA

8

-39,44

2

-10,75

7

-44,34

0,7297

EBIT

8

-36,47

2

24,07

7

30,04

0,0198**

OPCF

8

-0,50

3

-0,21

7

0,34

0,0529*

ASSETS

3

179 871,86

2

124 243,67

4

187 212,57

0,946

FATA

3

6,16

2

23,23

4

1,71

0,2865

ETA

3

-56,01

2

-7,91

4

-40,74

0,4111

EBIT

3

-5,61

2

-21,42

4

18,23

0,0498**

OPCF

3

0,02

2

-0,24

4

0,56

0,0471**

Year 1

Year 2

Year 3

Year 4

*,**,*** denote significance at the 0,10, 0,05 and 0,01 p-level, respectively

cluster. Hence, having three clusters is optimal. The first cluster of failed firms contains
14 firms, while the second cluster includes
six firms, and the third cluster includes eight
firms.
Last, the financial paths of firms in each
cluster are examined. The median values of
financial variables are presented in Table 2.
However, the financial variables are not available for all years, due to insufficient financial
data and interrupted reorganizations. Hence,
the median values demonstrate the values of
existing firms during the first four years. Table 2 illustrates that three types of financial
paths can be found.
The first type of financial path symbolizes
a chronic failure due to poor performance
according to most of the variables during
the studied four-year period. During the first
three years, the values of ratios have collapsed

in a steady manner, and there are no sudden
changes. However, during the fourth year,
the values of ASSETS, EBIT, OPCF, and FATA,
representing size, profitability, cash flow,
and liquidity, have suddenly increased, even
though the value of EBIT remains negative.
EBIT increased the most from the third year
(-36,473) to the fourth year (-5,61). Thus,
despite the increase of variables during the
fourth year of reorganization, it may be relatively easy to predict the bankruptcy of firms
during the program due to the negative values of the variables throughout the years.
The second type of path can be characterized as sudden failure because the values
of the financial variables of firms (n=6) have
changed rapidly during the four years. The
firms connected to this type of financial path
attempt to solve their problems early in the
reorganization process because the values of
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the variables increased a great deal during
the second year of reorganization. However,
during the third year, the values of FATA and
ETA decreased again, and during the fourth
year, all values other than ETA decreased
again, and all values of variables other than
FATA(4) are negative during the fourth year.
Hence, only the liquidity of these firms is
good during the fourth year. The values of
EBIT(4), ETA(4), and OPCF(4) are very low,
which inevitable leads to liquidity problems.
Hence this type of firms can be characterizes
as sudden failures with decreasing values of
financial variables.
The third type of financial path symbolizes sudden failure as well because the values of the financial variables of firms (n=9)
change rapidly between the years. However,
almost all financial variables are higher during the fourth year of reorganization than

during the first year and the firms are larger
as well. Only FATA is lower during the fourth
year. During the fourth year, financial variables other than ETA are positive, which indicates better financial performance during the
fourth year. In addition, the values of FATA,
EBIT, and OPCF are positive every year. OPCF
also shows the highest values in this cluster.
Only ETA is negative every year. Hence, the
firms in this cluster perform better than the
firms in the second cluster in terms of EBIT
and OPCF. Therefore, this failure process can
be characterized as sudden failure with increasing values of financial variables.
Table 2 presents the Kruskal-Wallis test
results. The results show that there are statistically significant differences in some variables
between the clusters. These variables are ASSETS(1), ASSETS(2), FATA(1), FATA(2), FATA(3),
EBIT(3), EBIT(4), OPCF(3), and OPCF(4). There-

Table 3. Rotated factor loadings for non-failed reorganizations
FACTOR 1

FACTOR 2

FACTOR 3

Ln assets (1)

0,545

-0,419

-0,363

Financial assets/Total assets (1)

-0,312

0,425

0,523

Equity/Total assets (1)

0,448

-0,562

-0,306

EBIT/Total assets (1)

-0,207

0,159

0,155

Ln assets (2)

0,599

-0,541

-0,319

Financial assets/Total assets (2)

0,251

0,272

0,838

Equity/Total assets (2)

0,551

-0,772

0,021

EBIT/Total assets (2)

-0,339

0,802

0,123

OPCF/Total assets (2)

-0,183

0,786

0,016

Ln assets (3)

0,825

-0,214

-0,333

Financial assets/Total assets (3)

-0,297

-0,013

0,852

Equity/Total assets (3)

0,896

-0,072

0,062

EBIT/Total assets (3)

-0,176

0,742

-0,022

OPCF/Total assets (3)

0,167

0,912

0,010

Ln assets (4)

0,827

-0,208

-0,371

Financial assets/Total assets (4)

-0,196

-0,219

0,859

Equity/Total assets (4)

