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Abstract

Unlike prior studies that examine the denominator effect, this study investigates the cash
flow effect of disclosure as captured by firms exhibiting increases in default risk (DR)
around the 2005 mandatory International Financial Reporting Standards (IFRS) adoption in
Europe. Using the Merton (1973, 1974) option-based probability of default measure (DR)
on a data set of 415 winner firms (with decreases in DR) and 295 loser firms (with
increases in DR), we show that loser firms exhibit the same or better financial characteris-
tics in the pre-IFRS adoption period compared with the winner sample. However, after
IFRS, loser firms exhibit deteriorating characteristics, with smaller increases in their Tobin’s
q valuations, greater increases in leverage, and poorer return performance. Logistic analysis
suggests that even though in the pre-IFRS period loser firms exhibit greater profitability and
analyst following and lower leverage, in the post-IFRS period their profitability is less than
that of winner firms while exhibiting similar leverage and analyst following characteristics.
Through an examination of the determinants of the change in DR, the results suggest that
loser firms incur a greater increase in DR the poorer their home country’s legal enforce-
ment environment, the lower their analyst following, and the greater their propensity to
manage earnings. In general, our results are consistent with the existence of a significant
cash flow effect for the loser sample.
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Introduction

The benefits of increased disclosure have been extensively examined, both analytically and

empirically, in the accounting and finance literature. Yet, even though increased disclosure

can affect both the firm’s cost of capital (denominator or uncertainty reduction effect) and

market expectations of future cash flows (numerator or cash flow effect), studies in the

area predominantly focus on the effects of the former. Kothari, Li, and Short (2009) recog-

nize that these studies examine mostly the effects of the quality of disclosure and not so

much its content, whereas Leuz (2003) recognizes the gap in the literature and calls for

research that separates the denominator from the numerator effect of disclosure on firm

value. This article fills this gap by examining changes in default risk (DR) around the man-

datory International Financial Reporting Standards (IFRS) adoption to isolate the cash flow

effect of disclosure. DR is measured as the option-based probability of default at debt

maturity proposed by Merton (1973, 1974).

The analytical literature suggests that, under the assumptions that the market is aware of

the existence of private information and the cost of revealing this information is low, the

unraveling result will eventually be realized whereby all firms voluntarily disclose informa-

tion revealing their true type (Grossman, 1981; Milgrom, 1981). If these assumptions are

not met, a market solution will not likely result in a socially optimal level of disclosure,

while the existence of agency conflicts may even result in the underproduction of informa-

tion (Kothari, Ramanna, & Skinner, 2010; Leuz & Wysocki, 2008). The goal of optimal

information production can, in this case, be better achieved through regulatory changes in

required disclosure. Regulatory intervention can thus take the form of mandating increased

disclosure even though other mechanisms also exist that could result in the same outcome.

For example, Dontoh, Ronen, and Sarath (2013) suggest that the use of financial statement

insurance coverage can also help investors distinguish high from bad disclosure quality

firms.

Unlike changes in specific accounting rules, which may not result in significant revi-

sions in future cash flow expectations, rendering the cash flow effect an elusive disclosure

outcome to capture, a mandated disclosure change to an altogether different set of account-

ing standards can thus have a substantial impact on the information disclosed by the firm.

The 2005 mandated adoption of IFRS in Europe is a good example of such regulatory inter-

vention and provides an ideal testing stage to examine the cash flow effect of disclosure

that has been overlooked in the relevant academic literature. The European Union’s (EU)

directive 1606/2002 explicitly states that harmonizing financial information through the

mandated IFRS adoption is expected to result in a high degree of transparency and compar-

ability. Pownall and Schipper (1999) define transparency as the revelation of the events,

transactions, judgments, and estimates underlying the financial statements, along with their

implications. Inevitably, the revelation of this new information through IFRS adoption will

induce revisions in the expectations of future cash flows, providing a unique setting to

examine this disclosure effect. There are a number of possible reasons why firms may have

not revealed their true type prior to IFRS adoption. This may be related to firm choice (see,

for example, the theoretical framework of Teoh & Hwang, 1991) or to constraints

embedded in local Generally Accepted Accounting Principles (GAAP) that limited their

ability to do so.1 To argue that increased disclosure due to the IFRS switch helps to differ-

entiate between firms that did not voluntarily reveal their high type, in expectation of

future good news, from firms that did not reveal their low type to be perceived as high-

type firms.2
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Most studies that examine the IFRS adoption event focus on its effect on the cost of cap-

ital (or other related financial measures), which stems mainly from a reduction in informa-

tion uncertainty. Barry and Brown (1985) and Merton (1987) argue that managers can

reduce information risk through increased disclosure. Similarly, Easley and O’Hara (2004)

demonstrate that investors demand a higher return to hold stocks with greater private infor-

mation and suggest that firms can directly lower their cost of capital by increasing the pre-

cision of accounting information, something that can be achieved through their choice of

accounting standards. Similar to the cost of capital, DR captures an element of riskiness or

uncertainty that is expected to be reduced through enhanced disclosure, irrespective of the

nature of the information’s news, leading to a reduction in DR (the uncertainty effect).3

Myers and Majluf (1984), for example, note that the issuance of both equity and debt is

costly to shareholders in the presence of information asymmetry. Unlike the cost of capital,

DR also captures future cash flow expectations, which can be revised through enhanced

disclosure, which reduces information asymmetry. The direction of this revision, however,

cannot, a priori, be established (the cash flow effect).4

Even though related research documents a strong association between disclosure quality

and the cost of debt, the issue of whether increased disclosure affects the amount and

timing of future cash flow expectations remains largely unanswered. The fact that DR is

affected by both the cash flow and uncertainty reduction effects of disclosure provides a

unique setting that enables us to examine the differential benefits of IFRS adoption by iso-

lating the cash flow effect and to contribute to the related emerging literature on the effects

of the mandatory adoption of IFRS.5 If the new information revealed by IFRS adoption

leads to a downward revision in expected cash flows, DR will increase. In this case, the

increased disclosure effect on DR will be related to the relative strength of the uncertainty

reduction and cash flow effects.

As the expected impact of IFRS on DR cannot be directionally defined, we use the

actual change in DR around IFRS adoption to separate firms into a subsample of winners,

representing firms that experience an overall reduction in DR, and a subsample of losers,

representing firms that experience an overall increase in DR. The cash flow effect cannot

be separated from the uncertainty reduction effect for the winner sample. For these firms,

the dominant disclosure effect may be either the uncertainty reduction effect or a positive

cash flow effect (or both). We argue that the cash flow effect of disclosure can be captured

by the loser subsample. In this case, even though the uncertainty reduction effect leads to

unequivocal decreases in DR, loser firms are affected mostly by a negative and dominating

cash flow effect, resulting in a net increase in DR.

Our sample comprises 710 European firms that switched to IFRS in 2005 following the

EU mandate, with 295 of these experiencing an overall increase in DR (losers) and 415 an

overall decrease in DR (winners) after the switch. We perform a number of analyses to

examine whether the increase in DR for the loser sample is related to the cash flow disclo-

sure effect.

We first show that loser firms exhibit the same financial characteristics, or better, as

winner firms in the pre-IFRS period as measured by Tobin’s q, annual abnormal returns,

and leverage. In the post-IFRS adoption period, consistent with IFRS disclosures revealing

unfavorable news, loser firms exhibit deteriorating characteristics, with smaller increases in

Tobin’s q valuations, poorer return performance, and greater increases in leverage.

To provide further support for the existence of a cash flow effect, we next examine the

differences between the two samples by employing logistic analysis. The results suggest

that winners tend to be larger firms, but, surprisingly, in the year prior to IFRS adoption,
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losers have greater analyst following, are less leveraged, and exhibit greater profitability

(as evidenced by return on equity) and a greater propensity to manage earnings compared

with winners. In the post-adoption period, loser firms are less profitable and do not differ

from winner firms in analyst following, leverage, or the propensity to manage earnings. We

conjecture that in the pre-adoption period, low-type firms mimic high-type firms, not only

by not disclosing information (Teoh & Hwang, 1991) but also by misleading the market

about their true type. The mandated increase in disclosure, however, has severely limited

the ability of loser firms to effectively fool the market.

