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Abstract

Recent studies document that covenant violations intensify the conflicts of interest
between lenders and borrowers, and lead to greater restrictions on borrowing firms’
financing and investment activities (Chava and Roberts, 2008; Roberts and Sufi, 2009b).
Motivated by this literature, | investigate whether accounting conservatism, specifically
conditional conservatism, mitigates the adverse consequences of debt covenant
violations. | argue that conservative reporting can potentially ameliorate the conflicts of
interest between lenders and borrowers. Therefore, | predict that accounting conservatism
reduces the adverse impact of covenant violations on borrowers’ financing and investing
activities and exhibits a positive association with operating and stock market performance
after covenant violations. | obtain a sample of 312 violating and 5,327 non-violating firm-
quarters observations from U.S. non-financial public firms during the period of 1998 —
2007 to test my hypotheses. Using three measures of conditional conservatism and a
composite measure of the three individual measures, | find that the degree of increase in
borrowing firms’ conservative reporting between loan initiation and covenant violation is
associated with smaller reductions in firms’ financing and investing activities in the post-
violation period. Furthermore, my analyses provide some evidence that firms that
increase conservative reporting exhibit better stock market performance, implying that
conservative reporting is beneficial for shareholders after covenant violations. I find no
evidence that increased accounting conservatism affects operating performance after
covenant violations. My results continue to hold after controlling for pre-contracting
unconditional and conditional conservatism. Overall, my dissertation provides evidence
that conservative accounting practices followed by borrowing firms ease the adverse
consequences of debt covenant violations. My dissertation contributes to the emerging
literature on the effects of accounting quality on re-contracting outcomes after covenant
violations.
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Chapter 1 Introduction

In this dissertation, | examine whether accounting conservatism alleviates the
adverse consequences of debt covenant violations, such as restrictions on violating firms’
financing and investing activities by lenders. I also examine the implications of
accounting conservatism for violating firms’ operating performance and stock market

performance in the post-violation period.

Accounting conservatism, defined as the tendency of firms to understate the value
of firm assets (Givoly et al., 2007) in their financial statements has important
implications for debt contracting. In particular, Watts (2003a, b) argues that lenders
demand that borrowers use conservative accounting practices because the resultant
downward bias in the reported value of net assets provides some assurance that the
minimum amount of borrowers’ net assets is greater than the lenders’ claim on the
borrowing firms. Consequently, conservative reporting reduces lenders’ downside risk.
Consistent with this argument, recent studies provide empirical evidence that accounting
conservatism is associated with a lower cost of debt (e.g., Ahmed et al., 2002; Zhang,

2008).

However, extant literature mainly focuses on the implications of accounting

conservatism at the time of loan initiations. To the best of my knowledge, there has been



no empirical study examining how accounting conservatism affects the consequences of
covenant violations when they do occur. My dissertation aims to fill this void by
providing empirical evidence on the implications of conservatism for the consequences of

debt covenant violations.

Examining the implications of accounting conservatism for the consequences of
debt covenant violations has important implications for the understanding of the role of
accounting information in capital markets. First, lenders and borrowers re-contract after
covenant violations, an important and frequent economic event in the financial
contracting process. Roberts and Sufi (2009b) report that 25% of public firms disclosed
covenant violations between 1996 and 2005. Second, while there is a current debate
regarding the implications of accounting conservatism for the consequences of covenant
violations (e.g., Gigler et al., 2009 vs. Kothari et al., 2010), there is a lack of empirical
evidence on this issue. Furthermore, accounting ratios are often explicitly used in
financial contracts, defining the decision rights between lenders and borrowers. However,
the flexibility inherent in General Accepted Accounting Principle (GAAP) allows the
borrowing firm to exercise reporting discretion (e.g., Watts and Zimmerman, 1986;
Dichev and Skinner, 2002), which not only affects the timing of the transfer of these
decision rights (e.g., Zhang, 2008), but also signals the borrowing firms’ intent to keep or
terminate negative net present value projects (e.g., Francis and Martin, 2010). It is not

clear from extant literature how managers’ reporting discretion after loan initiation affects
2



the outcomes of re-negotiation between the lender and borrower after debt covenants are

violated.