0,915

-0,213

0,032

EBIT/Total assets (4)

-0,432

0,732

0,170

OPCF/Total assets (4)

-0,827

0,242

0,095

Variance explained by the factor:

46,37

14,81

10,89

Cumulative proportion of total variance:

50,55

65,35

76,24

Year 1

Year 2

Year 3

Year 4
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Table 4. Median values of financial variables for non-failed reorganizing firms
Cluster 1
VARIABLE

Cluster 2

N

MEDIAN

N

MEDIAN

K-W PROBABILITY LEVEL

ASSETS

20

287 793,94

9

70 969,11

0,0016**

FATA

20

7,19

9

24,3

0,0022***

ETA

20

-2,64

9

-140,88

0,0019***

EBIT

11

-0,96

9

-3,29

0,9249

ASSETS

19

273 758,06

10

97 733,53

0,0132**

FATA

19

4,46

10

25,87

0,0018***

ETA

19

-19,86

10

-15,37

0,5509

EBIT

19

7,21

10

20,21

0,0896*

OPCF

20

0,13

10

0,24

0,5975

ASSETS

19

196 811,17

10

57 526,44

0,0051***

FATA

19

5,12

10

28,71

<0,0001***

ETA

19

-34,39

10

-46,17

0,7136

EBIT

19

17,74

10

17,13

0,7831

OPCF

20

0,2

10

0,16

0,9649

ASSETS

19

187 212,57

9

58 104,59

0,0034***

FATA

19

7,56

9

34,86

0,0002***

ETA

19

-18,52

9

-61,62

0,3132

EBIT

19

9,29

9

21,57

0,2477

OPCF

20

0,2

9

0,24

0,3704

Year 1

Year 2

Year 3

Year 4

*,**,*** denote significance at the 0.10, 0.05 and 0.01 p-levels, respectively

fore, the empirical findings support Hypothesis 1 regarding the different financial paths
within the cluster of failed firms. In addition,
this result is consistent with prior literature
reporting various failure processes.

4.2.2. Financial paths of non-failed firms
The results of the factor analysis for non-failed
firms (n=31) are presented in Table 3. As above,
the eigenvalue-greater-than-one rule and
scree test (see chapter 3.3) are used in order to
find the optimal number of factors (see Cattel, 1966). By interpreting these, the number
of factors is restricted to three for this group
of firms. The models of these three factors account for about 76% of the total variation of
the initial variables for non-failed firms. The
results indicate that the first factor is linked to
LN ASSETS in all four years of reorganization
and also to ETA(3) and ETA(4). However, the

loadings for EBIT(1) and OPCF(4) are negative,
which indicates that they decrease the value of
the factor score. The second factor is associated
with EBIT(2), EBIT(3), EBIT(4), OPCF(2), and
OPCF(3). The loadings for ETA(1) and ETA(2)
are negative in this factor. Lastly, the third factor is strongly associated with the time-series
development of FATA.
Afterwards, two clusters of firms are
formed by using the factor scores. The number of clusters is restricted to two because the
third cluster does not add to the explanatory
power and the sample is small. The first cluster includes 21 firms, while the second cluster contains ten firms. The median values of
financial variables demonstrate the financial
paths of firms, and these median values are
reported in Table 4. The first type of financial
path among non-failed firms (n=21) characterizes those firms whose FATA and EBIT val-
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ues improved from Year 1 to Year 4. However,
ETA is poor every year, and it continues deteriorating until Year 3. After that, it increases
a bit during Year 4. ASSETS decreased in the
fourth year in comparison to the first year.
Hence, the first type of financial path can be
characterized as that experienced by firms
with solvency problems.
The second type of financial path is similar to the first path, but the firms (n=10) perform better in terms of financial variables in
this cluster. Only ETA is negative every year,
and EBIT is negative during the first year.
Most of the values of the variables are drastically higher during the fourth year than in
the first year. ASSETS and OPCF remain stable
over the years. However, the firms are smaller
during the fourth year. Therefore, the second
type of path symbolizes firms whose financial
variables are improving substantially.

Lastly, the Kruskal-Wallis test results
reported in Table 4 show that there are statistically significant differences in certain
variables between the clusters. Firstly, ASSETS
and FATA are statistically significantly different every year. Secondly, ETA(1) and EBIT(2)
are statistically significantly different. Thus,
these results support Hypothesis 1 regarding
the differing financial paths of firms within
the cluster of non-failed firms.

