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Abstract

Following an innovative approach, the effects of finan-

cial report quality on the use of trade credit in small and

medium-sized enterprises (SMEs) are examined. This

effect is considered in a direct and indirect way. Firstly,

we analyze whether SMEs with low-quality information

are more likely to use trade credit as a financial

resource. Secondly, we investigate whether the rela-

tionship between trade credit and bank credit in SMEs

is moderated by the quality of financial reports. For the

empirical analysis, we use a sample of Spanish SMEs

over the period 2004 to 2011, and apply a panel data

model with fixed effects. The findings suggest that

firms with low-quality financial reporting use more

trade credit. Furthermore, the influence of bank credit

on trade credit is found to be partially moderated by

audit opinion.
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1 | INTRODUCTION

In general, small and medium-sized enterprises (SMEs) are informationally opaque. This causes problems of asymmet-

ric information between SMEs and funding providers and explains the traditional difficulties of small businesses in

accessing external finance (Berger & Udell, 1998). Quality in financial reporting, inter alia, can address the SME opac-

ity problem and reduce constraints on obtaining financing (Berger & Udell, 2006).

Trade credit is a source of financing provided by suppliers when customers are allowed to pay for goods and ser-

vices at a later date. This resource plays a major role in financing small and medium-sized enterprises (SMEs) (Love &

Zaidi, 2010). Despite the importance of trade credit, no study has yet investigated the association between financial

report quality and SME trade credit (Chen et al., 2017). Bearing this in mind, our research follows an innovative

research approach and examines the direct and indirect effects of financial report quality on the level of trade credit

in SMEs, by using audit opinion to measure the quality of financial reports and firm-level data from a sample of Span-

ish SMEs. An interesting context for our study is provided by the fact that SMEs play a preponderant role in the

Spanish economy and that Spanish SMEs have limited access to financial markets, thereby causing companies to be

more likely to seek out external financings such as trade credit and bank credit (OECD, 2015).

Firstly, the direct relationship between financial report quality and trade credit can be explained by two alternative

approaches. On the one hand, suppliers, as other financial providers, such as financial institutions, rely on customers'

financial statements to better screen the risk of borrowing and consequently firms with high-quality financial statements

should receive more credit from their suppliers (Chen et al., 2017; Li et al., 2018; Raman & Shahrur, 2008). On the other

hand, unlike financial institutions, suppliers present certain advantages obtained during the course of their close cus-

tomer relationship in overcoming asymmetric information problems (Petersen & Rajan, 1997). Among these advantages,

suppliers have access to soft information during the normal course of daily business with their customers; suppliers pre-

sent greater control over the customers due to the potential threat of cutting off the supply (Cuñat, 2007); and suppliers

can also recover unpaid customers' goods (Mian & Smith, 1992). Therefore, it could be expected that firms with low-

quality financial reporting should receive more trade credit (Chen et al., 2017), since suppliers rely on other channels

apart from financial reports from their customers to manage trade credit risk (Petersen & Rajan, 1997). Most empirical

research regarding the direct relationship between financial report quality and trade credit is based on samples of large

listed firms (Chen et al., 2017; Li et al., 2018) and has shown that a higher quality of financial reports leads to significant

consequences in trade credit. However, the sign, positive or negative, of this relationship remains an open question.

While Chen et al. (2017) find that suppliers are more likely to provide trade credit to customers with low accounting

quality, Li et al. (2018) document that better financial reporting plays a role in facilitating trade credit.

Secondly, the relationship between financial report quality and trade credit could also be analyzed in an indirect

way. The corporate finance literature suggests that the level of bank credit constitutes a significant determinant of

trade credit in SMEs since these resources can substitute or complement each other (Biais & Gollier, 1997;

McGuinness et al., 2018; Palacín-Sánchez et al., 2019). Previous empirical research also shows, in general, a signifi-

cant relationship between the possibilities of access to bank financing and a common measure of the quality of finan-

cial reports, such as audit opinion (Duréndez G�omez-Guillam�on & Sánchez-Vidal, 2008; Niemi & Sundgren, 2012;

Palazuelos et al., 2018). Specifically, audit reports seem to present a stronger relationship with long-term debt than

short-term debt because the latter, with its periodical credit renewal, enables financial institutions to monitor the

borrowers more frequently and, if necessary, review the terms of the financing (Demirgüç-Kunt &

Maksimovic, 1999; Diamond, 1993; Rajan, 1992). This leads us to analyze whether the influence of bank credit on

trade credit in SMEs is moderated by the audit opinion.

