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ABSTRACT

| examine the role of accounting conservatism in the debt marketcpity market.
In the first essay | examine whether post-borrowing accountingepaism is related to
initial debt-covenant slack. | find firms with low debt-covenantisldisplay a smaller
increase in conservatism after borrowing compared to firmshigth debt-covenant slack. |
further find that this relation is more pronounced when the cost ofcdebnhant breach is
greater and is less pronounced when lenders have stronger monitogntmves. This study
supports the debt covenant hypothesis. The second essay investigates the ifimaactalf
market competition on a firm’s choice regarding accounting quétidyauthored). The
estimates indicate that foreign bank entry is associated mphoved accounting quality
among firms, and this improvement is positively related to adisnbsequent debt level.
The increase in accounting quality is also greatest among pfifrate smaller firms, less
profitable firms, and firms more dependent on external financingae third essay
investigates whether conditional accounting conservatism has gtformal benefits to
shareholders (co-authored). We find some evidence that higher cooeditional
conservatism is associated with lower probability of future bagsneWe also find weak
evidence that the stock market reacts stronger (weaker) to(lgaddearnings news of more
conditionally conservative firms. Thus, we provide additional evidence ctivaditional

conservatism affects stock prices.



To my father, wife, kids, and Dr. Frankel

ACKNOWLEDGEMENT

Foremost, | would like to express my sincere gratitude to my adiRisessor
Richard Frankel for the continuous support of my Ph.D. study and researchis f
patience, motivation, enthusiasm, and immense knowledge. He introducta three

realm of accounting research and helped me in all the time of research.

Besides my advisor, | would like to thank the rest of my thesisnutige:
Professors Radhakrishnan Gopalan, Ronald R. King, Xiumin Martin, Jamdsray,

and Werner Ploberger, for their encouragement and insightful comments.

| thank my co-authors, Todd Gormley, Xiumin Martin, and Mikhail Pevzioer
the stimulating discussions and collaboration. | also thank Washibgiioersity in St.

Louis for the financial support and colleagues in the Ph.D. program for being friends

My wife, Hyung Kyung Kim and my lovely two kids, Adeline and Jayh made
it possible for me to go through this long journey. Without myelwifsacrifice and
support, this thesis would not have been possible. | am also gratefylgarents-in-law,

sisters, brothers-in-law, and sisters-in-law for always being stiypgor

Lastly and most importantly, | would like to thank my parents Young Ho Kim and
Sung Sul Chang for all the love and support over the years. Espetiddgicate the
thesis to my father, who had been anxiously anticipating my commenteeremony
but passed away one week after my oral defense.



Table of Contents

o To [¥ox 1 o] o IO URPPPPPPTTRPPRRPR 1
Il. Post-Borrowing Conservatism and Debt-Covenant Slack
R [ 01 o To 11 T 1T o TR RPPPPTUTPPRPRTN 3
2. HYypOthesiS DeVEIOPMENT ....uuuiiiiiiiii e 7
3. Data and ReSearch DEeSIQN .......couuuuuuuuiiiiiiiiiee ettt e e e e e e e e e eeeeeennne 12
I RS Y= 10T o] (=21 U= od 1 o o SR 12
3.2 RESEAICH DESIGN ..ottt e e e e e e e e raa————— 13
3.2.1 CoNServatiSmM MEASUIES .........oeeiiiiiiiiiiiiiitt ettt et e et e e e e e e e e e e e e e e s b bbb eeeeeees 13
3.2.2 Covenant SIACK MEASUIE ........cooouiiiiiiiii ettt 14
2.3 TESE OF HL et a e e e 14
3.2.3.1 Asymmetric TIMeliNESS MEASUIE .......ccceeiiiiiiiiiiiiiiiiieee e 14
3.2.3.2 ACCIUAIS MEASUIE ....uuiiiiiei et e e et e et e e e e e e e e e aeeeeas 16
B2 A TSt OF H2 ettt e e e 17
.25 TESEOF H3 ettt e e e 19
4, EMPINCAl RESUILS ...t e e e e e e e e e e e e e eeeaeennennnnas 20
4.1 Descriptive Statistics and Simple Correlations .............ceiiiiiiiiiieeeeeeeeeeeeeviiiinns 20
4.2 Multivariate TeSE RESUILS .......c..euiiiiiiiiiiiiiiiiieeee e 22
4.2.1 Change of Conservatism after BOrrowing ..........ccoouuuuiiiiiiiininneeeeeeeeceeeeeeiieiinnnns 22
4.2.2 Results of the Test OF HL ..o 23
4.2.3 Results of the Test OF H2 ..o 27
4.2.4 Results of the Test O H3 ..o 28
4.2.5 Special [tems after BOITOWING ........oovvvviiiiiiiiiiiiiiee e eeeeeeeeeeeeean e e e e e e e e aaes 30
5. Robustness Checks and Endogeneity of Covenant Slack..............ccccceeevviieiieeeennn.. 31
5.1 Relation between Conservatism and Covenant Slack in Borrowing Year .......... 31
5.2 Endogeneity of Covenant SIacK ........ooovvviiiiiiiiiiii e 32
5.3 Other RODBUSINESS CRECKS .....cooiiiiiiiiiiiii e 34
5.3.1 SEIECHON BIAS ...ceeiviiiiiiiiiiiiee et a e e e e 34
5.3.2 Repeated BOIMOWEIS ......ccooiiiiiiiiiiiiitiiee ettt e e e e e e e e e e e e eeeeenenns 35
5.3.3 Extraordinary Items and Gains or Losses from Discontinued Operations ....... 36
5.3.4 Alternative measure Of Credit riSK ... 36
B. CONCIUSION ...ttt e e et e e e e e e e e e e e e e e e e e e aannas 36

[I. Can Firms Adjust Their Opaqueness to Lenders? Evidence from Forgn
Bank Entry into India

1. Description of Policy Change in INdia ............ccoovviiiiiiiiiiiciieee e 69
2. Hypotheses DeVeIOPMENT .......ccoi e 71



3. Data and RESEaArCh DESIQN .....uuuuuuiiiiiie et e e e e e e e e e 75

G F00 R D - | = PP 75
3.2. Measuring timely 0SS reCOgNItION ...........euuiiiiiiiiee e e e 77
3.2.1. Accruals-cash flows MOdel.............uuuiiiiiiiii e 77
3.2.2 Basu’s (1997) earnings time-series MOdel............ccooviiiiiiiiiiiiiiiiie e 79
3.3 RESEAICH dESION ... e 80
3.3.1. Regression using accruals and cash flows model..........cccccoooooiiiii. 80
3.3.2. Regression using earnings time-series Model..........cccooviiiieeiiiivieeeeeein 82
A, EMPINCAl RESUILS.......veieeiiiie et e e e e e e e e e e e e e e e eeees 83
4.1, DeSCrPLIVE STALISTICS ....cieieeieieieeeeeeiise e s e e e e e e e e e e et s e e s e e e e e e e e eeeeeenennnnnes 83
4.2. REQIreSSION FESUILS .....vviiiiiiiie i e e e e e e e e e e e e 84
4.2.1. Timely loss recognition prior to foreign bank entry............cccoovvviiiiiiiiiiiiennn. 84
4.2.2. Timely loss recognition following foreign bank entry ...........ccccoeeiiiineiniiinnne. 84
4.2.3 Cross-sectional changes in timely 0SS recognition................ueveiiiiiinniieeeeeennn. 85
4.2.4. Timely loss recognition and access to Credit ............eeeeiiiiiiiiieeeeeeeiieeeeeeiiiiiiees 88
4.3. RODUSINESS TESTS ...ciiiiiiiiiiiiii ittt e e e e e as 90
4.3.1 SEIECHON DIAS ...t 90
4.3.2 Earnings time-serieS MOUE! ........ccoiiiiii i 91
T O] T 111 o o PP PPPPPPPPR 92

V. Conditional Accounting Conservatism and Future Negative Surprises:
An Empirical Investigation

I [ 0110 To (1 To{ 1 o] o ISR PRRPPPUPPTRR 111
P2 |V o 111 VZ= 11 o] o PR 113
2.1 LItErature REVIEW ......coiiiiieiiiiie ettt e e e e e e e e e e e e e e e e e 113
2.2. Hypotheses deVelOpPmMENT.......ccoove i e e s 118
3. Research design and SampPle ..........ooeeiiiiiiiiiiiiie e 120
G =TS = T o o I o (=] T | o 120
3.1.1. Tests Of HYPOTNESIS 1 .....coiiiieieiiiiiiciee et e e eeeeaaeees 120
3.1.2. Tests Of HYPOINESIS 2 ... 127
3.2, SAMPIE SEIECHON ....eeii e 128
3.3. Sample deSCriptive STALISTICS .....uuuuuiaiie ettt e e e e e e eeeeennenes 129
A, EMPIFCAl @NAIYSES ....uuuii it e e e e e e e e e 130
4.1 Empirical results of Tests of HypothesiS 1 ..........coovvvviiiiiiiiiiiiieeeeeeeeeeeeeeeei, 130
4.2 Empirical results of Tests of HypothesisS 2 ..........ooovvviviiiiiiiiieeeeeeeeeeeiie 135
T O] o[ 18] o] o PP PPPPPPPPI 136
V. CONCIUSIONS ..ot et e e e e e e e e e e e s 156



List of Tables & Figures

Post-Borrowing Conservatism and Debt-Covenant Slack
Table 1. Sample SeleCtioN PrOCESS ......uuuiiiiiii it e e e e e e e e 41

Table 2. DeSCrPLIVE STAtISTICS. .....uuuruuiiiiiie ettt e e as 42

Table 3: Changes in Conservatism after Borrowing (Asymmetric Tnesdi Measure) ....

............................................................................................................................................ 45
Table 4: Debt Covenant Slack and Conservatism Change after Borrowingri@ssic
TIMEINESS IMEASUIE) ...uiiii e e e e eeee et e e e e e e e e e e e et e e e et e r e e e e e e e eaaeaaeeeeeeeseeennnnnnnen 46
Table 5: Debt Covenant Slack and Conservatism Change after Borrowirrgdscc

YL T =) SRS 49
Table 6: Conservatism Change after Borrowing and Changes in Credit Rating
(Asymmetric TIMEINESS MEASUIE) ......iiiiiiieeeei et e e as 51
Table 7: Conservatism Change after Borrowing and Changes in Credit Ratimgalacc
LT U =) PP RRSPP 54
Table 8: Conservatism Change after Borrowing and Bank Monitoring (Asynemetri
TIMEIINESS IMEASUIE) ...uiiii i e e e e eeee et e e e e e e e e e e e e e e e e e et a e e e e e e e eaeeaaeeeeeeessaennnnnnnas 55
Table 9: Conservatism Change after Borrowing and Bank Monitoringrgats Measure)
............................................................................................................................................ 58
Table 10: Debt Covenant Slack and Special femMS ............uviiiiiiiiiiiieeeee e 59
Table 11: Conservatism and Debt Covenant Slack in Borrowing Year (Asymmetric
TIMEIINESS IMEASUIE) ...t e et e e et e e e e e e e e e e e e e e e e e eeeeneabbnnnn s 60
Table 12: Endogeneity of Debt Covenant SIack...............ueuviiiiiiiiiiii e 61
Can Firms Adjust Their Opaqueness to Lenders? Evidence from Forgn Bank

Entry into India

Figure 1 — Indian Districts with First Foreign Bank Entry between 1991-2001....... 98

Table 1 Number of Foreign Bank Branches in India by District and Year ....................... 99
Table 2 SUMMArY STALISTICS ......cvvieeeeeiiiiicee e e e e e e e e e e e e e e eeee e s 100
Table 3 Timely recognition of economics losses prior to foreign bank entry ................. 101
Table 4 Foreign bank entry and timely recognition of [0SSeS...........c.ouvviiviiiiiiiiiiiineneenn. 102
Table 5 firm profitability, foreign bank entry, and timely recognition of losses.....103

Table 6 Firm size, foreign bank entry, and timely recognition of loSsSesS.............c..cccc... 104
Table 7 Ownership, foreign bank entry, and timely recognition of losses ..................... 105

Vi



Table 8 External financing dependence, foreign bank entry, and timebgnition of

(0SS = TP PPPPPPPPPPPPPPRR 106
Table 9 Credit access and timely loss recognition after foreign bank.entr............ 107
Table 10 Robustness test using earnings time-series approach ...........ccccevvvvvvvvvvnniinnennn. 108

Conditional Accounting Conservatism and Future Negative Surprises: An
Empirical Investigation

Table 1 Sample DeSCriptive STatiSTICS......uuuuuuiiiiiiiee e eeee e e e e e e e e e e e e e eeeeeaennnaes 147

Table 2 Conditional conservatism and future negative performance ..............ccccvvvvvnnnes 149

Table 3 Conservatism and market reaction to bad news at quarterly earnings

=] 0108 [ TeT=T 4 0 TCT o | TP 155

Vil



Chapter |

Introduction

| examine the role of accounting conservatism in the debt marketcpity market.

Accounting conservatism is one of the most fundamental principlescouating and has

influenced accounting rules for a long time. Understanding the abl@ccounting

conservatism would be particularly important in light of recemngt moves to adopt IFRS

in the United States, such as the recent decision to acceftd&sed foreign financial

statements in the U.S. without reconciliation to GAAP and the propdE€d Roadmap to

adoption of IFRS in the US.

The first essay examines whether post-borrowing accounting gatiser is
related to initial debt-covenant slack. Following the debt-covehgmbthesis, | posit
firms with tighter debt-covenant slack will have less incentivéntrease conservatism
after borrowing. Using Dealscan data, | find firms with low ebtenant slack display
a smaller increase in conservatism after borrowing cordp@rdirms with high debt-
covenant slack. | further find that this relation is more pronounced thgecost of debt-
covenant breach is greater and is less pronounced when lendestrbager monitoring
incentives. | also provide evidence that firms with tighteclsltend to report fewer
negative special items after borrowing. Several robustness cimetkding a model to
address endogeneity of covenant slack confirm the results. My gtadides evidence
that the level of post-contracting conservatism is associaiédtie cost of covenant
breach and bank monitoring.

The second essay investigates the impact of financial meokepetition on a

firm’s choice regarding accounting quality (co-authored). Iniqdar, this paper uses

1



the entry of foreign banks into India during the 1990s—analyzing \amiati both the

timing of the new foreign banks’ entries and in their location—tonedé the effect of
increased banking competition on firms’ timely recognition of ecoonolmsses, an
important aspect of accounting quality to lenders. The estintedesate that foreign

bank entry is associated with improved accounting quality among,fiamd this

improvement is positively related to a firm’s subsequent debt. leVde change in

accounting quality appears driven by a shift in firms’ incestiteesupply higher quality
information to lenders and lenders seem to value this information. inthease in

accounting quality is also greatest among private firms, emaiins, less profitable
firms, and firms more dependent on external financing. OverallevltEnce suggests
that a firm’s opaqueness is not static, and that a firm's che&igarding accounting
guality is a function of credit market competition.

The third essay investigates whether conditional accounting cotiservaas
informational benefits to shareholders (co-authored). We find serdenee that higher
current conditional conservatism is associated with lower probabiliyyture bad news,
proxied by missing analyst forecasts, earnings decreasgsiiddend decreases. We also
find weak evidence that the stock market reacts stronger (Wetakgood (bad) earnings
news of more conditionally conservative firms. Thus, we provide iaddltevidence that

conditional conservatism affects stock prices.



Chapter Il

Post-Borrowing Conservatism and Debt-Covenant Slack

1. Introduction

| examine the relation between firms’ debt-covenant slack aed {bost-
borrowing change in conservatism. | find firms become more corservafter
contracting to borrow but this increase in conservatism ispl@sgunced for firms with
tighter initial debt-covenant slack. | measure conservatism via agyimtiraeliness and
nonoperating accruals. | also find that the positive relation leetfwens’ debt-covenant
slack and post-borrowing changes in conservatism is more pronounced wltesttbé
breaching covenants is high and is less pronounced when lenders hawgerst
monitoring incentives. Finally, | find firms with tighter initieovenant slack recognize
fewer negative special items after borrowing.

The debt-covenant hypothesis predicts that firms will choose accouynttiicges
to avoid covenant violations (Watts and Zimmerman, 1986; DeFond and Jiambalvo, 1994
Sweeney, 1994; Dichev and Skinner, 2002), because breaching covenaasdlyis ¢
(Beneish and Press, 1993; Chava and Roberts, 2008). Managers wilsttanger
incentives to make income increasing accounting choices as theofcazivenant
violation increases (Dichev and Skinner, 2002). Research provides evslgmmorting
the debt-covenant hypothesis by examining accounting choices sudbpeeciation
method, inventory valuation method (FIFO/LIFO), amortization period far geriod
pension costs, and abnormal accruals (Holthausen, 1981; DeFond and Jiambalvo, 1994;

Sweeney, 1994; Beneish, Press, and Vargus, 2001).



Changes in accounting conservatism are relevant to the examioatios debt-
covenant hypothesis, because of the relation between conservatisfabarabntracting
efficiency (Watts, 2003a). Accounting conservatism accekeratvenant violations
upon the occurrence of bad news, allowing lenders to reduce their dewnsk by
taking protective actions (Zhang, 2008). Several studies provide eidesiclenders
reward conservative borrowers with lower interest rates (Ahmichg8, Morton, and
Harris, 2002; Zhang, 2008; Moerman, 2008). However, by reducing then@selof
loss recognition after borrowing, managers can avoid the breadbbbfcovenants and
vitiate lender protections. Thus, examining relation between covetakt and loss-
recognition timeliness provides a way to test for efficiemoplications of the debt-
covenant hypothesis.

Using the Dealscan database from Loan Pricing Corporation (UP@gntify
private lending agreements containing net-worth covenants. | thewata covenant
slack in the initial year of the lending agreement and exathmeelation between this
covenant slack and the firm’s subsequent conservatism. Conservatsgassired by
asymmetric timeliness (Basu, 1997) and nonoperating accruals (Gwoli#ayn, 2000).
| predict and find that firms with low debt-covenant slack beconsedesservative after
borrowing compared to firms with high debt-covenant slack because With low debt-
covenant slack have incentives to avoid breaching covenants.

| also conjecture that this positive relation between debt-covesiack and
conservatism change will be stronger when borrowers exhitniéased bankruptcy risk
after borrowing, because covenant breach will be more costlthése firms. Given

covenant violation lenders are more likely to charge higher ittesiess or recall the



loans when borrowers become riskier than at inception of the loase ¢tradit rating
change after borrowing as proxy for change in bankruptcy riglowbwers and find the
positive association between conservatism change and covenant rdla@kists when
borrowers are downgraded after borrowing.

Further, | posit that the positive relation between debt-covenank slad
conservatism will be weakened when banks have stronger monitoring inceriaeks
have a competitive advantage in monitoring borrowers because theyabeass to
borrowers’ private information via the process of lending and the nggeiationship
with borrowers (Sharpe, 1990). Monitoring by banks prevents self-itédrastions of
borrowers and reduces earnings management of borrowers (Fama, E386n@ 1991,
Bae, Hamao, and Kang, 2009). Thus, monitoring can mitigate borroweestives to
reduce conservatism after borrowing, and thereby weaken thév@asitation between
covenant slack and conservatism change after borrowing. | find supporting evidenc

| perform several robustness checks of my empirical resultspatticular, |
examine endogeneity of covenant slack. | model selection of covdaektas a
function of volatility of net worth and agency costs of borrowersl{Bv and Skinner,
2002; Smith and Warner, 1979; El-Gazzar and Pastena, 1991; Flannery, 1888, Be
Weber, and Yu, 2008). | replace the actual slack with the redidumalthis model. All
the results are robust to this alternative measure of slackddition, | further examine
whether my results are affected by selection bias in detation of the initial covenant
slack, cross-sectional variation in borrowing frequencies amangs,fiand different
measures of nonoperating accruals and credit risk. These addtgstglconfirm my

initial results.



This study provides evidence that the cost of covenant breach diesnis
borrowers’ incentives to be conservative after contracting. Tiprieal evidence in my
study provides support for the debt-covenant hypothesis. Literatures shatwarious
accounting choices are shaped by the potential for debt-covenart Kbdeliwal, 1980;
Holthausen, 1981; Christie, 1990; DeFond and Jiambalvo, 1994; Sweeny, 1994; Dichev
and Skinner, 2002). | contribute to this literature by providing evideheg t
asymmetrically timely recognition of losses is one of thoseoanting choices. In
consideration of the role of accounting conservatism in debt conttadtdbenefits to
borrowers from higher accounting conservatism, it is important to dedurthat
conservatism is one of accounting choices to avoid breaching covenants.

My study also makes a contribution to the extant literaturedbytifying the
determining factors of accounting conservatism after borrowisijhough researchers
identify a variety of individual firm characteristics assasibvith the level of accounting
conservatism (Ball and Shivakumar, 2005; Givoly, Hayn, and Natarajan, 208i;a0d
Watts, 2009), they have not examined the effects of loan-sp&wfars on the level of
conservatism. Post-borrowing conservatism differs from pre-bangweonservatism in
the sense that the specifics of the debt contracts are in gleicey rise to moral hazard
problems that are shaped by the particular contract. My stieshjifies the distance to
covenant violation along with the changes in borrowers’ credit aséd lenders’
monitoring incentives as a factor in determining the level of pogbwing conservatism.
It also shows dynamics of conservative policy in financial reporting.

The remainder of the paper is organized as follows. In segtibrdevelop

testable hypotheses. Section 3 describes the data and redesigiin and section 4



contains the findings regarding debt covenant slack and conservatism.chasgetion

5 | perform robustness checks, and in section 6 | summarize and conclude.