Recognizing that managers may deviate from pre-contracting levels of
conservatism, | argue that the degree of increase in borrowing firms’ conservative
reporting from the pre-contracting level signals borrowers’ intent to discontinue negative
net present value projects rapidly, reducing lenders’ downside risk. As such, I expect to
observe smaller reductions in these firms’ financing and investing activities after
covenant violations, as compared to firms that do not increase conservative reporting to
the same extent (or reduce reporting conservatism or keep it unchanged). To provide
evidence on whether the increase in conservatism has value implications for violating
firms after covenant violations, | further examine whether the increase in borrowers’
reporting conservatism from the pre-contracting levels are associated with better
operating and stock market performance after the borrowers have violated debt

covenants.

To ensure the robustness of the results, | use a number of alternative measures of
accounting conservatism in my empirical analysis. Specifically, | measure accounting
conservatism as (i) accumulated negative non-operating accruals (NonAcc) (Givoly and

Hayn, 2000), (ii) skewness of earnings (SK) (Givoly and Hayn, 2000; Zhang, 2008), (iii)



C-Score metric (C-Score) (Khan and Watts, 2009), and (iv) a composite measure based

on the above three individual measures (CCM).

I construct a sample including 312 violating and 5,327 non-violating firm-quarter
observations that have loan information available. | obtain this sample by merging (i) the
covenant violation sample provided by Nini et al. (2009), (ii) the loan sample provided
by Thomas Reuters Loan Price Corporation (LPC), and (iii) the Compustat firm-quarters

observations with (iv) stock return data available on CRSP.

I conduct a series of empirical analyses beginning with the Ordinary Least
Squares (OLS) regression. | follow this up with a set of other tests including the Heckman
(1979) two-stage selection model, the Propensity Score Matching model (PSM), and the
Double Selection model in order to address the problems of selection bias that might arise
from endogenous treatment variables (i.e., probability of violation and probability of
change in conditional conservatism). After controlling for covariates and selection bias, |
find that the implications of the change in conditional conservatism for the consequences
of violation in financing and investing activities are significant as predicted. These results
suggest that borrowing firms that increase reporting conservatism after obtaining their
loans experience more favorable outcomes from re-negotiation after they violate debt

covenants. | find mixed evidence of the effect of increased conservatism on firm



valuation after the violation of debt covenants. I find no evidence of accounting

conservatism affecting operating performance after covenant violations.

| also conduct several sensitivity tests. First, | analyze the covenant violating
sample alone (excluding non-violators) and find that the results using the violating
sample are consistent with the results in the main analysis that include both violators and
non-violators in the sample. | also investigate whether the pre-contracting conditional
conservatism has any implications for the consequences of violations in the violating
sample.! | find that the pre-contracting conditional conservatism has no impact on the
consequences of covenant violations. Furthermore, | vary the measurement window for
the calculation of the dependent variables and find no significant results using plus/minus
two quarters (versus plus/minus four quarters for the main analysis) surrounding the
covenant violation quarter. | also use assets as a deflator for changes in debt and changes
in capital expenditures rather than market value of equity that I use for my main analyses.
I find that the results are consistent with the main analyses for changes in debt issuance

after covenant violations.

My dissertation contributes to the literature on the role of accounting

conservatism in debt contracting in the following ways. First, | provide evidence that

! In the main analysis with a pooled sample of violating and non-violating firm-quarters, the effect of pre-
contracting unconditional conservatism for the consequences of violations is modeled through the
probability of violation model (Section 3.2.2) and the probability of change in conditional conservatism
model (Section 3.2.5).



borrower conservatism eases the conflicts of interest between the lender and the borrower
upon covenant violations, supporting the view that conservatism benefits the borrower
after covenant violations. Second, my study contributes to the emerging literature on the
effects of accounting quality on re-contracting outcomes after covenant violations. To the
best of my knowledge, this is the first study examining how accounting information
impacts the consequences of covenant violations. My dissertation provides evidence that
lenders value accounting conservatism at the re-contracting stage after covenant

violations.

My dissertation also contributes to the finance literature examining the
consequences of covenant violations (e.g., Beneish and Press, 1993; Chen and Wei, 1993;
Chava and Roberts, 2008; Nini et al., 2009; Roberts and Sufi, 2009b). While these studies
provide evidence that covenant violations lead to adverse outcomes for the borrower, |

document that reporting conservatism mitigates such adverse consequences.