The main contribution of this study toward the literature on finance research is that it facilitates a better under-

standing of the unexplored relationship between trade credit and quality of financial reporting and to help complete

the relationship between bank credit and trade credit. This knowledge could be highly relevant for the management

of SMEs when designing their relationship with financial providers, including suppliers, and for policy-makers when

designing reporting practices.
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2 | DATA AND METHOD

Unbalanced panel data from audited Spanish manufacturing SMEs1 has been used, which is obtained from the SABI

(Sistema de Análisis de Balances Ibéricos) database. Data were collected for the period 2004 to 2011,2 and finally

consisted of 11,165 firm-year observations. With regards to the variables, on the one hand, the dependent variable

is trade credit (TCPAY), and is defined as the ratio of accounts payable to total assets (García-Teruel & Martínez-

Solano, 2010); on the other hand, there are two key independent variables. The first, QUALITY, is related to the

financial report quality and is measured using a dummy variable (Duréndez G�omez-Guillam�on & Sánchez-Vidal, 2008),

which takes the value of 0 when SME financial statements receive a clean audit opinion and 1 otherwise (i.e., the

audit report has either a qualified or adverse opinion or has a disclaimer opinion). This is in line with Huang

et al. (2011) and Liu et al. (2020), who uses audit opinion as a proxy of the reputation of the firm. The second is

related to bank credit and is divided into two indicators: LTDEBT, which is long-term bank debt to total assets

(Deloof & La Rocca, 2015); and STDEBT, which is short-term bank debt to total assets (Love et al., 2007).

In order to test the direct and indirect influence of quality of financial reports on trade credit, the dummy vari-

able QUALITY and the interaction between the two proxies of bank credit and QUALITY respectively, are included

in the following equation model.

TCPAYit ¼ β0þβ1QUALITYitþβ2LTDEBTitþβ3QUALITYit X LTDEBTitþβ4STDEBTitþβ5QUALITYit XSTDEBTit

þβcontrols
X

Control variablesitþ time dummiesþμitþ ξit

where i is the firm, and t is the time period, μi represents the firm-specific effects, and εit represents the measure-

ment errors. In the equation, the QUALITY variable is lagged over a one-year period because audited financial state-

ments become publicly available the year after the reporting period. Moreover, time dummies are included in the

regression to take into consideration the economic situation during the period studied. Finally, our control variables

have been defined in the Appendix (Table A1).

The equation model is estimated by using estimators of fixed and random effects to take the individual effects

into account. In order to ascertain whether the individual effects are fixed or random, the Hausman test is per-

formed. If the null hypothesis is not rejected, the correlation between the explanatory variables and the individual

unobservable effects exists and the random effects model cannot be considered as a good estimator since it is incon-

sistent. In the analysis, the Hausman test confirms that the fixed effects model is better than the random effects

model.

Panel A of Table 1 presents the means and the SD of all the variables studied for the whole sample, and for the

two groups of SMEs defined in terms of the dummy variable QUALITY: first group, SMEs with low-quality financial

reports (QUALITY = 1); and second group, SMEs with high-quality financial reports (QUALITY = 0). Panel A shows

the relevance of trade credit as a financial resource in Spanish manufacturing SMEs. Bank credit also plays a major

role in financing the SMEs analyzed. Furthermore, the mean values of trade credit in the two groups of SMEs defined

above show significant differences according to the variance analysis (ANOVA) performed. These preliminary results

suggest that SMEs with low-quality financial reports make more use of trade credit than SMEs with high-quality

reports. The results of Panel B show the correlations between all the variables of the study. The correlations

between the independent variables are relatively low, which shows that multicollinearity is not a concern.

3 | EMPIRICAL FINDINGS

Table 2, column 1 reports the results of the relationship between financial report quality and trade credit (TCPAY)

using a baseline model that includes our dummy variable QUALITY with the remaining firm variables as control vari-

ables. Table 2, column 2, apart from the same variables shown in the baseline model, also incorporates the
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interaction between bank credit (both long-term and short-term) and the dummy variable QUALITY. The coefficient

of QUALITY is statistically significant and positive. This finding shows the direct effect of the quality of financial

reports on trade credit and indicates that SMEs with low-quality financial reports use more supplier financing. This

result is in line with previous studies on large firms, such as that by Chen et al. (2017), which suggests that suppliers

depend less on customers' financial reports to evaluate their creditworthiness.

