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Do IFRS support debt issue for European private
companies?

ABSTRACT

This paper studies the impact of International Financial Reporting Standards (IFRS) adoption
on debt issue. It uses empirical analysis to investigate whether European privately held firms
can raise debt better by reporting their consolidated financial information according to IFRS
rather than local accounting practices. Using fixed-effect regressions on 8,391 firms in 22
countries from 2005 to 2018, the authors show that IFRS adoption leads to better private debt
issue for non-listed firms, especially if the firms are opaque or are located in common law
countries. The results remain the same regardless of specification and are robust to several
alternative tests.

JEL codes: G32, M41, M48

Keywords: IFRS, bank debt, non-listed entities
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I.  INTRODUCTION

The choice of accounting practice is crucial for firms, because it can affect their business and
financing policies. Companies that are expanding their operations across borders may opt for
international accounting standards to achieve comparability, whereas companies that issue
equity on foreign stock exchanges may opt for local accounting practices to meet listing
requirements. EI-Gazzar, Finn, and Jacob (1999) investigate the objectives of firms that
voluntarily adopt International Accounting Standards (IAS); they argue that implementing
IAS not only enhances cross-border trade and financing but also provides creditors with a
better understanding of foreign firms’ credit risks. Their conclusions emphasize the
importance of clarifying and harmonizing firms’ accounting disclosure policies to increase
transparency, decrease financial reporting opacity, and support firms’ activities. Bushman and
Smith (2001) argue that the opacity surrounding financial accounting information affects
firms’ cost of equity. When the accounting information is of better quality, it reduces the
information asymmetry between firms’ managers and investors leading to a lower cost of

equity (Bhattacharya, Daouk, and Welker 2003).

International Financial Reporting Standards (IFRS) have been adopted since 2005 in more
than 130 countries, to facilitate the harmonization and development of financial markets. In
the European Union (EU), IFRS are mandatory for the consolidated accounts of listed entities;
they are optional for non-listed firms (Brébisson and Alphonse 2018). Literature that studies
the impact of mandatory IFRS adoption by listed firms highlights significant benefits for
firms. It documents positive, significant capital market reactions to the implementation of

IFRS and shows a strong influence of enforcement regime (Armstrong, Barth, Jagolinzer, and
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Riedl 2010; Li 2010; Byard, Li, and Yu 2011; Briiggemann, Hitz, and Sellhorn 2013; De

George, Li, and Shivakumar 2016).

However, literature remains relatively scarce with regard to privately held groups.
Christensen, Lee, Walker, and Zeng (2015) run a single-country analysis to evaluate the
impact of IFRS adoption on accounting quality changes; they focus on Germany, where IFRS
were allowed for listed firms and were common before becoming compulsory. The authors
show an improvement in accounting quality for voluntary or early adopters, that is, entities
that anticipate the application of future rules. Moreover, they highlight that firms with close
relationships with their lenders have less incentive to adopt more comprehensive sets of rules.
In a larger sample of countries, Renders and Gaeremynck (2007) argue that level of investor
protection, as well as corporate governance codes, affect firms’ decisions to adopt IFRS. They
explain that firms located in countries with strong legal and corporate governance frameworks
have greater incentives to adopt IFRS, because they face lower marginal costs of being more

transparent.

In the majority of EU member states, non-listed companies can opt to produce their
consolidated financial statements in IFRS to satisfy either shareholders’ or creditors’ needs,
following the IFRS Conceptual Framework (International Accounting Standards Board
[IASB] 2010). In this study, we investigate firms’ motivations for deciding to adopt IFRS. On
the one hand, these standards may be required by investors, either for valuation purposes in
the context of initial public offerings (IPOs) or private-equity issues or for contracting reasons
(i.e., to steward the performance of the company). On the other hand, lenders may request

these standards for contracting reasons (i.e., to provide debt).

Although literature has studied listed firms’ voluntarily anticipation of the mandatory use of

IFRS, it is not clear about why non-listed entities might opt for IFRS. Accordingly, we focus
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on firms’ access to debt to explore a possible motivation for non-listed companies to opt for
IFRS in their financial reporting. We examine debt ratios of privately held companies located
in Europe from 2005 to 2018. Using a fixed-effect regression on panel data, we show that
levels of debt weight in capital structures increase when firms use IFRS instead of local
generally accepted accounting principles (GAAP). The results suggest that IFRS facilitate
credit access for non-listed firms by reducing opacity; IFRS thus can facilitate debt access,
especially for opaque firms or firms in weak informational environments. Our results are

robust to different specifications, as well as to the use of matching methodology.