We next examine the cross-sectional determinants of the change in DR for the two sam-

ples separately. We find that for our sample of winners, the decrease in DR is greater, and

hence the benefits of IFRS adoption are also greater, the lower the analyst following, firm

profitability, and sales growth and the greater the firm’s leverage. Contrary to the results

for the winner sample, and consistent with the cash flow effect of disclosure, we find some

evidence that the increase in DR for the loser sample is greater, and hence the benefits of

IFRS adoption are lower, for firms that manage earnings and are followed by fewer ana-

lysts. We next examine the effect of country enforcement on the documented relations for

our loser sample. Some very interesting relations emerge from this analysis suggesting that

in countries with weak legal enforcement the cash flow effect of disclosure is stronger, in

contrast to the results for the winner sample, which support the complementarity between

disclosure and legal enforcement.

To alleviate the concern that the observed change in DR may be related to other corre-

lated omitted variables and not to the IFRS adoption event, we perform a number of robust-

ness tests. First, we perform a difference-in-differences analysis by examining the

magnitude of the change in DR around IFRS adoption and around 2003 for both our loser

sample and a matched sample of firms that had voluntarily adopted IFRS prior to 2005.

Results confirm that, in the period around IFRS adoption, the increase in DR is greater for

mandatory switchers. Second, we redefine the loser and winner samples based on the unex-

pected change in DR around the IFRS event. The results remain qualitatively unchanged.

Taken together, the results of this study suggest that firms that were more able to hide

their true low type in the pre-IFRS period faced a more adverse impact related to the man-

dated increase in disclosure. Mandated disclosure is therefore beneficial not only because it

reduces uncertainty regarding future cash flows but also because the content of the addi-

tional disclosures allows investors to readjust their expectations about the amount and

timing of future cash flows accordingly. Put differently, this study documents that an

important benefit of increased disclosure is the content of the new information revealed

that helps the market adjust the pricing of DR.

Background, Motivation, and Expectations

Background and Motivation

The existence of debt creates an agency relationship between shareholders and conse-

quently management and debt holders. The framework developed by Jensen and Meckling

(1976) suggests that higher agency costs, proxied by poorer disclosure quality, should be

related to a higher cost of debt. Kothari et al. (2010) note that these agency costs arise

from problems associated with asset substitution and underinvestment, whereas Armstrong,

Guay, and Weber (2010) refer to the important role that information asymmetry and infor-

mation uncertainty play in debt contracting. Both studies highlight the need for greater
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financial reporting reliability, so that lenders can better assess the amount, timing, and

uncertainty of future cash flows. To the extent that the switch to IFRS enhances the infor-

mation environment, both the uncertainty of future cash flows will be reduced and the

expectations of future cash flows revised. Research to date has mainly examined the effects

of disclosure on the former.

A number of studies, for example, examine the association between earnings quality and

different measures of the cost of debt.6 Even though extant research documents a strong

relation between disclosure and the cost of debt, whether increased disclosure affects future

cash flow expectations remains largely an open question requiring further investigation.

The European-wide adoption of IFRS is an example of regulated financial reporting

that, according to Kothari et al. (2010), can be explained by three major theories of regula-

tion. According to ideology theory in particular, the effectiveness of disclosure regulation

depends on the ideologies of the regulators and the strength and interests of the lobbying

parties. In the context of the theory, then, the success of the mandated IFRS switch is an

open empirical question. Recent evidence on the effects of the mandatory IFRS switch on

disclosure quality support the idea that IFRS adoption enhances disclosure quality. Byard,

Li, and Yu (2011); Horton, Serafeim, and Serafeim (2013); and Tan, Wang, and Welker

(2011) find that mandatory IFRS adoption is related to improved analyst forecast accuracy;

Landsman, Maydew, and Thornock (2012) find that the information content of earnings

announcements increases; and DeFond, Hu, Hung, and Li (2011) document higher foreign

mutual fund ownership around the mandated IFRS switch. Evidence of Kim, Li, and Li

(2011) corroborates the above findings, as it suggests that U.S. investors perceive IFRS to

be of high quality, comparable with that of U.S. GAAP.7

Studies by Christensen, Lee, and Walker (2009) and Wang and Welker (2011) acknowl-

edge, but do not explicitly test, the important role of the cash flow effect of disclosure.

Specifically, Christensen et al. (2009) find that the market reaction to reconciliation

announcements such as IFRS is more pronounced for firms with a greater likelihood and

costs of covenant violation. Wang and Welker document a negative association between

IFRS reconciliations and the likelihood of equity issuance in the 3-year period before the

IFRS switch, suggesting that firms strategically time financing decisions to take advantage

of the new information that will be revealed. We extend this line of research by focusing

on the effects of IFRS adoption on future cash flow expectations that we isolate based on

the change in DR.

The results of extant research also highlight the importance of examining the impact of

legal enforcement on the cash flow disclosure effect. Specifically, studies by Ball, Kothari,

and Robin (2000); Ball, Robin, and Wu (2003); Ball and Shivakumar (2005); Burgstahler,

Hail, and Leuz (2006); and Street and Gray (2001), among others, point to the limited role

of accounting standards and highlight the importance of firms’ reporting incentives and,

more generally, of the institutional environment in determining observed accounting qual-

ity. The importance of the legal environment is also documented in more recent studies

that specifically examine the impact of IFRS adoption. Daske, Hail, Leuz, and Verdi

(2008) find that IFRS adoption is related to increased market liquidity and valuation and

decreased costs of capital, but these results hold only for firms in countries with strong

legal enforcement. Beuselinck, Joos, Khurana, and Van der Meulen (2009) find that IFRS

adoption increases stock price informativeness, with stronger results for firms domiciled in

countries with strong legal enforcement. Landsman et al. (2012) find that firms from coun-

tries with strong enforcement experience a greater change in the information content of

earnings announcements than firms from countries with weak enforcement. Similarly,
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Shima and Gordon (2011) document that mandatory IFRS adoption is attractive to U.S.

investors only for countries with a strong regulatory environment. Finally, Li (2010) finds a

significant reduction in the firms’ cost of equity capital, albeit only for firms in strong legal

enforcement environments. Overall, the results of extant research highlight the importance

of examining the impact of legal enforcement on the cash flow disclosure effect.8

Expectations and Research Design

Based on the aforementioned evidence, which supports, on one hand, the existence of a

strong relation between disclosure and the cost of debt and, on the other hand, the enhance-

ment in the information environment from IFRS adoption, we expect that the mandated

IFRS switch should decrease the uncertainty regarding the market’s future cash flow expec-

tations, decreasing, in turn, DR.

What makes DR an interesting measure to study is the fact that it is affected not just by

the firm’s inherent uncertainty for default but also by future cash flow expectations. Even

though the effect of enhanced disclosure on the level of uncertainty and, in turn, DR is neg-

ative, the relation between cash flow expectations and DR is contingent upon the nature of

the new information revealed.9 In the theoretical framework developed by Teoh and

Hwang (1991), this new disclosure will help differentiate firms that did not voluntarily

adopt IFRS in expectation of future good news—that is, high-type firms—from firms that

did not voluntarily adopt IFRS in expectation of future bad news—that is, low-type firms.

Alternatively, this non-revelation of the firm’s type in the pre-IFRS period may not reflect

the firm’s choice but rather be related to the inability to do so due to constraints embedded

in local GAAP. The increased disclosure that is related to the mandated IFRS adoption

reveals their true type irrespective of the underlying reason that prohibited them in doing

so in the first place.

For high-type firms, both the cash flow revision and uncertainty reduction effects of

increased disclosure result in a reduction in DR after IFRS adoption. In the case of low-

type firms, IFRS adoption will, on the one hand, decreases DR by reducing uncertainty

and, on the other, increases DR by the negative revision in cash flow expectations after the

revelation of the firm’s true type. If the increase in DR from the cash flow effect is weaker

than the related decrease due to the uncertainty reduction effect, then the net change in DR

will be favorable (i.e., DR will decrease). Low-type firms (i.e., those revealing bad news)

for which the uncertainty reduction effect dominates and high-type firms (i.e., those reveal-

ing positive news) comprise our winner sample, as both experience an overall reduction in

DR. Our loser sample, however, comprises low-type firms for which the increase in DR

from the negative cash flow effect is stronger than the related decrease due to the uncer-

tainty reduction effect, resulting in a net increase in DR.

Figure 1 graphically explains the underlying assumptions made in the construction of

the two subsamples. As the figure suggests, even though it is not possible to separate the

two disclosure effects for the winner sample, for the loser sample the two effects affect DR

in opposite directions, making the cash flow effect of disclosure more detectable. The tests

in the results section are designed to provide empirical support for the conjecture that

increased disclosure results in a negative revision of future cash flows for the loser sample.