On the other hand, the negative and significant coefficients of long-term debt (LTDEBT) and short-term-debt

(STDEBT) show a substitutive relationship between trade credit and bank credit, which is consistent with extant

empirical evidence (Palacín-Sánchez et al., 2019). Our remaining innovative question is whether this relationship dif-

fers according to the quality of financial reporting (Table 2, column 2). Firstly, the coefficient on the interaction term,

QUALITY X LTDEBT, is negative and statistically significant. Therefore, the relationship between trade credit and

long-term bank credit is moderated by the quality of financial reports. Secondly, the interaction term, QUALITY X

STDEBT is not significant.3

Overall, these findings partially verify the indirect effect of audit opinion on trade credit and are consistent with

existing empirical evidence on monitoring lender roles and on the quality of financial reports (Liu et al., 2020; Rajan &

Winton, 1995). With regard to long-term bank credit, the monitoring role is less relevant and therefore financial

reports play a major role in the evaluation by financial institutions of borrowers' risk, which is in line with our result

that in SMEs with low-quality financial reports, trade credit substitutes long-term bank credit to a lower degree.

TABLE 1 Descriptive statistics

Panel A: Descriptive statistic of variables

Full sample SMEs with QUALITY = 1 SMEs with QUALITY = 0

Variables Mean SD Mean SD Mean SD Anova F statistic

TCPAY 0.185 0.115 0.190 0.118 0.182 0.113 13.88***

LTDEBT 0.124 0.117 0.129 0.123 0.120 0.113

STDEBT 0.152 0.125 0.159 0.127 0.147 0.124

AGE 3.122 0.569 3.094 0.585 3.141 0.558

SIZE 9.385 0.620 9.368 0.629 9.396 0.613

NETPROF 0.051 0.071 0.045 0.074 0.055 0.068

CURRAS 0.622 0.177 0.612 0.179 0.629 0.175

GROWTH 0.051 0.240 0.053 0.257 0.050 0.227

Observations 11,165 4574 6591

Panel B: Correlation matrix of all variables

Variables TCPAY AGE SIZE NETPROF CURRAS GROWTH STDEBT LTDEBT

TCPAY 1

AGE �0.1338*** 1

SIZE �0.2219*** 0.0951*** 1

NETPROF 0.0318*** �0.0809*** �0.004*** 1

CURRAS 0.4283*** �0.0165*** �0.1682*** 0.137*** 1

GROWTH 0.1238*** �0.1024*** 0.0675*** 0.1768*** 0.0492*** 1

STDEBT �0.0673*** �0.06*** �0.0105* �0.1437*** 0.1857*** �0.0068 1

LTDEBT �0.2655*** �0.0631*** 0.1498*** �0.1732*** �0.4903*** 0.0003 �0.046*** 1

Note: This table shows the descriptive statistics of variables in the current paper. All the variables are defined in Table A1.

Panel A shows the summary statistics of all variables and the Anova analysis performed for TCPAY variable. Panel B shows

the correlations between all variables. *, **, and ***, indicate significance at the 10%, 5%, and 1% levels, respectively.
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However, in short-term financing, financial institutions seem to present certain advantages regarding monitoring bor-

rowers, and therefore the financial report quality is less significant as an indicator of credit risk, which is in line with

our result that the relationship between trade credit and short-term debt is not moderated by the quality of the

financial reporting.

4 | CONCLUSIONS

In this study, we examine the direct and indirect influence of financial reporting quality on trade credit in SMEs using

the opinion issued by the auditor as proxy of information quality. Our results show a direct effect which indicates

TABLE 2 Regression results for trade credit

Variables Baseline model
Model with interactions
between variables

QUALITY 0.002** 0.007**

(0.001) (0.002)

LTDEBT �0.232*** �0.165***

(0.006) (0.011)

QUALITY X LTDEBT �0.048***

(0.011)

STDEBT �0.317*** �0.233***

(0.006) (0.010)

QUALITY X STDEBT 0.016

(0.011)

AGE �0.032*** �0.004

(0.004) (0.006)