This article contributes to existing literature on the impact of IFRS adoption on firms’ access
to funds. In addition to the large amount of literature dedicated to the impact of IFRS adoption
on capital markets, there is a growing stream of literature that seeks to understand the
standards’ impacts on the credit market. Florou and Kosi (2015) study whether IFRS facilitate
debt access to listed entities; they find that such entities are more likely to issue public debt
than private debt. V. de Lima, G. de Lima, and Gotti (2018) focus on the credit market in
Brazil, where IFRS became mandatory; they conclude that firms that adopt IFRS have better
access to debt only if they seriously and honestly implement the standards. By studying the
credit market rather than the capital market, we add to the debate on the general impact of
IFRS adoption; we acknowledge that creditors’ needs and uses of financial information may
differ from those of shareholders. Moreover, debt financing is one of the major sources of
funds for companies. Ball, Robin, and Sadka (2008) claim that the selection of accounting

standards is influenced more by credit market expectations than capital market expectations.

Our analysis also adds to the debate on firms’ motivations to change their accounting
standards. Most accounting research assesses the impact of IFRS on firms’ communication

and valuation, cost of capital, loan contracts, and relationships with investors, in a context of
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mandatory adoption (Wu and Zhang 2014; Florou, Kosi, and Pope 2017). We complement
these insights by considering the case of private companies in Europe as a unique setting of
non-mandated firms that opt for IFRS. These firms may be less constrained in terms of
communication, because they have the freedom to publish their financial information in either
local or international sets of accounts. By explaining why these privately held entities opt for
IFRS, we can improve understanding of the role of accounting standards and contribute to the
debate on the objectives of financial information—that is, valuation or stewardship—as well

as the status of international standards related to both of these objectives.

Finally, by determining which kind of private entities opt for IFRS, we add to regulatory
debates at both the European and national levels. After the adoption of IFRS by listed
companies, the EU debated whether to adopt the IFRS for small- and medium-sized
enterprises (SMEs) for other entities. The EU finally adopted the 34" Directive in 2013,
establishing a list of common accounting principles to support the harmonization of local
rules (André 2017). However, non-listed companies can still choose whether to adopt the full
IFRS set of standards. Therefore, the reasons for their choices must be clarified to provide
accounting authorities at both at the European and national levels with a clear framework to

design future accounting regulations.

The remainder of this article is organized as follows: Section 2 reviews literature; Section 3
presents our data and methodology; Section 4 develops our results and our robustness tests

while Section 5 concludes.
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Il. LITERATURE REVIEW

IFRS mandatory adoption: objective and impact for listed firms

In Europe, Regulation (EC) No 1606/2002 mandates listed groups to publish their
consolidated accounts in IFRS. Each member state is free to expand the use of IFRS to other
types of entities. Multiple countries have given private groups the option to choose between
local GAAP and IFRS for their consolidated reporting. This reform is part of a movement to
adopt international standards for some or all entities in more than 130 countries. The common
objective of adopting countries is to reduce information asymmetries between issuers and
funds providers, through both improved reporting quality and enhanced comparability
between issuers, in particular for cross-country operations.? Beneish, Miller, and Yohn (2015)
show that IFRS adoption improves the quality of financial reporting more than the
comparability of equity and bond markets. However, the quality of financial reporting relies
on managers’ reporting incentives and accounting enforcement, which may differ from one
country to another (Christensen, Lee, and Walker 2007; Barth, Landsman, and Lang 2008;
Fox, Hannah, Helliar, and Veneziani 2013). For example, Jeanjean and Stolowy (2008) show
that the pervasiveness of earnings management has not declined in Australia and the United
Kingdom; in France, it actually increased during the first year of IFRS adoption. Although
literature provides evidence that IFRS adoption improves the quality of reporting mainly for
companies with specific incentives (Daske, Hail, Leuz, and Verdi 2013) or in effective legal
environments (Christensen, Hail, and Leuz 2013), some studies conclude that IFRS is an

alternative when legal environments are weak. De Lima et al. (2018) analyze the case of

2 De George et al. (2016) provide an extensive literature on the objectives, the effects on corporate decision making,

and different research designs surrounding IFRS adoption.
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Brazil; they emphasize that the impact of IFRS is all the more important there, because the
country suffers low levels of law enforcement and credit protection. Overall, literature
emphasizes the role of individual and institutional incentives in enhancing reporting quality

(Ball, Kothari, and Robin 2000).

