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Abstract: Stability is essential for any firm because it signifies the robustness
in financial structure. Financial stability of a firm cannot be assessed only by
approaching the financial statements. Instead, incorporating risk management
capabilities with financial statements can provide a clear picture of financial
stability. While there are many studies in the literature exploring specified firm
(banks, insurance, etc.) stability measuring conception of risk, only a few of
them have examined the financial institutions as a whole. In addition, fewer
studies have been found where firm stability has been measured by the
relationship between firm’s conception of risk and the accounting variables. In
light of this need, the current study measures the impact of accounting variables
and country level indicators on firm stability in 1,331 European firms covering
the period 2010-2020. A negative relationship between the risk factors and the
variables has been found, indicating firm stability.
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1 Introduction

Financial stability refers to a firm’s financial situation, as well as its capacity to function
and develop successfully while keeping a continuous balance of own and borrowed funds
(Gennad’evna, 2019). Financial stability is essential because it signifies the robustness in
financial structure. It is important to boost trust in the financial system and avoid
financial distress because firms with higher financial stability are more economically
resilient to financial stress (Zhang et al., 2020). In the unstable firms’ adverse
circumstances are more likely to cause significant financial stress and impede the flow of
credit, resulting in severe financial hardship. In operation, financially stable firms possess
the ability to settle creditors, pay overhead expenses and capital to investors. A firm
seems financially stable when it ensures a smooth flow of funds in the economy to help it
grow. Stable firms are often distinguished with growing profitability and high solvency
and creditworthiness (Gennad’evna, 2019). It enhances the reputation of a firm — gives
easier access to money, and provides them more influence in both the industrial and
political spheres. When an economy is hit by adversity or a financial shock, firms with a
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stable financial system can continue to meet their operational demands. In contrast, these
identical shocks are likely to have far bigger consequences in an unstable firm.

The accounting variables of the firms can give a vivid demonstration of firms’ current
operation and its future developments. These indicators are used to evaluate a company’s
overall financial health and predict its capacity to remain as a viable financial institution.
The financial statements are often interpreted to determine a firm’s stability and risk
taking behaviour (Saona and Azad, 2018; Saona and San Martin, 2016; Saona, 2011).
Liquidity, solvency, profitability and operating efficiency are the four primary elements
to measure the financial stability of a firm. However, a firm’s financial stability cannot be
determined solely by approaching at its financial statements. Instead, integrating risk
management capabilities with financial statements can provide a clear picture of financial
stability.

While there are many studies in the literature exploring specified firm (banks,
insurance, etc.) stability measuring conception of risk (Danisman and Tarazi, 2020), only
a few of them have examined the financial institutions as a whole. Studies show
assessment of firm stability focusing on capital structure, return on asset (ROA) and firm
size (Bilgin et al., 2021; Degl’Innocenti et al., 2020; Kasman et al., 2020; Mupunga and
Ngundu, 2020). Literature also reveals default risk, leverage risk and portfolio risk as
determinant of firm stability (Bilgin et al., 2021; Danisman and Tarazi, 2020). However,
less studies have been found where firm stability has been measured by the relationship
between firm’s conception of risk and the accounting variables.

This paper contributes to the extant firm stability literature among default risk,
leverage risk, portfolio risks and firm specific variables (ROA, equity to total asset, fixed
to total asset, size) and a microeconomic variable (GDP per growth capita). A negative
relationship between the risk factors and the variables has been found, indicating firm
stability. Findings support the fact that reduction of risk in the firm can increase firms’
stability and ensure continuum positive financial health. The findings will be helpful for
the firm management and financial partners of the firm to take effective decisions for the
firm in time.

The remaining part of the paper is divided into the following sections: the contextual
setting of European countries is stated in the Section 2. The background and hypothesis
development are described in Section 3, while data collection and technique are presented
in Section 4. The results are then analysed in Section 5 and Section 6 draws conclusions
and implication of the study.

2 Contextual setting

Firm stability tends to be influenced significantly at the country level specially in Europe,
implying that regulatory impediments, cultural factors, and economic dynamics within
each nation might all be factors to consider when analysing firm stability. In the decade
of 2010 to 2020, the European integration has been undoubtedly the most difficult time
thus far. The decade began with a looming Greek default in the spring of 2010, which
swiftly spread across the Eurozone, resulting in a full-fledged sovereign debt crisis. Years
of economic devastation followed the false dawn of 2010, as the financial crisis mutated
into a currency crisis Figure 1 and the economic collapse of Europe’s smaller, indebted
economies, led by Greece and spreading Spain and Portugal. In the spring of 2020, the
worldwide COVID-19 epidemic took a massive human toll and wreaked economic
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havoc, bringing the decade to an end. Furthermore, the COVID-19 pandemic has brought
significant stress in the balance sheet of many European firms causing huge loss.

Figure 1 Inflation growth rate from 2008-2021 (see online version for colours)

Inflation - annual growth rate
(% change compared with same month of previous year)
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Note: EA — Euro area and EU — European Union.