4.2.3. Additional tests
The analyses in the previous sections indicate
that the financial paths of firms within the
clusters of failed firms and within the cluster
of non-failed firms are different. In the following, the differences in financial information between all clusters are examined by using a Kruskal-Wallis test. Overall, the results
reported in Table 5 show that the differences

Table 5. Differences in median values between all clusters of failed and non-failed firms
VARIABLE

K-W PROBABILITY LEVEL

Year 1
LN ASSETS

0,0011***

FATA

0,0001***

ETA

0,0133**

EBIT

0,6781

Year 2
LN ASSETS

0,0012***

FATA

0,0001***

ETA

0,5671

EBIT

0,0056***

OPCF

0,2564

Year 3
LN ASSETS

0,0346**

FATA

<0,0001***

ETA

0,9583

EBIT

0,0231**

OPCF

0,1079

Year 4
LN ASSETS

0,0473**

FATA

0,0009***

ETA

0,6626

EBIT

0,1300

OPCF

0,0863*

*,**,*** denote significance at the 0.10, 0.05, and 0.01 p-levels, respectively
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Table 6. The mean values of non-financial variables by clusters of failed and non-failed firms
VARIABLE

CLUSTER 1

CLUSTER 2

CLUSTER 3

K-W PROBABILITY LEVEL

Production

0,29

0,17

0,33

0,7803

Transportation

0,00

0,17

0,22

0,2090

Service

0,29

0,00

0,44

0,1782

Construction

0,14

0,00

0,00

0,3292

Remission rate of non-secured debt

0,58

0,65

0,51

0,5858

Number of employees

220,74

97,11

199,78

0,5147

Gender of manager

0,14

0,33

0,11

0,5059

Firm legal form

0,21

0,17

0,44

0,3988

Payment default

0,64

0,67

0,33

0,2954

Age of the firm

12,29

9,33

12,67

0,6128

Production

0,43

0,20

0,2213

Transportation

0,14

0,10

0,7434

Service

0,14

0,40

0,1153

Construction

0,10

0,20

0,4236

Remission rate of non-secured debt

0,64

0,50

0,1272

Number of employees

373,94

178,61

0,4220

Gender of manager

0,29

0,30

0,6224

Firm legal form

0,48

0,40

0,6951

Payment default

0,43

0,50

0,7132

Age of the firm

15,19

8,70

0,0288**

Panel A. Failed firms

Panel B. Non-failed firms

*,**,*** denote significance at the 0.10, 0.05, and 0.01 p-levels, respectively
Table 7. Differences in the medians of non-financial variables between all clusters of failed and non-failed firms
VARIABLE

K-W PROBABILITY LEVEL

Production

0,6603

Transportation

0,5736

Service

0,1718

Construction

0,5414

Remission rate of non-secured debt

0,6049

Number of employees

0,3821

Gender of manager

0,5839

Firm legal form

0,2992

Payment default

0,5319

Age of the firm

0,1736

*,**,*** denote significance at the 0.10, 0.05, and 0.01 p-levels, respectively

in several financial variables between clusters
are statistically significant. Firstly, FATA and
LN ASSETS are statistically significant every
year. Secondly, ETA(1), EBIT(2), EBIT(3), and
OPCF(4) appear to be statistically significant.
Furthermore, non-financial background

information is examined separately for the
failed and non-failed firms (Table 6) and
between all clusters of failed and non-failed
firms (Table 7) by conducting Kruskal-Wallis
tests. However, the results typically lack significance, because the only statistically sig-
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nificant variable is the age of the firm in the
clusters of non-failed firms (see Table 6, Panel
B). However, some interesting remarks can
be made. For instance, the legal form dummy
shows that in Cluster 3 of failed firms, 44%
of firms are non-limited companies (partnerships or proprietorships). In other clusters, the share of non-limited companies is
smaller. Hence, most non-limited companies
are in Cluster 3. On the other hand, among
non-failed firms, 48% of firms in Cluster 1
are partnerships or proprietorships, and in
Cluster 2, 40% of the firms are partnerships
or proprietorships. There are no statistically
significant differences between all clusters of
failed and non-failed firms (see Table 7).

ters of failed and non-failed firms are different. In the following, the connection between
reorganization strategies and financial paths
is examined by applying several tests. First,
the reorganization strategy groups are identified by using factor analysis. Four factors
were chosen because the factor solution of
these four factors explains 53% of the variation, the sample is small, and the fifth factor
does not significantly add to the explanatory
power. The factor loadings for the Varimax
rotated factor matrix are presented in Table
8, and the most important loadings for each
factor are shown in bold print. The variable
groups represented in Table 8 are named after the study by Laitinen (2002).
As can be seen from Table 8, the first latent variable (Factor 1) is especially linked
to efficiency improvement strategies. The
second factor (Factor 2) is associated with efficiency improvement and expense strategies.
The expense-cutting strategies obviously also

4.3 T
 esting Hypothesis 2 – The effect of
reorganization strategies
The results of the factor and cluster analyses
in the previous sections indicate that the financial paths between the firms in the clusTable 8. Rotated factor loadings for the sample firms