Furthermore, previous studies document positive and significant capital market reactions to
the implementation of IFRS and find that enforcement regimes have a strong influence (Li
2010; Briggemann et al. 2013). Armstrong et al. (2010) run an event study of European stock
exchanges between 2002 and 2005; they find a significant and positive market reaction to
events that encourage the implementation of IFRS. However, they mitigate their conclusions
by highlighting a negative market reaction for firms located in countries with low investor
protection. This result reflects investors’ concerns about the enforcement of IFRS. Byard et al.
(2011) investigate more precisely the effect of IFRS use on analysts’ forecasts; they show
evidence of a decrease in forecasting errors following the adoption of IFRS, especially if
firms are located in countries with strong enforcement regimes. Bilinski, Lyssimachou, and
Walker (2013) confirm these results. Moreover, DeFond, Hu, Hung, and Li (2011) argue that
IFRS significantly improve comparability by reducing information acquisition costs for global
investors and result in larger cross-border investments. Thus, empirical studies indicate
positive relationships among IFRS implementation, performance and efficiency of capital
markets, and growth in foreign investment (Beuselinck, Joos, Khurana, and Van der Meulen

2009; Barth, Landsman, Young, and Zhuang 2014).
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Growing literature also investigates IFRS consequences for debt markets.® Naranjo, Saavedra,
and Verdi (2014) find that, for listed companies, IFRS mandatory adoption is associated with
better access to public sources of funds (Downes, Flagmeier, and Godsell 2018), but Florou
and Kosi (2015) add that it is not associated with private debt markets or more competitive
costs of debt. In line with these conclusions, Kim, Tsui, and Yi (2011) confirm a positive
relationship between IFRS use and loan amounts and a negative relationship with interest rate
levels. Accordingly, borrowers who adopt IFRS enhance their abilities to raise debt at lower
costs. In contrast, Chen, Chin, Wang, and Yao (2015) provide evidence of an increase in
syndicated loan costs and a decrease in maturity for borrowers using IFRS, depending on how
lenders assess the level of quality of IFRS versus local GAAP. Moreover, De Lima et al.
(2018) focus on the credit market in Brazil, where IFRS became mandatory; they conclude
that firms that adopt IFRS have better access to debt only if they seriously and honestly
implement the new accounting standards. According to the authors, the impact of IFRS is
even more important when countries have weak legal enforcement or lack credit protection.
Therefore, accounting standards act as a counterweight, helping issuers signal themselves

(Spence 1973).

3 On the one hand, accounting helps reduce information asymmetry between lenders and borrowers by providing
lenders with information about managers’ private and forward-looking information, enabling them to price debt
correctly (valuation role). On the other hand, accounting supplies timely, auditable performance measures of
borrowers’ creditworthiness that can be used in efficient contracts such as debt covenants (contracting role) with

firms (De George et al. 2016).
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IFRS non-mandatory adoption: motivation and impact

Beyond the mandatory adoption of IFRS, which has been widely studied, non-listed groups’
reasons for choosing international standards remain unclear. Literature provides insights on
the voluntary adoption of IFRS by listed groups before the standards became mandatory
(Francis, Khurana, Martin, and Pereira 2008; Christensen et al. 2015). Christensen et al.
(2015) focus on Germany, where from 1998 to 2005—when international standards became
mandatory—Iisted firms were given a choice to adopt IFRS. The authors find there was a
significant improvement in reporting quality, that is, lower earnings management, better loss
recognition, and increased value relevance for voluntary adopters. Bassemir (2018) explores
the reasons that German private firms opted for IFRS, starting when IFRS were not yet
mandatory for listed firms and even before European countries voted for IFRS. His results
suggest that opting firms have important financing needs and international activities.