The conclusions from this study are subject to several caveats. Some of the test
results are weak, i.e., significant only at the 10% level. This might be due to the use of the
change specification rather than the level specification for the dependent variables, such
as the change in debt issuance and change in capital expenditures. In addition, although |
use various models, e.g., Heckman (1979) two-stage selection model, Propensity Score

matching model, and double selection model, to address the econometrics issues



associated with the two endogenous treatment variables (i.e., probability of violation and
the probability of change in conservatism), the factors used in these models may have a
low correlation with the underlying economic determinants of accounting covenant ratios
due to the lack of theoretical guidance (Demiroglu and James, 2010). Future studies

should systematically examine determinants of covenant ratios.

The remainder of this dissertation is organized as follows. In Chapter 2, | review
the general background on debt covenants and accounting conservatism, based on which |
develop my hypotheses. I discuss the sample and research design in chapter 3. In Chapter
4, | provide the results of the validation tests of my conservatism measures and the
descriptive statistics. In Chapter 5, I discuss the results of the empirical analyses. In
Chapter 6, I discuss the results of the sensitivity tests. | conclude the dissertation in

Chapter 7.



Chapter 2 Background, Literature Review and Hypotheses Development

2.1 Background on Debt Covenants

Debt covenants are restrictions imposed by lenders on borrowing firms during the life of
loans. Finance theory suggests that the conflicts of interest between lenders and shareholders
create distortions in investment and financing decisions. For example, managers acting as agents
for their principals, that is, the shareholders, may liquidate firm assets to pay dividends to
shareholders (unauthorized distributions), undertake risky projects that are not anticipated by the
lenders (asset substitution), or over invest in negative net present value projects (over-
investment) (Smith and Warner, 1979). These decisions would reduce the probability that the
loan will be repaid and consequently result in wealth transfers from lenders to shareholders. To
restrict managers’ risk-shifting behaviour discussed above, lenders require the borrowing firms

to comply with debt covenants specified in lending agreements.

Three types of debt covenants are observed in most lending agreements: affirmative
covenants, negative covenants, and financial covenants. An affirmative covenant requires the
borrower to undertake a certain course of action, for example, to buy liability insurance for its
chief executive officer or to maintain December as the fiscal year end. A negative covenant
prevents the borrower from taking certain actions. For example, a negative covenant may specify
that the borrower cannot invest in certain projects or that the capital expenditures cannot exceed

the amount specified by the lenders.



A financial covenant requires the borrower to maintain a certain level of financial
performance relating to metrics such as interest coverage ratio, current ratio, leverage, and net
worth. Aghion and Bolton (1992) argue that financial covenants, employing a noisy but
contractible signal (e.g., accounting ratios), are used in financial contracts to reflect the
contingent nature of debt contracts that allows the lender to secure the decision right ex ante.
Given that financial covenants are based on accounting information and accounting information
has implications for the transfer of decision rights (to be discussed in Section 2.3), | focus on the
circumstances (e.g., reporting practices) surrounding the violation of financial covenants rather
than the violation of non-financial covenants. The next section reviews the current literature on

the consequence of covenant violations.

2.2 Literature Review on Consequences of Covenant Violations

Recent finance studies suggest that covenant violation exacerbates the conflict of interest
between lenders and borrowers, leading to significant reductions in firms’ investing and
financing activities (e.g., Chava and Roberts, 2008; Roberts and Sufi, 2009b). As discussed in
Section 2.1, use of financial covenants in debt contracts allows lenders to secure decision rights
when the borrowing firms fail to meet financial covenant threshold. The transfer of decision
rights accompanying the violations of covenants provides lenders an opportunity to extract rents

from borrowers by demanding higher concession fees or interest rates (Beneish and Press, 1993;