In seeking to provide evidence on the cash flow effect of disclosure, we examine the dif-

ferences between the two samples across two classes of variables. The first category of

variables affects the ability of the firm to mislead. Richer information environments hinder

the ability of low-type firms to conceal their true type. According to Gray, Meek, and
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Roberts (1995); Healy and Palepu (2001); and Ndubizu (1992), disclosure reduces informa-

tion asymmetry in the market and thus uncertainty, which, in turn, prevents market failure

and increases market liquidity. Increasing the level of disclosure increases the level of

transparency between the firm and outside investors, reduces agency conflicts, and conse-

quently improves the firm’s valuation. In the case of DR, however, the richness of the

information environment is expected to affect not only the level of uncertainty reduction

but also the magnitude of cash flow revisions. For the sample of losers, that is, those firms

for which the cash flow effect of disclosure dominates the uncertainty reduction effect,

IFRS adoption is expected to result in more unfavorable revisions in cash flows, as the

firms’ true low type could have been better concealed in a poor disclosure regime. Thus,

the increase in DR will be greater for firms with poor information quality prior to the

increase in disclosure quality. For our sample of winners, however, the decrease in DR will

be greater for firms with poor information environments, in turn decreasing DR. Winners

from poor disclosure environments will benefit more from a reduction in uncertainty and/or

the revelation of good news, leading to greater decreases in DR.

The ability of a low-type firm to conceal its true type should also be inversely related to

the quality of its auditor. Low-type firms audited by a non-Big Four audit firm are better

able to conceal their true type. The increase in disclosure will therefore have a greater

adverse impact on these firms, leading in turn to greater increases in DR. For the winner

firms, information uncertainty is lower if audited by a Big Four audit firm, leading to

smaller decreases in DR after the increase in disclosure.

The country level of legal enforcement can also severely limit a firm’s ability to mis-

lead. Legal enforcement is a particularly important factor affecting financial reporting qual-

ity (Ball et al., 2000; Ball et al., 2003; Burgstahler et al., 2006; Bushman & Piotroski,

2006; Eccher & Healy, 2000; Hung & Subramanyan, 2007) and investor protection

(La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 1998). For the loser sample, therefore,

weak legal enforcement in the home country increases the firm’s ability to mislead. Under

the assumption that IFRS adoption results in an increase in the quality of reporting (even if

this increase can still result in lower quality IFRS reporting than that of strong enforcement

Figure 1. The effect of disclosure on DR.
Note. This figure shows how the two subsamples of winners and losers are constructed. Loser firms are those

firms that experience an overall increase in DR after IFRS adoption due to a negative and dominating cash flow

effect. Winners are those firms that experience an overall decrease in DR with either a positive cash flow effect

or a negative cash flow effect with a dominating uncertainty reduction effect. The uncertainty reduction effect of

enhanced disclosure is related to a reduction in information asymmetry that reduces the uncertainty regarding

future cash flows, leading to a decrease in DR. The cash flow effect of disclosure may be positive if the additional

information revealed by IFRS adoption induces a positive revision in cash flow expectations, or negative if the addi-

tional information revealed induces a negative revision in cash flow expectations. DR = default risk; IFRS =

International Financial Reporting Standards.
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environments), we expect that the negative impact on cash flow expectations for loser

firms will be stronger for firms in weak enforcement environments. In contrast, for winner

firms that did not have bad news to hide in the pre-adoption period, the effect of legal

enforcement is expected to affect mostly the quality of IFRS reporting. Based on the results

of prior research, we expect that strong enforcement should result in a greater decrease in

uncertainty and greater reduction in DR. This expectation is based on the results of

Beuselinck et al. (2009), Daske et al. (2008), and Li (2010), who find that the benefits of

IFRS adoption are greater in countries with strong legal enforcement, and Hope (2003),

who finds that strong legal enforcement leads to more reliable applications of accounting

rules, in turn increasing analyst forecast accuracy.

Finally, the firm’s ability to conceal its true type can also be captured by the firm’s pro-

pensity to manage earnings. According to Graham, Harvey, and Rajgopal (2005), volatile

earnings command a risk premium, creating an incentive for managers to smooth earnings.

Loser firms that managed earnings are those that will reveal more negative news after the

mandated increases in disclosure. Winner firms that, for strategic reasons, were hiding their

true high type are not expected to have engaged in earnings management. Therefore, for

the winner sample, earnings management should be related to the change in DR (DDR)

only for low-type firms with a dominant uncertainty reduction effect. To the extent that the

earnings management dummy (EMD) captures greater overall uncertainty for the future

prospects of the firm, the relation should be negative.

The second category of variables relates to the incentives firms face to conceal their true

low type. We argue that the incentive to conceal bad news increases with firm leverage and

sales growth.10 Jensen and Meckling (1976) suggest that agency costs are higher for more

leveraged firms, whereas Watts and Zimmerman (1990) predict that higher leverage

increases the probability of covenant violations, in turn inducing managers to make

income-increasing accounting choices. DeFond and Jiambalvo (1994) report evidence con-

sistent with firms increasing accruals in the year of a debt covenant violation and the pre-

ceding year. Firms with higher sales growth are also subject to greater agency costs (Smith

& Watts, 1992). Skinner and Sloan (2002) document that the stock market penalizes high-

growth firms more than low-growth firms for missing an earnings target. Roychowdhury

(2006) finds evidence that firms with higher growth opportunities and outstanding debt

manage real earnings to a greater extent. Therefore, the incentive to conceal bad news

should increase with growth and leverage, leading to the revelation of more negative infor-

mation around mandated increases in disclosure for the loser sample.

Method

DR

A firm’s DR is measured by the option-based probability of default at debt maturity pro-

posed by Merton (1973, 1974). The Merton default prediction model has been one of the

most influential and widely used models in corporate finance. It has been widely used to

investigate, inter alia, default probabilities and recovery rates (e.g., Bharath & Shumway,

2008; Hillegeist, Keating, Cram, & Lundstedt, 2004), DR and returns (e.g., Chava &

Purnanandam, 2010; Da & Gao, 2010; Garlappi, Shu, & Yan, 2008; Vassalou & Xing,

2004), DR and executive compensation (e.g., Kadan & Swinkels, 2008), as well as default

correlations and default determinants (e.g., Campbell, Hilscher, & Szilagyi, 2008).
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The basic intuition behind the Merton option-based bankruptcy prediction model is that

the equity of a levered firm can be viewed as a call option to acquire the value of the

firm’s assets (V) by paying off (i.e., having as an exercise price) the face value of the debt

(D) at the debt’s maturity (T).11 From this perspective, a firm will be insolvent if the value

of its assets falls below what it owes its creditors at debt maturity (i.e., when VT \ D).

The value of equity of such a levered firm, being analogous to a call option on the value

of the firm’s assets, V, is given by the Black–Scholes–Merton formula for a European call

option (adjusted for a payout d on firm value):

E V, tð Þ=Ve�dtN d1ð Þ �De�rtN d2ð Þ, ð1Þ

where d2 = {ln(V/D) + (r 2 d 2 1 / 2s2)t} / s
ffiffiffi

t
p

, d1 = d2 + s
ffiffiffi

t
p

, N(d) is the (univari-

ate) cumulative standard normal distribution function (from 2‘ to d), D is the face value

(principal) of the debt, V is the value of the firm’s assets, s is the standard deviation of

firm value changes (returns in V), d is the constant payout on firm value, r is the risk-free

interest rate, t(= T 2 t) is the time to debt maturity, and N(2d2) is the (risk-neutral) prob-

ability of the firm defaulting at maturity. This article uses N(2d2) as our measure of DR,

calculated as in Bharath and Shumway (2008).12

The main advantage of using option-pricing models in calculating the default likelihood

is that they provide guidance about the theoretical determinants of bankruptcy and supply

the necessary structure to extract bankruptcy-related information from market prices. The

effectiveness of bankruptcy probability measures based on accounting data is being ques-

tioned for several reasons (Begley, Ming, & Watts, 1996; Hillegeist et al., 2004). Not only

are financial statements designed to measure past performance and may therefore not be

very informative about the future status of a firm, but also they are formulated under the

going-concern principle, which consequently limits, by design, the accuracy and reliability

of the bankruptcy probability assessment. In addition, these models fail to incorporate any

asset volatility measures, which likely leads to a substantial reduction of their performance,

as firms exhibit considerable cross-sectional variation in volatility, while they rely on the

assumption that the market can impound all publicly available information into prices.