Bassemir and Novotny-Farkas (2018) use a similar sample of German private firms to identify
four main reasons to adopt IFRS: gaining access to public equity, gaining access to public
debt markets, fulfilling the expectations of private equity shareholders, and developing
international activities. In the first three categories, firms adopt IFRS mainly for financing
needs and valuation issues, whereas in the last category—which relates to firms’
reputations—companies choose IFRS for comparability (i.e., contracting purposes). A
possible interpretation of these results is that a major reason to opt for IFRS is to prepare for
future mandatory applications following equity or bond IPOs. Private equity sponsors also can
influence private firms to adopt IFRS as a way to prepare firms for future IPOs or mergers

with listed firms. Finally, firms may simply opt to adopt future mandatory rules in advance.

The underlying hypothesis about voluntary IFRS adoption by listed firms is that the standards

signal high quality. Listed entities communicate to a large number of investors who then value
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their investments and compare them with the values of other issuers. Chan, Hsu, and Lee
(2013) highlight significant improvement in credit ratings after the adoption of IFRS. The
signaling hypothesis (Spence 1973) is critical here, because the market is highly competitive.
However, Nobes (2010, 218) warns that in the case of privately held entities “there is no
public to signal to. The providers of finance to such a company (e.g., family members and
bankers) are likely to be better informed than the public about the affairs of their company,
and so it will be less worthwhile to try to signal higher quality to them”. Accordingly, Chen,
Cheng, and Lo (2013) emphasize the importance of accounting information quality with
regard to the financing decisions of firms; they argue that companies with low accounting
credibility, proxied by the number of accounting restatements, rely more on debt than equity
as a result of higher information asymmetry problems. Asymmetry is less of an issue for
debtholders who can obtain the necessary information through private channels. However,
private firms sometimes seek new sources of funds to develop specific projects. This quest
could lead them to prepare IPOs or introduce new investors from private equity (PE) or
venture capitalist (VC) sectors. Alternatively, they could ask for new bank loans. However,
historical banking partners may not be able to fully fund major investment projects; they may
have to build syndicated loans, such that private firms borrow from syndicates (i.e., group of
banks) with new partners who require higher levels of financial information quality.
Therefore, when private groups raise funds from new sources, they may change their
accounting standards to improve their communication with new financial partners—which

leads back to signaling theory.

Moreover, the international syndicated loan market amounts to one-third of international
financing and includes commercial papers, bonds, and stocks (Gadanecz 2004). Gaining
access to this international debt market may motivate private companies to adopt IFRS.

Balsmeier and VVanhaverbeke (2018) observe that private firms that opt for IFRS are more
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likely to attract debt from foreign banks, inducing the increased comparability of IFRS
information. Moreover, Hope, Thomas, and Vyas (2011) show that firms with greater
financial reporting credibility have better access to external finance, especially when the firms
are located in countries with low levels of creditor protection. Therefore, accounting standards
could help firms reduce their opacity, particularly when their legal or informational
environments are not helpful; such assistance is especially important for non-listed or SMEs
(Jappelli and Pagano 2002; Jappelli, Pagano, and Bianco 2005; Haselmann and Wachtel
2010). Belletante and Levratto (1995) thus identify a communication issue related to SMEs

that are reluctant to disclose financial information.

Contribution to literature

Although IFRS can be used to reduce firms’ opacity, it is not clear which actors private
entities should signal to, or if they should signal at all. Are they justified in opting for IFRS?
Nobes (2010) shows that using findings based on listed companies to build hypotheses on
private firms’ behavior is difficult, because there are major differences between their
shareholder structures. Moreover, it is not clear whether opting for IFRS is better in
environments with strong legal enforcement and assured reporting quality, or in environments

with weak legal enforcement and reporting quality.

We seek to contribute to the debate about the reasons that firms choose IFRS even when they
are not forced to do so. More precisely, we investigate whether publishing information using
IFRS provides private groups with better access to debt. By studying the debt market instead
of the capital market, we add to the debate on the general impact of IFRS adoption, because
creditors and shareholders may differ in their needs and uses of financial information.