Source: Eurostat

Following the global financial crisis, the EU conducted an extraordinary revision of its
current financial services law, based on the worldwide agenda, and implemented its own
changes to promote some long-standing aims, such as the single market’s completion.
Following the onset of the financial crisis, the commission offered more than
50 legislative and non-legislative solutions. The most major recommendations were made
in the context of EU flagship programs like the banking union and the capital markets
union. The post-crisis changes have resulted in a degree of centralisation, with many
parts of financial services regulation and oversight being shifted from national to EU
levels.

In the year of 2017, the economy of the European Union increased at its fastest rate in
a decade. The growth rate of the European Union’s GDP in 2017 was 2.80%, rising
0.79% from 2016. This progress was driven by Eurozone’s four core nations which are
Italy, France, Germany and Spain. In 2017, the EU’s 28 member countries grew at their
fastest rate since 2007, when they grew at a rate of 2.7%. The EU and the 19-nation
Eurozone both increased by 0.6% in the final three months compared to the previous
quarter. Germany, the EU’s largest economy, expanded by 0.6% in the fourth quarter of
2017, reflecting this trend. France grew by 0.6%, while Spain grew by 0.7%. with this
economic growth continent’s economic powerhouses, Germany and France, saw growth
levels not seen since the financial crisis’ recovery in 2010. Overall, the Eurozone
expanded by 2.5% in 2017, the strongest rate since 2007 when it increased by 3%. The
growth rate of the European Union’s GDP in 2018 was 2.11%, decreasing 0.69% from
2017. The growth rate of the European Union’s GDP in 2019 was 1.55%, dropping
0.56% from 2018.

The coronavirus outbreak has thrown the European and global economies into major
disarray. It has, however, had serious economic effects, which have been worsened by
lockdowns that have largely paralysed European businesses and raised uncertainty. Other
economic consequences are still being felt. The epidemic has resulted in the Europe’s
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worst economic decline since World War II. The GDP growth rate for the European
Union in 2020 was —6.22%, dropping 7.77% from 2019 due to the COVID-19 pandemic.
Asset values have continued to rise as a result of this scenario, despite periods of
instability. Firms have declined in value, but company borrowing has increased, making
businesses more exposed to future shocks. Banks incurred significant losses as a result of
the pandemic, although they were well capitalised throughout; moreover, capital ratios
have now returned to pre-pandemic levels. Because of the uncertainty of future sales and
profitability, businesses have postponed or reduced investment. However, the COVID-19
shock demonstrated how non-bank financial firms’ vulnerability to leverage and
financing risk may magnify financial system shocks in times of crisis.

Figure 2 GDP growth rate from 2008-2021 (see online version for colours)

GDP - quarterly growth rate
(% change compared with previous quarter)
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It is more difficult to distinguish stable firms from instable firms due to economic
instability and ambiguity regarding the great recession or COVID-19 crisis’s growth.
When crisis assistance measures (such as moratoria on the necessity to file for
bankruptcy proceedings) are repealed, preventative restructuring might help to protect
viable firms in temporary trouble from being forced into premature liquidation. It would
assist them in surviving till their incomes improve. Insolvency systems tend to become
less efficient during times of crisis, therefore preventive restructuring is essential. To
avoid viable firms in temporary trouble being driven into bankruptcy or zombie firms
being established over time, it would be necessary to re-evaluate the sustainability of
businesses on a regular basis.

3 Theoretical background and hypotheses development

A well-developed financial sector plays a vital role to a country’s economic growth.
From policyholders to shareholders, from business personnel to middlemen, and from
regulatory agencies to potential investors, the financial performance of firms has direct
repercussions for the general public. Insolvency in the sector has been a topic of debate
and worry among the general public. Furthermore, identifying companies that may be in
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danger of becoming instable has been a significant regulatory research goal. Studies that
explore link between firm stability and accounting variables are scarce. A possible reason
might be lack of time-series data. In fact, some authors have discovered variances in how
well certain indicators are able to reflect actual levels of firm stability. While there are
numerous studies in the literature that examine firms’ stability indicators (Degl’Innocenti
et al,, 2020; Kasman et al., 2020), a few of them apply sufficient approaches of
measuring firms’ risk factors to determine its stability. Firms conception of risk has the
potential to destabilise the financial system of it (Zhang et al., 2020). Abinzano et al.
(2020), Bilgin et al. (2021), Danisman and Tarazi (2020), Wang and Reuer (2006) and
Zhang et al.(2020) proposed a good amount of firm specific variables which are utilised
in the studies to measure firm risk factors. According to Bilgin et al. (2021) and
Danisman and Tarazi (2020) firms’ default risk, leverage risk and portfolio risk are major
determinants of firm stability.