Hillegeist et al. (2004) suggest using the Black–Scholes–Merton models as a proxy for the

probability of bankruptcy instead of traditional accounting-based measures, which do not

seem to add any incremental information beyond the standard option variables.13

Following extant research, we proxy for DR using the option-based probability of

default. As we are interested in the effects of IFRS adoption on DR, we compute the

change in DR around 2005, year t, which signifies the year of the mandatory switch in

Europe, as follows:

DDR=
DRt+1 �DRt�1

DRt�1j j : ð2Þ

Data Set

Our data set consists of all European firms that mandatorily adopted IFRS in 2005, with

data available from the Datastream and I/B/E/S databases. The initial sample of mandatory

adopters consisted of 1,142 firms from 19 countries. To be included in the tests, firms were

required to have the data available to compute the DR measure for the years before and

after the IFRS mandatory adoption, resulting in a sample of 710 mandatory adopters. Of
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these, 415 firms experienced a decrease in DR (winner sample) and 295 an increase in DR

(loser sample) around the IFRS adoption event. Table 1 presents the initial and final sam-

ples of mandatory adopters by country and then by the number of winners and losers for

each country. The final sample includes firms from 17 countries, with the United Kingdom,

France, and Italy having the greatest numbers of adopters. We also note that for most of

the countries in our sample, there are no substantive differences between the proportion of

winners and losers.

Empirical Results

Descriptive Statistics

The variables used in the study are measured as follows: Analyst following (FOLL) and

analyst forecast dispersion (DISPERSION) capture the quality of the information environ-

ment. FOLL is measured as the number of analysts who have issued at least one forecast

for the 2004 fiscal year, obtained from the I/B/E/S consensus database, while

DISPERSION is the standard deviation of the most recent earnings forecast of each analyst

in the same period. Analyst following and dispersion are used as proxies for the informa-

tion environment in a number of papers (Cheng & Subramanyam, 2008; Lang, Lins, &

Miller, 2003; Lang & Lundholm, 1993, 1996). We also examine the effects of firm size,

SIZE, measured as the natural logarithm of firm total assets; firm profitability, proxied by

the return on equity, ROE; growth opportunities, proxied by growth in sales, SALESGR,

Table 1. Country Distribution.

Country Initial % Final % Winners % Losers %

Austria 7 0.61 3 0.42 2 0.48 1 0.34
Belgium 42 3.68 25 3.52 15 3.61 10 3.39
Czech Republic 11 0.96 0 0.00 0 0.00 0 0.00
Denmark 32 2.80 22 3.10 11 2.65 11 3.73
Finland 35 3.06 25 3.52 14 3.37 11 3.73
France 175 15.32 132 18.59 85 20.48 47 15.93
Germany 77 6.74 33 4.65 19 4.58 14 4.75
Greece 42 3.68 27 3.80 12 2.89 15 5.08
Hungary 3 0.26 0 0.00 0 0.00 0 0.00
Ireland 20 1.75 13 1.83 9 2.17 4 1.36
Italy 129 11.30 77 10.85 51 12.29 26 8.81
Luxemburg 15 1.31 1 0.14 1 0.24 0 0.00
The Netherlands 95 8.32 59 8.31 36 8.67 23 7.80
Norway 27 2.36 19 2.68 11 2.65 8 2.71
Poland 38 3.33 11 1.55 4 0.96 7 2.37
Portugal 38 3.33 14 1.97 8 1.93 6 2.03
Spain 96 8.41 65 9.15 34 8.19 31 10.51
Sweden 62 5.43 45 6.34 21 5.06 24 8.14
United Kingdom 198 17.34 139 19.58 82 19.76 57 19.32
Total 1,142 710 495 295

Note. This table presents the initial and final sample of mandatory adopters by country. For each country, the final

number of available firm observations is then split between winners and losers. Winners (losers) are firms that

exhibit a reduction (increase) in their default risk around the mandatory adoption of IFRS. IFRS = International

Financial Reporting Standards.
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computed as the average change in sales over revenues in the 2 years prior to the IFRS

switch; leverage, measured as the ratio of total liabilities to total assets; and the quality of

the firm’s financial reporting, through a binary variable, AUDITOR, that takes the value 1

if the firm is audited by a Big Four audit firm, and 0 otherwise (see, for example, Ball

et al. 2003; Bhattacharya, Daouk, & Welker, 2003). Data for these variables are obtained

from Datastream. The efficiency of the judicial system, JUDEFF, is taken from La Porta

et al. (1998) to proxy for the country’s level of enforcement. The efficiency of the judicial

system is an index that takes values from 1 to 10, with higher values representing more

efficient judicial systems and greater investor protection.

Finally, we also examine the effect on DR of a firm’s propensity to manage earnings,

EMD.14 We use a firm-specific measure of earnings management based on the ratio of the

standard deviation of firm earnings divided by the standard deviation of the firm’s cash

flow from operations (Leuz, Nanda, & Wysocki, 2003). This measure is based on the

assumption that earnings smoothing results in a lower variability of earnings compared

with the variability of cash flows, so that lower ratios are indicative of greater earnings

smoothing and, hence, earnings management.15 To avoid large decreases in our sample, we

compute the standard deviation of earnings and cash flows at the firm level in the 3-year

period before the mandatory adoption of IFRS and then construct a dummy variable, EMD,

that equals 1 for values of the ratio less than 0.90, and 0 otherwise. The use of a dummy

variable avoids any estimation errors of the ratio, due to the limited number of observations

used, and simplifies the interpretation of the interaction results.

Table 2 shows the mean, standard deviation, and median values for the main variables.

The first row of each variable cell displays these values for the winner sample, the second

row displays the values for the loser sample, whereas the third row displays the p value of

a t test (Wilcoxon) for the difference in means (medians). The mean and median changes

in DR for the winner sample are 20.493 and 20.308, respectively, whereas these values

for the loser sample are 0.203 and 0.179, respectively. The impact of IFRS adoption on the

winner firms is stronger than the impact on the loser firms, but this is expected, as for the

loser firms the two disclosure effects have opposite signs, partly canceling out each other.

For the winner firms, the uncertainty reduction and cash flow revision effects can have the

same sign, driving up the impact on DR (see Figure 1). Apart from DDR, all the other vari-

ables are measured at the end of year t 2 1. The mean and/or median tests reveal that in

the year prior to IFRS adoption, winner firms are larger than loser firms but also exhibit

lower profitability and growth in sales and higher dispersion and leverage. Interestingly,

loser firms do not differ from winner firms in their propensity to be audited by a Big Four

audit firm and the number of analysts following the firm. These results are consistent with

the conjecture that low-type firms mimic high-type firms and are successful in concealing

their true type through poor disclosure. As expected, the frequency of earnings management

is greater for the loser sample, suggesting that this is one way loser firms use to mislead

the market.

Table 3 presents the variable correlations separately for each subsample: The correla-

tions for the winner (loser) sample are shown above (below) the diagonal. For our sample

of winners, the variable correlations with our variable of interest, DDR, suggest that IFRS

adoption is more beneficial for firms with poorer information environments, lower profit-

ability and sales growth, and greater leverage. These results suggest that IFRS adoption is

more beneficial for firms with greater uncertainty. For the loser sample, the earnings man-

agement indicator variable is strongly and positively associated with DDR, while analyst

following, unlike for the winner sample, exhibits a negative but insignificant correlation
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with DDR (p value = .15). The tests that follow examine in greater detail the differences

between the two samples to provide evidence of the effects of cash flow revisions on DR.

Differences Between Winners and Losers: Valuation and Leverage Effects

Panel A of Table 4 examines the valuation differences between the two subsamples in

three periods, two periods before IFRS adoption (2003 vs. 2001, 2002 vs. 2000) and the

period around the increase in disclosure (2006 vs. 2004). The first two periods assume that

the event year is 2002 and 2001, respectively, whereas for the test period the event year is

2005, that is, the year of the mandated IFRS switch. CAR is cumulated daily abnormal

returns over the specified fiscal year; DLEV is the change in leverage, where leverage is

measured as the ratio of total liabilities to total assets; and DTobin’s q is the change in

Tobin’s q, where Tobin’s q is the ratio of the market value of equity less the book value of

equity plus the book value of total assets to the book value of total assets.

Tobin’s q results indicate that in the two pre-adoption periods, loser firms exhibit signif-

icantly higher valuation changes than winner firms. Interestingly, this pattern is reversed in

the post-IFRS period, where loser firms exhibit significantly lower Tobin’s q changes.

Similarly, the increase in leverage around IFRS adoption for loser firms is greater than that

for winner firms, but the two samples do not exhibit significantly different changes in

leverage in the two periods before IFRS adoption. We also examine the return performance

Table 2. Tests of Means and Medians.