2. Hypothesis Development

Financial reporting flexibility inherent in GAAP and the lackinflependently
verifiable evidence allow managers latitude in the timing o$ lescognition.  Thus,
accounting conservatism is subject to management discretion anthgethectimeliness
of loss recognition can be a means used to forestall debt-cowaolations. However,
Zhang (2008) argues that borrowers will not reduce a level of c@isen after
contracting, because of negative consequences. In particular, thégbdtanfuture
renegotiation and additional borrowing can provide the impetus foowers to increase
conservatism after contracting. Furthermore, if banks’ monitorinigoorowers reduces
managers’ discretion in the timing of loss recognition, the levalooservatism after
borrowing will be higher than pre-borrowihgConsistent with this conjecture, evidence
shows that borrowers increase conservatism after borrowingtyB&deber, and Yu,
2008).

The debt-covenant hypothesis suggests that managers’ incentivesntaimor
increase accounting conservatism will be weighed against thetloeg incur for
breaching covenants. Chava and Roberts (2008) show that capital exgsndcline
by one percent of assets per quarter in response to a covenatibriolBeneish and
Press (1993) argue that covenant violations lead to higher borrowiteyasab require

managers to spend time renegotiating loans. They document the cosenént breach

! Lenders may take legal actions for failure to gripe negative news timely in an extreme case (Balll
Robin, and Sadka, 2008).



ranges between 1.2 percent and 2 percent of the market value of éggityncludes
higher costs of borrowings and restrictions on the borrowers’ invastapportunities
arising from amended contracts. These results suggest thageramd firms that are
close to breaching covenants will incur greater costs for maingaand increasing the
timeliness of loss recognition relative to gain recognition. iRTbx to covenant
violation or “covenant slack” can be measured as the differencedetive current level
of a reported accounting measure and its required level as spéxsiftee debt covenant.
Low debt-covenant slack implies that a firm is close to lbvegca covenant. The above
discussion suggests that firms with low debt-covenant slack bec@smedaservative
after borrowing compared to firms with high debt-covenant latlowever, the relation
between covenant slack and the post-borrowing level of conservatishe @onfounded
by the relation between covenant slack and the pre-borrowing levanservatisr
Hence, examining the relation between covenant slack anchdrgein conservatism
after borrowing provides a more powerful setup to test theteffdmorrowers’ incentives
to avoid covenant violations on the demand for higher conservatisndafiecontracts.
Hence my first hypothesis is

HypOTHESIS 1 (H1): Conservatism change after borrowing is positively related to debt-
covenant slack.

2| assume the strength of monitoring by banksésséme for borrowers with different levels of coaen
slack. This assumption is justified by the argutikat lenders set the slack optimally so that the
probability to breach covenants are equal for ltaglsand high slack group (Dichev and Skinner, 2002
Stronger bank monitoring on low-slack firms will M«aagainst finding supporting evidence for the
hypothesis because it can restrain incentivesvefdiack firms to reduce conservatism after consract

% A negative relation between pre-borrowing conséswaand covenant slack is possible if lenderseveli
conservative borrowers have more flexibility towed conservatism after contract to avoid covenant
breach and set up slack tightly for borrowers wiifher level of pre-borrowing conservatism. A piosi
relation between pre-borrowing conservatism ancnant slack is possible if lenders believe consiaera
borrowers are less risky and set up high slackésrower with higher level of pre-borrowing consaism.
My sample shows that there is no relation betweseicant slack and pre-borrowing conservatism level,
suggesting both of affects cancel out each otteer f@ble 11).

8



The debt-covenant hypothesis suggests that the cost of covenantrhoeaeties
managers to make income increasing accounting choices. Thisnagsvary across
firms. A covenant breach provides the lender with an option. Lendershraeechoices:
waiving the covenant breach, demanding certain conditions suchles mtgrest rates
or recalling the loans (Chen and Wei, 1993; Smith, 1993). The choice ahrerg
alternatives depends on the lender’s assessment of the default risk of the tsorrowe

Obviously, the lender can reassess the profitability of an outstalu#ingat any
time, but a covenant breach gives the lender the right to reatgthte loan when market
conditions suggest that such a renegotiation will be unfavorable toothewer. For
example, lenders are more likely to charge higher interesst caitrecall the loans if they
believe borrowers have become riskier than at inception of the |ddwerefore, if a
borrower’'s financial condition has deteriorated significantly raftgontracting,
renegotiating terms with the lender will lead to a signifiaacrease in borrowing costs,
and covenant breach will be costly.

On the other hand, breaching covenants will not be so costly foirrtte Whose
financial condition has improved since borrowing. The borrower isntoi@ favorable
position to shop the credit market and lenders are more likely itee vilae covenant
breach. Therefore, the change in the borrowers’ default fisk laorrowing is a key
factor in the determination of covenant-breach cost. | use awi#ty changes after
borrowing, as a proxy for changes of borrowers’ default riskxpeet that the positive
relation between conservatism change after borrowing and covenaatsskronger for

the firms whose credit ratings are downgraded. In contrastpéct that the positive



relation between post-contracting change in conservatism and costaanis weaker

or nonexistent for firms whose credit ratings are upgraded. Thusgoond hypothesis

is

HypOTHESIS 2 (H2): The positive relation between conservatism change after
borrowing and debt-covenant slack is more pronounced when
borrowers’ credit ratings have been downgraded after borrowing.

Banks monitor borrowers to prevent self-interested actions and to ehsiire
borrowers’ net worth is greater than the contracted amount (Canaploelracaw, 1980;
Fama, 1985; Diamond, 1984, 1991). Banks can alleviate moral hazard through
monitoring because the process of lending and their ongoing relapomghiborrowers
give them access to borrowers’ private information (Sharpe, 199@weVer, after
lending, banks must rely on covenants to provide them with the decisius tlat
protect their interests. This suggests that timely violatiacoeénants, given changes in
borrowers’ riskiness, is critical to the interests of lenders.

Hence, lenders have incentives to ensure timely recognition afdvasl and as a
result, timely violation of covenants by comparing financial repaovith the inside
information that they have obtained. Superior information allows lertdedtemonstrate
borrowers’ failure of timely recognition of bad news in the coBétl( Robin, and Sadka,
2008). The scrutiny by banks and high litigation costs can pressurewkos and
auditors to recognize bad news on a timely basis. In this waytariagiby banks can
restrain self-serving actions of borrowers. Thus, borrowers igtitetr slack will be less
likely to reduce conservatism if they borrow from lenders kizate stronger monitoring

incentives. This suggests that the positive association betweenaobveack and
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conservatism change after borrowing will be less pronounced wheergehave stronger

monitoring incentives. Hence my third hypothesis is

HypoTHESIS 3 (H3): The positive relation between conservatism change after
borrowing and debt-covenant slack is less pronounced when
lenders have stronger monitoring incentives.

To measure the intensity of monitoring by banks, | use two proxies for monitoring
incentives of lenders. The first proxy for monitoring incentivéhes loan portion of a
lead arranger. In most syndicated loans, lead arrangersspensible for monitoring
borrower. If, however, the loan portion of lead arrangers is smalleentes for lead
arrangers to monitor borrowers will be reduced because the costviEaknmonitoring is
lower (Sufi, 2007). Therefore, the positive association betweesecvatism change
after borrowing and covenant slack will be less pronounced for the fliat have loans
of which lead arrangers’ portion is larger. Second, lenders heweger monitoring
incentives when the number of lenders in a syndicated loan is smallarge number of
lenders in syndicated loans create a free-rider problem amheodgrs, which reduces
lenders’ incentives to monitor borrowers (Ramakrishnan and Thakor, 1984 )efdrker
the positive association between conservatism change after bagramd debt-covenant
slack will be less pronounced for the firms that have loans avimaller number of

lenders.

* Lead arranger’s main responsibilities include rtanitig the borrower, distributing interests anchpipal
repayments, and enforcing financial covenants (£209).
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3. Data and Research Design
3.1 Sample Selection

This study uses a sample drawn from the Dealscan databaseladdsradl firms
with private loans and net-worth covenants that have loan acties bletween 1990 and
2005. 1 restrict sample to the loans with net-worth covenants toraasons. First, net-
worth covenants are the most frequently used and most frequently didiadacial
covenants (Chava and Roberts, 2008; Dichev and Skinner, 2002; Sweeney, 1994).
Second, the computation of net worth covenant is less ambiguous compantberto
measures in financial covenantsThe total number of loans with net-worth covenants is
5,385.

| merge this loan data with COMPUSTAT/CRISP. The total numdbfe
observations matched with COMPUSTAT/CRISP comprises 3,252 loans 1287
different firms. | delete firms that lack earnings or nesudata for the deal year (ydar
or for the years before and after (yeltsandt+1, respectively) to ensure available data
to compute the change in conservatism. | also exclude outliersficsilgcthe top and
bottom 0.5% in market return and earnings distributions attydarequire the loan term
to be 24 months or greater so that a covenant breach in thafiggdborrowing has the
potential to shorten the life of the loan. | eliminate observatwmis non-positive
covenant slack at deal year, a phenomenon also encountered by Dichekirared S
(2002) and Chava and Roberts (2008). Finally, if a firm has seloarad in the same
year with different levels of net-worth covenant slack, | &ellee loan with the lowest

net-worth covenant for the sample, because cross-default provisioheadao technical

% In the case of debt-to-cash-flow covenants, dabtrean total debt, funded debt, or funded debtdash,
while cash flow can be cash from operations, EEB|TDA, etc. (Dichev and Skinner, 2002).
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default of the covenants of the other loans. The final samplesyonraetric-timeliness
measure of conservatism comprises 1,150 loans from 778 differest flrase a similar
process for accruals measure and obtain 1,207 loans from 824 ndifiemes. Table 1

summarizes the sample selection process.

3.2 Research Design
3.2.1 Conservatism Measures

| measure conservatism using two methods. One is the Basu's (A1938)
sectional asymmetric-timeliness mea&uend the other is signed nonoperating accruals
before depreciation and amortization, deflated by total asset®ly@nd Hayn (2000),
and Watts (2003b) suggest that “the rate of accumulation of negativeaks is an
indication of the shift in the degree of conservatism over timeath& than providing a
measure of conservatism based on the timeliness of recognitisraccruals measure
proxies for a firm’s willingness to record negative accruadmrdless of news. | measure
conservatism before the deal, ygansing financial data available at the time of contract.
Therefore, conservatism aits pre-borrowing level of conservatism and conservatism at
t+1 is post-borrowing level of conservatism. The deal year is detedwia the loan
active date. | assume annual financial statements aralaeaihree months after the

fiscal-year end.

® | do not use time-series Basu asymmetric timetimesasure because time series measure will beenot b
effective to capture conservatism change from yéat+1 due to common use of prior year observations
in estimation of conservatism for ydaand yeat+1.
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3.2.2 Covenant Slack Measure

| define slack as the difference between firms’ reported acogunteasure and
the corresponding covenant threshold (Dichev and Skinner, 2002). In this btudy
calculate net-worth slack as the difference between the orgirwovenant threshold and
actual net worth [COMPUSTAT data #216] using financial datdabla at the time of
contract, proxied by the deal date. | assume annual finandiemstiats are available
after three months of fiscal year end. | standardize shaakividing it by total assets.
Some of net-worth covenants have an adjustment clause, known as builthapnos-
escalator, which makes net-worth covenant threshold in the cotareaty over the life
of the loan depending on earnings after contracts. Since my shwegtigates
conservatism change right after loan contracts, | do not adjust covanaktfor the

adjustment clause.

3.2.3 Test of H1
3.2.3.1 Asymmetric Timeliness Measure

To test whether firms’ change in asymmetric-timelinessr dfbrrowing is related
to covenant slack, | divide the sample into three groups based @h dabt-covenant
slack. The low-slack group is closer to breaching covenantsshha high-slack group.
Using pooled data from the low and high-slack grougsaatdt +1, | run the following
regression.
E/Pit = oo+ waDRjt + ax Rt + a3DP; + f1DR;*R it + f2DP*R ¢ +

[3DP*DR*R i +0 Controls (2)
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whereE/P is the earnings per share of a firm in the fiscal yearddd/by the price per
share at the beginning of the fiscal year [COMPUSTAT dd®@/(lag (COMPUSTAT
data #199)*COMPUSTAT data #25)]R is stock return over the 12 months beginning
nine months prior to the end of the fiscal yeBR is an indicator variable set equal to 1
if Ris negative and 0 otherwis®Pis an indicator variable set equal to 1 if observations
belong tot + 1 and O otherwise. | also include variables to control crossisalc
difference in asymmetric timeliness following literaturBrevious research shows that
asymmetric timeliness is negatively associated with tiggnbang market-to-book-value
ratio MTB) (Roychowdhury and Watts, 2007) because the high proportion of unrecorded
rents in the equity values of highiTB firms limits future asymmetric timelines$84TB is
defined as the market value of equity divided by book value of equitMBISTAT
data#199*data#25 / data#21@IZEis included because larger firms are likely to exhibit
less asymmetric timeliness. Kahn and Watts (2009) arguer lfirges have lower
demand of asymmetric timeliness because of richer informatiomoamventd. The
natural log of the market value of equity measures size. raged_EV) is used as an
indication of agency conflicts between lenders and shareholderscomservatism is
demanded to ameliorate this problem, it should be positively relatiedeérage (Watts,
2003a; Roychowdhury and Watts, 2007; Khan and Watts, 2009). id B¥fined ashe
sum of long-term debt and debt in current liabilities divided by mar&kie of equity
[(COMPUSTAT data#9 + data#34) / (data#199*data#25)].

f3shows conservatism change from pre-borrowing level to post-borrowial le

H1 predictsss will be smaller in the low slack group than in the high slackigrbecause

" Givoly, Hayn, and Natarajan (2007) argue thatdafirms have lower asymmetric timeliness becatise o
the information environment where news arrive nfeequently reducing dominance of the news.
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stronger incentives to avoid breaching covenants will mitigetentives to meet demand
for higher conservatism after borrowing. | also inteBtDR*R with SL to test the
statistical significance of positive association between del#rau slack and
asymmetric timeliness change after borrowii8l.is defined as actual net worthtdess
net worth covenant threshold divided by total assets [([COMPUSTAR #2416 — net
worth covenant threshold) / COMPUSTAT data.#6]

Another way to test the relation between asymmetric timaiaéier borrowing
and debt covenant slack is to simply examine the association beitwéal debt-
covenant slack and asymmetric timelinesst+dt, assuming there is no association
between initial covenant slack and asymmetric timeline$s at managers in low-slack
firms have incentives to reduce post-borrowing conservatism to avaadcting
covenants, | should find a positive association between initial covelaakt(s yeart)
and asymmetric timeliness in ydatl. Specifically, | estimate following regression and
predictSs will be positive.

E/Pt1 = oo+ aaSLiy + oDRjtr1 +03Rite1 + fiDRit41*Rite1 + B2SLit *DR i 41

+ ﬂgSLi’t’*R it+1 +ﬂ4SLi’t*DR i,t+1*R it+1 +¢ Controls (2)

3.2.3.2 Accruals Measure

H1 predicts that change in nonoperating accruals of low-slack fiomt to t+1
will be more positive than that of high-slack firms. | exaenthis by testing for the
difference between low-slack and high-slack groups in clsaofjgponoperating accruals

fromt to t+1 using the following equation.

® This assumption is tested in section 4.3. and sueg by evidence.
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AAccruali+r = oo+ 01SLi¢ + 0pdCFO ¢ 141 + az4Sale 41t auMTB; i+ asSIZE;

+ agLEVi, 3)

where4Accrual:+1 is the change in nonoperating accruals fitota t+1 for a firmi.
Nonoperating accruals are defined as total accruals minusiogeratruals where total
accruals are defined as net income, plus depreciation, minul@asinom operations,
deflated by lagged assets [([COMPUSTAT data #172 + data #14-#8@8)/lag (data
#6)] and operating accruals are measured as change in non-casht @ssets
[COMPUSTAT data #4 — data # 1] minus change in current liabiléieduding short
term debt [COMPUSTAT data #5 — data # 34], deflated by laggeetsaéGivoly and
Hayn, 2000);4CFO ;w1 Is the change in cash flow from operations fromo t+1,
deflated by lagged assets [COMPUSTAT data #308/ lag (data #83le;+1 is the
change in sales fromto t+1, deflated by lagged assets [COMPUSTAT data #12/ lag
(data #6)]. MTB, SIZE andLEV are defined the same way as in the prior test. H1
predicts that; will be negative suggesting low-slack firms report a morétigpeschange

in accruals than high-slack firms.

3.2.4 Test of H2

To test whether the positive relation between conservatism chafige
borrowing and covenant slack is more pronounced when borrowers’ cratiisrhave
been downgraded after borrowing, | divide sample into two sub-grogpeup of firms

whose ratings are downgraded after borrowing and a group of fiinose ratings are
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upgraded after borrowing. Then, | compare the magnitude of ceetBcof association
between change in conservatism after borrowing and debt covenant slack.

To further test H2, | add change in crediting ratings into eq.n@)eatimate the
following regression.
E/Pit+1 =00+ 01SLi¢ + aoDRjte1 +03Rit1 + osdRating 1 + f1DRi1+1*R i 41

+ B2SLit*DR i1 + B3SLit*R w1 + fadRating e *DR i1+ fsARating t41*R i 141

+ feSLit* ARating+1 + f7SLi+1*DR i t+1*R i1 + fedRating 1+1* DR i t41*R i 141

+vy4Rating+1 1*R i1 *DRi+1*SLit+ o Controls 4)

where 4Rating;, +1 IS defined as change in the S&P long-term domestic isse€lt cr
rating fromt to t+1 [COMPUSTAT data #280 at-1 - data #280 afl. Data #280 in
COMPUSTAT assigns a number to each S&P long-term domestierissedit rating,
with lower numbers representing better ratings (e.g., 2 #®A And 12 for BBB-).
Therefore, a positivdRating; 1 means the firm has been downgraded ftdot+1. H2
predicts thaty will be positive because it predicts that the positive associdetween
conservatism change after borrowing and debt-covenant slack vatrdoreger when the
credit rating of a firm is downgraded.

To test H2 with accruals measure of conservatism, | estithatefollowing
regression:
AAccrualgi+1 = oo+ arSLit + ax4Rating, +1+ 03dCFO;t 41 + asdSale 1 + asMTB;

+ agSIZE,+ a7LEVi; + f4Rating; 1+1*SLi; )
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In this regression, H2 predicts that positive rating changeratiag downgrade,
will strengthen the negative association between accruals cframgeé to t+1 and debt
covenant slack because higher costs of breaching a covenastranigthen managers’
incentives to reduce conservatism to avoid breaching covenants. 8g@gcadcates
additional effect of rating downgrade on the negative relationdsgtvaccruals change

fromtto t+1 and debt covenant slack, | prediatill be negative.

3.2.5 Test of H3

| use two proxies for the monitoring incentives of lenders, the lodopaf lead
arrangers and the number of lenders. Because covenant informatialable for the
deal level, | use weighted average loan portion of lead arsager number of lenders
among facilities using the facility amount as weight

To compare the difference of the positive association between catiser
change after borrowing and covenant slack across lenders’ monitocegtives using
the asymmetric timeliness measure, | divide the sample it@ty-groups based on the
proxies for monitoring incentives. H3 predicts the coefficienhefassociation between
change in conservatism and the debt covenant slack will be lowdahdogroup of
borrowers with the smaller number of lenders and greater lodiompaf lead arranger
because lenders’ stronger monitoring incentives will reduce the ygosBsociation
between the slack and conservatism change after borrowing.

To test H3 using accruals measure of conservatism measesiniate the
following regression.

AAccrual i1 = ap+ aaSLi¢ + apMonitor,+ 0z4CFOj 141 + audSale t+1 + asMTB

° | use average loan portion among lead arrangees wiere are more than one lead arranger in atyacil
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+ (XeSlZE,t'i' (X7|_E\/i,t + ﬂ Monitort*SLi,t (6)

whereMonitor; is either the loan portion of lead arrangers or the number of lenders.

| conjecturef will be negative wherMonitor; is number of lenders because
smaller number of lenders will increase the monitoring incentiwesng lenders. H3
predicts that lenders with stronger monitoring incentives will redinge positive
association between conservatism change and the covenant slack, tHemsgatives
suggests that the negative association between accrual changlacdnill be greater
when the number of lenders increases, or monitoring incentivesadecré conjecturg
will be positive wherMonitor, is the portion of lead arrangers because the high portion of
lead arrangers will increase the monitoring incentives, whidhdecrease the negative

association between the slack and accruals change.

4. Empirical Results
4.1 Descriptive Statistics and Simple Correlations

Panel A of table 2 reports descriptive statistics for theettsubsample groups
based on covenant slack at titpdorrowing year. Low slack group firms tend to have
shorter tenure, higher spread, higher leverage, and a lower @iy than high-slack
group firms. This suggests that debt covenant slack be get mpnitor risky firms
more closely because tight slack increases the likelihood thedwess breach debt
covenants. However, there is no distinct trend in loan amount, sadesetrto-book
ratio and nonoperating accruals among three subsamples. | also ethgiiequencies

of negative stock returns in the borrower year and one year afteiuy year because
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they may affect asymmetric timeliness measure (GivolynHand Natarajan, 2007).
However, | do not find any difference among three groups.

The Spearman correlations for the variables (table 2, panel B) iagecate that
net-worth slack exhibits a negative correlation with leverageceguit rating, implying
that lenders set up a tight debt covenant slack for risky firms. Onergagy that lenders
may set up a tight covenant slack for an ex-ante conserdadirewer because this
borrower has more accounting slack that can be used to incerasege after borrowing
and hence reduces level of conservatism exthosThis argument suggests that the
negative relation between the debt covenant slack and ex-ante cassemaly drive a
positive association between debt covenant slack and conservatisme chtiag
borrowing. However, the result here shows that covenant slackohassociation with
nonoperating accruals at the time of borrowing. On the contraryyworth covenant
slack has a positive association with market-to-book ratio, wkigdometimes used as
measure of conservatism although magnitude is small. Hence, | @ndhevidence that
the relation between debt covenant slack and ex-ante consenatsnadives the main
result that is discussed in the next section.

Tenure of loans tends to be longer when firms are larger and becmoger
when leverage is higher or credit rating is lower. This sugdkat lenders are likely to

adjust tenure of the loan to reduce exposure to risky borrowers.

