
Introduction The Model The Data Results Concluding Remarks

Accounting Transparency, Tax Pressure
and Access to Finance

Andrew Ellul Tullio Jappelli Marco Pagano Fausto Panunzi

Yale-ECGI-Oxford Corporate Governance Conference
* *

12 November 2010



Introduction The Model The Data Results Concluding Remarks

Research Motivation

For most �rms, the degree of accounting transparency is
largely a matter of choice (Leuz and Wysocki, 2008)

Firms that choose greater transparency tend to attract
more funding and face a lower cost of capital (Bradshaw,
Bushee and Miller, 2004, amongst others)

But transparency also has costs in terms of greater
visibility to the tax authorities, and therefore of reduced
ability to elude taxation =) trade-o¤!
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This Paper

Firms will pick di¤erent points along this trade-o¤:

higher transparency if they are �nance-constrained and/or face
more sophisticated investors (i.e. more developed markets)

lower transparency if corporate tax rate is high

Implications for �nancial access and investment: �rms that
choose lower transparency will be more severely rationed,
hence invest less

Novel point: taxes may not only discourage investment
directly, but also indirectly �by inducing �rms to choose
lower transparency
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The Model

Firm has assets in place with future cash �ow A

Entrepreneur must borrow I to invest in project yielding R (I ),
with R 0(I ) > 0 and R 00 < 0

Corporate taxes on R(I ) are distortionary because only
fraction γ of investment cost is deductible

Agency problem limits access to �nance: entrepreneur can
hide fraction φ of cash �ow A+ R(I ) and take it as private
bene�ts (with no deadweight loss) =) transparency = 1� φ

�Tax-book conformity�: what �rm discloses to �nanciers it
cannot hide from tax authority
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Time Line

t = 0:

entrepreneur commits to transparency level 1� φ > 0

t = 1:

entrepreneur borrows and invests I
pledges to repay debt D

t = 2:

cash �ow A+ R(I ) is realized
entrepreneur diverts fraction φ � φ of cash �ow
he pays taxes τ [A+ R(I )� γI ]
he repays debt D to investors



Introduction The Model The Data Results Concluding Remarks

Solution by Backward Induction

at t = 2, private bene�ts are set at highest level consistent
with transparency 1� φ chosen at t = 0: φ = φ

at t = 1, debt and investment are determined by transparency
1� φ chosen at t = 0

at t = 0, transparency 1� φ is chosen as function of taxes,
cash �ow from assets in place, �nancial development
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Predictions on Investment and Transparency

Relationship between investments, transparency and taxes:

Iics = δc + δs + α1τics + α2Tics + α3Tics �DEPs
+α4Tics � FDc + γXics + εics

Investments should be negatively correlated with the �rm�s
tax burden (α1 < 0) and positively correlated with
transparency (α2 > 0)

Investments in �nancially-constrained �rms should be more
strongly correlated with transparency (α3 > 0)

E¤ect of transparency on investment is larger where �nancial
development is higher (α4 > 0)
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Predictions on Transparency and Corporate Tax

Relationship between transparency and taxes:

Tics = δc + δs + β1τics + β2τics �DEPs + β3FDc �DEPs + θXics + ηics

The e¤ect of taxes on transparency is ambiguous but β1
should be negative if (i) R(I ) is a power function or (ii) the
negative e¤ect of taxes is strong enough

The negative e¤ect of taxes on transparency should be
dampened for �nancially-constrained �rms (β2 > 0)

Financial development should induce higher transparency,
especially by �nancially-constrained �rms (β3 > 0)
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Two Data Samples

Worldscope sample: 12,783 listed �rms from 37 countries in
1990-2008

Accounting and �nancial data drawn from Worldscope
Corporate tax rate and �nancial development data drawn from
Djankov et al. (2009) and Djankov et al. (2006) respectively
Financial dependence data from Rajan and Zingales (1998)

World Bank-IFC Enterprise Surveys (WBES) sample:
42,916 (mostly unlisted) �rms from 90 countries in 2005-2009

Qualitative survey data on external auditors, quality
certi�cation and access to �nance

Very sparse accounting and �nancial data, apart from
information on age, size and ownership
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Accounting Transparency: Worldscope Sample

Accounting data used to calculate �rm-level transparency
measures:

earnings smoothing (Dechow, Sloan and Sweeney, 1995,
Skinner and Myers, 1999, etc.)
earnings discretion (Jones, 1991, Francis et al., 1995, Dechow
and Dichev, 2002, etc.)

Informativeness of reported earnings in�uenced by
environmental uncertainty, industry a¢ liation and intentional
estimation mistakes made by insiders to reduce
transparency (Francis et al. 2005) =) we separate each
measure into a �normal� and �abnormal� component and
de�ne the latter as �rm-level transparency
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Corporate Tax and Accounting Transparency: Worldscope
Sample
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Correlations: Worldscope Sample
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Accounting Transparency: WBES Sample

Here we construct an indicator of �rms�transparency based
on:

presence of an external auditor
listing on a stock market
external quality certi�cation
foreigners own at least 50 percent of �rm
government owns at least 50 percent of �rm

The transparency indicator is the sum of the above dummy
variables
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Access to Finance: WBES Sample

Two indicators of �nancial access

First indicator captures extent to which access to formal
credit constrains �rms�growth

�rms are asked how problematic access to �nance is for the
operation and growth of their business
responses coded on a scale from 1 (di¢ cult) to 5 (easy)

Second indicator captures the �rm�s opinion on whether the
terms at which credit is o¤ered was a¤ordable or prohibitive

responses coded as 0 (prohibitive) or 1 (a¤ordable)
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Investment Regressions: Worldscope Sample

If a �rm in the industry with average �nancial dependence and in a
country with average �nancial development increases transparency (ES1)
by 1-s.d., investment increases by about 20%



Introduction The Model The Data Results Concluding Remarks

Transparency Regressions: Worldscope Sample

Fixing corporate taxes at their average and focusing on the industry with
average �nancial dependence, a 1-s.d. increase in �nancial dependence
leads to a 16% increase in transparency (ES1)
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Investment Regressions: No Tax-Book Conformity

E¤ect of transparency on investment is smaller in countries with no
tax-book conformity



Introduction The Model The Data Results Concluding Remarks

Investment Regressions: Tax-Book Conformity

E¤ect of transparency on investment is larger in countries with tax-book
conformity
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Investment Regressions: WBES Sample

Firms that perceive tax rates as a minor obstacle for growth have lower
access to �nance than those stating that taxes are not an obstacle
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Transparency Regressions: WBES Sample
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Concluding Remarks

So far, literature overlooked an important channel through
which taxes may in�uence investment: they may induce �rm
to choose lower transparency, and thus reduce their access to
�nance and cut on investment

We show that:

- �rm-level investment and access to �nance are greater in �rms
that feature greater transparency and lower in �rms that face
a heavier tax burden

- �rms that face a higher tax rate opt for lower accounting
transparency

- �nancial development ampli�es the positive e¤ect of
transparency on investment
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