3.1 Default risk

Altman (1968), Beaver (1966) and Beaver (1968) proposed most of the firm-specific
variables used in the literature of default risk. Ben Bouheni and Hasnaoui (2017) also
observed firm stability using default risk as an indicator. In these papers, it is shown that
how firm’s profitability and sustainability is related to its default risk. According to
literature, most of the firm-specific variables and microeconomic factors are consistently
linear with default risk and their impacts are consistent with the expected indications. For
instance, ROA(Bilgin et al., 2021; Brahmana et al., 2020; Danisman and Tarazi, 2020),
firm size (Bilgin et al., 2021; Brahmana et al., 2020; Danisman and Tarazi, 2020; Ullah
et al., 2020; Zhang et al., 2020), asset turnover (Ullah et al., 2020), debt to equity (Ullah
et al., 2020), sales growth (Ullah et al., 2020), loan, retained earnings (Castillo et al.,
2018) are correlated with firms default risk.

Zhang et al. (2021) observed that ROA is significantly and negatively related to
firms’ default risk. It indicates that lesser default risk among the firms can assure high
profitability. Céspedes et al. (2010), Elzahar and Hussainey (2012) and Zadeh and
Eskandari (2012) found linear relationship between firm size and its default risk. In
addition, George and Hwang (2009) claimed that The default risk premium inequity
returns are determined by the size of the company. Default risk is reduced for more
diversified and larger businesses (Frank and Goyal, 2009). Literature also suggest
association between asset distribution and default risk of the firm(Castillo et al., 2018).
Firms’ equity also hold significant effect on default risk (Danisman and Tarazi, 2020;
Saidane and Ben Abdallah, 2021). However, beside these studies default risk is also
found to be significantly and negatively related to microeconomic conditions (Bilgin
etal., 2021).

These discussions motivate the following hypothesis:

H1 The default risk can be explained by the accounting variables.

3.2 Leverage risk

It is an investment strategy to use leverage as a funding source while expanding a firm’s
asset base and generating returns on risk capital. The amount of debt a firm utilises to
fund assets is often referred to as leverage. When a company is said to be highly
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leveraged, it means it has more debt than equity. A firm that uses a lot of operating and
financial leverage might be a risky investment. Excessive leverage in the financial sector
raises the danger that financial institutions may be unable to withstand even minor losses
if they are struck by negative shocks. In such circumstances, firms will be obliged to
reduce lending, liquidate assets, or, in the worst-case scenario, shut operations. Firms
might be severely hampered as a result of such reactions. High financial leverage causes
huge risk when a firms’ ROA does not surpass the interest on the loan. As a result firms’
return on equity and profitability get seriously impacted. Bilgin et al. (2021) and
Danisman and Tarazi (2020) investigated relationship between leverage risk and various
firm-specific accounting variables (size, deposit share, growth). Danisman and Tarazi
(2020) found significant association of leverage risk and firm size. As large firms have
access to trustworthy and high-quality information, their leverage is positively correlated
with their size, resulting in lower debt costs (Palacin-Sanchez et al., 2013). Bauer (2004)
and Mashavave and Tsaurai (2015) observed that firms’ leverage risk is unaffected by
ROA. Besides these, microeconomic factor like inflation and GDP growth have been
found having correlation with default risk by a handful of studies (Bilgin et al., 2021;
Danisman and Tarazi, 2020).
These discussions motivate the following hypothesis:

H2 The leverage risk can be explained by the accounting variables.

3.3 Portfolio risk

A project portfolio is a set of projects that are handled in a coordinated manner in order to
fulfil a firm’s strategic goals. Risk, on the other hand, has an impact on portfolio success
and reaching those goals. Portfolio risk refers to the possibility that the assets or units in
the investments may fail to satisfy the financial goals. Each investment in a portfolio
comes with its own set of risks, with a bigger potential return usually implying a higher
level of risk. The entire risk of a portfolio of assets is reflected in the portfolio risk. It is
the sum of the risks of all the investments in a portfolio. The weightings of the various
components of a portfolio contribute to the amount to which the portfolio is exposed to
certain risks. Market and other systemic risks are the most significant threats to a
portfolio. To guarantee that a portfolio accomplishes its objectives, these risks must be
handled. As a result, portfolio risk management may be extremely successful in aligning
a portfolio with strategic goals. Portfolio risk management also increases organisational
stability and reduces the chance of a project’s risk spreading to other projects. There are a
plentiful of studies that has examined credit portfolio risk (Hu and Szmerekovsky, 2017;
McNamara, 2007; Smith et al., 1996). Chen et al. (2022) has used firm assets, volatility,
debts, leverage ratio, ROAs and interest level to picture firm’s portfolio risk. Firms that
work to improve their portfolio management discipline are able to increase the stability of
their businesses. Danisman and Tarazi (2020) used portfolio risk as a measure to assess
bank stability and found correlation with accounting variables. Bilgin et al. (2021)
analysed economic uncertainty and bank stability using portfolio risk as a major variable.
It is found that as GDP growth increases firms tend to decrease their portfolio risk (Bilgin
et al., 2021).
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These discussions motivate the following hypothesis:

H3 The portfolio risk can be explained by the accounting variables.