FACTOR 1

FACTOR 2

FACTOR 3

FACTOR 4

Changing the manager

0,54

Organizational changes

0,3

0,305

-0,16

0,121

0,746

0,235

Changing the firm legal form

0,026

0,52

0,044

-0,14

Improving planning of activities

-0,14

0,82

-0,07

0,025

0,058

1. Efficiency strategies

0,78

0,015

0,144

0,024

-0,31

0,419

0,185

0,079

Improving production efficiency

0,16

0,428

-0,57

0,389

Focusing on marketing

0,14

0,129

0,03

0,66

Increasing revenue

-0,1

-0,55

0,039

0,254

-0,38

0,316

-0,23

-0,47

0,25

0,13

-0,11

-0,66

-0,27

0,587

-0,38

0,375

Improving control of activities
Focusing on core business
2. Product strategies

3. Asset strategies
Realization of fixed assets
Realization of current assets
4. Expense strategies
Cutting expenses
5. Finance strategies
-0,07

-0,01

0,565

0,155

Searching for new sources of debt

0,04

0,248

0,782

0,084

Variance explained by the factor:

17,22

14,14

11,34

9,83

Cumulative proportion of total variance:

17,22

31,36

42,7

52,52

Additional deployment of equity

Notes: The table reports the factor loadings for reorganization strategies and the variance explained by the factor. Non-financial variables receive a value of 1 when the firm is using the strategy and 0 otherwise.
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Table 9. The percentage of strategies used in the three clusters of companies
CLUSTER 1

CLUSTER 2

CLUSTER 3

K-W
PROBABILITY
LEVEL

Changing the manager

0,17

0,00

0,36

0,0276**

Organizational changes

0,24

0,11

0,18

0,5015

Changing the firm legal form

0,10

0,00

0,64

<0,0001***

Improving planning of activities

0,17

0,21

0,73

0,0019***

Improving control of activities

0,24

0,32

0,73

0,0160**

Focusing on core business

0,38

0,26

0,09

0,1956

Improving production efficiency

0,79

0,00

0,36

<0,0001***

Focusing on marketing

0,48

0,26

0,27

0,2349

Increasing revenue

0,10

0,37

0,09

0,0492**

Realization of fixed assets

0,28

0,16

0,18

0,5978

Realization of current assets

0,00

0,00

0,36

0,0001***

0,86

0,11

0,09

<0,0001***

Additional deployment of equity

0,17

0,37

0,09

0,1481

Searching for new sources of debt

0,00

0,16

0,00

0,0380**

1. Efficiency strategies

2. Product strategies

3. Asset strategies

4. Expense strategies
Cutting expenses
5. Finance strategies

*,**,*** denote significance at the 0.10, 0.05, and 0.01 p-levels, respectively
Notes: The table reports the factor loadings for non-financial variables (presented in Chapter 3.2). Non-financial variables receive a value 1 when the firm is using the strategy and 0 otherwise. K-W level shows the
significance of the Kruskal-Wallis non-parametric test statistic based on the Wilcoxon scores of the location of
the distributions.

relate to improving efficiency. On the other
hand, the loading for increasing revenue
(product strategy) is negative, which indicates that increasing revenue will decrease
the value of the factor score. The third latent variable (Factor 3) refers, above all, to
finance strategies. The variables “additional
equity deployment” and “searching for new
sources of debt” have the highest loadings
on this factor. The loading for improving
production efficiency is negative, which indicates that improving production efficiency
will decrease the value of the factor score.
Finally, the fourth factor is associated with
asset strategies and the “focusing on marketing” product strategy.
As discussed earlier, the factor scores are