Variable n M SD Median

DDR 415 295 20.493 0.203 (.01)*** 0.625 0.134 20.308 0.179 (.01)***
FOLL 415 295 1.865 1.843 (.75) 0.960 0.858 1.946 1.946 (.50)
DISPERSION 358 260 0.075 0.078 (.89) 0.678 0.604 0.009 0.006 (.01)***
SIZE 415 295 15.05 14.59 (.01)*** 1.968 1.704 14.67 14.41 (.01)***
ROE 415 295 0.094 0.141 (.01)*** 0.329 0.154 0.121 0.139 (.01)***
SALESGR 415 295 0.074 0.092 (.17) 0.173 0.180 0.038 0.053 (.05)**
LEV 415 295 0.610 0.538 (.01)*** 0.168 0.171 0.598 0.541 (.01)***
EMD 377 267 0.634 0.698 (.07)** 0.482 0.460 1.000 1.000 (.07)*
AUDITOR 415 295 0.858 0.851 (.79) 0.349 0.357 1.000 1.000 (.79)
JUDEFF 410 262 8.600 8.642 (.71) 1.451 1.501 9.000 9.500 (.59)

Note. This table shows descriptive statistics for the main variables. All variables except for DDR are measured in

the year before IFRS adoption (fiscal year 2004). The first row of each variable cell displays these values for the

winner sample, the second row displays the values for the loser sample, whereas the third row displays the p

values of a t test (Wilcoxon) for the difference in means (medians). DDR is the change in DR 1 year after and

before the adoption year, [DRt+ 1 2 DRt21] / |DRt21|; FOLL is measured as the number of analysts that issued

at least one forecast for the 2004 fiscal year; DISPERSION is the standard deviation of all forecasts made in 2004,

keeping only the most recent earnings forecast of each analyst; SIZE is computed as the natural logarithm of the

firm’s total assets, measured in U.S. dollars; ROE is return on equity; SALESGR is computed as the average change

in sales in the 2 years prior to IFRS adoption; LEV is leverage, measured as the ratio of total liabilities to total

assets; EMD is an earnings management dummy that equals 1 if the value of the ratio of the standard deviation of

firm earnings to the standard deviation of the firm’s cash flows from operations is less than 0.90, and 0 otherwise;

AUDITOR takes the value 1 if the firm is audited by a Big Four audit firm, and 0 otherwise; and JUDEFF is the effi-

ciency of the judicial system taken from La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998). DR = default risk;

IFRS = International Financial Reporting Standards.

*, **, and *** represent statistical significance at the 10%, 5%, and 1% level, respectively.
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Table 5. Logistic Analysis.

Panel A: Pre-IFRS Adoption Period.

1 2 3 4

Intercept 25.266*** (.01) 24.702*** (.01) 25.323*** (.01) 26.547*** (.01)
ROE 22.080*** (.01) 21.848*** (.01) 22.304*** (.01) 22.317*** (.01)
FOLL 20.445*** (.01) 20.463*** (.01) 20.411*** (.01) 20.478*** (.01)
LEV 3.207*** (.01) 3.528*** (.01) 3.674*** (.01) 3.777*** (.01)
SIZE 0.318*** (.01) 0.300*** (.01) 0.329*** (.01) 0.335*** (.01)
SALESGR 20.315 (.53) 20.228 (.65) 20.042 (.95) 20.047 (.94)
AUDITOR 20.120 (.67) 20.187 (.51) 20.345 (.28) 20.370 (.19)
EMD 20.475** (.02) 20.363* (.08) 20.375* (.07)
DISPERSION 0.071 (.72) 20.077 (.58)
JUDEFF 0.189* (.06)
French_Law 0.236 (.45)
German_Law 0.213 (.64)
Scandin_Law 20.458 (.13)
Industry-fixed effects Yes Yes Yes Yes
Country-fixed effects Yes Yes Yes No
n DDR = 1 415 415 357 354
n DDR = 0 295 295 261 254
Pseudo-R2 .20 .19 .22 .21

Panel B: Post-IFRS Adoption Period.

1 2 3 4

Intercept 23.361*** (.01) 24.371*** (.01) 23.529*** (.01) 25.158*** (.01)
ROE 1.603*** (.01) 2.168*** (.01) 1.197** (.02) 1.847*** (.01)
FOLL 20.032 (.83) 0.075 (.66) 20.040 (.79) 0.086 (.59)
LEV 0.550 (.35) 0.021 (.97) 0.313 (.59) 20.127 (.84)
SIZE 0.190** (.02) 0.189** (.02) 0.186*** (.01) 0.189*** (.01)
SALESGR 0.108 (.48) 20.133 (.44) 0.081 (.58) 20.148 (.38)
AUDITOR 0.031 (.93) 0.230 (.53) 0.051 (.87) 0.183 (.59)
EMD 0.291 (.17) 0.273 (.19)
DISPERSION 76.25*** (.01) 70.64*** (.01)
JUDEFF 0.112 (.20) 0.210** (.03)
French_Law 0.066 (.82) 0.057 (.83)
German_Law 0.235 (.61) 20.245 (.60)
Scandin_Law 21.077*** (.01) 21.486*** (.01)
Industry-fixed effects Yes Yes Yes Yes
Country-fixed effects Yes Yes No No
n DDR = 1 341 330 338 327
n DDR = 0 256 252 252 248
Pseudo-R2 .11 .19 .08 .16

Note. This table shows the logistic regression results to determine the differences between winner and loser firms.

Panels A and B present results based on the financial characteristics of firms in the year prior to IFRS adoption

(i.e., fiscal year 2004) and the year after (i.e., fiscal year 2006), respectively. The dependent variable, D_winners,

takes the value 1 for firms that experience a decrease in DR (winners) around IFRS adoption, and 0 for firms that

experience an increase in DR (losers); FOLL is measured as the number of analysts that issued at least one fore-

cast for the fiscal year 2004; DISPERSION is the standard deviation of all forecasts made in 2004, keeping only the

most recent earnings forecast of each analyst; SIZE is computed as the natural logarithm of the firm’s total assets,

measured in U.S. dollars; ROE is return on equity; SALESGR is computed as the average change in sales in the 2

years prior to IFRS adoption; LEV is leverage, measured as the ratio of total liabilities to total assets; EMD is an
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of each subsample in the periods before and after the mandated increase in disclosure. We

again find that while in 2003 loser firms exhibit higher abnormal returns than their winner

firm counterparts, in the year after the adoption CAR is significantly lower for the loser

sample. The CAR results are also obtained in a multivariate regression setting, shown in

Panel B of Table 4. Specifically, we find that the coefficient of D_winners, a dummy vari-

able that takes the value 1 for winner firms and 0 for loser firms, is significantly positive in

the period after IFRS adoption, but significantly negative in the period before the adoption.

Overall, the results suggest that even though before IFRS adoption loser firms exhibit

better valuation and leverage statistics, after IFRS this picture is reversed. Thus, the results

are consistent with the conjecture that the 2005 increase in disclosure revealed new and

unfavorable information for loser firms, forcing their Tobin’s q valuations to decrease and

firm leverage and return performance to deteriorate.

Differences Between Winners and Losers: Logistic Analysis

Table 5 examines the differences between winner and loser firms in a logistic regression

setting, where the dependent variable, D_winners, takes the value 1 for firms that experi-

ence a decrease in DR (winners), and 0 for firms that experience an increase in DR (losers)

around IFRS adoption. Panels A and B of Table 5 present results based on the financial

characteristics of firms in the year prior to IFRS adoption (i.e., fiscal year 2004) and in the

year after (i.e., fiscal year 2006), respectively.16 In general, the results indicate that prior to

IFRS adoption winner firms are larger, but with lower analyst following and profitability

and higher leverage than loser firms. The logistic results also provide evidence that loser

firms tend to manage earnings more than winner firms, consistent with the significant dif-

ference obtained between the two subsamples in the univariate analysis. Overall, the results

confirm the expectation that loser firms exploit the poor information environment in their

home country to conceal their true type and mimic high-type firms by exhibiting the same

or even more favorable financial characteristics.

Interestingly, loser firms exhibit lower profitability in the post-IFRS period, as depicted

in Panel B of Table 5.17 In this period, loser firms do not exhibit higher analyst followings

or lower leverage, even though they do exhibit greater forecast dispersion. In addition,

loser firms do not differ from winner firms in their propensity to manage earnings.18 Taken

together, this evidence suggests that increased disclosure mitigates the ability of firms to

mislead the market by revealing their true type.