4 Data collection and methodology

In the current study, cross-sectional and time series data were collected and analysed
using panel data of eleven years. A balanced panel data of European economic sectors
over the period 2010-2020 is used. This study is consisted of total 1,331 European firms.
The data is collected from 22 European countries and 13 different kinds of financial
institutions. The study is focused solely on the European countries because, unlike the
rest of world, these nations must closely coordinate their economic and fiscal policies.
The monetary and regulatory policies of these countries are interconnected as well which
plays a vital role in the data panel. The name of countries and the corresponding firms in
the data are displayed in Table 1. The collection of firms in each country is also
represented in Table 1.

The aim of this study is to determine the firm stability factors from the accounting
variables on European landscape. So, the variables for the study are selected after
thorough review of literature in this field. To determine firm stability risk indicators like
default risk, leverage risk and portfolio risk are chosen as dependent variables (Bilgin
et al., 2021; Danisman and Tarazi, 2020). The variables are generated from available data
as shown in Table 2. These variables are winsorised afterwards to minimise the influence
of outliers. For independent variables ROA, equity to total asset, fixed to total asset and
size have been used (Danisman, 2018; Kasman et al., 2020; Mupunga and Ngundu, 2020;
Sinha and Sharma, 2016). These variables are also generated by using available data from
the panel data. GDP per growth capita has been used as microeconomic variable
(Danisman, 2018; Danisman and Tarazi, 2020; Sinha and Sharma, 2016). The source of
country level this microeconomic data is World Bank data collection. The description of
the variables used in the analysis are shown in Table 2 and the descriptive summary
statistics of the variables is reported in Table 3.

In the study, two types of regression model has been examined. Initially panel
correlated standard error (PCSE) regression is executed on three different models of
default risk, leverage risk and portfolio risk. Next Hausman test was performed to select
fixed effect regression for this study. Then fixed effect test was performed on each of the
dependent variables separately to identify the significance of the independent variables.
The following empirical models have been used for estimation:

Default Risk = By + fLROA + B,Size + Py Fixed Asset to Total Asset
+ B4 Equity to Total Asset + fsGDPper Capita Growth

Leverage Risk = [y + B ROA+ [,Size + B3 Fixed Asset to Total Asset
+ By Equity to Total Asset + sGDPper Capita Growth

Portfolio Risk = By + fLROA + B,Size + [sFixed Asset to Total Asset
+ B4 Equity to Total Asset + fsGDPper Capita Growth
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5 Analysis

The heteroskedasticity and autocorrelations in data are reduced using generalised least
square regression (GLS) as shown in Table 4. The results in model 1, model 2 and model
3 are estimated for the dependent variables-default risk, leverage risk and portfolio risk
respectively. We know that the default risk, leverage risk and portfolio risk have inverse
relationship with firm stability. Meaning that when risk decreases for any variable, firms
tend to score more stability. So, a significant and negative coefficient for each variable
refers to higher firm stability.

There are differences in the results for ROA on firm’s default risk, leverage risk and
portfolio risk. ROA is found statistically significant and negative in model 1 and model 3.
While the coefficient of ROA is —1,308 for portfolio risk; it falls to —0.811 under default
risk. The decrease in risk refers to high profitability for the firms which eventually secure
firm stability. Similar results have been found by Brahmana et al. (2020) on his study on
firm risk.. However, the leverage risk has no significant relation with ROA. This might
be the result nonlinear relationship between firm profitability and leverage. Though
previous research found mixed results on relationship between leverage and profitability,
our results are in line with the findings of Mashavave and Tsaurai (2015).

The results in default risk (model 1) and portfolio risk (model 3) reveal that when the
size of the firm increases, less amount of default risk and portfolio risk are observed
among the firms. Literature also support positive association between firm size and risk
disclosure (Céspedes et al., 2010; Elzahar and Hussainey, 2012; Zadeh and Eskandari,
2012). The negative and significant coefficient of about 5.2% of firm size reduces firms’
default risk. Similarly, an increase of 1% of firm size reduces 6% of portfolio risk. The
results indicate that smaller firms are more prone to face risks. As a result, small firms are
more unstable than the bigger ones.

Equity to asset ratio is found having a significant and positive impact on firm
stability. The positive relationship between these two variables indicates how equity to
asset increases the ability of the firms to improve their financial stability. If the equity to
asset ratio increases, firms generally face less risks. An increase of 1% in Equity to Asset
ratio leads to a decrease of 175.9% in default risk and 27.4% in portfolio risk
respectively.

In addition, results advocate that firms’ stability influenced by not only firm level but
also macroeconomic variables like GDP per capita growth. GDP per capita is a measure
of a country’s relative performance. A rise in per capita GDP indicates economic growth
and usually reflects an improvement in productivity. Furthermore, GDP per capita is used
to assess a country’s workforce productivity, as it represents the entire output of goods
and services for each member of the workforce in a certain country. Faster growth in
GDP per Capita expands the overall size of the economy and strengthens fiscal
conditions. Country’s GDP per capita growth impacts negatively on firms’ default risk.
As GDP per Capita Growth increase by 1%, the default risk reduces by 2.8%. However,
these variables do not show any significant relationship with leverage risk.