next used in order to categorize the firms
when performing the hierarchical cluster
analysis (see Appendix 4). The number of
clusters is restricted to three because the
fourth cluster does not add to the explanatory power and the sample is small. The
first cluster includes 29 firms, while the
second and third clusters contain 19 and
eleven firms, respectively. The strategies are
reported in Table 9, and the five most important measures are presented in bold.
As Table 9 indicates, firms (n=29) in the
first cluster (cluster 1) have used, above all,
product and expense strategies. Eighty-six
percent of these firms have used the “cutting
expenses” expense strategy. Thus, the first
cluster contains firms that have used prod-
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uct and expense strategies. The firms in the
second cluster (n=19) deal mostly with the
efficiency and finance strategies. Of the efficiency strategies, “focusing on core business”
and “improving control of activities” are the
most often used strategies among the firms.
Interestingly, the firms in this cluster use finance strategies more than the firms in other
clusters. Hence, the second cluster contains
firms using efficiency and finance strategies.
Lastly, the firms in the third cluster (n=11)
use various strategies. Of all the strategies,
only “searching for new sources of debt” is
not actively used, while the “changing the
firm legal form” (64%), “improving planning
of activities” (73%), and “improving control
of activities” (73%) efficiency strategies are
most often used. Furthermore, 36% of firms
have used the “realization of current assets”
asset strategy, which distinguishes these
firms from the firms in the other clusters.
Hence, the third cluster contains firms that
have used various strategies. The differences between the clusters are tested via the
Kruskal-Wallis test. The test results reported
in Table 9 demonstrate that there are statistically significant differences in various variables between the clusters.
In order to show the financial paths of
the firms in the three clusters, the median
values of the financial variables are reported
in Appendix 5. As can be noted from Appendix 5, the financial paths of firms are different between the clusters. In the first cluster
(Cluster 1), FATA and ETA are relatively stable during the first four years of reorganization. However, ETA remains poor every
year. On the other hand, EBIT and OPCF
increase, whereas ASSETS remains stable.
EBIT increased from year 1 (-0,58) to year 4
(16,71). Thus, product and expense strategies
may impact the profitability and cash flows
of firms positively, as well as stabilize the
liquidity and solvency of firms. EBIT, OPCF,
and FATA are also highest among the firms
in this cluster. In the second cluster (Cluster
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2), the median values of financial variables
decrease over all years of reorganization.
Only EBIT varies considerably between years.
ASSETS is slightly higher in the fourth year
in comparison to the first year. Thus, the
efficiency and finance strategies applied in
Cluster 2 do not positively affect the financial variables of firms. Lastly, in the third
cluster (Cluster 3), the values of all financial
variables other than FATA improve during
the years examined. However, FATA is still
positive during the fourth year. The firms are
also larger during the fourth year in comparison to the first year. In addition, this cluster
is the only cluster with positive ETA values
(measuring solvency). Hence, using various
strategies may improve the financial conditions of firms.
These results are consistent with the
prior studies to a degree. First, the findings
related to the third cluster are consistent
with the prior study by Schendel et al. (1976),
suggesting that a set of strategies should be
used rather than one particular strategy.
The efficiency and finance strategies applied in Cluster 2 do not positively affect
the financial variables of firms. This result is
consistent with prior studies claiming that
finance strategies do not strongly affect the
long-term performance of firms; rather, they
are mainly used for short-term decline-stemming purposes (see, e.g., Laitinen, 2011).
However, the results of the Kruskal-Wallis
test show only a few significant differences
in the financial variables between the clusters. These differences are related to ASSETS(3) and ASSETS(4).
Afterwards, the frequency distributions
of three clusters of firms related to reorganization strategies and five clusters of firms
related to financial paths are introduced
(see Table 10). Then, the connection between
financial variables and reorganization strategies is examined by using Fisher’s exact test.
However, the results of Fisher’s exact test show
no connection between the reorganization
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Table 10. Frequency distributions of firms
Strategy clusters
1

2

3

Total

9

8

4

21

31,03

42.11

36.36

6

2

2

20.69

10,53

18.18

9

3

1

31,03

15.79

9,01

0

4

2

0.00

21,05

18.18

FINANCIAL PATHS OF FAILED
AND NON-FAILED FIRMS
Cluster 1, non-failed firms

Frequency
Percentage

Cluster 2, non-failed firms

Frequency
Percentage

Cluster 1, failed firms

Frequency
Percentage

Cluster 2, failed firms

Frequency
Percentage

Cluster 3, failed firms

Frequency
Percentage

5

2

2

17,24

10,53

18,18

10
13
6
9

Table 11. The mean values of background variables of three clusters
CLUSTER 1

+2

CLUSTER 3

K-W PROBABILITY LEVEL

Production

0,38

0,21

0,36

0,6457

Transportation

0,07

0,21

0,09

0,5750

Service

0,24

0,21

0,27

0,7837

Construction

0,10

0,16

0,00

0,2226

Gender of the manager:

0,28

0,16

0,18

0,3372

Firm legal form

0,41

0,32

0,27

0,4545

Payment default

0,55

0,42

0,45

0,6326

Failure rate

0,48

0,47

0,45

0,9975

Age of the firm

11,93

12,95

12,72

0,1121

Number of employees

5,7

8,2

10,5

0,6532

Remission rate

0,62

0,59

0,50

0,8944

Panel 1. Industry

Panel 2. Other information

*,**,*** denote significance at the 0.10, 0.05, and 0.01 p-levels, respectively

strategy clusters (three clusters) and all the financial paths of the failed and non-failed firms
(five clusters), but the results of the test show
that there is a clear connection between the
strategy clusters and financial paths of failed
firms (three clusters) because the p-value of
Fisher’s exact test is 0,0302. Therefore, Hypothesis 2 is partly supported because a connection

between the reorganization strategies and
financial paths of failed firms has been found.