19| use ex-ante to mean before borrowing and ex{pastean after borrowing.
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4.2 Multivariate Test Results
4.2.1 Change of Conservatism after Borrowing

Before | test the hypotheses, | test whether firms on ageriagnge conservatism
after borrowing. The debt-covenant hypothesis predicts that fihais are close to
breaching covenants will reduce conservatism to increasengarand hence to avoid
breaching covenants. Zhang (2008), however, argues that firmsowileduce ex-ante
level of conservatism because borrowing is a repeated gammes &lso have incentives
to increase conservatism given benefits of higher conservatiem as lower interest
rates. Roberts and Sufi (2008) show that 90% of loans that are lbaget year tenure
are renegotiated before less than half of the original stagddrity has elapsed. This
implies that firms will have incentives to increase consewaeven after borrowing for
better terms in future renegotiation because borrowing is not éimaecontract but a
continuous process. Therefore, whether on average firms increaskecogase
conservatism after borrowing is an empirical question. To my lauge, the only
evidence on this question is one by Beatty, Weber, and Yu (2008) whorfiaderage
firms increase conservatism after borrowing.

| test this empirical question to better anticipate directiorcrofss sectional
difference of conservatism change after borrowing acrossocdeknant-slack subgroups.
If firms on average increase conservatism after borrowkhly, should predict the
magnitude of increase will be smaller in low-slack group congpsrdnigh-slack group.
If, however, firms on average decrease conservatism after bog,oM1 should predict
magnitude of decrease will be larger in low-slack group. itnes¢ equation (1) to test

conservatism change after borrowing using the full sample.
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The result provides evidence that the level of conservatism insrras® to t+1
in asymmetric timeliness measure (see table 3). In mddelfilms are on average
conservative, which is consistent with contract demand of conssw&*DR: 0.15).
The main coefficient of interest BP*R*DR, which shows conservatism change after
borrowing. The coefficient is positive and significant at 1% level. In m@elnd (3), |
include control variables oMMTB, SIZE and LEV and firm and year fixed effects.
DP*R*DR is still positive and significant. This result is consistsith Beatty, Weber,
and Yu (2008), suggesting on average firms increase conservatism after borrowing.

| have a similar result using nonoperating accruals meadargeart, mean of
Accrual defined as total accruals minus operating accruals, is -0.08%ows to -0.033
in yeart+1. Therefore, on average, nonoperating accruals become more negative af
borrowing and this change is significant at 5% level (p-value: 0.019)is evidence
shows that on average firms tend to increase conservatism déeel borrowing.
Therefore, | test whether closeness to covenant breach diminmsieegives to increase

conservatism after borrowing in the next section.

4.2.2 Results of the Test of H1

To test H1, | divide the full sample into three groups based on debtamve
slack at timd and estimate eq. (1) with all control variables and interactiBlasel A of
table 4 shows that conservatism change after borrowing seseaith covenant slack
suggesting incentives to avoid violation of covenants mitigate demandidber
conservatism from lenders. Conservatism change in high slack dteup@rowing is

more than double of that in low slack group (0.23 vs. 0.10) and the difference
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statistically significant at 1% level (t-stat: 4.37) supportilg This also shows that in
all subgroups, firms increase conservatism after borrowingestigg conservatism is an
effective tool in enhancing contracting efficiency because it dudsdecrease after
contracts. For a decrease of net worth slack of 0.18 moving framslagk group to

low-slack group, asymmetric timeliness decreases by 0.13. iifpBes that a one-
standard-deviation decrease in slack is associated with a skeco$a0.07 in the

asymmetric timeliness change after borrowing. This effeetonomically significant as
it represents a 43.8% decrease below the mean asymmetrinésaechange of 0.16.
This evidence suggests that the cost of breaching a covenactsafbnservatism level
after borrowing".

Because debt-covenant slack is a continuous variable, | furthemwkether
conservatism change after borrowing has a positive assocwtiortcovenant slack. |
interactSL with variables of conservatism change after borrowidig*R*DR). If firms
with low slack increase conservatism after borrowing less finms with high slack, the
interaction term should be positive. Panel B shows that the ihtgraterm
(DP*R*DR*SL) is positive and significant in all specifications. This provideslience
that there is a positive association between covenant slack areh@dissn change after
borrowing.

| further examine the relation between conservatism changelaftrowing and
debt-covenant slack by testing association between conservatisimatt+1 and debt
covenant slack dt(eq. (2)). Panel C shows tHat*R*DR is positive, at a significance

level of one percent as H1 predicts. This lends support to evidendketwnservatism

M Excluding firm and year fixed effects do not charlye results. | only report results with and with
firm and year fixed effects when necessary andespacmits.

24



of lower-slack firms in the year after the loan issuandevi®r than that of higher-slack
firms thanks to the cost of covenant breach. In model (2), | incladlketito-book ratio,
size, and leverage ratio as control variabl&*R*DR continues to be positive and
significant at one percent level. As expect&IZE has a negative relation to
conservatism, antEV is positively related with conservatism, supporting debt-contract
demand of conservatismMTB is positively related to conservatism, contrary to my
expectation, but the coefficient is not statistically signific@ossibly because a one-year
horizon is too short to allow for a statistically significant nagatesult:* The results
are robust even after taking year and firm fixed effects atwount (see model (3)).
Overall these results suggest that although managers tenddas@aonservatism after
borrowing, they seem to consider level of conservatism as onecome-increasing
accounting choice when facing debt covenant breach. Those maneage off the
benefits from conservatism with the cost of covenant breach.

H1 is supported by the results of the tests with accrualsureeasn this test, |
again split sample into three sub-groups based on debt-covenanttsiezk taas | do
with asymmetric timeliness measure. The change in acdroatst to t+1 in the low-
slack group is larger (less negative) than in the high-slamkpgfsee table 5, difference
of 0.020 with statistical significance of 5% level): whileyatart low-slack group is
more conservative than high-slack group (t-stat: -2.29), conservbi@hof the low-
slack group is slightly lower than the high-slack group at y£hr While conservatism

change after contracts is not statistically significanidar and medium slack subgroups,

2 Over a long time horizon, beginning market-to-boatio (M/B) is expected to be negatively corretate
with conservatism, while ending M/B is expectedeopositively correlated with M/B. Empirically,ebe
predictions may not be borne out over short hoszurch as one year, since M/B is highly persigt¢ahn
and Watts, 2009).
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an increase in conservatism after loan initiation is observeugim slack subgroup:
accruals become more negative in high slack subgroup, and the chastggstgally

significant at one percent level. Post-borrowing conservatismgehaf high slack
subgroup is greater than that of low slack subgroup (t-stat: 2.24) reBult supports H1,
as high-slack firms increase conservatism more compared isldaW firms. In addition,
this shows that conservatism does not decrease in any of subgftarpboarowing,

suggesting conservatism is an effective mechanism for cdngaefficiency as pre-
borrowing conservatism is maintained after borrowing.

Panel A, however, is univariate analysis without any control vasatiiat may
affect conservatism change after borrowing. In panel Brthér test H1 using accrual
measure with control variables and provide evidence that debt-covetait is
positively related to ex-post conservatism change in theséutiple. In model (15Lis
negative and significant at one percent level. This suggests the change of
nonoperating accruals in low-slack firms is larger than thathigh-slack firms,
suggesting managers have incentives to book fewer negative nonoperetigls
facing the risk of covenant breach. In model (2), | further incMd@®, SIZE andLEV
to control for cross-sectional difference in conservatism |leVeese control variables as
well as firm and year fixed effects (model 3) do not aftbet result. These results
support a positive association between debt-covenant slack and conservatigenattean
borrowing. The coefficient o8L implies that a one-standard-deviation decreast is
associated with 19.7% (40%) of increase above the mean (medianeretimgpaccruals

change from yearto yeart+1.
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4.2.3 Results of the Test of H2

In table 6, | provide evidence that the positive relation betwsgrservatism
change after borrowing and closeness to debt-covenant breach becommgsonounced
when the cost of covenant breach is high. Column 1 of panel A showa pusitive
association between debt covenant slack and ex-post conservatisme ehéstg for a
group of firms whose credit ratings are downgraded (coefficieBtRFR*DR*SL: 5.45
with t-stat of 1.91). For these firms, breaching covenantsbeiltostly in the form of
either higher refinancing costs or renegotiation costs. Columnp2rel A, however,
shows that this positive association disappears in the group ofvinmse credit ratings
are upgraded since the origination of borrowing. For these firrmaching covenants is
not as costly as for firms with downgraded credit ratings and pr@vides opportunities
to refinance at lower interest rates without paying eamayment fe¥. Hence, for
those firms, debt covenant slack should not have any associationxwitistechange in
conservatism. The difference of the coefficient between twopgris significant at 1%
level (t-stat: 8.0).

In panel B, | estimate equation (4) to provide further evidence ondst) the
full sample. In equation (4), (4Rating*SL*R*DR shows an incremental effect on the
relationship between post-borrowing conservatism and the closenegbttcovenant
breach when a firm’s credit rating changes froto t+1. In model (1) of panel B,
ARating*SL*R*DRis positive and significant at one percent level (coeff: 2.88 tastat
of 3.36). This suggests that there is an additional positive effiettie positive relation

between debt-covenant slack and conservatistilatvhen the credit rating of a firm is

13 Early repayment incurs a penalty normally in degiitracts. However, lender’s recall of loan due to
covenant breach does not enforce any fee on borsoviRrepayment penalty is normally set on a gjidin
scale; for example, 2% in year one, 1% in yeartarn@rd and Poor’s, 2006).
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downgraded after borrowing, i.e. wh@Rating; «1 is positive. This suggests that when
a firm’s credit rating is downgraded after borrowing, a lovelsléirm has stronger
incentives to decrease conservatism because of the highaf costenant breach. The
result is continuously significant with control variablesvIB, SIZE andLEV, and with
firm and year fixed effects (model 2; model 3). Overall, thresealts support H2, which
predicts positive relation between ex-post change in conservatidndebt covenant
slack is more pronounced when breaching covenant is costly.

H2 is supported by the accrual measure (eq. 5; see tabledRating 1+1* SL
shows that an additional negative relationship exists betweerolesieick and change in
nonoperating accruals when a firm’s credit rating is downgradesat borrowing. In
model (1), 4Rating+1*SL; IS negative and significant implying that a positive
association between conservatism change after borrowing andadeiaat slack is
stronger when credit rating of a firm is downgraded afterdvang. In model (2) and
(3), 4Rating+1*SL; is negative and significant at 5% or lower level with control
variables ofMTB, SIZE andLEV, and with firm and year fixed effects. The coefficient
on ARating+1*SL; suggests that one-notch downgrade after borrowing increases the

effect of covenant slack on the changes of nonoperating accruals by 1.9 times.

4.2.4 Results of the Test of H3

Table 8 provides evidence that the positive association between cdsserva
change and the covenant slack is less pronounced when lendessrbager monitoring
incentives. In column 1 of panel A, the coefficient of interBS*R*DR*SL) is negative

and not significant for the firms that have loans of which leeghger’'s portion is larger
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(coeff: -0.09 with t-stat of -0.16). For these groups, strong monitdoynéenders is
expected to restrain the incentives to reduce conservatism fdrgttter slack firms,
which reduces the positive association between conservatism clargmaowing and
covenant slack. However, the positive association is significathéagroup of low lead
arranger’'s portion (coeff: 0.34 with t-stat of 1.77). This suggests monitoring by
banks mitigates firms’ incentives to reduce conservatism after baigowi

In panel B, the positive association between conservatism clasgeovenant
slack is not existent for the group of firms whose loans have smalieber of lenders
(coeff: 0.09 with t-stat of 0.20). For the group of firms whose loans have large number of
lenders, where | predict the monitoring by banks will be weakepdbkiive association
is much stronger compared to the group of small number of lenders but sgmficant
at 10% level in a one-tailed test (coeff: 0.49 with t-stat of 1.30his provides weak
evidence for H3.

Evidence for H3 is much stronger when the accruals measuseds(see table 9).
When the number of lenders is used as proxy for monitoring incenki@stor*SL is
negative and significant at 5 % level, suggesting the positive associaetween
conservatism change and the slack is more pronounced when lenders lakee we
monitoring incentives, or the number of lenders is greater. Tékiagent implies that
one more lender in syndicated loans increases the effect of cogtawnon the changes
of nonoperating accruals by 27%.

When the lead arranger’s portion is used as proxy for monitorirgntives,
Monitor*SL is positive and significant at 10 % level. H3 predicts thabdrigportion of

lead arranger’s loan portion will decrease the negative aisocteetween the accruals
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change after borrowing and the covenant slack because of Inngim#oring incentives
of lenders. The coefficient suggests that 10% increase in leatgars’ loan portion
reduces the effect of covenant slack on the changes of nonope@mgls by 7.2%.
Overall, the results provide evidence that a positive associatisredr@tconservatism
change after borrowing and covenant slack is more pronounced when mgnitori

incentives of lenders are weak.

4.2.5 Special Items after Borrowing

One way to lower conservatism level and, in consequence, to avoid bigeachi
covenants is to delay or reduce negative special items. whesher firms with tighter
slack have fewer negative special items after borrowing.stimate the following
regression to test the relation between covenant slack and special items.

SRi1 =0 + 01SL+ 0SB+ 0sMTB; + 04SIZE+ + asLEV; + 06R+1 (7)

whereSP is special items at eithéror t+1, deflated by lagged assets [[COMPUSTAT
data #17) / lag (data #6)]. Other control variables are definbdfase. MTB is included
because higher MTB may increase future negative speciad gech as asset write off or
restructuring charges in pursuing high growth. 1 also include s&iakn R) to control
for a relation between news over the period and special iteBIZE and LEV are
included to control for cross sectional difference in recognizingiapgems. Table 10
provides evidence that lower-slack firms have fewer negativeiadpgems. SL is
significantly negative in all three model$4TB has a negative association with special

items, suggesting high growth firms have more unusual or non recexpenses in
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pursuit of high growth. As expected, news proxied by stock returposstively
associated with special items, suggesting firms on averagenieedfpe news timely.
These results imply that firms with tighter slacks haveefemegative special items to

reduce the likelihood of breaching covenants.

5. Robustness Checks and Endogeneity of Covenant Slack
5.1 Relation between Conservatism and Covenant Slack in Borrowing Year

An alternative explanation for the result of eq. 2 that shows aiyeosélation
between covenant slack at yeéand conservatism level at ydat (panel D of table 4)
is that the result is inherited from a positive relation betwamrenant slack at and
conservatism level &t This explanation is based on the argument that lenders allow
higher debt-covenant slack for more conservative firms becausersebdlieve that
conservative firms are less risky. This implies a positlationship between slack and
conservatism level at

| test this explanation by estimating a regression over covestack att and
conservatism level dt(eq. 2, with asymmetric timeliness leveltat Results (table 11)
show that there is a negative relati@L{R*DR) between slack and conservatism at year
t, contrary to the prior argument. Despite sizable samples, thaive relationship is
not statistically significant when firm and year fixed ef§eare included. In equation (2)
and table 4, | assume that there is no association betweenvedisse level and debt-

covenant slack at year The result here supports that the assumption is warranted.
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5.2 Endogeneity of Covenant Slack

In this study, | use the tightness of the covenant slack as fooiye probability
to breach covenants. However, there is still the concern thaigtiieeiss of covenant
can be a consequence of other factors in debt contracts. iftimess of covenant slack
is affected by other factors, the validity of covenant slacgrasy for the probability to
breach covenants can be confounded by those factors. To addresadkimcl first set
up a following model for the determination of the covenant slack fallgpvextant
literature.

SL=B;iVolatility + poN_Cov+ BsMaturity + BsSpreadt BsPerf + BgProfitability (8)

whereSL is net worth slack as defined earli¥latility is standard deviation of the net
worth of borrowers for prior three years before the contrétt€ovis the log of the
number of covenants in the contrabtaturity is the log of the tenure of the loan in
months;Spreadis the log of the amount the borrower pays in basis pointsLdB&R

for each dollar drawn dowRerfis 1 if the deal has a performance pricing scheme in the
contract and O otherwis@rofitabilty is income before extraordinary items (data #18)
scaled by asset (data #6) before the contract.

Dichev and Skinner (2002) argue that lenders build in more slackrdws Wwith
more variable net worth to set up the slack optimally. Hencpdatthe volatility of net
worth has a positive relation with the slack. Literature also shbat the tight slack
reflects the agency costs of borrowers. Lenders may set ugrtiglaicks for the
borrowers that have higher agency costs to better protect thvesdeicause the tighter

slacks increase the likelihood that borrowers breach covenanteludé couple of
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proxies for the agency costs of debt contracts; number of covenaattg;ty of loans,
the spread of loan, and performance pricing scheme. Smith and Warner (197%atrgue t
covenants are included in the contract to reduce agency costssughissts that firms
with greater number of covenants will have higher agency costactinEl-Gazzar and
Pastena (1991) find a positive relation between covenant tightneshemdimber of
covenants. Flannery (1986) argues that the debt with longer matiitityave higher
agency costs. Beatty, Weber and Yu (2008) argue that firms with grgaterygroblem
may obtain higher slack by paying higher interest rateseridtely, if high interest rates
are an indication of agency problem, | should observe a positiveoretstweerSpread
andSL They also show that the existence of performance pricingnse in the debt
contract is an indication of high agency costs. Finally, due to tieetdink between
profitability and net worth, profitability may be considered in setting up thalisiack.

In panel A of table 12, the signs of coefficients are congistéh my predictions
in general.Volatility has a positive association with the slack, suggesting borrowdrs wit
higher volatile net worth have more slackd. COV, Maturity, andPerf have a negative
association with slack suggesting lenders tend to set up artglatk when borrowers
have higher agency costs.

In the next step, | use a residual from this regression taaephe slack in the
main tests. | note the residualsaasThe residual from this regression can be seen as the
probability of covenant violation orthogonal to other determinants oti¢ie covenant
slack. For brevity, | only report the results using asymmeimeliness measuté
Panel B shows that asymmetric timeliness change for higthuegsg) group is much

greater than low residual group. In an untabulated test, the posisveiaion between

4 The results using accruals measure also suppahneahypotheses.
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asymmetric timeliness change and the residt)aldP*R*DR*SL) is 1.00 with t-stat of
3.34. In Panel C, the positive association between asymmetelin@ss change and the
residual is much greater for rating-downgrade group compareting-upgrade group.
Panel D shows that the positive association between asymnmegimess change and

the residuald) exists only when monitoring incentives of lenders are Weak

5.3 Other Robustness Checks
5.3.1 Selection Bias

While there is no evidence on the association between idélat-covenant and
conservatism before borrowing (see table 11), one may argueetigdrs somehow
forecast future change of conservatism based on pre-borrowingrvatnsa and set
debt-covenant slack accordingly. For example, if lenders seghterti slack for a
borrower that is expected to increase conservatism in a snmabgnitude after
borrowing®, the positive association between post-borrowing conservatism chadge
initial debt-covenant slack can result from this self-selectiéiwllowing Dichev and
Skinner (2002) | calculate covenant slack+dt and see whether conservatism change
from t+1 to t+2 is positively associated with covenant slacki#&l to address this
concern. Debt-covenant slacktafl is less likely affected by the lender’s selection and
correlation between slack atndt+1 is 0.14 in my sample. | estimate eq. (1) for high
slack and low slack group based on slacdktat Conservatism change framl andt+2

(DP*R*DR) is significantly positive for high slack group (coeff: 0.09, t-stat: 2.01) but not

!> The coefficient DP*R*DR*¢) for the group of large number of lenders is siguifit at 10% level in a
one-tailed test.

For example, lenders may believe future conseswatincrease will be limited if pre-borrowing
conservatism is high.
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significant for low slack group (coeff: 0.11, t-stat: 0.96). Thisgests that a positive
association between debt-covenant slack and conservatism chaegs lkely to be
driven by selection biasDP*R*DR*SL is also positive and significant (coeff: 0.07, t-stat:
3.90) suggesting a positive association between debt-covenaktasldcconservatism
change continues to hold framl to t+2.

| also include debt-covenant slackly as a control variable to alleviate concerns
that lenders may set initial covenant slack based on expectatidnsud change in
borrowers’ conservatism. All my results are not affectgdttbs additional control

variable.

5.3.2 Repeated Borrowers
One may argue that the inclusion of repeated borrowers in mplesaran

compound the result. If a borrower has multiple loans in my sampleyotinewer's
incentives to reduce conservatism to avoid breaching covenants wiifféxent from a
borrower with one loan because a borrower with multiple loans expigaiaps debt
market for funding needs. | thus limit the observations to 510 finaishave only one
loan in my sample. The difference between the low-slack andigheslack covenant
group in post-borrowing conservatism increafdP R*DR) is more distinct. The
coefficient is 0.18 (t-stat: 1.82) for low-slack group and 0.60 (t-8t&0) for high-slack

group. DP*R*DR*SL is 0.18 (t-stat: 12.86).
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5.3.3 Extraordinary Items and Gains or Losses from Discontinued Operations

| test whether the results using an accrual measure amdypdriven by
extraordinary items and gains or losses from discontinued operatiomscalculate
nonoperating accruals using income before extraordinary ite@BELSTAT data # 18)
instead of net income and re-do the tests. The results amatiuely the same as ones
with nonoperating accruals including extraordinary items and gainksses from
discontinued operations (untabulated). This suggests that extraordemasyand gains
or losses from discontinued operations are not the only accounts for managers tutilize

adjust level of conservatism facing the risk of breaching covenants.

5.3.4 Alternative measure of credit risk

Instead of credit rating change, | use the change of Merton (1974gs@hsto
default to proxy change of credit risk. This alternative measidrrisk change has
advantage of increasing sample size. | have 1,066 observationderitin’s distance to
default compared to 442 observations with credit rating changeheAtesults are robust
to this measure. For example, the group of high credit risk chaagea higher
coefficient of DP*R*DR*SL (1.09 with t-stat of 1.85) than the group of low credit risk

change (0.48 with t-stat of 1.03).