Differences Between Winners and Losers: Determinants of the Change in DR

We proceed to examine the determinants of the change in DR by investigating the effects

of the information environment, the level of legal enforcement in the home country,

earnings management dummy that equals 1 if the value of the ratio of the standard deviation of firm earnings to

the standard deviation of the firm’s cash flows from operations is less than 0.90, and 0 otherwise; AUDITOR takes

the value 1 if the firm is audited by a Big Four audit firm, and 0 otherwise; JUDEFF is the efficiency of the judicial

system, taken from La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998); French_Law takes the value 1 if the firm

belongs to the French civil-law countries, and 0 otherwise; German_Law takes the value 1 if the firm belongs to

the German civil-law countries and 0 otherwise; and Scandin_Law takes the value 1 if the firm belongs to the

Scandinavian civil-law countries, and 0 otherwise. The p values appear beneath the coefficient estimates in parenth-

eses. IFRS = International Financial Reporting Standards; DR = default risk.

*, **, and *** represent statistical significance at the 10%, 5%, and 1% level, respectively.
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earnings quality, and the incentive to mislead for the winner and loser samples, separately.

We predict that these variables will have a differential impact on DR between firms with a

predominantly negative cash flow effect and firms with a positive cash flow effect or a pre-

dominant uncertainty reduction effect.

We run the following cross-sectional model:

DDR= a+ b1ROE+ b2FOLL+ b3SIZE+ b4SALESGR

+ b5LEV+ b6EMD+ b7AUDITOR+ b8DISPERSION+ e, ð3Þ

where DDR is the percentage change in DR between the year after and the year before the

mandated IFRS adoption, as already defined above. All explanatory variables are measured

for year t 2 1 and are defined above. The model is run separately for the winner and loser

samples and the results are presented in Panel A of Table 6. The first three models in Panel

A include country- and industry-fixed effects. To examine the impact of legal enforcement

on changes in DR around IFRS adoption, in Model 4 we drop country-fixed effects and

include three indicator variables representing the legal origin of the firm’s home country,

as well as a variable capturing the level of legal enforcement. Panel B of Table 6 examines

in greater detail the effects of legal enforcement for the loser sample by considering the

interactions of this variable with proxies for the incentives and the ability to mislead. Note

that for all observations the explanatory variables are measured in 2004; hence, there is no

need to include time effects in the model.

The results presented in Panel A of Table 6 suggest that the determinants of the change

in DR around IFRS adoption differ between the two subsamples.19 Specifically, for the

sample of winners, the evidence is consistent with the uncertainty reduction effect of dis-

closure. The results suggest that firms with lower analyst following and sales growth and

higher leverage, and hence greater uncertainty in the pre-adoption period, benefit more

from increased disclosure. In essence, IFRS adoption leads to greater uncertainty reduction

for these firms, leading, in turn, to greater decreases in DR. Winner firms also gain more

from increased disclosure, the lower their profitability. This result is consistent with both

the uncertainty reduction and positive cash flow effects related to increased disclosure.

In contrast, for the loser sample the coefficient on analyst following is negative and sig-

nificant and consistent with the cash flow effect of disclosure. Firms with lower analyst fol-

lowing and a poorer information environment revealed the least about themselves in the

pre-adoption period and were thus more successful in concealing their true type. The nega-

tive information revealed through the mandated increase in disclosure has a greater impact

on these firms, leading to greater increases in DR. Interestingly, even though the EMD

does not explain the decrease in DR for the winner sample, it exhibits a positive and signif-

icant relation to increases in DR for the loser sample. This result is also consistent with the

cash flow effect of disclosure. Increased disclosure unravels the firm’s true low type lead-

ing to downward revisions in future expected cash flows, an effect that is stronger for firms

that managed earnings.20

We examine the effects of the country’s level of legal enforcement in Model 4 of Table

6. For both samples, the coefficient of JUDEFF is negative and significant. For the winner

sample, the negative coefficient suggests that the switch to IFRS is more reliable in a high

enforcement environment, resulting in greater decreases in DR. This evidence is consistent

with the results of extant research that highlights the importance of enforcement in
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disclosure quality and further supports the complementary relation of the legal environment

and accounting standards.

In contrast, the negative coefficient of JUDEFF for the loser sample does not support

the complementarity between accounting standards and the efficiency of the judicial

system. The negative coefficient suggests instead that the cash flow effect of disclosure is

weaker for firms in strong legal environments. We argue that low-type firms were able to

better conceal bad news in poor legal enforcement environments while the enhancement in

disclosure from IFRS adoption is sufficiently strong to reveal their true type. In Panel B of

Table 6, we further investigate this result by interacting the judicial efficiency variable

with the main explanatory variables of the models.

The results in Panel B of Table 6 confirm the result in Panel A, that is, the negative

cash flow effect for the loser sample is stronger for firms in weak enforcement environ-

ments. Specifically, the evidence suggests that firms from low enforcement environments

experience a greater increase in DR as forecast dispersion, leverage, earnings management,

and sales growth increase. These results suggest that firms from a poor information envi-

ronment, as proxied by forecast dispersion, and stronger incentives to conceal bad news, as

proxied by sales growth and leverage, were more successful in misleading the market if

they were operating in weak enforcement environments. The earnings management results

suggest that one possible mechanism through which this was made possible stemmed from

their ability to manage earnings. Interestingly, these relations are weaker, yet still signifi-

cant, for stronger enforcement levels, suggesting that to some extent the ability of firms to

mislead about their true type was mitigated, but not eliminated, by effective enforcement in

the home country. Taken together, the evidence presented in Table 6 suggests that, unlike

the uncertainty reduction effect, the cash flow effect of disclosure is more pronounced for

firms in countries with weak enforcement.

Sensitivity Analysis

This section further examines the robustness of the above results in two ways, to provide

greater assurance that the increase in DR observed around the mandated IFRS adoption for

our loser sample is indeed related to this specific event. First, we utilize a sample of volun-

tary adopters—that is, firms that voluntarily switched to IFRS before this being mandated

by the EU—which also exhibit an increase in DR around the mandatory IFRS adoption

event. We include in the voluntary sample all qualified matches to our mandatory loser

firms based on country and industry (one-digit Standard Industrial Classification [SIC]),

conditional on their size being within 30% of the size of the matched mandatory counter-

part. If the change in DR is related to another event and not to the IFRS event per se, we

would expect to see that voluntary adopters also experience a significant increase in their

DR around the same period. To make the two samples more comparable, we utilize a dif-

ference-in-differences approach by including in the sample observations regarding the

change in DR in both a pre-mandatory IFRS period (2003 vs. 2001) and a post-mandatory

IFRS period (2006 vs. 2004). The dependent variable is the change in DR (DDR). The

dummy variable d_mand takes the value 1 for mandatory adopters and 0 for voluntary

adopters. The dummy variable d_post takes the value 1 in the period after IFRS mandatory

adoption and 0 in the period before.

Table 7 presents weak evidence that the increase in DR for our loser sample is greater

for mandatory adopters in the period around IFRS adoption. Specifically, the coefficient of

the interaction between the dummy variable for mandatory versus voluntary firms and the
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dummy variable for the period after versus before IFRS adoption is positive and weakly

significant. The inability of the test to adequately differentiate between the two samples

may be weakened if the mandated IFRS switch further enhances disclosure quality for the

voluntary adopters (Daske et al., 2008).

Given the inherent difficulties in benchmarking the change in DR for the mandatory

adopters around the related change for the voluntary adopters, we next estimate an abnor-

mal DR level for our mandatory sample in the post-IFRS period based on their respective

DR values in a pre-IFRS period. Specifically, we estimate DR in 2002 and 2003 for each

group of country and one-digit SIC combinations, with at least 12 observations in the

group, and use the coefficients to predict the level of DR for 2006. In this model, DR

levels measured at the end of year t are regressed on ROE, FOLL, SIZE, and leverage mea-

sured at the end of year t 2 2.21 The difference between the actual DR and its estimated

expected level is our proxy for the abnormal level of DR, which is then used to construct

our loser and winner samples. We posit that the abnormal DR measure is less likely to be

related to events affecting DR, other than the change in accounting standards, if these

events can be adequately captured by the estimation model. The number of observations in

this analysis drops slightly due to the loss of observations because of either the non-

availability of data in fiscal years 2002 and 2003 or the small number of observations in

Table 7. Sensitivity Analysis: Difference-in-Differences Approach.