4.4. Background information on firms
Because the role of non-financial information during reorganizations has been found
important in prior studies, the current study
examines non-financial background infor-
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mation between the clusters by applying
Kruskal-Wallis tests. The test results reported
in Table 11 demonstrate that there are no statistically significant differences between the
clusters. However, some interesting remarks
can be made. For instance, in Panel 1 of Table
11, it is demonstrated that the share of production and service firms is largest among all
three clusters. Furthermore, approximately
50% of firms in each cluster experienced payment defaults prior to reorganization plan
confirmation.

5. Conclusions
This paper examined small Finnish firms
(n=59) reorganizing under the Finnish
Company Reorganization Act (FCRA). More
precisely, it was examined whether there are
different financial paths within the cluster
of failed firms and within the cluster of nonfailed firms and whether certain reorganization strategies are connected to the financial
paths of firms during the year of reorganization plan confirmation and the subsequent
three years (years 2000-2003). Only firms
with confirmed reorganization plans in year
2000 were used because the firms are typical
firms reorganizing under the FCRA.
This study was motivated by the earlier
bankruptcy literature reporting that different
financial processes can be found for the failing firms (Argenti, 1976; D’Aveni, 1989; Laitinen, 1991; Ooghe & DePricker 2008) and that
various turnaround strategies affect firm performance in different ways. Prior research has
provided evidence regarding the efficiency
of different types of turnaround strategies
within voluntary reorganizations (see Smith
and Graves, 2005), but within legal reorganizations, the subject is largely neglected (see
Routledge and Gadenne, 2000, 2004; LoPucki
and Doherty, 2002; Laitinen, 2008, 2009). In
Finland, Laitinen (2011; 2013) has examined
the efficiency of the reorganization strategies of firms reorganizing under the FCRA.
However, this study was the first to study the
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financial paths of reorganizing firms and the
effect of certain reorganization strategies on
the financial paths of firms. The focus of the
study was on small firms since most of the
reorganizing firms are small, and small firms
have vast relative importance on the economy. Small firms have certain characteristics
related to the legal form of the firm or the
manager, and therefore the results related to
larger firms may not be applicable to these
firms.
The empirical findings documented in
this paper are broadly consistent with the
previous bankruptcy literature emphasizing
the difference between financial paths of
firms. In this study, three financial paths were
found within the failed firms and two paths
within the non-failed firms supporting the
first hypothesis (H1). The paths were partly
consistent to those reported in the previous
literature (given in D’Aveni, Laitinen 1991).
In the current study, the most common path
among the failed firms was the chronic failure path, which was followed by 14 firms. The
rest of the firms followed the suddenly collapsing path with two subtypes, namely path
with decreasing values of financial variables
and path with increasing values of financial
variables during the years. Within the group
of non-failed firms, two financial paths were
found. The firms following the first path had
solvency problems, while the second path
contained firms whose financial variables
seemed to substantially improve. Most of
the non-failed firms (n=21) followed the first
path, which may indicate that most of the
non-failed firms behave in the same way in
terms of financial variables, while the failed
firms are more heterogeneous. Therefore, the
traditional failure prediction models assuming firms to behave similarly may not work.
Lastly, the connection between reorganization strategies and financial paths was
examined. The results were not totally in
line with the previous studies. While most
previous studies suggest that efficiency-ori-

NJB Vol. 68 , No. 1 (Spring 2019)

Financial Paths of Reorganizing Firms after Reorganization Plan Confirmation

ented reorganization strategies are the most
efficient in the long run, in the current study,
the efficiency-oriented and finance strategies
applied in Cluster 2 did not positively affect
the financial variables of firms, because the
median values of financial variables decreased throughout all the years of reorganization. This result was consistent with prior
studies claiming that finance strategies do not
strongly affect the long-term performance of
firms and that such strategies are mainly used
for short-term decline-stemming purposes
(see, e.g., Laitinen 2011). In contrast, using
various strategies was found to be the most effective option because the financial variables
were improved the most during the reorganization program when the firms applied various strategies, as seen in Cluster 3. Similarly,
a previous study by Schendel et al. (1976) suggested that a set of strategies should be used
rather than one particular strategy. On the
other hand, the product and expense strategies applied in Cluster 1 may affect profitability and cash flows positively and may stabilize
liquidity and solvency of firms. However,
there were only few statistically significant
differences in financial variables between the
clusters. Later, in Fisher’s exact test a clear
connection between the clusters of reorganization strategies and financial paths of failed
firms was found. However, no connection
between all financial paths of failed and nonfailed firms and reorganization strategies was
found. Therefore, this result implies that the
reorganization strategies may be connected
to the financial paths of failed firms, and
hence, Hypothesis 2 was partly supported.
The study provides several theoretical
and practical implications for legal reorganization practice in the context of small
entrepreneurial ﬁrms. First, the study found
different financial paths within the cluster
of failed firms and within the cluster of nonfailed firms reorganizing under the FCRA.
In total, three financial paths were found
among failed firms, and two paths were found