6. Conclusion
| find that firms increase a level of conservatism after uallgrg loans with net
worth covenants; however, firms with tighter slack increaseldélvel to a lesser degree

than do firms with higher slack. This positive relation between coneslack and
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conservatism change after borrowing becomes more pronounced when thef cost
breaching covenants is high or banks’ monitoring is weak. This stsggéile firms
have incentives to increase conservatism after borrowing, theota@sivenant breach
diminishes them. This is consistent with the debt covenant hypstipesdicting
managers make income increasing accounting choices when facing hgeamlenants.

Although conservatism has been widely viewed as a mechanism to erdebic
contract efficiency, we know little about whether a firm comtuaitits pre-contracting
level of conservatism and the factors that affect this comemt. My paper provides
evidence that firms are, on average, committed to their pre-bagawinservatism level
and, therefore, that conservatism is indeed an effective tool to enliat-contract
efficiency. This research also provides debt holders with intgicdhat firms with a
high expected cost of breaching covenants will have incentivéeviate from the pre-
contracting level of conservatism after borrowing.

Like other studies, this study has a couple of limitations. ,Hingt sample is
limited to bank loans with net worth covenants, and the results mderggneralized to
bank loans with other types of financial covenants. However, éugelihat the results
should be fairly representative, as net worth is one of the most @omovenants in debt
contracts. Second, the measurement of conservatism is limitedet@symmetric
timeliness and accruals measureA potential avenue for future research would be to

examine whether other measures of conservatism support the debt-covenant isypothes

" There are critics about asymmetric timeliness meagDietrich, Muller, and Riedl, 2007; Givoly, Hay
and Natarajan, 2007)
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Table 1. Sample Selection Process

The sample is drawn from Dealscan, provided by LPICextracted all private loans with net worth
covenants and loan active dates between 1990 abfel 2Binancial statement information was obtained
from COMPUSTAT, and stock return information wasaobed from CRSP.

Panel A. Sample for Asymmetric Timeliness Measure

Number Number of
of firms firm-years
Loans with net worth covenants 5,385
After matching with COMPUSTAT/CRSP 1,287 3,252
After excluding firms with no earnings or retuihsta at 1,183 3,003
After excluding firms with no earnings or retutata at — 1 ort + 1 1,061 2,716
After excluding outliers (top and bottom 0.5%fiofns) 1,042 2,666
After excluding firms with tenure of less than @énths 945 2,092
After excluding firms with slack less than or afjto 0 778 1,582
After including only the loan with the lowest nedrth covenant
in the same year for the same firm 18 1,150
Final sample 778 1,150
Panel B. Sample for Accruals Measure
Number Number of
of firms firm-years
Loans with net worth covenants 5,385
After matching with COMPUSTAT/CRSP 1,387 3,586
After excluding firms with no nonoperating acdeudata at 1,182 3,068
After excluding firms with no nonoperating acdeudata at + 1 1,153 3,004
After excluding outliers (top and bottom 0.5%fiofns) 1,143 2,975
After excluding firms with tenure of less than @énths 1,040 2,412
After excluding firms with slack less than or afjito 0 824 1,731
After including only the loan with the lowest nebrth covenant
in the same year for the same firm 824 1,207
Final sample 824 1,207




Table 2. Descriptive Statistics

Sample is composed of 1,150 firm-year observatimigieen 1990 and 2009.enureis the anticipated maturity of the loa8preadis the amount the borrower
pays in basis points over LIBOR for each dollamdralown. Net Worth Covenaris the net worth threshold set up at the timeasfdowing. Net Worth Slacks
actual net worth minus net worth covenant, defldigdsset. Total Asseis book value of asset EV is sum of long-term debt and debt in current litibs
deflated by market value of equity [([COMPUSTAT d#ta+ data #34)/(data #199 * data #23)]TB is market value of equity deflated by book valuegtity
[data #199 * data #25/data #21@Ratingis S&P long-term domestic issuer credit rating &#280]. Accrualis nonoperating accruals defined as total accruals
minus operating accruals where total accruals afme&tl as net income, plus depreciation, minus ¢ash from operations, deflated by lagged assedatl
#172 + data #14 — data #308)/lag (data #6)] andabipg accruals are measured as change in nonecant assets [COMPUSTAT data #4 — data # 1] minus
change in current liabilities excluding short tedebt [COMPUSTAT data #5 — data # 34], deflateddngkd asset® is return of individual firm over the 12
months beginning nine months prior to the end effibcal year. Bad News is 1 if return is negativel 0 otherwise. Subscrifitsandt+1 indicate borrowing
year, and one year after borrowing year, respdgtiiéanel A presents descriptive statistics fershbsamples that are divided into three basebdebarhount of
slack in borrowing year. Panel B presents Spearcoarelations for the variables. | use naturaklefTenure, Total Asset, Salemd Ratingin estimating
correlations. Figures in bold indicate correlatidhat are significant at a 5% or lower level.



Panel A. Descriptive Statistics

Low Slack Medium Slack High Slack

Mean Median Std. Mean Median Std. Mean Median Std.
Tenure (Month) 48.8 48.0 16.1 50.1 50.0 17.4 52.0 58.0 21.1
Spread 176.8 175.0 94.2 146.7 125.0 95.6 147.4 112.2 124.2
Net Worth Covenant (MM$) 576.3 174.0 1769.4 540.6 220.0 1416.0 469.3 175.0 1249.1
Net Worth Slack 0.027 0.026 0.015 0.077 0.076 0.015 0.205 0.168 0.105
Loan amount (MM$) 298.4 150.0 531.8 340.8 177.5 675.1 308.9 150.0 507.3
Total Asset; (MM$) 5,150.9 552.0 29,223.5 2,382.0 608.1 7,499.3 2,124.0 574.7 5,128.1
Sales; (MM$) 1,633.2 487.4 4,438.4 1,539.3 587.4 3,155.3 1,952.3 536.3 5,407.1
LEV, 0.83 0.45 1.16 0.55 0.30 1.05 0.34 0.18 0.54
MTB; 2.35 1.69 3.70 2.21 1.81 1.53 2.42 2.03 1.80
Rating, 12.82 13.00 2.66 11.97 12.00 2.37 10.91 11.00 3.18
Accrual; -0.027  -0.012 0.083 -0.031  -0.016 0.079 -0.015  -0.011 0.070
R; 0.21 0.11 0.63 0.20 0.13 0.52 0.12 0.08 0.42
Bad News; 0.40 0.00 0.49 0.36 0.00 0.48 0.42 0.00 0.05

Bad News;,, 0.35 0.00 0.48 0.41 0.00 0.49 0.38 0.00 0.49




Panel B. Correlation

Matrix of Variables

Loan Total
amount Tenure Asset; Sales; LEV, MTB; Rating;  Accrual; Ry

Net Worth

Slack -0.0266 0.0379 -0.0006 0.0338 -0.2995 0.0879 -0.2635 -0.0106 -0.0425
Loan amount 0.2338 0.7527 0.6979 0.1338 0.2060 -0.4520 -0.0449 0.0964
Tenure 0.1116 0.1299 -0.1070 0.1828 -0.1413 -0.0279 0.1442
Total Asset; 0.8229 0.1960 0.0834 -0.6424 0.0295 0.0700
Sales; 0.0785 0.1325 -0.4614 0.0318 0.0610
LEV, -0.5020 0.3335 0.0048 -0.1471
MTB; -0.1546 -0.0722 0.2211
Rating; -0.0157 -0.0009
Accrual; -0.0213
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Table 3: Changes in Conservatism after Borrowing (Asymmetric Thesdi Measure)

This table presents results from OLS regressioimagts for change in asymmetric timeliness from the
borrowing year to the following yearE/P) is earnings per share in the fiscal year dividgdhe price per
share at the beginning of the fiscal year [COMPU3TAlata #18/(lag(COMPUSTAT data
#199)*COMPUSTAT data #25)]DR is dummy variable set equal to 1Rfis negative and 0 otherwis®

is return of individual firm over the 12 months beung nine months prior to the end of the fiscaly
DP is dummy variable set equal to 1Rfbelongs to t + 1 and 0 otherwisBITB is market value of equity
deflated by book value of equity [data #199 * dé2&/data #216].SIZEis natural log of the market value
of equity [log (COMPUSTAT data #199 * data #25)]EV is sum of long-term debt and debt in current
liabilities deflated by market value of equity [(BPUSTAT data #9 + data #34)/(data #199 * data #25)]
The standard errors are clustered at the firm le¥#, **, and * indicate significance at the 1%%, and
10% levels, respectively.

Dependent Variable : (E/P)

Model 1 Model 2 Model 3

Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.0434 6.46 0.0465 ** 2.13 0.0426 0.53

DR 0.0339  *** 3.58 -0.0843 **  -2.61 -0.0413 -1.10
R 0.0407  *** 3.90 0.0787 *** 3.05 0.0869 *** 2.78

R*DR 0.1568  *** 4.49 0.1425 * 1.87 -0.1298 -1.38
DP 0.0129 1.50 0.0082 0.37 0.0401 * 1.93

DP*R -0.0189 -1.39 -0.0130 -1.17 -0.0028 -0.22
DP*R*DR 0.2752  *** 6.57 0.0788 ** 2.22 0.1672 *** 4.35

MTB -0.0020 -0.70 -0.0020 -0.53
MTB*DR 0.0000 0.00 0.0020 0.43

MTB*R -0.0081 ** -2.17 -0.0075 -1.60
MTB*DP 0.0006 0.25 -0.0034 -1.32
MTB*R*DR 0.0063 0.75 0.0028 0.24

SIZE -0.0007 -0.20 0.0030 0.33

SIZE*DR 0.0082 1.64 0.0008 0.14

SIZE*R -0.0013 -0.31 -0.0044 -0.85
SIZE*DP 0.0029 0.87 0.0006 0.19

SIZE*R*DR -0.0448 **  -3.64 -0.0122 -0.81
LEV 0.0236 *** 3.28 0.0019 0.17

LEV*DR 0.0529 *** 5.68 0.0479 *** 4.42

LEV*R -0.0251 **  -2.76 -0.0231 ** -2.41
LEV*DP -0.0535 *** -11.00 -0.0569 ***  -12.12
LEV*R*DR 0.2064 **=*  14.46 0.1468 *** 7.98

Number of Observations 2300 2300 2300

Firm Fixed Effects No No Yes

Year Fixed Effects No No Yes

Adjusted R? 0.17 0.48 0.74




Table 4: Debt Covenant Slack and Conservatism Change after Borrowyrgr{(¥ssric
Timeliness Measure)

(E/P) is earnings per share in the fiscal year divibgdhe price per share at the beginning of theafisc
year [COMPUSTAT data #18/(lag (COMPUSTAT data #X¥@@MPUSTAT data #25)].DR is dummy
variable set equal to 1 R is negative and 0 otherwis& is return of individual firm over the 12 months
beginning nine months prior to the end of the fisear. DP is dummy variable set equal to IRbelongs

to t + 1 and O otherwiseSL is net-worth slack defined as actual net worthusinet worth covenant,
deflated by asset.MTB is market value of equity deflated by book valdeequity [data #199 * data
#25/data #216].SIZE is natural log of the market value of equity [IGOMPUSTAT data #199 * data
#25)]. LEV is sum of long-term debt and debt in current liies deflated by market value of equity
[(COMPUSTAT data #9 + data #34)/(data #199 * dakb)} Panel A presents results from OLS
regression estimates for post-borrowing changeomservatism for the firms in low, medium, and high
slack subgroups. The low-slack (high-slack) graufhe group with the tightest (least tight) slackong
the three subgroups that are divided based on salalbkrrowing year. Panel B presents results f@ir®
regression estimates for association between defgrant slack and conservatism change after bangpwi
Panel C presents results from OLS regression ewtarfar association between debt-covenant slack at
borrowing year and conservatism level one year &fterowing. The standard errors are clustereithet
firm level. ***, ** and * indicate significance athe 1%, 5%, and 10% levels, respectively.

Panel A. Asymmetric Timeliness Change in three subgroups

Dependent Variable : (E/P)

Low Slack Group Medium Slack Group High Slack Group

Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.3293  ** 2.52 0.0797 0.53 0.1134 0.68
DR 0.0040 0.07 -0.1220 * -1.90 0.1075 1.52
R 0.0141 0.28 0.1691  *= 4.13 0.0857 1.01
R*DR 0.2611 * 1.71 -0.4095 -0.50 0.0576 0.30
DP -0.0074 -0.24 0.1078  *= 3.38 0.0175 0.43
DP*R 0.0069 0.38 0.0065 0.27 -0.0113 -0.35
DP*R*DR 0.1005 * 1.71 0.1552  ** 2.40 0.2389  *** 3.09
MTB -0.0037 -0.67 0.0103 1.20 -0.0066 -0.70
MTB*DR -0.0026 -0.29 0.0056 0.71 0.0075 0.69
MTB*R -0.0024 -0.41 -0.0301 -3.28 -0.0102 -0.84
MTB*DP -0.0040 -0.88 -0.0116  ** -2.53 0.0044 0.93
MTB*R*DR -0.0188 -0.88 0.0498 * 1.67 0.0343 1.31
SIZE -0.0045 -0.25 0.0008 0.04 -0.0113 -0.54
SIZE*DR 0.0007 0.08 0.0077 0.79 -0.0158 -1.47
SIZE*R 0.0019 0.24 -0.0033 -0.42 -0.0027 -0.20
SIZE*DP 0.0062 1.38 -0.0049 -1.06 0.0014 0.26
SIZE*R*DR -0.0337 -1.41 -0.0134 -0.48 -0.0443 -1.44
LEV -0.0305  ** -2.18 0.0714  *= 3.12 -0.0382 -0.94
LEV*DR -0.0143 -0.94 0.0950 rokk 5.42 -0.0773 * -1.91
LEV*R -0.0121 -1.03 -0.0725 -4.22 -0.0293 -0.57
LEV*DP -0.0180  *** -2.92 -0.1022 -15.75 -0.0766  *** -3.94
LEV*R*DR -0.0383 -1.34 0.3604  *= 12.76 -0.0859 -1.24
Number of Observations 766 768 766

Firm Fixed Effects Yes Yes Yes

Year Fixed Effects Yes Yes Yes
Adjusted R? 0.69 0.89 0.80
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Panel B. Debt Covenant Slack and Asymmetric Timeliness Chang®&aftewing

Dependent Variable : (E/P)

Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.048 ok 5.61 0.049 ki 2.26 0.035 0.45
DR 0.038 ok 2.74 -0.102 k23,10 -0.061 -1.62
R 0.041 ok 3.65 0.089 ok 3.43 0.104 b 3.30
R*DR 0.168 ok 3.63 -0.023 -0.25 -0.133 -1.16
DP 0.011 1.23 0.003 0.13 0.028 1.37
DP*R -0.015 -1.12 -0.008 -0.70 -0.001 -0.12
DP*R*DR 0.166 ok 3.25 -0.022 -0.52 0.026 0.57
SL -0.028 -0.54 -0.026 -0.64 -0.045 -0.69
SL*DR -0.061 -0.65 -0.020 -0.26 0.025 0.29
SL*R -0.031 -0.52 -0.067 -1.43 -0.037 -0.63
SL*R*DR -0.116 -0.36 0.723 1.62 -1.087 * -1.86
MTB -0.002 -0.73 -0.001 -0.27
MTB*DR 0.002 0.47 0.004 0.75
MTB*R -0.009 ki -2.43 -0.009 * -1.94
MTB*DP 0.001 0.51 -0.003 -0.95
MTB*R*DR 0.010 1.27 0.007 0.66
SIZE 0.000 0.00 0.004 0.44
SIZE*DR 0.010 ki 2.02 0.003 0.52
SIZE*R -0.002 -0.50 -0.006 -1.19
SIZE*DP 0.003 0.79 0.002 0.55
SIZE*R*DR -0.015 -1.06 0.000 0.01
LEV 0.020 ik 2.88 0.008 0.77
LEV*DR 0.056 ok 6.10 0.044 okk 4.13
LEV*R -0.026 ko 2.97 -0.026 wxo 270
LEV*DP -0.049 o .10.19 -0.053 wx o _11.40
LEV*R*DR 0.188 ¥  13.03 0.120 kk 6.33
DP*R*DR*SL 0.826 ok 2.89 0.616 ok 2.65 1.203 kk 4.40
MTB*R*DR*SL 0.042 0.81 0.082 1.41
SIZE*R*DR*SL -0.162 ki -2.24 0.017 0.18
LEV*R*DR*SL 0.296 ok 7.36 0.436 b 6.21
Number of Observations 2300 2300 2300

Firm Fixed Effects No No Yes

Year Fixed Effects No No Yes

Adjusted R? 0.18 0.52 0.76
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Panel C. Debt Covenant Slack and Asymmetric Timeliness one yeaBaftewing

Dependent Variable : (E/P)1

Model 1 Model 2 Model 3

Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.0505 ** 3.73 0.0603 **  2.05 0.0376 * 1.78
DR 0.0451 * 1.82 -0.1423 ** -2.50 -0.1502 ** -2.40
R 0.0343 * 215 0.0800 ** 2.00 0.0746 1.50
R*DR 0.3297 ** 5.64 0.0106 0.08 0.0119 0.06
SL -0.0088 -0.09 -0.0540 -0.76 -0.0426 -0.98
SL*DR 0.0544 0.32 0.2575 ** 2.10 0.2671 ** 2.67
SL*R -0.0591 -0.68 -0.0600 -0.97 -0.0717 * -1.78
SL*R*DR 0.9722 *=* 2.88 1.7189 *** 7.06 1.7734 ** 519
MTB -0.0044 ** -2.19 -0.0044 **=* -4.44
MTB*DR 0.0126 * 1.72 0.0142 ** 2,72
MTB*R -0.0006 -0.14 -0.0001 -0.01
MTB*R*DR 0.0184 1.21 0.0182 1.21
SIZE 0.0033 0.74 0.0016 0.59
SIZE*DR 0.0056 0.67 0.0056 0.68
SIZE*R -0.0089 -1.24 -0.0074 -0.86
SIZE*R*DR -0.0388 ** -1.97 -0.0385 -1.26
LEV -0.0252 *** -2.84 -0.0264 * -1.83
LEV*DR 0.1194 ** 7.36 0.1188 *** 3.65
LEV*R 0.0047 0.44 0.0063 0.47
LEV*R*DR 0.4387 *** 17.23 0.4352 ** 7.73
Number of Observations 1150 1150 1150

Firm Fixed Effects No No Yes

Year Fixed Effects No No Yes

Adjusted R? 0.18 0.59 0.60
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Table 5: Debt Covenant Slack and Conservatism Change after Borrowicrgi@hsc
Measure)

Accrualis nonoperating accruals defined as total accruéisis operating accruals where total accruals are
defined as net income, plus depreciation, minuk 8asv from operations, deflated by lagged assgtath
#172 + data #14 — data #308)/lag (data #6)] andatipg accruals are measured as change in non-cash
current assets [COMPUSTAT data #4 — data # 1] mahasge in current liabilities excluding short term
debt [COMPUSTAT data #5 — data # 34], deflateddngkd assetsdAccrualy., is the change in accrual
fromt tot + 1. Subscripts and t+1 indicate borrowing year and one year after heimg year,
respectively. SLis net-worth slack defined as actual net worthusinet worth covenant, deflated by asset.
ACFO, 1 is change in cash flow from operations froio t + 1, deflated by lagged assets [COMPUSTAT
data #308/ lag (data #6)].4Salg.; is change in sales fromto t + 1, deflated by lagged assets
[COMPUSTAT data #12/ lag (data #6)MTB is market value of equity deflated by book valdiequity
[data #199 * data #25/data #216%IZEis natural log of the market value of equity [[(@OMPUSTAT
data #199 * data #25)]LEV is sum of long-term debt and debt in current liibs deflated by market
value of equity [([COMPUSTAT data #9 + data #34){g0#199 * data #25)]. Panel A presents the mean
and standard deviation values of nonoperating atetior three subgroups that are divided basedet d
covenant slack at borrowing year. It also shouest results on the difference of accruals betwean
slack and high slack subgroups. The low-slackhdsigck) group is the group with the tightest (taagt)
slack among the three subgroups. Panel B presesifis from OLS regression estimates for the imat
between net worth slack at borrowing year and cbangaccruals from borrowing year to the following
year. t-statistics are in parentheses. The stdnéaors are clustered at the firm level. *** *3and *
indicate significance at the 1%, 5%, and 10% levelspectively.