Moreover, debt financing is one of the major sources of funds for companies; as noted, Ball et
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al. (2008) claim that the selection of accounting standards is influenced more by credit market

expectations than capital market expectations.

I11.  DATA AND METHODOLOGY

Data

We use the Orbis database for our empirical analysis. Our initial sample is composed of active
European non-listed or delisted firms since 2005 that produce consolidated accounts. We
remove firms that have turned back to local GAAP after a period of IFRS publications as per
the risk of error. To allow comparability, we retain only large firms that pass one or more of
the following thresholds: (1) total assets equal to or more than EUR 20 million, (2) turnover
equal to or more than EUR 10 million, and (3) number of employees equal to or more than
150. We retain entities that passed two of the thresholds at least twice over the 2005 to 2018

period.

Because we focus on non-mandatory IFRS adoption, we exclude groups from member states
in which IFRS were not allowed for non-listed companies and countries in which IFRS were
mandatory for consolidated accounts of non-listed groups (i.e., Cyprus, Bulgaria, Slovakia
and Czech Republic). The only country in which IFRS were not allowed in consolidated
accounts was Croatia, and for only a part of non-listed companies. Because we could not

control whether the Croatian firms were allowed to use IFRS, we kept these firms.*

We remove all firms in which the last owners were private equity or venture capitalist actors,

hedge funds, pension funds, or trustees. This step allows us to exclude the potential influence

4 In a robustness test, we excluded Croatian firms, and our results remained highly similar; see Section 3.3.2.
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of specific shareholders on choice of standards and concentrate on links with debt. Moreover,
some companies may be subsidiaries. Hence, their accounting choice may be influenced by
the parent company. However, as we cannot control directly for this factor, we limit our
analysis to the Global Ultimate Owner (GUO), i.e. an entity at the top of the corporate

ownership structure.®

Finally, we remove finance, insurance, real estate (FIRE) and public or governmental entities
because of their specificities; we also remove all observations that are missing information

over the 2005 to 2018 period.

Using Orbis, we collect basic financial information on firms’ consolidated balance sheets and
income statements. The database also provides the standards used by the firms (i.e., IFRS or
local GAAP). Our final sample consists of 8,391 firms from 2005 to 2018, for a total number
of 40,574 observations dispatched over 22 European countries (see Table 1 for the country

distribution of our sample).

Methodology

Our model investigates whether the application of IFRS is a significant determinant of the
firm’s debt access. We build our database using panel data and run the following model using

the fixed-effects estimation approach:

Debt;y = a+ f *IFRS;; + Y vi * (firmchar.);;_q + X484 * (country char.);, ;, + 6 *

firm — FE; +9 * year — FE; + €; ;. 1)

5 To control for this selection criteria, we run our empirical estimations on the full sample, i.e. not restricted to the

GUO only. Our results remain highly similar and are available upon request.
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To analyze the impact of IFRS adoption we use IFRS; ;, a dummy equal to 1 if the accounts
are in IFRS in year t for firm i, and 0 if the accounts are in local GAAP. These data are
available directly from the Orbis database (for descriptions of all variables, see Table Al).
Debt; . is our dependent variable, Debt /Asset; ., which represents the ratio of private debt on

total asset for firm i at time t.

As control variables and in line with prior studies (Florou and Kosi 2015; Florou et al. 2017)
we control for firm characteristics. We measure observable firm characteristics such as size
(through total assets), age, profitability (using return on assets [ROA]), and growth through
sales. Because opacity is an important determinant of non-listed firms’ access to credit
(Berger and Udell 1998), we control for firms’ opacity using tangibility. For information
about risks, we use firms’ O-Scores (Ohlson 1980), which measure distress risk; the higher

the score, the higher the risk. We take all control variables with one lag to avoid endogeneity.

We also control for country characteristics, because literature shows the impacts of legal
procedures (Wu and Zhang 2014) and informational environment (Jappelli and Pagano 2002)
on use of debt and, potentially, on IFRS adoption. We control for the legal system with a
dummy equal to 1 if a firm’s country uses Civil Law, and we use yearly measures of law
enforcement through the Rule of Law index. Finally, we proxy the informational environment
for creditors through a measure of Information Index. All country measures come from the

WorldBank Doing Business database.