among non-failed firms. Hence, the failed
firms behaved especially differently during
the FCRA, and therefore, the failure of firms
may not be easy to predict. However, many
prior studies assume that all firms fail in the
same way, which is obviously not the case in
the context of reorganizations. Second, the
results of the study showed that the reorganization strategies and financial paths of failed
firms were connected. There were, however,
no connections between the reorganization
strategy clusters and financial paths of nonfailed firms. Third, the results of the study
showed that approximately half of the firms
failed during the program, which indicates
that the reorganization process may not be
efficient enough in Finland. In particular, the
role of the supervisor should be emphasized
in Finland because the supervisor should take
into account the financial situation of the firm
and suggest corrective strategies as early as
possible. Due to the similarities between the
reorganization systems worldwide, the results
may be applied to other countries as well.
In interpreting the findings of this study,
it is also necessary to consider the following
limitations. First, the sample of the study was
small, even though the sample included almost all Finnish firms with a reorganization
plan confirmed by a court in 2000. Hence,
the results of this study cannot be properly
generalized to the entire population, and
this research should be regarded as a case or
pilot study. Second, the samples for the four
years were unequal due to interrupted reorganizations. Hence, the financial variables
demonstrated the financial paths of the remaining firms only. Third, the data may not
represent the actual conditions of interrupted
reorganizations because the financial data
could be manipulated or the non-financial
information could be inaccurate given that
the non-financial information is partly based
on the opinions of debtors, creditors, and administrators.
Fourth, because the sample included only
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small firms, the results may not be applicable
to larger firms. Approximately 60 percent of
the sample firms were limited companies and
therefore the legal form of the firm may affect the likelihood of reorganization failure.
In reorganization of partnerships or proprietorships the whole personal property of
the owner may be covered and therefore the
failure of these kinds of firms means simultaneously personal bankruptcy of the owner.
On the other hand, in limited companies,
the financial liability of the owner is limited
to the equity invested, which can negatively
affect commitment (Keats and Bracker, 1988).
Moreover, in small firms the gender of the
manager may affect the failure of the firm
even though the empirical evidence related
to the manager’s gender is mixed (Watson,
2003). Part of the studies claim that gender
of the manager may affect firm’s success.
Therefore, gender may also affect reorgani-

zation success. Certain studies claim that female-owned firms may be less effective than
male-owned firms in terms of revenue, profit,
growth, discontinuance, and failure (Du Rietz
& Henrekson, 2000). This can be caused by
differences between female- and male-owned
firms, such as industry, firm age, family commitments, access to capital, and the owner’s
personality traits (Watson, 2003). Moreover,
the annual accounts of partnerships or proprietorships can be different than in limited
companies due to drawings by the owners.
Fifth, the study focused only on Finnish firms,
and the results are not fully generalizable,
although Finnish procedure is largely consistent with most procedures worldwide (see,
e.g., Philippe et al., 2002; Couwenberg 2001).
Finally, the time period examined was short,
and the procedure can last longer than four
years, although most of the firms had already
failed during the first four years.
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Appendices
Appendix 1. Financial variables and equations
Profitability
EBIT = Ebit to total assets
where EBIT = Earnings before interest and taxes = Net income + interests + taxes
Liquidity
FATA = Financial assets to total assets
where financial assets = cash and equivalents + marketable securities + accounts receivable
Solvency
ETA = Equity to total assets
where equity = assets - liabilities
Cash flow
OPCF = OPCF to total assets
where OPCF = Net income + depreciation – increase in inventories – increase in accounts receivable +
increase in accounts payable + increase in advances received – increase in advances paid – increase in
accrued income and deferred expenses + increase in accrued expenses and deferred income
Size
LN ASSETS = Ln assets = Natural logarithm of total assets (years 1-4)
Appendix 2. Descriptive statistics of financial variables
VARIABLE