Panel A. Nonoperating Accruals Change after Borrowing in Subgroup

Test of difference

Low Slack (A) Medium Slack (B) High Slack (C) [(A)-(C)]
Mean Std Mean Std Mean Std Mean
Accrual; (a) -0.027 0.083 -0.031 0.080 -0.015 0.070 -0.012 **
(-2.29)
Accrual (b) -0.033 0.082 -0.026 0.073 -0.041 0.143 0.008
(0.97)
Test of difference [(b)-(a)]
AAccrual ¢ 4q -0.005 0.112 0.006 0.102 -0.026 *** 0.143 0.020 **
(-0.97) (1.12) (-3.62) (2.25)
Number of Observations 402 403 402

49



Panel B. Debt Covenant Slack and Nonoperating Accruals Change

Dependent Variable : AAccrual ¢ +q

Model 1 Model 2 Model 3
Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.0125 ** 241 0.0164 1.19 0.0079 0.50
SL -0.1226 *** -3.84 -0.1364 *** -4.21 -0.1406 ** -2.04
ACFO; 14 -0.0835 ** -2.11 -0.0940 ** -2.35 -0.0864 * -1.71
ASale; 1 -0.0337 ***  -4.27 -0.0372 *** -4.58 -0.0382 *** -2.69
MTB; -0.0037 *** -2.88 -0.0036 * -1.72
Size, 0.0017 0.76 0.0010 0.41
LEV; -0.0023 -1.37 -0.0024 -1.46
Number of Observations 1207 1207 1207
Firm Fixed Effects No No Yes
Year Fixed Effects No No Yes
Adjusted R? 0.03 0.04 0.05
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Table 6: Conservatism Change after Borrowing and Changes in Credit Rating
(Asymmetric Timeliness Measure)

(E/P) is earnings per share in the fiscal year divibgdhe price per share at the beginning of theafisc
year [COMPUSTAT data #18/(lag (COMPUSTAT data #X¥@@MPUSTAT data #25)].DR is dummy
variable set equal to 1 R is negative and 0 otherwis& is return of individual firm over the 12 months
beginning nine months prior to the end of the fisear. DP is dummy variable set equal to IRbelongs

to t + 1 and O otherwiseSL is net-worth slack defined as actual net worthusinet worth covenant,
deflated by asset. MTB is market value of equity deflated by book valdesquity [data #199 * data
#25/data #216].SIZE is natural log of the market value of equity [IGOMPUSTAT data #199 * data
#25)]. LEV is sum of long-term debt and debt in current liies deflated by market value of equity
[(COMPUSTAT data #9 + data #34)/(data #199 * dad28)} 4Rating; ., is Change in S&P long-term
domestic issuer credit rating framo t + 1 [COMPUSTAT data #280 at+ 1, less data #280 @it Panel A
presents results from OLS regression estimated af&sociation between debt-covenant slack and
conservatism change after borrowing in a Rating-Bgnade group and Rating-Upgrade group. A Rating-
Downgrade (Upgrade) group is composed of firms whawdit ratings are downgraded (upgraded) after
borrowing. Panel B presents results from OLS regjom estimates for association between ratinggdhan
after borrowing and a positive relation betweenssmmatism and debt-covenant slack. The standaodser
are clustered at the firm level. *** ** and * dicate significance at the 1%, 5%, and 10% levels,
respectively.
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Panel A. Debt Covenant Slack and Conservatism Change after BorrowiRgting-
Downgrade and Rating-Upgrade Subgroup

Dependent Variable : (E/P)

Rating-Downgrade (1) Rating-Upgrade (2)

Ind. Variable Coeff t-stat Coeff t-stat
Intercept 0.330 1.42 0.199 1.18
DR -0.197 -0.83 0.279 1.23
R -0.742 * -1.96 0.222 1.08
R*DR 0.761 1.14 0.127 0.29
DP 0.012 0.06 -0.217 -1.16
DP*R -0.146 -1.00 0.080 1.11
DP*R*DR -0.092 *** -0.26 -0.331 ** -2.10
SL 1.535 ** 2.90 0.089 0.42
SL*DR -1.498 *** -2.57 -0.102 -0.42
SL*R -5.262 -2.82 -0.160 -0.34
SL*R*DR 4.085 1.26 3.986 0.61
MTB 0.010 0.27 0.005 0.53
MTB*DR -0.019 -0.47 -0.032 * -1.77
MTB*R -0.148 -1.36 -0.014 -1.02
MTB*DP 0.008 0.31 -0.004 -0.56
MTB*R*DR 0.082 0.58 0.020 0.34
SIZE -0.052 * -1.66 -0.015 -0.71
SIZE*DR 0.039 1.14 -0.022 -0.76
SIZE*R 0.201 *** 2.64 -0.019 -0.70
SIZE*DP 0.000 -0.02 0.026 0.99
SIZE*R*DR -0.181 * -1.83 0.003 0.05
LEV -0.075 -0.99 -0.024 -0.49
LEV*DR 0.106 1.39 -0.090 -0.98
LEV*R 0.061 0.49 -0.055 -1.28
LEV*DP -0.037 -1.41 0.025 0.67
LEV*R*DR 0.008 0.05 0.090 0.69
DP*R*DR*SL 5.450 * 1.91 0.744 0.63
MTB*R*DR*SL 0.666 1.18 -1.264 -1.16
SIZE*R*DR*SL -0.151 -0.43 -0.183 -0.19
LEV*R*DR*SL 0.503 ** 2.48 -1.385 -1.42
Number of Observations 124 143

Firm Fixed Effects Yes Yes

Year Fixed Effects Yes Yes

Adjusted R? 0.86 0.47

52



Panel B. Credit Rating Change and Positive Relation between €ats@r Change and
Debt Covenant Slack

Dependent Variable : (E/P)41

Model 1 Model 2 Model 3

Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.0535 *** 6.24 0.0586 1.43 0.0669 1.50
DR -0.0043 -0.18 -0.0255 -0.25 -0.0056 -0.06
R 0.0316 ** 2.26 0.0893 0.62 0.0670 0.44
R*DR 0.0291 0.32 0.2968 0.61 0.3733 0.79
SL -0.0232 -0.36 -0.1311 * -1.85 -0.1116 -1.53
SL*DR 0.3829 * 1.89 0.4064 ** 2.48 0.4103 ** 2.42
SL*R -0.0583 -0.51 -0.0666 -0.59 -0.0691 -0.61
SL*R*DR 2.7148 ** 2.45 2.7959 ** 3,01 2.8802 *** 3.08
ARating ¢ 141 -0.0197 * -1.69 -0.0074 -0.63 -0.0080 -0.64
ARating | 1+1*DR 0.0610 ** 2.35 0.0399 1.29 0.0450 1.46
ARating ; +1*R -0.0074 -0.29 -0.0051 -0.22 -0.0055 -0.23
ARating  1+1*SL 0.0807 0.83 -0.0597 -0.65 -0.0545 -0.56
ARating ; 1.1*R*DR 0.0245 0.25 0.0377 0.36 0.0532 0.50
MTB -0.0083 * -1.83 -0.0074 -1.48
MTB*DR 0.0053 0.72 0.0037 0.46
MTB*R 0.0031 0.49 0.0026 0.39
MTB*R*DR -0.0063 -0.23 -0.0073 -0.25
SIZE 0.0065 1.19 0.0034 0.60
SIZE*DR -0.0027 -0.23 -0.0046 -0.39
SIZE*R -0.0067 -0.35 -0.0027 -0.13
SIZE*R*DR -0.0574 -0.92 -0.0671 -1.14
LEV -0.0381 * -1.96 -0.0384 ** -2.02
LEV*DR 0.0304 0.76 0.0200 0.51
LEV*R -0.0042 -0.14 -0.0023 -0.07
LEV*R*DR 0.1106 0.85 0.0909 0.71
ARating ¢, 1+1*SL*R*DR 2.9832 ** 3,36 1.8913 ** 1.98 1.8798 ** 1.97
Number of Observations 442 442 442

Firm Fixed Effects No No Yes

Year Fixed Effects No No Yes

Adjusted R? 0.48 0.59 0.60
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Table 7: Conservatism Change after Borrowing and Changes in Credit Ratorgdls
Measure)

This table presents results from OLS regressiomasts for the relation between change in accraats
change in credit rating from the borrowing yeathe following year. 4Accrualy 1., is change ofccrual
fromttot+1l. Accrualis nonoperating accruals defined as total accnmitheis operating accruals where
total accruals are defined as net income, plusedégion, minus cash flow from operations, deflatbsd
lagged assets [(data #172 + data #14 — data #8§8phta #6)] and operating accruals are measwed a
change in non-cash current assets [COMPUSTAT déta data # 1] minus change in current liabilities
excluding short term debt [COMPUSTAT data #5 — dag#], deflated by lagged assets. Subsctjmad
t+1 indicate borrowing year, and one year afterdowimg year, respectivelySL is net-worth slack defined
as actual net worth minus net worth covenant, tefldy assetACFO; ., is change in cash flow from
operations front tot + 1, deflated by lagged assets [COMPUSTAT datsB#2@ (data #6)].4Sale, 1., is
change in sales fromtot + 1, deflated by lagged assets [COMPUSTAT datd i (data #6)].MTB is
market value of equity deflated by book value afigg[data #199 * data #25/data #216&IZEis natural
log of the market value of equity [log (COMPUSTA®td #199 * data #25)]LEV is sum of long-term
debt and debt in current liabilities deflated byrked value of equity [[COMPUSTAT data #9 + data
#34)/(data #199 * data #25)}Rating; ., is Change in S&P long-term domestic issuer cneding fromt
tot + 1 [COMPUSTAT data #280 at+ 1, less data #280 §t Subscriptd, andt+1 indicate borrowing
year, and one year after borrowing year, respdgtivéhe standard errors are clustered at the fawel.
*x ** and * indicate significance at the 1%, 5%nd 10% levels, respectively.

Dependent Variable : AAccrual ¢ 141

Model 1 Model 2 Model 3
Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.0119 1.51 0.0149 0.44 -0.0006 -0.01
SL -0.0722 -1.24 -0.0613 -1.06 -0.0690 -1.09
ACFOy, 11 -0.2781  ** -3.54 -0.2598 *** -2.76 -0.2742 ** -3.05
ASale, 141 -0.0145 -0.91 -0.0205 -1.24 -0.0223 -1.37
ARating; 141 -0.0006 -0.09 0.0010 0.14 0.0032 0.44
MTB, -0.0023 -1.22
Size, 0.0031 0.71
LEV, 0.0018 0.35
ARating;, +1*SL -0.1495 *** -3.11 -0.1590 *** -2.95 -0.1337 ** -2.31
Number of Observations 393 393 393
Firm Fixed Effects No Yes Yes
Year Fixed Effects No Yes Yes
Adjusted R? 0.09 0.14 0.12
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Table 8: Conservatism Change after Borrowing and Bank Monitoring (Asymmet
Timeliness Measure)

(E/P) is earnings per share in the fiscal year divibgdhe price per share at the beginning of theafisc
year [COMPUSTAT data #18/(lag (COMPUSTAT data #X¥@@MPUSTAT data #25)].DR is dummy
variable set equal to 1 R is negative and 0 otherwis& is return of individual firm over the 12 months
beginning nine months prior to the end of the fisear. DP is dummy variable set equal to IRbelongs
tot + 1 and O otherwiseSL is net-worth slack defined as actual net worthusinet worth covenant,
deflated by asset. MTB is market value of equity deflated by book valdesquity [data #199 * data
#25/data #216].SIZE is natural log of the market value of equity [IGOMPUSTAT data #199 * data
#25)]. LEV is sum of long-term debt and debt in current liies deflated by market value of equity
[(COMPUSTAT data #9 + data #34)/(data #199 * daBb)} Panel A presents results from OLS
regression estimated for association between dslerant slack and conservatism change after bangpwi
in High/Low lead arranger portion. The High (Loveal arranger portion group consists of firms whose
loans have above (below) median lead arrangeragoortiPanel B presents results from OLS regression
estimated for association between debt-covenarik sénd conservatism change after borrowing in
Small/Large number of lenders group. The Small gegmumber of lenders group consists of firms whose
loans have above (below) median number of lend&te standard errors are clustered at the firml.leve
*x ** and * indicate significance at the 1%, 5%nd 10% levels, respectively.
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Panel A. High and Low Loan Portion of Lead Arranger Subgroup

Dependent Variable : (E/P)

High Lead Arranger Portion (1) Low Lead Arranger Portion (2)
Ind. Variable Coeff t-stat Coeff t-stat
Intercept 0.058 1.19 0.085 ** 2.34
DR -0.115  * -1.72 0.058 0.64
R 0.067 1.08 0.208  ** 2.33
R*DR 0.189 0.85 0.243 0.72
DP 0.023 0.53 -0.005 -0.25
DP*R -0.015 -0.53 0.016 1.06
DP*R*DR 0.095 1.09 -0.055 -1.36
SL -0.082 -1.48 0.065 1.24
SL*DR -0.056 -0.59 -0.069 -0.76
SL*R -0.123 * -1.75 -0.236  * -1.81
SL*R*DR -0.440 -0.33 0.140 0.45
MTB -0.006 -0.60 -0.003 -1.30
MTB*DR -0.016 -0.92 0.000 0.00
MTB*R -0.017 -1.54 -0.005 -1.23
MTB*DP 0.012 1.22 -0.001 -0.35
MTB*R*DR -0.019 -0.74 -0.005 -0.34
SIZE 0.004 0.53 -0.004 -0.97
SIZE*DR 0.024  ** 2.09 -0.002 -0.26
SIZE*R 0.003 0.28 -0.010 -1.08
SIZE*DP -0.004 -0.49 0.001 0.32
SIZE*R*DR -0.032 -0.78 -0.020 -0.58
LEV 0.031 1.51 0.008 0.74
LEV*DR 0.006 0.29 0.003 0.17
LEV*R -0.071 * -1.73 -0.039  ** -2.13
LEV*DP -0.0561 ** -2.44 -0.010 -1.30
LEV*R*DR 0.106 1.62 0.003 0.04
DP*R*DR*SL -0.089 -0.16 0.336 * 1.77
MTB*R*DR*SL 0.058 0.26 -0.042 -0.30
SIZE*R*DR*SL 0.042 0.20 -0.047 -0.74
LEV*R*DR*SL 0.774 * 1.79 0.598  ** 1.98
Number of Observations 732 743
Firm Fixed Effects Yes Yes
Year Fixed Effects Yes Yes
Adjusted R? 0.41 0.25

56



Panel B. Small and Large Number of Lenders Subgroup

Dependent Variable : (E/P)

Small # of Lenders (1) Large # of Lenders (2)

Ind. Variable Coeff t-stat Coeff t-stat
Intercept 0.051 * 1.65 0.089  *** 3.20
DR -0.183  *** 2.77 0.003 0.06
R 0.126  *** 3.83 -0.026 -0.38
R*DR -0.299 -1.32 0.111 0.67
DP 0.018 0.47 0.030 1.16
DP*R -0.006 -0.29 0.006 0.35
DP*R*DR 0.059 0.77 -0.027 -0.49
SL -0.061 -1.27 0.025 0.80
SL*DR -0.001 -0.01 -0.280 *** -2.71
SL*R -0.142  ** -2.07 -0.051 -1.06
SL*R*DR 1.535 1.46 -1.289  ** -2.37
MTB -0.006 -0.98 0.002 0.52
MTB*DR -0.008 -0.61 0.000 0.10
MTB*R -0.006 -0.97 -0.012  ** -2.31
MTB*DP 0.006 1.09 -0.002 -0.93
MTB*R*DR -0.016 -0.75 0.036 * 1.83
SIZE 0.000 0.06 -0.002 -0.46
SIZE*DR 0.032  *** 2.77 0.004 0.55
SIZE*R -0.004 -0.63 -0.006 -0.60
SIZE*DP -0.001 -0.17 -0.002 -0.68
SIZE*R*DR 0.037 0.89 -0.021 -0.57
LEV 0.040 ** 2.17 0.016 1.47
LEV*DR 0.063  ** 2.09 -0.024 -0.93
LEV*R -0.081 * -1.92 -0.014 -1.05
LEV*DP -0.065  *** -3.43 -0.016 -1.18
LEV*R*DR 0.313  *** 417 -0.014 -0.22
DP*R*DR*SL 0.089 0.20 0.486 1.31
MTB*R*DR*SL -0.007 -0.03 0.092 0.65
SIZE*R*DR*SL -0.211 -1.06 0.171 0.82
LEV*R*DR*SL 0.026 0.20 0.856  *** 3.33
Number of Obsenvations 1132 1087

Firm Fixed Effects Yes Yes

Year Fixed Effects Yes Yes

Adjusted R? 0.61 0.54
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Table 9: Conservatism Change after Borrowing and Bank Monitoringr{@ls Measure)

This table presents results from OLS regressioimagts for the relation between change in accraiats
monitoring incentives of lendergAccrual,.; is change oAccrualfromtto t+1. Accrualis nonoperating
accruals defined as total accruals minus operaioguals where total accruals are defined as wefie,
plus depreciation, minus cash flow from operatiateflated by lagged assets [(data #172 + data #lata-
#308)/lag (data #6)] and operating accruals are sored as change in non-cash current assets
[COMPUSTAT data #4 — data # 1] minus change in enirrliabilities excluding short term debt
[COMPUSTAT data #5 — data # 34], deflated by laggedets. Subscriptsandt+1 indicate borrowing
year, and one year after borrowing year, respdgtiv8L is net-worth slack defined as actual net worth
minus net worth covenant, deflated by assttFO, ., is change in cash flow from operations froto t

+ 1, deflated by lagged assets [COMPUSTAT data #B@B(data #6)].4Sale, ., is change in sales frotm
tot + 1, deflated by lagged assets [COMPUSTAT datd P (data #6)]MTB is market value of equity
deflated by book value of equity [data #199 * d&2&/data #216].SIZEis natural log of the market value
of equity [log (COMPUSTAT data #199 * data #25)]EV is sum of long-term debt and debt in current
liabilities deflated by market value of equity [ MPUSTAT data #9 + data #34)/(data #199 * data #25)]
Monitor is either the number of lenders in the loans erlttan portion of lead arranger. Subscriptand

t+1 indicate borrowing year, and one year after dwimg year, respectively. The standard errors are
clustered at the firm level. *** ** and * indita significance at the 1%, 5%, and 10% levels,aetpely.

Dependent Variable : AAccrual ¢ g

Number of Lenders Lead Arranger's Portion
Ind. Variable Coeff t-stat Coeff t-stat
Intercept -0.4548 xx* -3.18 -0.0258 -1.19
SL 0.0750 0.67 -0.1934  **x -3.28
ACFOy, 4 -0.2559 *** -3.03 0.0229 0.35
ASaley 4 -0.0232 -1.06 -0.0825 *** -4.41
Monitor 0.0016 1.23 0.0000 0.59
MTB; -0.0054 -1.61 -0.0045 * -1.72
Size; 0.0204 1.43 0.0039 1.33
LEV, 0.0090 0.79 0.0029 0.60
Monitor*SL -0.0203 ** -2.36 0.0014 * 1.87
Number of Observations 1079 578
Firm Fixed Effects Yes Yes
Year Fixed Effects Yes Yes
Adjusted R? 0.82 0.15

58



Table 10: Debt Covenant Slack and Special Items

This table presents results from OLS regressioimagts for the relation between net worth slack in
borrowing year and special items in the followirepy. SPis special items at eithéror t+1, deflated by
lagged assets [(COMPUSTAT data #17) / lag (dathq #8)s return of individual firm over the 12 months
beginning nine months prior to the end of the fisear. SLis net-worth slack defined as actual net worth
minus net worth covenant, deflated by assefTB is market value of equity deflated by book valde o
equity [data #199 * data #25/data #216BIZE is natural log of the market value of equity [log
(COMPUSTAT data #199 * data #25)|LEV is sum of long-term debt and debt in current liabs
deflated by market value of equity [([COMPUSTAT ddt8 + data #34)/(data #199 * data #25)].
Subscriptst, andt+1 indicate borrowing year, and one year after dwimg year, respectively. The
standard errors are clustered at the firm levét, *, and * indicate significance at the 1%, 5%nd 10%

levels, respectively.

Dependent Variable : SP .

Model 1 Model 2 Model 3
Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept -0.0142 ~* -1.85 -0.0185 ** -2.39 0.0028 0.27
SL -0.0628 *** -3.67 -0.0607 *** -3.53 -0.0590 ** -2.52
SP, 0.0884 ** 2.38 0.0768 ** 2.07 0.0761 * 1.70
MTB; -0.0043 *** -6.94 -0.0042 *** -6.74 -0.0041 ** -2.30
SIZE, 0.0026 ** 2.21 0.0028 ** 2.37 0.0023 1.43
LEV, -0.0015 -0.84 -0.0010 -0.58 -0.0010 -0.66
R 0.0112  **=* 4.19 0.0110 *** 3.38
Number of Obsenvations 1015 1015 1015
Firm Fixed Effects No No Yes
Year Fixed Effects No No Yes
Adjusted R? 0.06 0.07 0.08
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Table 11: Conservatism and Debt Covenant Slack in Borrowing Year (Asyilmmet
Timeliness Measure)

This table presents results from OLS regressioimagts for the relation between asymmetric timefine
level and covenant slack in borrowing yeaE/R) is earnings per share in the fiscal year divibgdhe
price per share at the beginning of the fiscal J€®MPUSTAT data #18/(lag (COMPUSTAT data
#199)*COMPUSTAT data #25)]DR is dummy variable set equal to 1Rfis negative and 0 otherwis®

is return of individual firm over the 12 months begng nine months prior to the end of the fiscahy SL

is net-worth slack defined as actual net worth minat worth covenant, deflated by asdeilB is market
value of equity deflated by book value of equitati #199 * data #25/data #216%IZEis natural log of
the market value of equity [log (COMPUSTAT data $¥%data #25)]. LEV is sum of long-term debt and
debt in current liabilities deflated by market valaf equity [[COMPUSTAT data #9 + data #34)/(data
#199 * data #25)]. Subscripts andt+1 indicate borrowing year, and one year after dwwimg year,
respectively. The standard errors are clusterdideatirm level. *** ** and * indicate significace at the
1%, 5%, and 10% levels, respectively.