Further analysis has been performed on each of the dependent variables using fixed
effect regression model.
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Variable descriptions

Table 2
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Table 3 Descriptive statistics

Variable Obs. Mean Median Std. dev. Min Max

Default risk w2 811 2,323 2,291 0.81 —-0.249 4,998
Leverage risk w2 1,259 3,807 4,006 1,039 1,845 6,345
Portfolio risk w2 812 2,661 2,700 0.872 -0.21 4,542
ROA 984 0.965 0.361 6,128 -10,472 65,837
Fixed asset to total asset 449 0.746 0.892 0.305 0.002 0.994
Equity to asset 1,289 0.233 0.111 0.247 —0.105 0.997
Size 1,289 23,744 24,081 3,041 14,223 28,543
GDP per capita growth 1,353 0.696 1,051 2.86 -11.25 5.87

Notes: This table reports summary statistics for variables used in the paper. Individual
variable definitions are outlined in Table 1.

Table 4 Regression reducing panel-corrected standard error (PCSE)
(0 2 ()
Default risk Leverage risk Portfolio risk
ROA —0.812%** 0.001 —1,306***
(0.07) 0) (0.097)
Size —0.052* 0.007 —0.06**
(0.03) 0) (0.028)
Fixed asset to total asset —-0.143 -0.927 —-0.056
(0.103) 0) (0.063)
Equity to total asset —1,761%** -3,099 —0.272%*
(0.149) 0) (0.133)
GDP per capita growth —0.028%** —-0.025 0.01
(0.012) 0) (0.019)
_cons 5.08%** 5,473 4,782%**
(0.765) 0) (0.695)
Observations 280 301 266
R-squared 0.968 0.987 0.96

Note: Standard errors are in parentheses, *** p <0.01, ** p <0.05, * p <0.1.

According to prior studies on the relationship between default risk and the independent
variables with fixed effect regression Table 5, it is observed that all the variables have a
significant and negative effect on default risk. This means as the ROA, fixed asset to total
asset ratio, equity to asset ratio, size of the firm and GDP growth of the country rise; the
firm acquire better stability. This conclusion might be explained by the fact that firms
that can successfully manage their assets to produce more profitability are less likely to
face threats, as ROA has a linear influence on default risk. It depicts the fact that firms
with a higher ROA are better equipped to extract earnings from their assets, maintaining
bank stability. On the other hand, as ETA has negatively significant effect on default risk
it can be concluded that, firms with higher ETA have less risk get insolvent. Meaning that
firms with more equity from their shareholders tend to survive more in the economy.
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Similarly, bigger firms have more survival opportunity according to the findings as firm
specific variable, size is negatively linear with firm’s default risk. Finally, the linear
relationship between GDP per capita and default risk reflects the fact that as GDP rate
grows in European countries firms face lesser risks ensuring financial stability. This
means greater GDP in European economy encourages firms to have sound operation.
Overall, the results indicate that reduction of default risk can be highly beneficial for
firms as it reinforces firm stability.

Table 5 Regression results using fixed effect (default risk)

DefaultRisk_w2 Coef. St. err. t-value  p-value  [95% conf. interval]  Sig.
ROA —0.455 0.025 -18.33 0 —0.504 —0.406 Rk
Size -0.264 0.035 —7.45 0 —0.333 -0.194 *xx
Fixed to total —0.081 0.221 -0.37 0.714 -0.516 0.354

asset

Equity to total -1,989 0.168 -11.83 0 -2.32 —-1,657 ok
asset

GDP per capita ~ —0.043 0.012 -3.43 0.001 —0.067 —0.018 Hokk
growth

Constant 8,881 0.771 11.52 0 7,362 10.4 ok
Mean dependent var. 1,858 SD dependent var. 0.706
R-squared 0.678 Number of obs. 292

F-test 85,032 Prob. > F 0.000
Akaike crit. (AIC) —11,748 Bayesian crit. (BIC) 13,990

Note: *** p <0.01, ** p <0.05, * p<0.1.

Table 6 Regression results using fixed effect (leverage risk)

LeverageRisk w2 Coef. St. err. t-value  p-value  [95% conf. interval]  Sig.

ROA 0 0.001 0.11 0.912 —-0.003 0.003

Size —0.053 0.023 -2.36 0.019 —0.098 —0.009 ok
Fixed to total —0.305 0.141 —2.17 0.031 —0.582 —0.028 *x
asset

Equity to total -2,711 0.11 —24.70 0 —2,927 —2,495 HxE
asset

GDP per capita —-0.015 0.007 —2.19 0.03 —0.028 —0.001 *x
growth

Constant 5,409 0.487 11.11 0 445 6,367 HHE
Mean dependent var. 2,744 SD dependent var. 0.778
R-squared 0.709 Number of obs. 313

F-test 106,969 Prob. > F 0.000
Akaike crit. (AIC) —296,879 Bayesian crit. (BIC) —270,656

Note: *** p <0.01, ** p <0.05, * p<0.1.