Gopalakrishnan and Parkash, 1995).% In addition to demanding extra compensation from
violating firms, lenders can require borrowing firms to terminate a specific project or undertake
less risky projects (Dewatripont and Tirole, 1994). Nini et al. (2009) suggest that lenders may
force the borrowing firms to sell illiquid assets (e.g., specialized machinery or equipment) for
more liquid assets (e.g., more generalized machinery) to reduce potential risk associated with
their lending. These responses to covenant violations reflect lenders’ incentives to protect their
claim in the borrowing firms, incentives that might not necessarily be in the best interest of the
borrowing firms. Building on this literature, Chava and Roberts (2008) and Roberts and Sufi
(2009Db) argue that covenant violations represent an important mechanism through which lenders
can exercise their decision rights to protect their interests and influence the borrowing firm’s
financing and investing policies. Specifically, lenders can directly affect the borrowing firms’
financing activities by demanding faster loan repayment, reducing the borrowing base, or
increasing interest rates. Lenders can also restrict the borrowing firms’ investing activities by
imposing additional capital expenditure covenants or requiring the borrower to terminate specific
projects. Using covenant violation data, Chava and Roberts (2008) and Roberts and Sufi (2009b)
show that after covenant violations, there is a significant reduction in the borrowing firms’

financing and investing activities.®

% In rare cases, lenders may waive the violations without imposing any additional restrictions or end the lending

relationships with the borrowers (Beneish and Press, 1993).

* Although covenant violation leads to unfavorable outcomes, Roberts and Sufi (2009b) have shown that borrowers
rarely switch lenders after covenant violations. This suggests that borrowers are unlikely to obtain more favorable
10



The above discussion clearly suggests that covenant violations intensify the conflicts of
interest between lenders and borrowers over investing and financing policies. However, the value
implications of covenant violations are not clear. On one hand, Dewatripont and Tirole (1994)
and Gorton and Kahn (2000) suggest that lenders’ responses to covenant violations may interfere
with the violating firms’ positive net present value projects, leading to a decrease in firm value.
Consistent with this conjecture, Tan (2011) finds that violating firms experience worse operating
performance after violation. On the other hand, Nini et al. (2009) argue that lenders’ intervention
after covenant violations have value implication for violating firms as lenders can force the
borrowing firms to eliminate negative net present value projects. They find that covenant
violators experience improvements in operating performance as well as stock market

performance in the periods after covenant violations.

Although the above-mentioned studies in the finance literature examine the consequences of
covenant violations, the implications of accounting conservatism for the consequences of
covenant violations have not been examined. This issue is important because the speed with
which debt covenants are likely to be violated depends on the extent to which borrowing firms’
use conservative reporting practices. | discuss such implications for the consequences of

covenant violations in Section 2.3.

2.3 Accounting Conservatism

lending terms from new lenders and they are more likely to be affected by existing lenders’ willingness to extend
credit.

11



Accounting conservatism is an important accounting practice that has influenced
financial reporting for at least five hundred years (Basu, 1997). There have been many
controversies surrounding the economic role of this practice since the Financial Accounting
Standard Board (FASB) issued an exposure draft in 2006 removing accounting conservatism
from the conceptual framework. In 2010, the concept of conservatism was eliminated from the
FASB’s and International Accounting Standard Board’s (IASB) joint conceptual framework

(FASB, 2010).

| start the discussion by defining accounting conservatism and introducing two types of
accounting conservatism that have been studied in the extant literature, followed by a discussion

of the implications of accounting conservatism on debt contracting.

2.3.1 Definition of Accounting Conservatism

Throughout the dissertation, I follow Givoly et al. (2007) and define accounting
conservatism as “the systematic understatement of the book value of the entity’s assets™.
According to this definition, conservative reporting causes the reported value of an entity to be
lower than its economic value on average. The understatement comes from two types of
accounting conservatism: conditional and unconditional conservatism, the topic to be discussed

next.

2.3.2 Unconditional Conservatism

Unconditional conservatism represents the practice of understating the book value of net

assets “due to predetermined aspects of the accounting process” (Beaver and Ryan, 2005). This
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type of accounting conservatism reports the lower value of firm assets without taking into
account the timing and the amount of the future benefits of these assets. For example, the
requirement of expensing research and development (R&D) expenditures rather than capitalizing
these expenditures represents an application of unconditional conservatism because the R&D
expenditures are expensed without considering their future realization (e.g., unconditionally
expensed). Another example of unconditional conservatism is the choice of double-declining
depreciation method vs. straight-line depreciation method. The double-declining depreciation
method produces a lower value on the balance sheet because it results in quicker depreciation of
assets compared with the straight-line depreciation method. However, the choice of quicker
depreciation is not conditional on the change in the economic value of the underlying assets. In
summary, unconditional conservatism leads to reporting lower value of entity assets without

taking into consideration the cash flow realization of future expected gains and losses.