Dependent Variable : (E/P),

Model 1 Model 2 Model 3

Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat
Intercept 0.0574 ** 9.69 0.0515 ** 284 0.0749 *** 4,44
DR 0.0298 *** 2.65 -0.0236 -0.73 -0.0238 -0.75
R 0.0271 ***  3.17 0.0715 ***  3.05 0.0743 ** 2.54
R*DR 0.1885 *** 6.12 0.1817 ** 2.17 0.1658 1.54
SL -0.0756 * -1.67 -0.0583 -1.26 -0.0601 -1.25
SL*DR -0.1666 ** -2.10 -0.1495 * -1.87 -0.1444 -1.14
SL*R 0.0856 1.01 0.0608 0.69 0.0594 0.55
SL*R*DR -0.6569 *** -2.81 -0.3928 * -1.68 -0.3614 -1.06
MTB -0.0041 -1.51 -0.0041 -1.61
MTB*DR -0.0032 -0.74 -0.0026 -0.46
MTB*R -0.0040 -1.03 -0.0038 -0.89
MTB*R*DR -0.0072 -0.97 -0.0068 -0.71
SIZE 0.0018 0.66 0.0013 0.51
SIZE*DR 0.0085 * 1.75 0.0082 1.42
SIZE*R -0.0042 -1.11 -0.0042 -0.97
SIZE*R*DR -0.0133 -0.99 -0.0095 -0.55
LEV 0.0057 0.87 0.0073 1.23
LEV*DR -0.0018 -0.18 -0.0040 -0.36
LEV*R -0.0104 -1.28 -0.0120 -1.32
LEV*R*DR 0.0348 ** 2.07 0.0354 * 1.76
Number of Observations 1150 1150 1150

Firm Fixed Effects No No Yes

Year Fixed Effects No No Yes

Adjusted R? 0.14 0.18 0.22
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Table 12: Endogeneity of Debt Covenant Slack

This table presents results from OLS regressiomagts for the determination of covenant slack and
robustness check results of asymmetric timelinesasore using residual from the determination motiel
covenant slack. Panel A presents OLS regressiimagss of the determination model of covenantkslac
SLis net-worth slack defined as actual net worthusinet worth covenant, deflated by as¥etatility is
standard deviation of the net worth of borrowerspidgor three years before the contrattsCovis the log

of the number of covenants in the contrdaturity is the log of the tenure of the loan in montiSpread

is the log of the amount the borrower pays in bpsists over LIBOR for each dollar drawn dovigerfis

1 if the deal has a performance pricing schemehéndontract and O otherwisBrofitabilty is income
before extraordinary items (data #18) scaled bytagiata #6) before the contract. Panel B presents
robustness check of Hle is residual from the determination model of covenslack. Lowe group
consists of firms with above (below) mediarDR is dummy variable set equal to 1Rfis negative and 0
otherwise. R is return of individual firm over the 12 monthsgiiening nine months prior to the end of the
fiscal year. DP is dummy variable set equal to 1Rfbelongs to t + 1 and O otherwise. Panel C present
robustness check of H2. A Rating-Downgrade (Upgdrageup is composed of firms whose credit ratings
are downgraded (upgraded) after borrowing. Panptd3ents robustness check of H4. The High (Low)
lead arranger portion group consists of firms wHoaas have above (below) median lead arrangeioport
The Small (Large) number of lenders group congi$tfirms whose loans have above (below) median
number of lenders. The standard errors are chostarthe firm level. *** ** and * indicate sigficance

at the 1%, 5%, and 10% levels, respectively.

Panel A. Determination of Debt Covenant Slack

Dependent Variable : SL

Ind. Variable Coeff t-stat
Intercept 0.2309 ** 2.23
Volatility 0.0052 ** 2.29
N_Cov -0.0214 ** -2.56
Maturity -0.0231  ** -2.22
Spread -0.0090 -1.62
Perf -0.0234  *** -2.84
Profitability -0.0486 -1.32
Number of Observations 977
Firm Fixed Effects Yes
Year Fixed Effects Yes
Adjusted R? 0.04

Panel B. Robustness check of H1

Dependent Variable : (E/P)

Low € Group High € Group
Ind. Variable Coeff t-stat Coeff t-stat
DP*R*DR 0.178 * 1.92 0.312 rkk 3.91
Number of Observations 646 648
Firm Fixed Effects Yes Yes
Year Fixed Effects Yes Yes
Adjusted R? 0.81 0.79
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Panel C. Robustness check of H2

Dependent Variable : (E/P)

Rating-Downgrade

Rating-Upgrade

Ind. Variable Coeff t-stat Coeff t-stat
DP*R*DR*¢ 5.303 * 1.96 2.970 1.01
Number of Observations 109 120
Firm Fixed Effects Yes Yes
Year Fixed Effects Yes Yes
Adjusted R? 0.87 0.50

Panel D. Robustness check of H3

Dependent Variable : (E/P)

High Lead Arranger

Low Lead Arranger

Small Number of

Large Number of

Portion Portion Lenders Lenders
Ind. Variable Coeff t-stat Coeff t-stat Coeff t-stat Coeff t-stat
DP*R*DR*¢ 0.197 0.30 0.255 * 1.69 0.309 0.50 0.306 1.01
Number of Observations 613 692 982 963
Firm Fixed Effects Yes Yes Yes Yes
Year Fixed Effects Yes Yes Yes Yes
Adjusted R? 0.45 0.26 0.61 0.54
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Chapter Il

Can Firms Adjust Their Opaqueness to Lenders?
Evidence from Foreign Bank Entry into India’

Todd A. Gormley, Bong Hwan Kim, and Xiumin Martiri

Abstract

This paper investigates the impact of financial market conguetdan a firm’'s choice
regarding accounting quality. In particular, this paper uses the entry gfrfdranks into

India during the 1990s—analyzing variation in both the timing of thefoesign banks’

entries and in their location—to estimate the effect of inestédmnking competition on
firms’ timely recognition of economic losses, an important eispéaccounting quality
to lenders. The estimates indicate that foreign bank entrgsecated with improved
accounting quality among firms, and this improvement is positivedbted to a firm’s

subsequent debt level. The change in accounting quality appears driaeshiftyin firms’

incentives to supply higher quality information to lenders and lersdens to value this
information. The increase in accounting quality is also grearesing private firms,
smaller firms, less profitable firms, and firms more depehas external financing.
Overall, our evidence suggests that a firm’s opaqueness is thiof ated that a firm’s

choice regarding accounting quality is a function of credit market congpetiti
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Whether increased financial market competition improves ceeutiess for all
firms has been an open question in finance for many years. i@hebat incorporate
information asymmetries demonstrate that greater competitiangrenders has the
potential to reduce credit access for informationally-opaquesfifPetersen and Rajan,
1995), and evidence from the deregulation of U.S. banking markets sesupgpbrt this
possibility (Zarutskie, 2006). The welfare of such opaque firms in cutmpdending
environments, however, may depend on a number of factors. The souctepatition
(Boot and Thakor, 2000) and the response of existing lenders to intra@s@etition
(Dell’Ariccia and Marquez, 2004; Sengupta, 2007) may each affect whether dpatgie
are adversely affected by an increase in financial competition.

Another, less explored, factor that might affect the impact otased financial
competition on opaque firms is the extent to which firms’ opaqueiseged. By
providing lenders with higher quality financial reports, firma caduce their opaqueness
when the cost of being opaque increases. One way firms could aclortip is
through a more timely accounting recognition of economic losses.eWhikely loss
recognition can be costly for firms by lowering stated egsyinvhich may then reduce
outsiders’ valuation of the company and constrain dividend payments, bec&fit firms
by enhancing the efficiency of debt contracting and improvinignadsf ability to obtain
debt-financing (Ahmed, Billings, Morton, and Harris, 2002; Ball and %ivear, 2005;
Leuz, Nanda and Wysocki, 2008)This enhanced efficiency occurs because timely loss
recognition, which is easily verified by a lender using an’Sr historic accounting

statements, reduces the likelihood of a borrower’'s current finaposition being

* The costs and benefits of timely loss recognitiae been extensively studied in the accounting
literature. For more details, see Watts and Zinmaer (1990) and Watts (2003a).
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overstated. This enables lenders to better screen borrow&ditworthiness, to
construct financial covenants more effectively, and to maigagency conflicts
pertaining to dividend policy.

The possibility that a firm’s opagueness may not be static is the focus of our pape
In particular, we ask the following questions: Does a firm’s acaogirguality change
when credit market competition and the cost of being opaque incredses# so, for
which firms are these changes most prominent, and do lenders appesdue these
changes? To answer these questions, we study firms’ accounting choiceslauentyyt
of foreign banks into India in the 1990s.

The entry of foreign banks into India provides two key advantagesailyzing
whether firms adjust their accounting quality to reflect chamgésnding environments.
First, theory suggests that the costs of being opaque may bailpartidigh following
an increase in financial competition. Foreign bank’s entry into lledids to an increase
in financial competition, which may directly increase the codienfig opaque (Petersen
and Rajan, 1995). Additionally, foreign banks may also be less able toreacydi
information about local firms (Stein, 2002). This limited informatioayrtead foreign
banks to only finance firms that are less informationally opaquegerlaor extremely
profitable (Dell’Arricia and Marquez, 2004; Segupta, 2007), and thisnerekimming’
by foreign banks can reduce opaque firms’ access to domestic defidlegragiache,
Gupta, and Tressal, 2008; Gormley, 2007).

Second, geographical variation in foreign bank locations over timédsesl the
use of novel identification techniques. We make use of the stalggatey of foreign

banks into India following the country’'s 1994 commitment to the Worldddra
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Organization (WTO). Some districts of India received a fordignk branch as early as
1994, while others did not receive such a branch until 2001, and as of today, m
districts have yet to receive a foreign bank. Matching this irdbon to a large panel
dataset of firms’ audited financial statements, we companegelsan accounting quality
between domestic firms located geographically near the nevgrfidoeanks and domestic
firms located further from the new foreign banks. The varidtiath in the timing of the
new foreign banks’ entrieand in their location within the country reduces potential
confounding effects that might arise from other country-wide chaingesancial market
competitiveness or accounting standards. Such country-wide chaongés affect all
firms in India and therefore unlikely explain differential changes in acoauquality for
firms located geographically near foreign banks versus thosarthaot. By using firm-
level data, we can also test for heterogeneous effect acnossds well as control for
any differences in the types of firms located in areas with a new forengn ba

To measure a firms’ timely recognition of economic losses, we rely dbolisbtd
methodologies in the accounting literature. In particular, weviothe research design
by Ball and Shivakumar (2005) and apply an accrual-cash flow non-liegagssion
technique. Since this measure of accounting timeliness only ogli#se information in
firms’ historical financial statements, we are able to Wdate it for both public and
private firms in India. This is particularly important sinbe tcost of being opaque is
likely more acute for private firms after foreign bank entRollowing Basu (1997), we
also adopt another measure of timely loss recognition using earnimg-series
regression, and our main results are robust to this alternative measure.

Using the aforementioned framework, we find evidence that fiemsounting
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choices are associated with changes in the lending environméet.overall level of
accounting quality, as measured by the timely loss recognitrmmeases for firms
located in the vicinity of new foreign banks following their entrlfirms located in
districts without any foreign bank entry do not change their finanegdrting policies,
and there is no evidence of timely loss recognition prior to foréignk entry. The
increases in accounting quality are concentrated among firms th&hstrongest
incentives to adjust their accounting procedures so as to redoc@atibon asymmetries
and alleviate financing constraints. We find that smaller, lesf#tgisle, and private firms,
particularly private firms with greater dependence on extdinahcing, increase their
timely loss recognition the most. The findings are robust to thetdifferent samples,
control variables, and model specifications.

The evidence also indicates that lenders value this change in acgogunility.
Within districts that experience a foreign bank entry, we find l#ngest accounting
guality improvements occur, on average, among firms that maintaincaase their
level of borrowings following foreign bank entry, whereas firmg &éxerience declines
in their debt levels exhibit a smaller average increase in accounting/qualit

The evidence in this study provides a new perspective to the pbteifidicts of
greater financial market competition on lending relationships anduiyaly of credit to
informationally-opaque firms (Berger, Saunders, Scalise, andl, 1888; Degryse and
Ongena, 2007; Sapienza, 2002; Rice and Strahan, 2009; and Zarutskie, 2006).y Contrar
to analyzing whether the credit access or performance of ofiaesedecline, our paper
looks at whether these firms reduce their opaqueness to lenderarfgllamvincrease in

financial competition. Our evidence suggests that firms’ opaquemeass not be
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completely fixed and that firms attempt to furnish additional aaslilye verifiable
information to lenders to mitigate the potential adverse outcomegeater financial
market competition. This possible adjustment by firms has beerlooked in the
existing literature that studies the potential effects of greater banbetibion.

This paper is also related to the empirical literature thaties the relationships
between foreign bank entry, domestic bank performance, intetest ead firms’ debt
usage> This paper compliments this literature by analyzing ¢hanges in firms’
accounting practices following foreign bank entry and showing that these shaagde
related to a firm’s demand for credit. In the extant litemtuhere is a void in
investigating how firms adapt their behavior in response to foleiggters’ entry, with
the exception of Berger, Klapper, Peria, and Zaidi (2008). They docuhatriirms may
choose to have multiple bank relationships as an insurance againstatiiity’ of
foreign bank relationships. Our study provides evidence that domieste rhay also
resort to improving accounting quality to alleviate information amgtnes and the
potential adverse effects of foreign bank entry. The observedsgis consistent with
theories suggesting that competition from foreign lenders rfiagtdhe importance of
firms’ opaqueness (Dell'Arricia and Marquez, 2004; Gormley, 2007; Sengupta, 2007).

Finally, our paper is related to the accounting literature Hratlyzes the
importance of timely loss recognition and its impact on debt cast(Abmed, Billings,

Morton, and Harris, 2002; Zhang, 2008; Moerman, 2008; Beatty, Weber, and Yu, 2008;

® Claessens, Demirguc-Kunt, and Huizinga (2001) uecevidence that foreign bank entry is associated
with lower profit margins among domestic banks,le/lerger, Klapper, and Udell (2001), Haber and
Musacchio (2004), and Mian (2006) provide evidethe foreign banks tend to finance only larger, enor
established firms. Clarke, Cull, and Martinez R€P006) find that entrepreneurs in countries With
levels of foreign bank ownership perceive interags and access to loans as smaller constraitiigito
operations. Detragiache, Gupta, and Tressal (2888)Gormley (2008) find that foreign ownership is
negatively related to aggregate and firm-level messof debt-usage, while within Eastern European
countries, Giannetti and Ongena (2009a) find tleeesbf foreign lending to be positively relateditm-
level sales and overall debt usage, particulamyaimer firms. Giannetti and Ongena (2009b) il

that foreign bank entry may make bank relationshipse stable and enhance financial access.
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Guay 2008). Rather than analyze the importance of timely repaftilogses in a static
credit market, however, our paper tests whether changes in landirfkgt competition
are correlated to changes in firms’ accounting chdic€aur paper provides supporting
evidence to the arguments of Ball (2001) and Kothari (2001) that irstélt
mechanisms are important in shaping a country’s accounting quality. paper also
corroborates Ball, Robin, and Sadka (2008), who show that the debt mahestthan
the equity market drives timely loss recognition among firms.

The remainder of the paper proceeds as follows. Section 1 providegew of
India’s policy change. Section 2 develops testable hypotheses. Sedliescribes the
data and research design. Section 4 presents empirical results, and Sectiondesoncl
1. Description of Policy Change in India

Prior to 1991, India’s economy and financial system was heavily teguénd
dominated by the public sector. Following a balance of payments crisis in 1991, howeve
a number of structural reforms were implemented that gredghegulated many
economic activities. In November 1991, a broad financial reform agead established
in India by the Committee on the Financial System (CFS). Onthedfcommittee’s
recommendations to meet this goal was to introduce greater ¢oompieito the banking
system by allowing more foreign banks to enter India.

However, no significant action was taken by the Government of ledarding
the CFS recommendation on foreign banks until April 1994 when the govetragreed
to allow for an expansion of foreign banks under the General Agréemenrades in
Services (GATS). In the initial GATS agreement, India committed teeiBge additional

branch licenses to both new and existing foreign banks each year.subsequent

® One exception to the completely static analysBa#, Kothari, and Ashok (2000), which examines
differences in firms’ timely loss recognition usiogpss-country variation in debt market development
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supplemental agreement in July 1995, India increased the limithblieignses per year,
and in February 1998, the limit was increased to 12. While there neerestrictions on
where foreign banks could choose to establish new branches, theiexpainfreign
banks in India was allowed by de novo branches bnly.

In the years preceding the signing of the GATS agreement,few licenses for
new foreign bank branches were granted, and the presence of foreignrbamkia was
limited. On March 31, 1994 there were 24 foreign banks with 156 branches & Indi
Most of these banks, however, had begun operations before India’s first naticrabtat
private banks in April 1969, and only seven new branches had opened since 1990.
Moreover, most of India’s 575 districts did not have a foreign bankpuaghly 75
percent of these foreign bank branches were concentrated in distm@isnpassing
India’s three largest cities: Delhi, Mumbai, and Kolkata.

In the eight years following the acceptance of GATS, however, 17fo@gn
banks and 89 new foreign bank branches were opened in India bringimgaiheumber
foreign banks to 41 with 212 branches as of March $00he expansion of foreign
banks also increased their representation outside of India’spuopstous cities, as the
number of districts with a foreign bank increased from 18 to 26, anigridoanks’ share
of total long-term loans increased as well. In March 1994, folleggnks accounted for 5
percent of all outstanding long-term loans, but with their expansidiranches, their

share of long-term loans increased and averaged roughly 8 pemani996 to 1998,

" Foreign banks were not allowed to own controltakes in domestic banks, and foreign banks wishing
to establish new branches needed to seek ResenkedBindia approval, as do all banks under Sec2idn
of the Banking Regulation Act, 1949. Requestafaw branches are evaluated on the “merits of easé
and taking into consideration overall financial itios of the bank, quality of its management, &ftig of

the internal control system, profitability, and ethielevant factors”. See “Master Circular on Bfan
Licensing,” DBOD.No. BL.BC. 5/22.01.001/2004, RaseBank of India, Mumbai, pp. 4.

8 33 foreign bank branches closed during this timéoal, so the net change was only 56. 17 of these
closures were from ANZ Grindlays Bank Ltd. and ffvem Standard Chartered Bank in 1998 and 1999.
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and 10 percent from 1999 to 2001. Moreover, some back of the envelope @alsulati
suggest foreign bank entry was sizeable in the eight disteicéving their first foreign
bank. By 2003, foreign banks accounted for roughly 5.5 percent of long-termitoans
these districts, and their share of loans is about 10 percenttrictdishat experienced
entry between 1994 and 1996, suggesting foreign banks’ share of loans grows with time.

The entry of foreign banks into India appears to have reduced acediss for
opaque firms. Gormley (2008) finds that while average bank borrowingsaged for
large, profitable firms following foreign bank entry into India, tlrerage domestic firm
located in the vicinity of a new foreign bank experienced a drdpamk borrowings.
These declines were larger on average among firms geneoalydered more opaque,
such as smaller firms and firms with fewer tangible assefhe drop in credit also
appears to adversely affect the performance of smalles fivith greater dependence on
external financing. The experience of India is consistenttiwéttross-country evidence
of Detragiache, Gupta, and Tressal (2008), which also finds evidendergign bank
entry is associated with reduced bank credit among opaque firms.

The reduced use of debt for many opaque firms in India would seem tessugg
that the cost of being opaque increased following foreign bank. ety now turn to
exploring why this might occur and how firms might be expected to respond.

2. Hypotheses Development

In making lending decisions, banks face ex-ante information asymisnad ex-
post moral hazard problems. To overcome these frictions, banks cansauuynt
screening standards (Ramakrishnan and Thakor, 1984) and/or monitor bsrrower
(Diamond, 1984). Each requires information about the creditworthinelssrafwers.

While some information on credit quality can be obtained from caggihcies, suppliers,
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and customers of a firm, a large share of the information usekbrigiers will be
contained in the firms’ financial statements. The quality o$dhinancial statements
will hence affect lending decisions.

One particular accounting quality that may affect lending dmussis the timely
accounting recognition of economic losses (Watts and Zimmerman, X986ed,
Billings, Morton, and Harris, 2002; Watts, 2003a, 2003b; Beatty, Weber, ar2D98)’
Because of lenders’ asymmetric payoff from firms’ net @sflenders incur loss when
the net assets of borrower are below the principal but are not neatpd when net
assets exceed the principal), lenders are concerned witbvibe bound of a borrower’s
net asset value. Timely loss recognition ensures, howevergegipacted losses are
reflected in the financial statements earlier and thabtiieowers’ true net asset value is
not overstated (Watts, 2003a). This lower bound is informative tetigders in making
lending decisions and in specifying financial covendhtSimely loss recognition also
increases the effectiveness of ex-post monitoring because it better ildadass about a
borrower’s ability to repay, and the decreased reported eatméygsonstrain dividends,
thus alleviating the ex-post moral hazard problems (Watts and Zimmerman, 1986).

Several studies find evidence consistent with timely loss rétog having a
positive effect on lending decisions. Ahmed, Billings, Morton, andi$ié2002) find
evidence that timely loss recognition plays an important rolmitrgating bondholder

and shareholder conflicts over dividend policy and in reducing firmsotdamg costs.

° More specifically, timely accounting recognitiohezonomic losses is also termed as asymmetric
timeliness orconditional conservatismBall and Shivakumar (2005, pp. 88-92) explamthle of
conditional conservatism in efficient contractiagd contrast it witlunconditional conservatismvhich is
argued to have no positive effect on efficient cacting.

1 There is evidence that banks in India use covertaninonitor borrowers. For example, on Februdry 1
2001, theFinancial Timegeported that Indian banks “have been asked biréserve Bank of India to
make bill finance one of the covenants for sanatibworking capital credit limits”.

72



Zhang (2008) shows that timely loss recognition benefits lendeogighra timely
signaling of default risk, and in return, benefits borrowhreugh a lower cost of debt.
Beatty, Weber and Yu (2008) find evidence that debt covenants and comservat
financial reports are complementary in meeting lenders’ demand.

On the other hand, timely loss recognition can be costly for fifgaslier
recognition of losses lowers stated earnings, which may reduce outsideasioraof the
company and constrain dividend payment to shareholders (Ahmed, Billioggriyland
Harris, 2002). Firms also violate debt covenants earlier when daheytimely in
recognition of losses (Zhang, 2008), and such violations can be cosfipnfer(Roberts
and Sufi, 2009). Timely loss recognition may also reduce a masggerate benefits,
particularly in countries with weak investor protections (Leuz, Naaud Wysocki,
2003).

Given these costs, firms face a trade-off when choosing hovytimeecognize
economic losses. Holding all else equal, loss recognition is expexte more timely
when the potential benefits of doing so increase, and vice versagtogmition should
be less timely when the potential costs increase.