SIZE 0.020*** 0.006**

(0.002) (0.003)

NETPROF �0.130*** �0.111***

(0.08) (0.011)

CURRAS 0.138*** 0.114***

(0.005) (0.008)

GROWTH 0.029*** 0.046***

(0.001) (0.003)

Constant 0.155*** 0.170***

(0.021) (0.038)

Year dummy Yes Yes

Hausman test 293.73 296.83

R-square 0.413 0.4142

F-stat 450.79 399.61

Observations 11,165 11,165

Note: This table shows the results of the regression analysis carried out with the fixed effects panel model. These

regressions estimate the direct and indirect influence of financial report quality on trade credit. The dependent variable is

trade credit (TCPAY), which is defined as the ratio of accounts payable to total assets. All other variables are defined in Table

A1. Standard errors are given in parentheses. *, **, and *** indicate significance at the 10%, 5%, and 1% levels, respectively.
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that SMEs with low-quality financial reports present higher levels of trade credit. This relationship is in line with the

financial approach that suppliers enjoy advantages in financing firms with low-quality financial information, thanks to

the availability of other channels apart from financial reports, to assess the credit risk of a customer firm. In addition,

our findings also partially show an indirect effect of financial report quality on trade credit. SMEs with low-quality

financial reports present a weaker substitutive relationship between trade credit and long-term bank credit, which

suggests that these SMEs experience greater difficulties in obtaining financing.

Our study contributes to the corporate finance literature on the determinants of trade credit received from sup-

pliers. Our results indicate that it is convenient to introduce the quality of the firm's financial reports as a variable

that determines the level of trade credit received, not only for large companies but also for SMEs. Consequently, by

ascertaining the financial report quality of a firm, financial theories can better explain its level of trade credit. Our

findings also present practical implications. On the one hand, the management of SMEs should ensure that a close

relationship with their suppliers is maintained since these informal channels can facilitate access to trade credit

thanks to their ability to overcome any asymmetric information problems with their suppliers. On the other hand,

before introducing changes to reporting practices, policy-makers should carefully consider the potential benefits and

costs involved, not only for financial institutions but also for other financial providers such as suppliers. The promis-

ing implications of our study indicate the need for future research on this topic.
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ENDNOTES
1 Those SMEs have been selected whose parameters lie within the European Commission definition for every year under

consideration: number of employees between 10 and 250, sales between 2 million and 50 million euros, and total assets

ranging from 2 million to 43 million euros.
2 In 2011, a reform of the Spanish Audit Law (Law 1/2011) was undertaken, which implied substantial changes in the law,

and therefore the study period is not expanded beyond 2011.
3 For control variables, the results in Table 2 show that they are significant in explaining trade credit and present a positive

relationship of supplier financing with the size (SIZE), current assets (CURRAS), and growth (GROWTH) of the firm. How-

ever, this relationship is negative with self-financing (NETPROF).

REFERENCES

Berger, A. N., & Udell, G. F. (1998). The economics of small business finance: The roles of private equity and debt markets in

the financial growth cycle. Journal of Banking & Finance, 22, 613–673.
Berger, A. N., & Udell, G. F. (2006). A more complete conceptual framework for SME finance. Journal of Banking & Finance,

30(11), 2945–2966.
Biais, B., & Gollier, C. (1997). Trade credit and credit rationing. Review of Financial Studies, 10, 903–957. https://doi.org/10.

1093/rfs/10.4.903

Chen, D., Liu, M., Ma, T., & Martin, X. (2017). Accounting quality and trade credit. Accounting Horizons, 31(3), 69–83.
Cuñat, V. (2007). Trade credit: Suppliers as debt collectors and insurance providers. The Review of Financial Studies, 20,

491–527.
Deloof, M., & La Rocca, M. (2015). Local financial development and the trade credit policy of Italian SMEs. Small Business

Economics, 44, 905–924.
Demirgüç-Kunt, A., & Maksimovic, V. (1999). Institutions, financial markets and firm debt maturity. Journal of Financial

Economics, 54, 295–336.
Diamond, D. W. (1993). Seniority and maturity of debt contracts. Journal of Financial Economics, 33, 341–368.
Duréndez G�omez-Guillam�on, A., & Sánchez-Vidal, J. (2008). The relevance of the audit report for obtaining bank credit.