The results from fixed effect analysis with leverage risk Table 6 offer a different
conclusion than Table 4. It indicates that most of the explanatory variables show
statistically significant coefficients and are able to explain firm stability. These variables
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include size, fixed to total asset, equity to total asset and GDP growth. However, it is
found that ROA do not affect the leverage risk of firms which supports the findings of
Bauer (2004) and Mashavave and Tsaurai (2015).

For the model Table 7 based on portfolio risk, the results support linear relationship
of ROA, size, equity to total asset and GDP per growth capita with portfolio risk. This
suggests positive relationship between firm stability and the variables. So, it can be
concluded that bigger firms have more portfolio value and less likely to face portfolio
risk. Firms with higher profitability and ETA is also prone to lesser instability. As for
fixed to total asset ratio, it has no significant influence on portfolio risk. So, the findings
recommend that big firms with higher ROA, ETA and a high GDP growth in the
corresponding country can ensure stability. Greater delivery performance and portfolio
value may be achieved by measuring portfolio risk and proactively controlling it.

Table 7 Regression results using fixed effect (portfolio risk)

PortfolioRisk_w2 Coef. St. err. t-value  p-value  [95% conf. interval]  Sig.
ROA —0.566 0.041 —-13.69 0 —0.647 —0.484  *¥xx
Size -0.312 0.058 -5.39 0 —0.426 —0.198  ***
Fixed to total -0.375 0.362 —-1.04 0.301 —-1,087 0.338

asset

Equity to total -1,085 0.276 -3.93 0 -1,629 -0.541 ok
asset

GDP per capita —-0.05 0.021 -2.43 0.016 —0.091 —0.009 *E
growth

Constant 10,428 1,261 8.27 0 7,943 12,914 ***
Mean dependent var. 2,504 SD dependent var. 0.881
R-squared 0.522 Number of obs. 275

F-test 40,871 Prob. > F 0.000
Akaike crit. (AIC) 248,596 Bayesian crit. (BIC) 273,913

Note: *** p <0.01, ** p <0.05, * p<0.1.

6 Conclusions and implications

This study aim to highlight the relationship between firms’ risk with their financial
information in order to measure stability. This paper contributes to the important debate
of regulatory body and academics regarding the determinants of firm stability. Here
annual data from 1,331 European firms were used to employ panel data regression
analysis for the years 2010-2020. The data reflects the characteristics of major European
economies from the time period of the late global financial crisis to early worldwide
COVID-19 pandemic situation. The data from UK has a major influence in the study
because most of data are from the pre-Brexit situation. As a result, the analysis pictures
the stability mechanisms of European firms in different economic shocking situations. As
the study contains the dataset of a full decade the results could capture the various trends
of European economy as well. The study gives an idea of business viability in the
European zone and thus contributes to the literature. The study explores the link between
firms’ stability and its possibility of facing risks and whether there is any nonlinearity in
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this relationship considering various accounting variables. It is then investigated how
ROA, size of the firm, fixed to total asset ratio, equity to total asset ratio and GDP per
capita growth influence smooth functioning of the firm and possibility to achieve success.
All these variables are found to be linear to firms’ concept of risk. Thus, it creates a
scenario for the policy makers to focus on which accounting variables to avoid risk
among firms and to ensure viability.

The key practical implication the findings is that it offers better decision-making
ability to the regulatory authorities, policy makers, supervisory authorities, users of
financial information, companies and analysts. It also gives them a prior concept of
firms’ finance’s strengths and weakness. Results will aid decide making about firms’
size, ROA, asset and equity distribution. High profitability can lead to a financially stable
environment in the firms. Therefore, they need to be monitored carefully. In addition,
size plays a vital role in securing firms’ stability. According to the study, bigger firms are
resilient to face risks. Authorities can focus on enlarging their firms to secure stability.
Furthermore, findings suggest that firm has to strategise their assets and equity in order to
have stability. Finally, the study also provides idea to the decision makers to take GDP
per capita growth of the country on account to take suitable decisions. It helps them
frame their strategies in terms of potential consequences of the real economy. Overall, the
findings emphasise on the financial information of the firm and macroeconomic variable
to assess its continuum health.

This study contributes to the literature in many ways. First it showcases how
government reliability works as a fundamental variable for firm survival. The study
provides a thorough analysis of the varied effects of the recent global financial crisis and
large production losses observed in several European countries on firm stability. As these
incidents have a significant impact on the economy, it is very important for the firms to
have a proper knowledge of these trends that are helpful for firms to survive. Secondly,
the paper presents a reliable picture of firm stability indicators as it has gathered a wide
range of data from 22 European countries and 13 different kinds of financial institutions.
the findings are also useful for scientific purposes in a sense because the data represents
recent information of the period 2010 to 2020. The third contribution of this study is that
it adds to the current body of knowledge, which focuses on the impact of accounting
variables on firm stability. The study considers firms’ overall risk-taking behaviour as an
indicator of financial stability at the firm level.