By increasing both the cost of being opague and the reliance od’ ‘har
information in making lending decisions, the entry of foreign bankkealylto affect this
tradeoff in increasing the benefits of timely loss recogniti First, foreign bank entry
will increase banking competition, which has the potential to redwemit access for
opaque firms (Petersen and Rajan, 1995). Second, foreign banks’ higheof cost
acquiring information about local firms (Berger, Klapper, and U@€01; Stein, 2002;

Mian, 2006) may limit their willingness to finance opaque, smatierless profitable
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firms (Dell’Arricia and Marquez, 2004; Segupta, 2007; Gormley, 200f@iydT foreign
banks’ use of largely arm-length transactions that rely morélirem hard information
will increase the importance of a firm’s accounting quality @king lending decisions.
Domestic lenders may also adopt these ‘best practices’ ofgoreanks, further
increasing the importance of a firm’s accounting quality inléneling process (Lensink
and Hermes, 2004).

The increased cost of being opaque and potential change in ledderahd for
accounting quality following foreign bank entry provides firms with iacentive to
reduce their opaqueness to lenders. Since timely loss raoagniy help accomplish
this, we conjecture it will increase after foreign bank entryherefore, our first
hypothesis is stated as follows:

HyPOTHESISL (H1): The level of timely loss recognition will increaselistricts

where foreign bank entry occurs.

A rejection of this hypothesis would indicate that foreign bank eh&y no
impact on timely loss recognition. This might occur if lending petition, as captured
by foreign bank entry, does not increase the cost of being opaqudendefs do not
value this particular change in accounting quality.

The increased cost of being opaque following foreign bank entryadilkddy to
vary across firms. More opaque firms will be at a largerddigatage if lenders place
greater emphasis on hard information when making lending decisions.tiofAdty,
firms that are more dependent on external financing may findore rbeneficial to
increase accounting quality if doing so can increase the oddaiofaming credit access.

As a result, small and private firms, which are typically enaformationally-opaque and
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dependent on external financing, may have the greatest incentadjust accounting
quality “following foreign bank entry. Less profitable firmsay also have a greater
incentive to improve their accounting quality. Bernanke and Geft889) argue that
less profitable firms may have greater agency costs of dagafrom information
asymmetries between lenders and borrowers. Our second hypothesis isssialted/st

HYPOTHESIS2 (H2): The change in timely loss recognition will be more

pronounced among less profitable, small and private firms, and firms with

greater external financing dependence.

Finally, if increased timely loss recognition reduces firmpagueness and the
risk born by lenders in assessing firms’ creditworthiness, vpeaxenders to reward
firms who increase the supply of accounting quality by grantiogencredit to these
firms. Therefore, our third hypothesis is stated as follows:

HyPOTHESIS3 (H3): The change in timely loss recognition after foreign bank

entry will be positively associated with firms’ access to credit.
3. Data and Research Design
3.1. Data

The data used to identify the location and opening date for eealyrfdoank in
India is theDirectory of Bank Officepublished by the Reserve Bank of India. Providing
the location, name, opening date, and closing date for every bankioffiwtia, the data
is used to construct a complete annual directory of all banks in India from 1988 to 2004.
With this data, it is possible to map out the timing and looatif arrival for the
new foreign banks. Table 1 shows the number of foreign banks bigtchsid year from
1990 to 2002. In the top half of the table are the 18 districts teadgl had a foreign

bank before 1991. These include the three districts with very tagg@politan centers:
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Delhi, Greater Mumbai, and Kolkata. In the bottom half are thbtadistricts that
received their first foreign bank during the 1990s. As can belguseen, the overall
increase in foreign bank branches largely coincides with thengigriithe GATS in 1994,
but the actual timing of entry across these eight distrscttaggered across years. The
district location of new foreign banks is mapped in Figure 1 whichligiggs the eight
districts that receive their first foreign bank between 1991 and 20B2.eight districts
are relatively dispersed across India, spanning seven of India’s 35'5tates.

[Insert Table 1 here]

[Insert Figure 1 here]

The bank location data are matched up to the Prowess datangated by the
Centre for Monitoring Indian Economy (CMIE). Prowess is a pdaé&h set of firms
from 1988 to 2002 where both listed and unlisted publicly limited Indian amigfor
firms with assets plus sales greater than 40 million Rupggmofa $900,000) are
included in the data s&. The data set provides the annual financial and accounting data
of each firm along with descriptive variables including the ownerskegar of
incorporation, and registered address. Using each firm’s addresgossible to track
their financial status at the district level and to mergedhata to the district location of
the new foreign banks in India. We exclude firm-year observatmnigms located in
the districts that already have foreign banks prior to 1991 betzese banks are usually

located in the big metropolitan areas and firms in thesesanee different in many ways,

! Citibank and Hong Kong & Shanghai Banking (HSB@y&responsible for half of the new foreign bank
branches in the eight districts. Other banks apehranches in these districts were ABN AMRO,
American Express Bank Ltd., ANZ Grindlays, BNP Bas, Crédit Lyonnais, Deutsche Bank (Asia),
Société Générale, and Standard Chartered. Eacprlagkisting branches elsewhere in India at tine of
entry in the eight districts.

12 CMIE compiles the financial data using the audiedual accounts that all registered companiesdial
must submit to the Registrar of Companies. Theftlével of firm size in the Prowess dataset setartse

an arbitrary point chosen to limit the size of tlaabase.
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which can be seen in Appendix Tablé®1Because of fewer data points and the heavy
regulation of the Indian banking system and economy prior to 1993lsseexclude
observations prior to 1992 from our main analysis. Our final sampkstemof 20,438
firm-year observations for 2,547 unique firms over the period 1992-2002.

While foreign banks only entered eight new Indian districts af@92, the
financial data provided by Prowess indicates that a large numbedian firms were
likely affected by this entry. Within our sample, these eightridis account for 25
percent of the observed firms and 24 percent of total sales in T9@&e high numbers

reflect foreign banks’ tendency to locate in heavily populated districts.

3.2. Measuring timely loss recognition
3.2.1. Accruals-cash flows model
Following Ball and Shivakumar (2005), we measure timely loss néboig using

a non-linear relation between operating cash flows and accruals. Theisasl&llows:

ACG, = 8, DCFQ + 8, CFQ+ 8, DCFQx CFD+¢ (1)

The dependent variableCGC; is accruals computed asA{{A; — ACash ) —
(ACL; -ASTD; ) — DER; ] scaled by total assets for firmn yeart, whereACA is the
change in current assetsCashis the change in cash and bank balans€t, is the
change in current liabilitiesASTD is the change in short term debt, aD&P is
depreciation expenseCFO represents the operating cash flows (scaled by totalsgasse

measured as the difference betwBgDA and ACC, whereROA is the profit after tax

13 Comparing the summary statistics in the appendtitx those in Table 2 suggests that firms locateithén
areas with foreign banks entry prior to 1991 arelmlarger in size than firms in our sample. Theyaso
more profitable as measured by their return ontagBOA), and have higher cash flow from operations
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charges PAT) scaled by total assets. Accruals are subtracted from ®Q#do the
accrual accounting methods used to calculate firms’ cash timdgo better reflect the
true level of current operating cash flows generated by the'fiffCFO is an indicator
variable equal to 1 €EFO is negative, and 0 otherwise.

Firms that engage in a timely recognition of economic gainslaesgkes will
exhibit a positive correlation between accrudl€C, and contemporaneous cash flows,
CFO. The positive correlation comes from the fact that cash flgargerated from
individual durable assets (such as plant and equipment) tend to betedrmiar time
(Ball and Shivakumar 2005). For example, a piece of equipment thettages less cash
today due to changes in product market conditions is also likely perierce a
downward revision in its expected future cash flows. If theseioma of future cash
flow expectations are incorporated into current-period accruala bgm in a timely
fashion, a positive correlation between accrualSC, and contemporaneous cash flows,
CFO, will occur. In this example, a decline in expected future dbsks may be
accounted for in accruals through a markdown in the value of assets or inventory.

The more timely firms are in their recognition of expecteddssthe stronger the
positive correlation between accrua&€;C, and operating cash flonGFO, will be when
cash flows are negative. Thus, the level of timely loss retog is increasing in the
coefficient,5. This will be our primary coefficient of interest throughout thpgpa A

timely recognition of gains would instead be captured by a positirelation between

% Firms use accrual accounting to mitigate the tansvariation in operating cash flows and to poe a
better matching of expenses against revenuesexaonple, accrual accounting attempts to eliminate t
transitory variations in cash flow by matching tlest of inventory sold, rather than current-period
payments for inventory purchased, against salesntear  An implication of the noise-reduction rofe o
accruals is that accruals and the cash flow froeratpns are contemporaneously negatively cortlate
(Dechow, 1994; Dechow, Kothari, and Watts, 1998).
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cash flows and accruals when current cash flows are positeze fi>0). However,
because standard accounting practices generally do not allow trnascount for
expected future gains in cash flows until those gains are actealized, there is little
positive correlation between positive cash flows and accruals on gaverarhis
asymmetry in the correlation between accruals and cash i®weghy ‘timely loss
recognition’ is often referred to as ‘asymmetric timeliness'.
3.2.2 Basu’s (1997) earnings time-series model

To corroborate results based on accruals-cash flow measunenell tloss
recognition, we also use the Basu’s (1997) earnings time-series asoalebther measure.

The model specification is as follows:

ANlit =ﬂlDit—l—'_ﬂZANlit—l—i_:BANlit—1X [)It—l+ G (2)

In model (2), the dependent varialddl; is the change iIROAfrom fiscal yeat-
1tot. The explanatory variablgi.; is a dummy equal to 1 #Nl.; is negative, and O
otherwise. To the extent that the recognition of expected ecorgamsis subject to
realization requirements, a positive shock to earnings will onlyrda@ually incorporated
into a firm’s earnings over time. This will imply that excrease in earnings this period

will have persistence and a posititBll;; will be associated with a positivéNI; (i.e.,

B, >0). If firms recognize economic losses on a timelier bdss conomic gains,

then a negative shock to expected earnings is recognized iniehediad fully rather
than waiting for actual realization. Therefore, timely log®gaition implies a decrease

in earnings this period is likely to be transitory. This aswtmynin the persistence of

earning changes predigs (which captures thencrementaltimeliness in the recognition
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of economic losses) to be negative, (&< 0).

3.3 Research design
3.3.1. Regression using accruals and cash flows model

To test whether foreign bank entry is correlated with timelg legognition, we
expand model (1) by introducing a dummy variaBlank to capture foreign bank entry,
and interact it with other explanatory variables in model (1)pakticular, the model we

estimate is specified as follows:

ACGC, = 5, DCFQ, + S, CFQ, + 5, DCFQ x CFQ
+p,Bank, + 5. Bank x DCFQ,+ f; Bankx CFQ (3)
p,Bank, x DCFQ, x CFQ, + ¢, + 9, + &,

where Banky; is equal to 1 if a foreign bank is present in distdan yeart , and 0

otherwise. The regression also includes firm fixed effeets, to control for time-

invariant differences across firms, and year fixed efféct, to control for non-secular

time trends in average accounting quality across India. Sincdgriceatry occurs at the
district level, standard errors are clustered at the district-level.

By interactingBank with the main specification of Ball and Shivakumar (2005)
and including year and firm fixed effects, this new spedibcawill make use of
variationboth in the location and timing of foreign bank entry to identify the irhpéc
foreign bank entry on timely loss recognition. The main coeffiadénhterest,s7, will
test the changes in timely loss recognition for firms located district with a new
foreign bank after its entry relative to changes for firosated elsewhere in India. A
positive 7 would support Hypothesis 1 (H1) and indicate that timely lossgreton

increased for firms located near a new foreign bank aftey eelative to other firms
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located elsewhere in India.

The use of variation in both the location and timing of foreign bank eatiyces
potential confounding effects that might arise from country-widenghs in accounting
quality or fixed differences in accounting quality across firnShanges in average
accounting quality over time, which might arise from other codetrgl reforms or
changes in financial competitiveness, would be absorbed by thewymanies. Likewise,
fixed differences in average accounting quality or the opagsensiefirms located in
districts experiencing entry will be captured by the firm-leveldigéects.

This difference-in-difference estimation relies on two ideaiion assumptions.
First, it implicitly assumes that the effect of foreign bamitry is localized and realized
predominately by firms headquartered in the district with adgarbank. In general, we
expect this to hold as empirical work in other countries has deratetsithe average
distance between firms and their bank is usually quite shalHowever, even if this
assumption is not fully true, this would only bias the results aighimting an effect of
foreign bank entry on accounting quality because some firms edfdxt foreign bank
entry would be wrongly classified as control firms in the estimafion.

The second identification assumption is that foreign banks did not sefect

districts that were already trending differently or goiagrend differently in the future,

15 Analyzing small firms in the U.S., Petersen anjaR42002) finds that the average distance between
firm and its main bank was 67.8 miles in 1993, Hredmedian distance was five miles. The Indian
districts included in this sample had an average af 2,457 square miles. While the U.S. firms jgiaich
were on average six times smaller than the firmmsdoin the Prowess data, it is likely the Indiam also
borrow locally as the positive relation betweertatise and borrowing costs are likely greater in a
developing country such as India. Recent workeswling relationships and loan prices in Belgium #ed
U.S. also suggest that greater lending distaneeassociated with increased transportation and
informational costs (Agarwal and Hauswald, 2007giyse and Ongena, 2005).

'8 As a robustness check, we also examine the relagtmeen foreign bank entry and timely loss
recognition for firms located in the neighborhoddte districts with foreign bank entry. Resultggest
that timely loss recognition does not change fesénfirms after foreign bank entry, which lends eitgl
support to our identification assumption.
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with respect to average accounting quality, for reasons unrelatéue tactual entry.
Consistent with this assumption, it is shown later that theme msvidence of differences
in accounting quality across Indian districts prior to foreign bamtky. There is also
little reason to expect that foreign banks’ location choices wbeldirectly related to
expectations of future changes in firms’ average accounting qualgycde back to
elaborate on this issue later in section 4.3.1.

Another related concern, however, may be that foreign banks sel@tted
districts with differential trends in growth opportunities, whichynigelf be directly
related to timely loss recognitidd. To account for this possibility, we also include
controls for growth opportunities and other time-varying variableeughout the
empirical analyses. In particular, we inclU8ZE LEV, andSG whereSIZEis natural
log of total assetd,EV is bank borrowings scaled by total assets, 3@ sales growth,
which is equal to((sales — sales.s) / sales.;).'® Each of the three controls is also
interacted witrDCFO, CFO, andDCFO*CFO.

3.3.2. Regression using earnings time-series model

Similarly, we can expand model (2) by introducing a dummyabéei Bank to

capture foreign bank entry, and interact it with other explanatory vagiabtaodel (2) to

test our hypothesis. The model below is used as a robustness check:

ANl = BDg 1+ BANLy 4+ BDiy < ANLy
+4,Bank, + g; Bank x [ ,+ B, BankxA NJ , (4)
B,Bank, x Dy xANl, , +a; +6, + ¢,

" Growth opportunities, leverage and size have eaeh linked to timely loss recognition (Roychowghur
and Watts, 2007; LaFond and Watts, 2007).

18 Market-to-book ratio is frequently used in the@auting literature as a factor related with timielys
recognition. Due to the presence of unlisted pubtiited firms in our sample, we are unable to abta
market-to-book ratio for all firms. Instead we ssdes growth as an alternative proxy for growth
opportunities.
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All variables are as defined previously. The regression alsodeslIfirm fixed effects,

o, , to control for time-invariant differences across firms, and jigad effect,o,, to

control for non-secular time trends in accounting practice adruia. Since foreign
entry occurs at the district level, standard errors are ohastg the district-level. Based
on H1, we expect the coefficiemt; to be negative. This would indicate that timely loss
recognition increases for firms located near a new foreigk b#er its entry relative to
other firms located elsewhere in India.

4. Empirical Results

4.1. Descriptive statistics

Table 2 reports descriptive statistics for our sample of firffise average total
assets of firms in our sample is 2.5 billion Rupee (approxim&&lymillion) and the
median is 320 million Rp (approximately $7.4 million). ROA (net incossEts) has a
mean of -0.4 percent and a median of 1.2 percent, suggesting that ore auedzam
firms incur losses. Accruals has a mean of -0.005, indicating ttatiads decrease
income on average in India, and cash flows has a mean of 0.

Profitability and cash flows of firms in districts whedign bank entry occurs
are similar to the profitability and cash flows of firmsdistricts with no foreign bank
entry. Panel B presents separately the summary stafmtitens located in the districts
with foreign bank entry (N=3,450), and Panel C presents summadistissafor firms
located in districts with no foreign bank entry (N=16,988). On averages focated in
districts with foreign bank entry are slightly less profitataled have lower accruals and
cash flows compared to firms located in districts where forleagk entry does not occur,

but the differences are small and not statistically different.
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[Insert Table 2 here]
4.2. Regression results
4.2.1. Timely loss recognition prior to foreign bank entry

Before we test our hypotheses, we first investigate whetimeely loss
recognition is present in India prior to foreign banks’ entryifb@gg in 1994 and
whether it varies across districts in a way that may @seerns about our identification
strategy. We do this by separately estimating equation (hyg osily financial data from
1990-1993, for both districts that eventually receive a foreign bank andttias#o not.
We also include the time-varying controls for size, leverage gaowth along with their
interactions as described earlier. The results are reported in Table 3.

Prior to foreign bank entry, there does not appear to be anyneeiag timely
loss recognition among Indian firms, and there is no evidence taiaditat the timely
loss recognition was significantly different in districts tlzer experience foreign bank
entry relative to districts that do not experience entry. Tlefficeent, f3, is neither
significantly positive for firms located in districts that etteally experience foreign bank
entry [Table 3, Column (i)] nor among firms located in distribit tdo not experience
entry [Table 3, Column (ii)]. This finding lends support to our iderifan assumption
that accounting quality in the districts with foreign bank entrynag significantly
different from that in other districts prior to foreign bank entry.

[Insert Table 3 here]

4.2.2. Timely loss recognition following foreign bank entry
Based on the first hypothesis, we predict that firms locatetiarfdreign bank

entry districts will increase timely loss recognition aftereign bank entry. The OLS
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estimates of equation (3) are reported in Table 4. Consistentouithypothesis, the
coefficient on the variable of interegt, is positive and statistically significant at the one
percent significance level [Table 4, Column (i)].

[Insert Table 4 here]

This increase in timely loss recognition following foreign bankyeistrobust to
controlling for other important factors that are known to affecelynioss recognition
(e.q., Zhang, 2008; Beatty, Weber, and Yu, 2008). In column (ii), wetineats
equation (3) after controlling for size, leverage, and growth, and ititenactions with
DCFO, CFO, and DCFO*CFO. The coefficient,f7, continues to be positive and
statistically significant at the one percent significareeel, indicating that differential
trends in growth or leverage across districts are not driving the r&sults.

The increase in accounting quality after foreign bank entry is nyptstatiistically
significant, but is also economically significant. In column (i) th@dence of foreign
bank entry increases timeliness of loss recognition by about six tiome<f017 to 0.098.
For the model with time-varying controls, column (ii), the timedgécreases by about
four times from 0.035 to 0.141. Overall, the evidence is consistent mdthaises in

lending market competition driving increases in average accounting caralityg firms.

4.2.3 Cross-sectional changes in timely loss recognition

Our second hypothesis predicts that certain firms — those thatfarmationally
opaque, less profitable or more dependent on external financing maaeelikely to
increase timely loss recognition than their counterparts whengebain the lending

environment increase the cost of being opaque. We analyze thidilggsby re-

9 Unless noted otherwise, all subsequent regressichsle these additional controls.
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estimating equation (3) on subsamples of firms broken down by size, sthimer
profitability, and need for external financing. These estimates argedpo Tables 5-8.

Splitting the full sample into two groups based on the median of R@Afjnd
that the increase in the timely loss recognition is greateraverage, among less
profitable firms. This is seen in Table 5, where the coefiicon the variable of interest,
[7,1s positive and statistically significant at the one pertmrél for less profitable firms
but not for more profitable firms. This result suggests that [@sditable firms
disproportionally increased accounting quality after foreign bank.efthys may reflect
an attempt by less profitable firms to mitigate the iaseel importance of agency costs
arising from information asymmetries between lenders andwerso We also find the
coefficient onDCFO*CFO is positive and significant for low profit firms but negative
and significant for high profit firms. A possible explanation couldHae the agency cost
of debt for profitable firms is low, and banks do not demand high quality finappiaits
for the ex-ante screening or ex-post monitoring of these firms.

[Insert Table 5 here]

Consistent with the argument that smaller firms are mowgnrdtionally-opaque
and that foreign bank entry increases the cost of being opaque, wédimktrease in
accounting quality is more pronounced among smaller firms. ¥hskawn in Table 6
where the results are reported separately based on Simes’ Timely loss recognition
increases among firms with assets below the median sampg[¥able 6, Column (ii)],
but for firms with assets above the median value, we do not obsgreeenage increase
in accounting quality [Table 6, Column (i)].

[Insert Table 6 here]
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The increase in accounting quality also appears larger, ongayen@ong private
firms. This is seen in Table 7, where we split between publigawmdte firms. While
we find a statistically significant increase in timely dogcognition for public firms
[Column (i)], the average increase among private firms [Coluijns( more than twice
as large. This evidence is consistent with the hypothegiprivate firms may be more
informationally-opaque or dependent on bank financing than public firms.

[Insert Table 7 here]

We next test whether the change in accounting quality variesfioy’'s external
financing dependence. Following Rajan and Zingales (1998), we aslkatmadustry-
level external financing needs are persistent across courgndswe measure external
financing dependence at the industry level for Indian firms usitayfdam U.S. firms®
We then split the sample into firms with above median externahéing dependence,
and those with below median dependence. The estimates are reported in Table 8.