MEAN

MINIMUM

MAXIMUM

MEDIAN

STANDARD DEVIATION

ASSETS

178 082,11

15 214,44

4 925 813,52

161 135,35

3,67

FATA

18,82

1,54

60,78

12,42

17,22

ETA

-58,08

-267,14

44,05

-22,08

93,60

EBIT

-3,25

-133,83

108,21

-2,73

52,20

ASSETS

129 314,15

6 634,24

1 132 570,06

153 276,69

3,90

FATA

18,87

0,19

100

11,15

24,43

ETA

-86,19

-696,91

90,76

-21,11

198,67

EBIT

25,22

-67,76

344,04

2,78

79,93

OPCF

0,10

-2,11

3,26

0,07

1,13

ASSETS

148 746,68

9 045,29

2 421 747,63

150 241,61

3,74

FATA

15,35

0,75

52,53

9,04

16,36

ETA

-93,11

-846,26

46,87

-36,32

212,91

EBIT

27,62

-84,74

245,34

16,33

80,65

OPCF

0,13

-3,38

2,45

0,19

1,22

ASSETS

157 944,66

5 884,05

1 963 030,48

147 266,63

4,10

FATA

15,87

0,22

59,29

11,27

16,33

ETA

-66,29

-441,82

60,31

-34,34

128,45

EBIT

29,39

-53,04

300,27

11,98

74,62

OPCF

0,41

-0,61

3,77

0,20

0,95

Year 2000

Year 2001

Year 2002

Year 2003
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Appendix 3. Correlations of financial variables
YEAR 2000

LN ASSETS

FATA

ETA

EBIT

LN ASSETS

1,0000

-0,3300**

0,5910***

-0,16330

FATA

-0,3300**

1,0000

-0,13089

0,1047

ETA

0,5910***

-0,13089

1,0000

-0,09634

EBIT

-0,16330

0,1047

-0,09634

1,0000

YEAR 2001

LN ASSETS

FATA

ETA

EBIT

OPCF

LN ASSETS

1,0000

-0,4257***

0,6121***

-0,4354***

-0,0369

FATA

-0,4257***

1,0000

0,0076

0,2333*

-0,2764**

ETA

0,6121***

0,0076

1,0000

-0,5452***

-0,3285**

EBIT

-0,4354***

0,2333*

-0,5452***

1,0000

0,1999

OPCF

-0,0369

-0,2764**

-0,3285***

0,1999

1,0000

YEAR 2002

LN ASSETS

FATA

ETA

EBIT

OPCF

LN ASSETS

1,0000

-0,3989***

0,6385***

-0,3795***

-0,1829

FATA

-0,3989***

1,0000

-0,2419

0,1212

-0,0840

ETA

0,6385***

-0,2419

1,0000

-0,3149**

-0,0991

EBIT

-0,3795***

0,1212

-0,3149***

1,0000

0,6321***

OPCF

-0,1829

-0,0840

-0,0991

0,6321***

1,0000

YEAR 2003

LN ASSETS

FATA

ETA

EBIT

OPCF

LN ASSETS

1,0000

-0,3669**

0,7152***

-0,5007***

-0,6090***

FATA

-0,3669**

1,0000

-0,1522

0,1359

0,2021

ETA

0,7152***

-0,1522

1,0000

-0,5254***

-0,7304***

EBIT

-0,5007***

0,1359

-0,5254***

1,0000***

0,7136***

OPCF

-0,6090***

0,2021

-0,7304***

0,7136***

1,0000

*,**,*** denote significance at the 0.10, 0.05, and 0.01 p-levels, respectively
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Appendix 5. Median values of financial variables in three clusters of firms (Hypothesis 2)
VARIABLE

NUMBER
OF FIRMS

CLUSTER 1

NUMBER
OF FIRMS

CLUSTER 2

NUMBER
OF FIRMS

CLUSTER 3

K-W PROBABILITY
LEVEL

ASSETS

26

159 532,03

18

181 679,60

10

151 751,56

0,6888

FATA

26

14,68

18

13,66

10

8,43

0,4442

ETA

26

-33,31

18

-15,87

10

-29,30

0,8180

EBIT

26

-0,58

18

4,59

10

-18,40

0,1062

ASSETS

29

161 135,35

17

142 914,24

11

153 276,69

0,9818

FATA

29

9,52

17

13,05

10

12,98

0,5988

ETA

29

-29,55

17

-22,73

11

-8,06

0,8509

EBIT

29

6,35

17

-0,88

10

0,68

0,6540

OPCF

29

0,00

17

0,13

10

0,29

0,3065

ASSETS

24

112 420,32

15

162 754,79

7

260 406,72

0,0853*

FATA

24

10,80

15

9,30

7

5,45

0,7514

ETA

24

-33,17

15

-44,10

7

-7,73

0,5385

EBIT

24

17,37

15

17,74

7

5,35

0,7827

OPCF

24

0,36

15

0,23

7

0,11

0,2101

ASSETS

18

92 967,01

12

215 345,72

7

400 312,19

0,0938*

FATA

18

13,74

12

8,02

7

4,93

0,5103

ETA

18

-22,54

12

-50,06

7

3,31

0,3427

EBIT

18

16,71

12

9,56

7

6,49

0,4448

OPCF

19

0,29

12

0,24

7

0,15

0,5928

Year 1

Year 2

Year 3

Year 4
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