However, the study is limited to only few accounting variables of European firms.
Therefore, firms’ management should not only focus on profitability, its size, asset and
equity distribution process but also other accounting variables related to its capital
structure in order to assess stability. Future research arenas might possibly aim to solve
some of the existing method’s drawbacks. This study’s analysis can be expanded in
several aspects. The following two approaches are intended to broaden the scope of the
research presented in this paper. Firstly, future research could explore the role of
management in securing firm stability. Secondly further research can be done examining
the impact of receivables on firm stability. The impact of various macroeconomic and
regulatory variables on firms could be investigated.



Is the sky bluer than before? Examining firm stability in Europe 41

References

Abinzano, 1., Gonzalez-Urteaga, A., Muga, L. and Sanchez, S. (2020) ‘Performance of default-risk
measures: the sample matters’, Journal of Banking and Finance, Vol. 120, pp.10-39,
https://doi.org/10.1016/j.jbankfin.2020.105959.

Altman, E.I. (1968) ‘Financial ratios, discriminant analysis and the prediction of corporate
bankruptcy’, The Journal of Finance, Vol. 23, No. 4, pp.589-609, https://doi.org/10.1111/j.
1540-6261.1968.tb00843 x.

Bauer, P. (2004) ‘Determinants of capital structure: empirical evidence from the Czech Republic’,
Czech Journal of Economics and Finance, Finance a Uver, Vol. 54, Nos. 1-2, pp.2-21.

Beaver, W. (1966) ‘Financial ratios as predictors of failure’, Journal of Accounting Research,
Vol. 4, No. 1, pp.71-111.

Beaver, W.H. (1968) ‘Market prices, financial ratios, and the prediction of failure’, Journal of
Accounting Research, Vol. 6, No. 2, pp.179-192, https://doi.org/10.2307/2490233.

Ben Bouheni, F. and Hasnaoui, A. (2017) ‘Cyclical behavior of the financial stability of eurozone
commercial banks’, Economic Modelling, Vol. 67, pp.392-408, https://doi.org/10.1016/j.
econmod.2017.02.018.

Bilgin, M.H., Danisman, G.O., Demir, E. and Tarazi, A. (2021) ‘Economic uncertainty and bank
stability: conventional vs. Islamic Banking (SSRN Scholarly Paper ID 3708098, 84-101)’,
Social Science Research Network, https://doi.org/10.2139/ssrn.3708098.

Brahmana, R.K., You, H-W. and Lau, E. (n.d.) ‘Does reputation matter for firm risk in developing
country?’, International Journal of Finance and Economics, Vol. 25, No. 2, pp.56-72.

Castillo, J.A., Mora-Valencia, A. and Perote, J. (2018) ‘Moral hazard and default risk of SMEs
with collateralized loans’, Finance Research Letters, Vol. 26, pp.95-99, https://doi.org/10.
1016/.fr1.2017.12.010.

Céspedes, J., Gonzalez, M. and Molina Manzano, C. (2010) ‘Ownership and capital structure in
Latin America’, Journal of Business Research, Vol. 63, pp.248-254, https://doi.org/10.1016/].
jbusres.2009.03.010.

Chen, R., Wang, Z., Yang, L., Ng, C.T. and Cheng, T.C.E. (2022) ‘A study on operational risk and
credit portfolio risk estimation using data analytics*’, Decision Sciences, Vol. 53, No, 1,
pp.84—123, https://doi.org/10.1111/deci.12473.

Danisman, G. (2018) ‘Determinants of bank stability: a financial statement analysis of Turkish
Banks’, Sosyoekonomi, Vol. 26, pp.87-103, https://doi.org/10.17233/sosyoekonomi.2018.
04.06.

Danisman, G.O. and Tarazi, A. (2020) ‘Financial inclusion and bank stability: evidence from
Europe (SSRN Scholarly Paper ID 3610453, 64-78)’, Social Science Research Network,
https://doi.org/10.2139/ssrn.3610453.

Degl’Innocenti, M., Fiordelisi, F. and Trinugroho, I. (2020) ‘Competition and stability in the credit
industry: Banking vs. factoring industries’, The British Accounting Review, Vol. 52, No. 1,
pp-100-117, https://doi.org/10.1016/j.bar.2019.03.006.

Elzahar, H. and Hussainey, K. (2012) ‘Determinants of narrative risk disclosures in UK interim
reports’, Journal of Risk Finance, Vol. 13, pp.133—147, https://doi.org/10.1108/15265
941211203189.

Frank, M.Z. and Goyal, V.K. (2009) ‘Capital structure decisions: which factors are reliably
important?’, Financial Management, Vol. 38, No. 1, pp.1-37, https://doi.org/10.1111/j.1755-
053X.2009.01026.x.