Intercept 0.310* (0.08) 0.337*** (0.01)
d_mand 20.046 (0.13) 20.019 (0.52)
d_post 20.028 (0.27) 20.025 (0.31)
d_mand 3 d_post 0.059* (0.07) 0.051 (0.10)
ROE 0.061 (0.14) 0.074* (0.07)
FOLL 20.032*** (0.01) 20.031*** (0.01)
SIZE 20.001 (0.82) 20.003 (0.54)
SALESGR 20.0002 (0.92) 0.0004 (0.78)
LEV 20.022 (0.65) 20.028 (0.57)
EMD 0.008 (0.56) 0.0144 (0.28)
DISPERSION 20.007 (0.64) 20.005 (0.75)
AUDITOR 0.035* (0.07) 0.045** (0.02)
JUDEFF 20.013* (0.09)
French_Law 20.040 (0.13)
German_Law 0.022 (0.43)
Scandin_Law 20.006 (0.79)
Industry Yes Yes
Country Yes No
n 644 636
Adjusted R2 .11 .10

Note. This table provides sensitivity analysis using a sample of voluntary adopters (firms that voluntarily switched

to IFRS before this was mandated by the EU). Our mandatory loser firms are matched by a sample of voluntary

firms based on country, industry, and size. We utilize a difference-in-differences approach by including in the

sample observations regarding the change in DR in a pre-mandatory IFRS period (2003 vs. 2001), in addition to

our post-mandatory IFRS period (2006 vs. 2004). The dependent variable is the change in DR (DDR); d_mand

takes the value 1 for mandatory adopters, and 0 for voluntary; d_post takes the value 1 in the period after IFRS

mandatory adoption, and 0 in the period before. See Table 5 for the other variable definitions. IFRS = International

Financial Reporting Standards; EU = European Union; DR = default risk.

*, **, and *** represent statistical significance at the 10%, 5%, and 1% level, respectively. Parentheses include the

p-value.
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the country and industry group that renders the model’s estimation unreliable. The descrip-

tive statistics presented in Panel A of Table 8 confirm the results of Table 4. Specifically,

after IFRS adoption, loser firms exhibit lower valuations, as reflected by their Tobin’s q

values, and higher leverage. Neither of these differences are significant in the pre-IFRS

period. In addition, even though the cumulative return performance of the two samples is

not reliably different in the post-IFRS period, loser firms exhibit much better performance

than their winner counterparts in the pre-IFRS period. Untabulated regression results

explaining the return performance over the two periods confirm these findings.

Panel B of Table 8 presents the logistic analysis in the pre-IFRS (2003) and post-IFRS

(2006) periods and the multivariate analysis of abnormal DR in 2006, separately for the

two samples. The logistic results suggest that even though in the pre-IFRS period the only

differences between the two samples relate to the greater propensity of loser firms to

manage earnings and to be audited by a Big Four audit firm, in the post-IFRS period loser

firms exhibit lower profitability, lower analyst following and forecast dispersion, lower pro-

pensity to be audited by a Big Four auditor, and higher leverage. With the exception of the

analyst forecast dispersion result, the results of the logistic analysis are in line with IFRS

disclosure uncovering the firm’s bad news that was successfully concealed in the pre-IFRS

period. Finally, the cross-sectional regression results of the abnormal level of DR in 2006

suggest that winner firms benefit more from enhanced disclosure the lower their profitabil-

ity and the greater their leverage. In contrast, the negative cash flow revision effect is stron-

ger for loser firms that are more leveraged and exhibit greater forecast dispersion.

Overall, the results of this study are consistent with the existence of a cash flow effect

suggesting that loser firms benefit less from mandated changes in disclosure. Put differ-

ently, this study documents that an important benefit of increased disclosure is the content

of the new information revealed that helps the market adjust the pricing of DR.

Conclusion

This study contributes to the literature in two ways. First, it enhances our understanding

regarding the economic consequences of IFRS adoption on DR. Second, determining the

effects of IFRS adoption on DR enables us to examine an aspect of enhanced disclosure

that has been largely ignored in the literature: the nature of the information revealed. Teoh

and Hwang (1991) theoretically show that low-type firms do not disclose information to

mimic high-type firms that do not disclose information in anticipation of future good news.

The mandatory adoption of IFRS significantly enhances the information environment of the

firm and can therefore result in a significant cash flow revision effect that can prove quite

elusive to document in other instances of less comprehensive disclosure changes.

To provide evidence of the cash flow revision effect of disclosure, we separate firms

that exhibit an increase in their DR around IFRS adoption (loser sample) from those that

exhibit a decrease in their DR (winner sample). We argue that the cash flow effect of dis-

closure can be isolated in the loser sample, as for this sample enhanced disclosure induces

the market to negatively revise cash flow expectations. Even though for the loser sample

enhanced disclosure reduces uncertainty, leading to decreases in DR, the negative cash

flow effect dominates the uncertainty reduction effect, in turn leading to a net increase in

DR. Our sample consists of 415 firms that benefit from mandatory IFRS adoption through

a decrease in their DR (winner sample) and 295 firms that experience an overall increase

in DR (loser sample).
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We first show that loser firms exhibit the same or even better financial characteristics in

the pre-IFRS adoption period compared with the winner sample. However, after IFRS, and

consistent with the notion that the firm’s true type is revealed, loser firms exhibit deterior-

ating characteristics, with smaller increases in their Tobin’s q valuations and greater

increases in leverage. Loser firms also exhibit better (poorer) return performance in the

pre-IFRS (post-IFRS) period. Logistic analysis corroborates the univariate results. Even

though in the pre-IFRS period losers exhibit greater profitability, greater analyst following,

and lower leverage, in the post-IFRS period their profitability is smaller than that of winner

firms, while they exhibit similar leverage and analyst following characteristics. The logistic

results also provide evidence that loser firms tend to manage earnings more than winner

firms in the pre-IFRS period, but this is not the case after the adoption of IFRS.

Examining the determinants of the change in DR separately for the two samples reveals

that, consistent with the uncertainty reduction effect of disclosure, winner firms benefit

more from enhanced disclosure the lower their profitability, sales growth, and analyst fol-

lowing and the greater their leverage. In contrast, loser firms benefit more from enhanced

disclosure (i.e., they incur a smaller increase in DR) the greater their analyst following and

the lower their propensity to manage earnings. The results of examining the effect of legal

enforcement for the loser sample suggest that low country legal enforcement is associated

with a stronger cash flow effect, leading to greater increases in DR. Our results are robust

to additional analyses, designed to provide greater assurance in the main conjecture that the

observed change in DR is related to IFRS adoption and not to other unknown and unac-

counted for events.

We interpret these findings by positing that in the pre-IFRS period loser firms were able

to conceal their true type and mimic high-type firms by exhibiting the same or even more

favorable financial characteristics. The enhanced disclosure associated with IFRS adoption,

however, reveals the firm’s true type, enabling the market to differentiate between the two

types of firms and adjust the estimation of DR accordingly. Therefore, enhanced disclosure,

in general, and IFRS adoption, in particular, are beneficial to the market not only because

they reduce overall uncertainty regarding the firm but also because they reveal new infor-

mation to the market that leads to the revision of the market’s cash flow expectations.
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Notes

1. We thank an anonymous reviewer for pointing out this alternative explanation.

2. In addition to the Teoh and Hwang (1991) theoretical framework, the empirical and analytical

literatures have provided a number of explanations why a firm in possession of good news might

choose not to reveal it. These factors can be associated with proprietary costs or direct costs

associated with preparing the information (Darrough & Stoughton, 1990; Dye, 1986; Jovanovic,

1982; Verrecchia, 1983). Healy and Palepu (2001) provide a very good review of the literature

related to disclosure and discuss in detail a number of these issues.

3. Our reference to enhanced disclosure associated with International Financial Reporting Standards

(IFRS) adoption is a generic term and includes not only footnote disclosure but also additional

information that may be relevant due to changes in accounting measurement. Admittedly, we do

not really expect changes in accounting methods and their influence on balance sheet and

income statement numbers to significantly affect market expectations under the assumption that

accounting choice per se does not reveal new information to the market.

4. Lambert, Leuz, and Verrecchia (2007) show that accounting information can also influence the

cost of capital indirectly because the quality of information can affect the firm’s real decisions.

Examining this effect on cash flows requires a longer time series and is beyond the scope of this

article.

5. Arguably, other measures of financial performance can also be affected by the cash flow effect

of disclosure, such as firm value or Tobin’s q. We choose to examine the cash flow effect of dis-

closure on default risk (DR), based, in particular, on the expectation that DR is especially sensi-

tive to information related to cash flow.

6. See Armstrong, Guay, and Weber (2010) for a thorough overview of the extant research examin-

ing the role of financial accounting in the cost of debt. For example, Francis, LaFond, Olsson,

and Schipper (2005) find that their measure of accrual quality is negatively related to the cost of

debt measured as the ratio of the firm’s interest expense to average interest-bearing debt out-

standing. Similarly, Bharath, Sunder, and Sunder (2008) and Zhang (2008) find that their mea-

sures of accounting quality (based on abnormal accruals and accounting conservatism,

respectively) are negatively related to interest rate spreads, whereas Beatty, Ramesh, and Weber

(2002) find that accounting flexibility is associated with a higher premium in the cost of debt.