Finally, as explained by De George et al. (2016, 68), “there are no clear prescriptions for
many of the econometric choices involved in IFRS studies”. That is, there are no theoretical
frameworks with regard to the use of fixed-effect and clustered standard errors. Thus, because

we use panel data, we decide to control for time and firm fixed-effects in our main estimation.
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However, to test the sensitivity of our results, we also make estimations using several

alternative fixed-effects and clustered standard errors, according to literature.

Summary statistics

Table 2 displays the descriptive statistics of our sample and the results of a mean difference
test by accounting practice for all independent variables. Only 4.7 percent of our sample use
IFRS (1,907 observations). The debt variable shows that companies have, on average, about
18 percent private debt in their capital structures. Notably, on average, companies that adopt
IFRS have 5.4 percent more debt in their capital structures than companies that use local
GAAP (they have, respectively, 22.9 percent and 17.6 percent of debt on asset). This first

result seems in line with our prediction that IFRS allow firms to have access to more debt.

Table 2 also highlights significant differences for all control variables, except sales growth,
when we compare firms using IFRS to firms using local accounting practices. Our findings
seem in line with previous literature (Affes and Callimaci 2007; André, Walton, and Yang
2012; Erkens 2016): Firms that adopt IFRS standards are bigger, riskier, less performant, and
more tangible than firms that use local GAAP; they also are more likely to have a “BIG 4”
auditor on their audit team. The only surprising result relates to age: We expected older firms
to be more likely to adopt IFRS more than younger firms, but our univariate analysis shows
the opposite result, which may be related to risk (i.e., perhaps younger firms use IFRS to send

a signal).
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IV. RESULTS

Main results

Table 4 presents the results of our main estimation model. Our objective is to determine
whether firms that adopt IFRS voluntarily issue more debt than other firms. As explained
previously, because there are no clear rules for the use of fixed-effect or clusters in models,
we use both to test the sensitivity of our results. Model (1), the main estimation, includes firm
and year fixed-effects. Model (2) replicates the main estimation with standard errors clustered
by country.® In Models (3)—(10), the estimates include different combinations of years,
countries, and industry fixed-effects. Across specifications, IFRS is positively and
significantly associated with Debt/Asset ratio: Firms that use IFRS tend to increase the shares
of debt in their capital structures significantly. Firms that use IFRS have, on average, 3.8
percent to 6.3 percent more debt than firms that use local GAAP. In line with de Lima et al.
(2018), we argue that the adoption of international accounting standards supports firms’

access to the debt market.

With regard to the control variables, the models show that Debt/Asset ratio is negatively
associated with performance. Firms with low performance may have low access to debt. In
line with pecking order theory (Frank and Goyal 2003), Tangibility has a positive and
significant impact on the Debt/Asset ratio, such that it is negatively correlated with
information asymmetry. Surprisingly, size and age have negative and significant relationships

with Debt/Asset ratio. We suggest that bigger or older firms may have a relatively lower

& We also estimate our model using industry and firm clusters, and the results remain the same. These results are

available on request.
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propensity to borrow because of their equity levels. Furthermore, compared with smaller
companies, larger and older companies may have several alternative sources of funds and be
less dependent on debt. The O-Score is positively associated with the Debt/Asset ratio, so
firms that present higher risks appear more leveraged. Finally, Sales Growth is negatively
correlated with Debt/Asset ratio; more leveraged structures are concentrated on firms with low

sales growth rates.

Understanding the mechanism

In this section, we further investigate the role of IFRS using interaction variable analysis, to

understand how the link between IFRS adoption and debt access works.

Informational and legal interaction

We first analyze the country informational environment. In the main estimation, we use
Information Index to control for the global informational environment. This measure includes
not only the presence of a credit bureau/registry but also its availability and accessibility. By
focusing on level of information asymmetry in the market, we seek to test our hypothesis of
opacity. In environments with low information asymmetry, the benefit of adopting IFRS can
be lower than in countries with high information asymmetry. Jappelli and Pagano (2002)
prove that the larger the number of credit bureaus or credit registries, the lower the
information asymmetry on the credit market; credit bureaus or registries help reduce
information asymmetry between borrowers and lenders. Accordingly, we ask whether firms in
countries with numerous credit bureaus or registries benefit less than other firms from IFRS
adopti