Gennad’evna, M.S. (2019) ‘Financial stability of the company in modern conditions: problems and
solutions’, International Journal on Economics, Finance and Sustainable Development,
Vol. 1, No. 1, pp.11-13.

George, T.J. and Hwang, C-Y. (2009) ‘A resolution of the distress risk and leverage puzzles in the
cross section of stock returns (SSRN Scholarly Paper ID 1009045, 36-51)°, Social Science
Research Network, https://papers.ssrn.com/abstract=1009045.



42 S.B. Shafiq et al.

Hu, Q. (Joice) and Szmerekovsky, J. (2017) ‘Project portfolio selection: a newsvendor approach’,
Decision Sciences, Vol. 48, No. 1, pp.176—199. https://doi.org/10.1111/deci.12214.

Kasman, A., Kasman, S. and Gokalp, G. (2020) ‘Stability, competition, and concentration in the
Turkish insurance sector’, International Journal of the Economics of Business, Vol. 27, No. 2,
pp-269-289, https://doi.org/10.1080/13571516.2019.1664835.

Mashavave, F. and Tsaurai, K. (2015) ‘Capital structure and profitability: a case of JSE listed
companies’, Risk Governance and Control: Financial Markets and Institutions, Vol. 5,
pp.81-93, https://doi.org/10.22495/rgcv5ilart8.

McNamara, J. (2007) ‘Portfolio selection using stochastic dominance criteria’, Decision Sciences,
Vol. 29, pp.785-801, https://doi.org/10.1111/j.1540-5915.1998.tb00877 .x.

Mupunga, N. and Ngundu, T. (2020) ‘Commodity price shocks and financial sector stability in
commodity dependent countries in Southern Africa’, Studies in Economics and Econometrics,
Vol. 44, No. 3, pp.109—-137, https://doi.org/10.1080/03796205.2020.1919427.

Palacin-Sanchez, M., Ramirez-Herrera, L. and di Pietro, F. (2013) ‘Capital structure of SMEs in
Spanish regions’, Small Business Economics, Vol. 41, No. 2, pp.503-519.

Saidane, D. and Ben Abdallah, S. (2021) ‘African firm default risk and CSR’, Finance Research
Letters, Vol. 43, pp.97-111, 101964, https://doi.org/10.1016/j.fr1.2021.101964.

Saona, P. (2011) ‘Determinants of the profitability of the US Banking industry’, International
Journal of Business and Social Science, Vol. 2, No. 2, pp.255-269.

Saona, P. and San Martin, P. (2016) ‘Country level governance variables and ownership
concentration as determinants of firm value in Latin America’, International Review of Law
and Economics, Vol. 47, pp.84-95, https://doi.org/10.1016/.irle.2016.06.004.

Saona, P., and Azad, M.A.K. (2018) ‘Bank — and country-based determinants of banks’
performance in Asia’, Journal of the Asia Pacific Economy, Vol. 23, No. 3, pp.428—-446,
https://doi.org/10.1080/13547860.2018.1469585.

Sinha, P. and Sharma, S. (2016) ‘Relationship of financial stability and risk with market structure
and competition: evidence from Indian banking sector’, In MPRA Paper (No. 72247; MPRA
Paper, 33-41), University Library of Munich, Germany, https://ideas.repec.org/p/pra/
mprapa/72247 . html.

Smith, L.D., Sanchez, S.M. and Lawrence, E.C. (1996) ‘A comprehensive model for managing
credit risk on home mortgage portfolios*’, Decision Sciences, Vol. 27, No, 2, pp.291-317,
https://doi.org/10.1111/j.1540-5915.1996.tb00854 .x.

Ullah, A., Pinglu, C., Ullah, S., Zaman, M. and Hashmi, S.H. (2020) ‘The nexus between capital
structure, firm-specific factors, macroeconomic factors and financial performance in the textile
sector of Pakistan’, Heliyon, Vol. 6, No. 8, pp.47-59, https://doi.org/10.1016/j.heliyon.
2020.e04741.

Wang, H. and Reuer, J.J. (2006) ‘Risk reduction through acquisitions: the roles of firm-specific
investments and agency hazards’, in Cooper, C.L. and Finkelstein, S. (Eds.): Advances in
Mergers and Acquisitions, Vol. 5, pp.25-49, Emerald Group Publishing Limited,
https://doi.org/10.1016/S1479-361X(06)05002-2.

Zadeh, F. and Eskandari, A. (2012) ‘Firm size as company characteristic and risk disclosure level,
review on theory and literature’, International Journal of Business and Social Science, Vol. 3,
No. 2, pp.9-17.

Zhang, X., Ouyang, R., Liu, D. and Xu, L. (2020) ‘Determinants of corporate default risk in China:
the role of financial constraints’, Economic Modelling, Vol. 92, pp.87-98, https://doi.org/10.
1016/j.econmod.2020.07.005.