2.3.3 Conditional Conservatism

Unlike unconditional conservatism that does not allow for the recognition of changes in
the value of assets, conditional conservatism reflects changes in economic value of firm assets”
by imposing higher verification requirements for the recognition of good news than the

recognition of bad news, resulting in a differential speed of recognition of bad news versus good

4 Accounting for change in economic value can be symmetrical if gains and losses are recognized at the same speed.
Under the current U.S. GAAP and Canadian GAAP before the Canadian adoption of International Financial
Reporting Standard (IFRS), gain recognition is limited to reporting the increases in values of marketable securities

held for trading and foreign currency gains.
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news (Basu, 1997) in earnings. To assess the conservative nature of earnings, Basu (1997)
derives a measure of asymmetric timeliness by comparing the association between earnings and
bad news (as measured by negative stock returns) relative to that between earnings and good
news (as measured by positive stock returns). He shows that the former association is stronger.
The asymmetric timeliness is manifested through writing downs the value of assets but not
writing up the value of assets. For example, a write-down takes place in inventory due to losses,
damages, obsolescence, decline in market price, or other decreases in expected future cash flows
arising from disposition of the inventory; a write-down is also required through an impairment
charge on assets when the firm loses its competitiveness and customer base. In contrast, writing
up of assets is prohibited when the economic value of firm assets exceeds the reported value. The
asymmetric recognition of losses and gains leads to systematic understatement of the value of

firm assets. In the next section, | discuss the role of accounting conservatism in debt contracting.
2.4 Role of Accounting Conservatism in Debt Contracting

The role of accounting conservatism in debt contracting is contentious. Arguments have
been made supporting both the beneficial role and as well as the detrimental effect of accounting

conservatism in debt contracting, which | elaborate next.

2.4.1 Potentially Beneficial Role of Accounting Conservatism in Debt Contracting

® Since the adoption of IFRS in Canada on January 1, 2011, public firms in Canada have the option of revaluating
long-lived assets in subsequent periods. For example, a public firm can choose to recognize the increased value of

property, plant, and equipment and must do this periodically once they undertake this option (1AS 16).
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Watts (2003a,b) argues that accounting conservatism plays an important role in debt
contracting arising from lenders’ asymmetric payoft function. Given a fixed amount of claim on
firm assets, lenders do not share the benefits of an appreciation in firm value, but they bear the
downside risk. As a result, lenders demand timely recognition of bad news into earnings.
Conservative reporting satisfies this demand by requiring timely downward revision of book
value of assets, leading to quicker covenant violations, and allowing lenders to gain decision
rights promptly (Watts, 2003a,b; Ball and Shivakumar, 2005; Zhang, 2008). For example,
quicker recognition of capital assets impairment in earnings would reduce earnings and probably
increase debt to equity ratio above the level of maximum allowable debt to equity ratio specified
in debt contracts. On the other hand, conservative borrowers are also rewarded by being offered
lower costs of borrowing ex ante because conservative reporting triggers quicker covenant
violations (Ball and Shivakumar, 2005; Zhang, 2008). Following this reasoning, conservatism is

regarded as a beneficial mechanism in debt contracting.

Recent studies generally find evidence consistent with the argument that accounting
conservatism can be beneficial in debt contracting. Ahmed et al. (2002) show that conservative
firms obtain better debt ratings from lenders; Zhang (2008) demonstrates that conservative
borrowers are rewarded with lower costs of borrowing. Wittenberg-Moerman (2008) provides
evidence that conservative firms have lower spreads for their loans that are traded on the
secondary loan markets. Furthermore, researchers also find that conservatism is associated with

lower cost of equity capital (Lara et al., 2009; Li, 2010). In addition to the direct evidence of the
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contracting benefits of accounting conservatism, cited above, the literature also suggests that the
prevalence of conservative reporting is attributable to demand from the lenders. In a cross-
country study, Ball et al. (2008) show that conservatism is related to the size of a country’s debt
market rather than the size of its equity market, and the demand for conservative rep