Spanish Journal of Finance and Accounting / Revista Española de Financiaci�on y Contabilidad, 37(138), 255–278.
García-Teruel, P. J., & Martínez-Solano, P. (2010). Determinants of trade credit: A comparative study of European SMEs.

International Small Business Journal, 28, 215–233.

6 PALACÍN-S�ANCHEZ ET AL.

https://orcid.org/0000-0003-0246-2551
https://orcid.org/0000-0003-0246-2551
https://orcid.org/0000-0002-9019-4130
https://orcid.org/0000-0002-9019-4130
https://orcid.org/0000-0003-1573-8553
https://orcid.org/0000-0003-1573-8553
https://doi.org/10.1093/rfs/10.4.903
https://doi.org/10.1093/rfs/10.4.903


Huang, H., Shi, X., & Zhang, S. (2011). Counter-cyclical substitution between trade credit and bank credit. Journal of Banking

and Finance, 35, 1859–1878.
Li, X., Ng, J., & Saffar, W. (2018), Financial reporting and trade credit: Evidence from an information shock. Available at SSRN

2932003

Liu, H., Cullinan, C. P., & Zhang, J. (2020). Modified audit opinions and debt contracting: Evidence from China. Asia-Pacific

Journal of Accounting & Economics, 27(2), 218–241.
Love, I., Preve, L. A., & Sarria-Allende, V. (2007). Trade credit and bank credit: Evidence from recent financial crises. Journal

of Financial Economics, 83, 453–469.
Love, I., & Zaidi, R. (2010). Trade credit, bank credit and financial crisis. International Review of Finance, 10(1), 125–147.
McGuinness, G., Hogan, T., & Powell, R. (2018). European trade credit use and SME survival. Journal of Corporate Finance,

49, 81–103.
Mian, S., & Smith, C. (1992). Accounts receivables management policy: Theory and evidence. Journal of Finance, 47(1),

169–200.
Niemi, L., & Sundgren, S. (2012). Are modified audit opinions related to the availability of credit? Evidence from Finnish

SMEs. The European Accounting Review, 21(4), 767–796.
OECD. (2015). Financing SMEs and Entrepreneurs 2015: An OECD Scoreboard. OCDE Publishing. https://doi.org/10.

1787/fin_sme_ent-2015-en.

Palacín-Sánchez, M. J., Canto-Cuevas, F. J., & di-Pietro, F. (2019). Trade credit versus bank credit: A simultaneous analysis in

European SMEs. Small Business Economics, 53(4), 1079–1096.
Palazuelos, E., Crespo, �A. H., & del Corte, J. M. (2018). Accounting information quality and trust as determinants of credit

granting to SMEs: The role of external audit. Small Business Economics, 51(4), 861–877.
Petersen, A., & Rajan, G. (1997). Trade credit: Theories and evidence. The Review of Financial Studies, 10, 669–691.
Rajan, R., & Winton, A. (1995). Covenants and collateral as incentives to monitor. The Journal of Finance, 50, 1113–1146.
Rajan, R. G. (1992). Insiders and outsiders: The choice between informed and arm's length debt. Journal of Finance, 47,

1367–1400.
Raman, K., & Shahrur, H. (2008). Relationship-specific investments and earnings management: Evidence on corporate

suppliers and customers. The Accounting Review, 83, 1041–1081.

How to cite this article: Palacín-Sánchez, M. J., Canto-Cuevas, F. J., & di Pietro, F. (2021). Examining the

effects of the quality of financial reports on SME trade credit: An innovative approach. International Review of

Finance, 1–7. https://doi.org/10.1111/irfi.12363

APPENDIX A.

TABLE A1 Definition of all variables

Variables Definition
Data
source

Trade credit TCPAY The ratio of accounts payable to total assets SABI

Financial report quality QUALITY Dummy variable which equals 0 if a firm receives a

clean audit opinion, 1 otherwise

SABI

Long-term bank credit LTDEBT The ratio of long-term bank debt to total assets SABI

Short-term bank credit STDEBT The ratio of short-term bank debt to total assets SABI

Age AGE The logarithm of years of life SABI

Size SIZE The logarithm of total assets SABI

Self-financing NETPROF The ratio of net profit to total assets SABI

Current assets CURRAS The ratio of current assets to total assets SABI

Growth GROWTH The annual sales growth percentage SABI
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