Ashbaugh-Skaife, Collins, and LaFond (2006) document a positive relation between financial

transparency, captured by accrual quality and earnings timeliness, and individual firm credit rat-

ings, whereas Ahmed, Billings, Morton, and Stanford-Harris (2002) find that firms reporting

more conservatively receive better credit ratings. Sengupta (1998) and Yu (2005) find that dis-

closure ratings are negatively related to the cost of debt and credit spreads, respectively. Mansi,

Maxwell, and Miller (2011) find that analyst forecast dispersion is positively priced in corporate

bond yields. Similarly, Cheng and Subramanyam (2008) document a negative relation between

analyst following and firm credit ratings, thus supporting the monitoring and informational role

of analysts. Monitoring costs are also lowered through auditor choice, which Pittman and Fortin

(2004) relate to the cost of debt.

7. Even though the evidence on the mandatory IFRS effect is still limited, but growing, the results

of empirical research on the effects of a voluntary switch to IFRS provide similar conclusions.

Barth, Landsman, and Lang (2008), for example, show that international firms exhibit less earn-

ings management, whereas Ashbaugh and Pincus (2001) find that analyst forecast accuracy

improves after IFRS adoption. Similarly, Ferrari, Momentem, and Reggiani (2012) find that their

sample of German firms exhibits better earnings quality and lower information asymmetry after

International Accounting Standards (IAS) adoption, whereas Ozkan, Singer, and You (2012) pro-

vide evidence consistent with an improvement in earnings quality following the mandatory
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adoption of IFRS. A number of papers document significant economic effects associated with

IFRS adoption. Leuz and Verrecchia (2000) find that IFRS adoption results in lower bid–ask

spreads and higher trading volumes; Covrig, Defond, and Hung (2007) find that the voluntary

adoption of IFRS attracts foreign investors; and Karamanou and Nishiotis (2009) document sig-

nificantly positive abnormal returns upon the announcement of IFRS adoption.

8. Christensen, Hail, and Leuz (2013) find that liquidity effects around IFRS adoption are more

related to concurrent enforcement effects rather than the change in accounting standards per se.

To the extent that firm information quality increases, irrespective of whether this is due to the

IFRS switch or increases in enforcement, or both, we should be able to find evidence consistent

with the cash flow effect of disclosure, the main research question of this study. Thus, our

design is based on the observed, and undisputed, financial effects documented by related research

irrespective of their underlying cause.

9. There are a number of differences in accounting treatments between each country’s local

Generally Accepted Accounting Principles (GAAP) and IFRS. Differences that could affect

future cash flow expectations exist even between U.K. GAAP and IFRS, even though the former

is considered very similar to IFRS. For the sake of argument, we note the difference in the esti-

mation of asset impairment which under IFRS excludes cash flows expected to arise from a

future restructuring while under IFRS 11 these are permitted. The treatment of employee benefits

also differs between the two regimens, as IAS 19 applies to all types of employee benefits while

IFRS 17 applies only to retirement benefits (Ernst & Young, 2011). We expect that similar and

perhaps even more pronounced differences should exist between other country GAAPs and IFRS

given their greater dissimilarities.

10. The incentive to mislead may also be correlated with the cost of equity capital. However, there

is a lack of a theoretical association between the cost of equity capital and DR (Campbell,

Hilscher, & Szilagyi, 2008; Garlappi, Shu, & Yan, 2008; Griffin & Lemmon, 2002; Vassalou &

Xing, 2004). We therefore do not include a proxy for the cost of equity capital in the main

models, as we cannot theoretically justify it. Nevertheless, the results (untabulated) remain quali-

tatively similar when a proxy for the cost of capital is included in the models.

11. Essentially, from an economic perspective, the creditors are considered to be the owners of the

firm (rather than the equity holders, who are the legal owners), with equity holders having the

right to acquire the firm after paying off what they owe.

12. It is worth noting that while the value of the option depends on the risk-neutral probability of

default (where d2 depends on the value of the risk-free rate, r), the actual probability of default

at debt maturity depends on the future value of the firm’s assets (VT) and hence on the expected

asset return, m. The expected return on the firm’s assets equals the firm’s stock return over the

previous year, m = rit 2 1. The face value of the debt (D) is the short-term debt plus one half of

the long-term debt. The market value of the firm is the sum of the market equity E (defined as

the number of shares outstanding multiplied by their market price) and the face value of debt D.

The total payout by the firm, d (including dividends and coupon payments to debt holders), is

the sum of the interest expense and cash dividends. The firm volatility is the weighted average

volatility of E and D: sv = E / (E + D) 3 sE + D / (E + D) 3 sD. The debt volatility is a

function of the equity return volatility: sD = 0.05 + 0.25sE. We calculate the weekly return on

equity, adjusted for dividend payments, as RE = ln[(Et + DVt) / Et21], where DVt is cash divi-

dends. Using the past values of R (1-year window), we calculate sE and then assess the volatility

sv. Finally, T is set equal to 1. See Bharath and Shumway (2008) for a detailed description of

this approach.

13. An alternative source for calculating default probabilities is the bond market. One can use bond

ratings or individual spreads between a firm’s debt issues and an aggregate yield measure to

deduce the firm’s risk of default. Using bond downgrades and upgrades as a measure of default

relies implicitly on the assumptions that all assets within a rating category share the same DR
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and that this DR is equal to the historical average DR. It also assumes that it is impossible for a

firm to experience a change in its default probability without also experiencing a rating change.

14. The literature proposes a few measures that seem to capture earnings management on a firm-

level basis. Typically, these measures are estimated based on a cross-sectional model that

assumes that the coefficients of each variable in the model are the same for all firms in the same

industry (e.g., applications of the Jones and modified Jones model of 1991; Barth et al., 2008;

Dechow & Dichev, 2002; Francis et al., 2005; Lang, Raedy, & Wilson, 2006). A time-series esti-

mation of these models drops the assumption of the equality of coefficients across firms in the

same country and industry but requires a large number of observations per firm.

15. Barth et al. (2008) and Lang et al. (2006) use a similar approach that is, however, based on the

standard deviation of the residuals in earnings and cash flow cross-sectional regressions around

the voluntary decisions to cross-list and to adopt IFRS, respectively. In that setting, there is no

need to compute the measure at the firm level, as the authors are only interested at computing an

overall measure of earnings management for their test and control samples. As we need a firm-

specific measure of earnings management, we utilize a time-series approach that also eliminates

the need to control for cross-sectional differences.

16. The logistic analysis is presented after the elimination of outliers at the 1% level.

17. The number of observations in Panel B of Table 5 is smaller than the number of observations in

Panel A. Our reference sample consists of all firms with available data in the year 2004 (Panel

A). For a number of these firms, some variables are not available for 2006, slightly decreasing

the number of observations in the post-IFRS period.

18. In untabulated results, we test the statistical significance of the difference in the coefficients

across the two periods by including both periods in a single model and by introducing a variable

that takes the value 0 for the pre-IFRS period and the value 1 for the post-IFRS period. We then

interact this variable with all explanatory variables in the model. Results confirm the main con-

clusions drawn from comparing the results of Panels A and B in Table 5. Specifically, we find

that the coefficients on ROE, DISPERSION, and LEV (EMD and FOLL) for the post-IFRS

period are statistically different from their respective counterparts in the pre-IFRS period at the

1% (10%) level and in the predicted direction.

19. The results are shown after the elimination of outliers at 2.5 standard deviations, based on the

studentized residual. White’s test does not reject homoskedasticity in any of the presented

models, providing assurance as to the model’s specification.

20. In untabulated results, we test the statistical significance of the difference in the coefficients

across the winner and loser subsamples by combining them in a single model and interacting all

explanatory variables with D_winners, which takes the value 1 if the change in DR is negative

(winners) and 0 otherwise (losers). Results suggest that the coefficients on ROE, FOLL, and

LEV (SALESGR) for the winner sample are significantly different from those of the loser

sample at the 1% (5%) level and in the predicted direction.

21. Because of the change in accounting measurement that can affect the relations between the

explanatory variables and DR, we use the company’s latest available financial information based

on local GAAP, that is, for fiscal year 2004, to predict DR in the post-IFRS period. Therefore, to

be consistent with the period used for the prediction, the estimation model is based on financial

information in year t 2 2.
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