While we do not find any difference between high and low extdmmahcing
dependence firms in the full sample, we do find that privatesfiwith more external
dependence increase accounting quality more than private firrhslesg dependence
after foreign bank entry. As seen in columns (i) and (ii), e/lvee report the estimates
using the full samplej;is not statistically significant for either high or low depermen
firms. When we restrict the sample to private firms, as dowgelumns (iii) and (iv), we

find that high external dependence firms increase timely rfle@sgnition significantly

% Since Rajan and Zingales’s external financing mesis only available for manufacturing industries,
lose about one third of our observations in thegeassions. Rajan and Zingales (1998) measurstitydu
external financing needs using international steshdfaustries classification and data for U.S. pufitms
from Compustat. Specifically, they calculate thetioo of capital expenditure (Item #128) that i no
financed by the cash flows generated from busiopssations ((Item #110) + decrease in inventosnlt
#3) + decrease in accounts receivable (Item #Btrease in accounts payable (Item #70)) and stgled
capital expenditure. See Rajan and Zingales (1&®8hore details on how this measure is constructed
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after foreign bank entry but low external financing dependemnges fdo not. The result
is consistent with the hypothesis that increased cost of being ogagueater among
private firms with more dependence on external financing.

[Insert Table 8 here]

Taken together, the results in Tables 5-8 suggest that certain fitinose-that are
informationally opaque, less profitable, or more dependent on external fundarg
more likely to increase their accounting quality when lending competitiorasese

This evidence provides a new perspective to the potential effectgeater
financial market competition on lending relationships and the supplyredfitcto
informationally-opaque firms (Berger, Saunders, Scalise, andl, 1888; Degryse and
Ongena, 2007; Sapienza, 2002; and Zarutskie, 2006). The evidence suggéstssthat
opaqueness may not be completely fixed and that firms may gch&aHble to furnish
additional and easily verifiable information to lenders when lendiagket conditions
change. This possible adjustment by firms has been overlooked in the existingcileore
literature that studies the potential effects of greater etittgm on the lending

relationships that firms may rely on (Boot and Thakor, 2000; Petersen and Rajan, 1995).

4.2.4. Timely loss recognition and access to credit

In this section, we test our third hypothesis of whether the iser@atimely loss
recognition is correlated with firms’ access to creditkats. An underlying assumption
of the previous analyses is that lenders value timely loss mitimog when making
lending decisions. Absent this, it would be difficult to understand fimmg’ timely loss
recognition increases after foreign bank entry.

To test this underlying assumption, we analyze whether the sgcnedimely loss
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recognition is accompanied by an increase in credit accessgafinms in districts that
experience foreign bank entry. To do this, we first re-eséireguation (3) using only
the firm-year observations of firms located in the eight idistthat experience foreign
bank entry over the sample period. The estimates from using dhésrastrictive sample,
which are reported in column (i) of Table 9, confirm our eariredifigs. The increase of
timely loss recognition after foreign entry is still positiaed statistically significant at
the one percent level.

[Insert Table 9 here]

To test whether the increase in accounting quality is assoaiatie better access
to credit for firms, we then divide the sample into firms thadeelence an increase in
debt levels after foreign entry and those that do not. This is blased on whether a
firms’ overall amount of bank borrowings increases or declines follpfioreign bank
entry. If a firm experiences a decline in bank borrowings &ftexsign bank entry, we
include it in the ‘debt-reduction’ group, otherwise we include it inbedebt-reduction’
group. In total there are 1,672 firm-year observations that do not empericredit
declines, and 7,250 firm-year observations that do. If the increageonrding quality
brings economic benefits to firms by alleviating credit constraints, tieeexpect that the
increase in timely loss recognition to be more pronounced for finntke ‘no debt-
reduction’ group than firms in the ‘debt-reduction’ group.

In fact, this is exactly what the evidence appears to indidMele firms in both
subsamples increased their timely loss recognition aftergiorbank entry, the increase
is more pronounced among firms not experiencing a drop in oweedit. This is seen

in Table 9, columns (ii) and (iii), where the coefficieft, is almost twice the magnitude
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(0.319 vs. 0.165) for the non-debt reduction subsample as for the debt reduction
subsample. The difference ifl; between the two groups of firms is statistically
significant at the one percent level (t=2.88). The result suggeete timely loss
recognition was associated with better access to creatitats following foreign bank
entry and that lenders value timely loss recognition when makmaignig decisions. The
improved accounting quality, however, may not be sufficient for opaques fio
completely avoid the potential adverse outcomes of increased finannigletition. As

seen in column (i), many firms still exhibited a decline inrallebank borrowings

following foreign entry despite an average improvement in accounting quality.

4.3. Robustness tests
4.3.1 Selection bias

While there is no evidence in Table 3 that the levels of tiroay recognition
looked different across districts in India prior to foreign bank ewtng concern with the
above identification strategy is that foreign banks selectieeliered districts where
levels of timely loss recognition were already trending ugveatrgoing to trend upward
in the future for reasons unrelated to foreign bank entry. For examplggection bias
might occur if foreign banks choose to locate in regions of Indiatinipation of future
improvements in accounting quality. If this occurred, the observediaton between
accounting quality and foreign bank entry could be driven by foreigiksbadocation
choice rather than an increase in financial competition.

The observed increases in accounting quality, however, do not appear teebe dri
by foreign banks’ expectations of future accounting changes or cihr@eselection bias.

First, accounting standards are set at the national level ia, mtich makes a foreign
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bank’s choice of location based on expectations about regional changesounting
quality unlikely. 1t is also unclear why any changes in accountmlation would
affect firms heterogeneously. Second, our earlier analysiBable 9 suggests that
selection bias is not driving our results. In those estimtitessample is restricted to
only firms located in the eight districts that experienc@igm bank entry during the
sample time period. In doing this, we exclude the possibility diftgrential trends
between firms located in the districts with foreign bank entry #ode that never
experience such entry are driving our earlier findings. As nolieredoreign bank entry
is still positively associated with an increase in timelys loscognition in this restricted
sample [Table 9, column (i)]. Third, as shown in Dell’Arricia andréWgez (2004) and
Sengupta (2007jpreign banks are more likely to finance profitable domesticolars
due to their informational disadvantage. If foreign banks’ expectatainguture
accounting changes drive our results, we would expect the iecieaimely loss
recognition to be more pronounced for profitable firms than for lesBtgile firms.

However, this is in the opposite direction to what we find in Table 5.

4.3.2 Earnings time-series model
In this section, we conduct a sensitivity test by using equadipto (test our first
hypothesis instead. Table 10 reports results of this exerciseis@omawvith the results

reported in Table 4, the coefficient on the main variable of irttg#esis negative and

statistically significant at the 5 percent level [columnTable 10] , suggesting that firms
increase timely loss recognition after foreign bank entrige fiesults are also robust to
including time-varying controls for firm size, leverage, and growth dppires, and
their interactions withDANI, ;, ANI, ;, and DANI,_, xANI,_, as shown in Column (ii).
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[Insert Table 10 here]
5. Conclusion

Overall, we find evidence that firms attempt to reduce their opagseollowing
changes in the lending environment that may make such opaquenessosttyd¢o the
firm. In particular, we find that the average level of accoungnglity, as measured by
timely loss recognition, increases for firms located in tloenity of new foreign banks
following their entry into India. The increases in accounting qualitylacecencentrated
among firms that may have a stronger incentive to allevianéing constraints by
reducing information asymmetries and agency costs of debt. $pbygjfwe find that
smaller, less profitable, and private firms appear to respond twmeban the lending
environment the most. Private firms with greater dependence emaixtinancing also
appear to respond more than the average firm, and lenders seemetthesle changes.
Specifically, firms that improve the accounting quality the meste, on average, more
likely to experience an increase in their debt level after foreign bank entr

This evidence provides a new perspective to the potential effiegteater credit
market competition on lending relationships and the supply of creditdomationally-
opaque firms. Our evidence suggests that firms’ inherent opaqueragssian be
completely fixed. Instead, firms potentially disadvantaged Hey greater lending
competition seem to furnish additional, easily verifiable infornmatto lenders to
mitigate the adverse impact on their credit access. To utiora’ knowledge, this
possible adjustment by firms has been overlooked in the existirgfuite and provides
an interesting avenue for future empirical work. The evidence also suppaatgtineent
that greater financial competition can increase the cost ofgb&paque, particularly

among small, private, and less profitable firms.
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Finally, our evidence suggests the financial market reforms may be manothe
channel through which countries may influence firms’ financial reportirantr@ry to
changes in regulations regarding disclosure and auditing rules, directly affect firms’
accounting quality, our evidence suggests that an increase in lending markettampet
may indirectly affect financial reporting by improving firms’ incemtito produce higher

guality statements.
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Figure 1 — Indian Districts with First Foreign Bank Entry between 19912001



Table 1

Number of Foreign Bank Branches in India by Distri¢ and Year

District Name

State Name

1990 1991 1992 1993 1994 1995 199897 1998 1999 2000 2001 2002

Districts with Pre-Existing Foreign Bank Branches

Anmritsar Punjab 3 3 3 3 3 3 3 3 3 2 1 1 1
Bangalore Urban Kanrataka 2 2 2 3 3 5 6 7 7 10 11 11 12
Coimbatore Tamil Nadu 1 1 1 1 1 1 1 1 2 2 2 3 4
Darijiling West Bengal 1 1 1 1 1 1 1 1 1 1 1 1 1
Delhi Delhi 22 23 24 24 26 28 28 31 35 36 37 38 37
Ernakulam Kerala 3 3 3 3 4 4 4 4 4 3 3 3 4
Greater Mumbai Maharashtra 51 52 52 51 51 55 58 63 65 63 64 64 63
Haora West Bengal 2 2 2 2 2 2 2 2 2 2 2 2 2
Hyderabad Andhra Pradesh 1 1 1 1 1 2 2 2 2 4 6 8 8
Kamrup Assam 1 1 1 1 1 1 1 1 1 1 1 1 1
Kanpur City Uttar Pradesh 3 3 3 3 3 3 3 3 3 3 3 3 3
Kolkata West Bengal 43 43 42 42 42 42 42 43 43 34 34 34 34
Kozhikode Kerala 1 1 1 1 1 1 1 1 1 1
Chennai Tamil Nadu 11 11 11 12 12 12 14 15 16 16 16 16 16
Simla Himachal Pradesh 1 1 1 1 1 1 1 1 1 1 1 1 1
South Goa Goa 1 1 1 1 1 1 1 1 1 1
Srinagar Jammu & Kashmir 1 1 1 1 1 1 1 1 1 1 1 1 1
Vishakhapatnam Andhra Pradesh 1 1 1 1 1 1 1 1 1 1 1 1 1
Districts Receiving First Foreign Bank
Thiruvananthapuram Kerala 1 1 1 1 1 1 1 1 1
Ahmedabad Gujarat 2 2 3 3 5 5 8 8
Pune Maharashtra 1 1 4 5 5 5 6
Chandigarh Chandigarh 1 1 1 1 2 2
Gurgaon Haryana 1 1 1 2
Vadodara Gujarat 1 1 2 2
Jaipur Rajasthan 1 1
Ludhiana Punjab 1 1
Total Foreign Bank Branches 149 151 151 152 156 167 174 187198 196 198 209 212

Notes: Number of foreign bank branches calculated usied@irectory of Bank Offices Bank numbers represent total branches as of iM3keach year.

99



Table 2
Summary statistics

This table provides summary statistics for the dasmpsed in the study. Data is obtained from
Prowess data set complied by the Center for Moinijondian Economy (CMIE). ACC is accruals
computed as [(?CA—?Cash )-(?CL -?STD)-DEP]/Avetatpd assets, where ?CA is the change

in non-cash current assets, ?Cash is the charmsmand bank balance, ?CL is the change in
current liabilities, ?STD is the change in shorrtdebt, and DEP is depreciation expense, which is
computed as the difference between the profit leed@preciation, interest and tax
charges/provisioning (PBIDT) and the profit beforerest charges and taxprovisioning (PBIT).
CFO is operating cash flows (scaled by averagé asteets), measured as the difference between
ROA and ACCwhere ROA is the profit after tax charges (PAT)leddy average total assets. D

is measured using total borrowings from banks.

ROA

ACC/Assets
CFO/Assets

Total Assets (10 mn. Rp)
Debt/Assets

ROA

ACC/Assets
CFO/Assets

Total Assets (10 mn. Rp)
Debt/Assets

ROA

ACC/Assets
CFO/Assets

Total Assets (10 mn. Rp)
Debt/Assets

Lower Upper

Mean Std Dev Quartile Median Quartile

Panel A: Full Sample (N=20,438)

-0.004 0.104 -0.013 0.012 0.041
-0.005 0.198 -0.074 0.000 0.059
0.000 0.186 -0.053 0.000 0.064
250.142 1281.880 11.448 31.982 107.956
0.167 0.330 0.039 0.127 0.225

Panel B: Districts where foreign bank entry occuf=3,450)

-0.006 0.111 -0.022 0.009 0.045
-0.007 0.213 -0.085 0.000 0.061
-0.001 0.204 -0.057 0.000 0.076
276.231 2024.720 8.161 24974 4.049

0.132 0.165 0.002 0.090 0.194

Panel C: Districts with no foreign bank entry (N=1888)

-0.004 0.103 -0.011 0.013 0.041
-0.005 0.195 -0.071 0.000 0.058
0.000 0.182 -0.053 0.000 0.062
244.844 1069.780 12.278 33.092 110.748

0.174 0.354 0.047 0.133 0.230




Table 2
Timely recognition of economics losses prior to feign bank entry

This table shows OLS estimate of accruals ontoatpey cash flows (CFO), an indicator
for whether operating cash flows are negative (DCB@d the interaction of these two
variables (DCFO*CFO). Firmand year fixed effeats included along with time-varying
controls for sales, leverage, and sales growthiasted with each of these variables.
Accruals are computed §ACA;-ACash,)—(ACL, -ASTD, )—-DEP;] /Average total
assets, wher®CA is the change in non-cash current asse@ash is the change in
cash and bank balanzeCL is the change in current liabilitieSSTD is the change in
short term debt, anBEP is depreciation expense, which is computed asliffezence
between the profit before depreciation, interest tax charges/provisioning (PBIDT) and
the profit before interest charges and tax prowisig (PBIT). CFO is operating cash
flows (scaled by average total assets), measurétteadifference betwedROA and

ACC ,whereROA is the profit after taxcharges (PAT) scaled bgrage total assets.
Standard errors are clustered at the district level

Dependent Variable = Accruals (ACC)

Bank Entry District Non-Bank Entry District
Coeff t-stat Coeff t-stat
(i (ii)
DCFQ 0.008 0.47 0.014 0.30
CFG -0.992 -18.72 -0.988 0.00
DCFQ * CFO -0.047 -1.04 -0.027 0.73
Firm fixed effects X X
Year fixed effects X X
Additional controls X X
Adj-R® (%) 84.88 80.25
N 657 2070
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Table 4
Foreign bank entry and timely recognition of losses

This table shows OLS estimate of accruals ontoatpey cash flows as done in Table 3,
but also includes a control for whether a foreigmkis present in the district, BANK,
and the interaction of this variable with operatagagh flows (CFO), an indicator for
negative operating cash flows (DCFO), and the aagon CFO*DCFO. Firmand year
fixed effects are included in all specificationaddn column (i), time-varying controls
for sales, leverage, and sales growth along wighr thteraction with CFO, DCFO, and
CFO*DCFO are included. Standard errors are elesk at the district level.

Dependent Variable = Accruals (ACC)

Coeff t-stat Coeff t-stat

(i) (ii)
DCFQ -0.008 -3.01 -0.021 -2.71
CFQ -0.948 -54.67 -0.943 -20.34
DCFQ * CFOQ 0.017 0.70 0.035 0.52
BANK¢ 0.012 1.26 0.008 0.93
BANK: * DCFO 0.001 0.13 0.004 0.74
BANK: * CFOQ -0.026 -1.55 -0.033 -1.75
BANK *DCFOt * CFOt 0.081 2.92 0.106 3.49
Firm fixed effects X X
Year fixed effects X X
Additional controls X
Adj-R® (%) 77.07 81.72
N 20438 20438
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Table 5

Firm profitability, foreign bank entry, and timely recognition of losses

This table shows OLS estimate of accruals ontoatpey cash flows, foreign bank
indicators, firm and year fixed effects, and addhitl time-varying controls as done
in Table 4, but also divides the sample betweendod high profit firms. The
estimates for firms with above median ROA, measa®edet income/assets, are
reported in column (i), and estimates for firmshwitelow median ROA are reported

in column (i) . Standard errors are clusterethatdistrict level.

Dependent Variable = Accruals (ACC)

DCFQ

CFQ

DCFQ * CFG

BANK(:

BANK: * DCFOQ
BANK: * CFOQ

BANK: *DCFOt * CFOt

Firm fixed effects
Year fixed effects
Additional controls
Adj-R® (%)

N

High Profit Firms
[ROA > median]

Low Profit Firms
[ROA < median]

Coeff t-stat Coeff t-stat
0) (ii)
0.035 5.16 -0.050 -4.85
-0.770 -9.97 -1.119 -49.45
-0.226 -2.72 0.235 2.73
0.005 1.38 -0.006 -0.47
0.001 0.25 0.006 0.73
-0.013 -0.55 -0.029 -1.40
0.022 0.94 0.120 2.62
X X
X X
X X
92.36 79.36
10223 10215
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Table 6
Firm size, foreign bank entry, and timely recogniton of losses

This table shows OLS estimate of accruals ontoatpey cash flows, foreign bank
indicators, firm and year fixed effects, and adudfitil time-varying controls as done in
Table 4, but also divides the sample between smadlllarge firms. The estimates for
firms with above median assets are reported inmwol(i), and estimates for firms with
below median assets are reported in column @andard errors are clustered at the
district level

Dependent Variable = Accruals (ACC)

Large Firms Small Firms
[Assets > median] [Assets < median]
Coeff t-stat Coeff t-stat
(i (ii)
DCFQ 0.011 0.90 -0.039 -3.06
CFQ -0.942 -24.38 -0.919 -8.93
DCFQ * CFO -0.023 -0.17 0.147 1.00
BANK1 0.011 143 0.001 0.10
BANK: * DCFOQ -0.001 -0.20 0.002 0.25
BANK: * CFO 0.019 0.75 -0.092 -2.04
BANK: *DCFOt * CFOt -0.052 -1.04 0.126 2.33
Firm fixed effects X X
Year fixed effects X X
Additional controls X X
Adj-R? (%) 83.56 77.31
N 10223 10215
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Table 7
Ownership, foreign bank entry, and timely recogniton of losses

This table shows OLS estimate of accruals ontoatpey cash flows, foreign bank
indicators, firm and year fixed effects, and addfitil time-varying controls as done in
Table 4, but also divides the sample between pabiitprivate firms. The estimates
for public firms are reported in column (i), andiegtes for private firms are reported
in column (i) . Standard errors are clusterethatdistrict level.

Dependent Variable = Accruals (ACC)

Public Firms Private Firms
Coeff t-stat Coeff t-stat

0] (ii)
DCFQ -0.011 -1.60 -0.004 -0.35
CFQ -0.904 -22.22 -0.953 -13.29
DCFQ * CFO -0.055 -1.00 0.157 117
BANK 0.013 153 -0.001 -0.14
BANK: * DCFOQ -0.002 -0.51 0.021 2.05
BANK: * CFO: -0.036 -1.69 -0.068 -1.76
BANK: *DCFOt * CFOt 0.086 2.85 0.212 2.16
Firm fixed effects X X
Year fixed effects X X
Additional controls X X
Adj-R? (%) 79.01 64.52
N 7070 13368
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Table 8
External financing depedence, foreign bank entry, r&d timely recognition of losses

This table shows OLS estimate of accruals ontoatpey cash flows, foreign bank indicators, firm aredr fixed effects, and additional time-
varying controls as done in Table 4, but also digithe sample based on their level of exernahfimg needs. Following Rajan and
Zingales (1998), we measure external financing ddpace at the industry level for Indian firms usiega from U.S. firms. If a firm belongs
to an industry that is above median in externalrfiting dependence among all the industries in dngle, we classify it as in high external
dependence group, otherwise as in low externalmidgrece group. The estimates for the full sampfero$ are reported in columns (i) and
(i), and estimates for private firms are reporiedolumns (iii) and (iv) . Standard errors akestered at the district level.

Dependent Variable = Accruals (ACC)

Full Sample Private Firms Only
High Dependence Low Dependence High Dependence Low Dependence
Coeff t-stat Coeff t-stat Coeff t-stat Coeff t-stat
(i (ii) (iil) (iv)

DCFQ 0.011 1.10 -0.034 -3.22 0.017 0.83 -0.025 -1.15
CFQ -0.907 -11.09 -1.038 -26.61 -0.871 -6.03 -1.053 -20.76
DCFQ * CFO -0.030 -0.32 0.152 1.62 -0.048 -0.27 0.209 1.18
BANK:1 0.018 254 0.016 1.32 0.037 2.88 0.014 0.80
BANK: * DCFOQ -0.003 -0.47 -0.007 -0.86 0.006 0.32 0.016 1.01
BANK: * CFO -0.009 -0.20 -0.052 -2.42 -0.144 -1.88 -0.067 -1.10
BANK: *DCFOt * CFOt 0.067 1.27 0.074 1.45 0.266 3.21 0.180 1.61
Firm fixed effects X X X X
Year fixed effects X X X X
Additional controls X X X X
Adj-R2 (%) 72.68 62.35 70.92 67.72

N 6641 6761 1864 2412




Table 9

Credit access and timely loss recognition after foreign b&re ntry
This table shows OLS estimate of accruals ontoatpey cash flows, foreign bank indicators, firm aredr fixed
effects, and additional time-varying controls amé@ Table 4, but instead restricts the samptaty include
observations from districts that experience forddgnk entry during the sample time period. In owiyi), estimates
for the full sample of firms are presented. Colsri) and (i) divide the sample between firmatlexperience a decline
in total bank loans during the sample period arubthwithout a decline. The estimates for firmg th@erience a drop
in bank loans are reported in column (i), andraatés for all other firms are reported in coluiiin Standard errors
are clustered at the district level.

Dependent Variable = Accruals (ACC)

Only Firms in District Firms with Firms with no
with Foreign Entry Debt Reduction Debt Reduction
Coeff t-stat Coeff t-stat Coeff t-stat
0) (ii) (iil)
DCFQ -0.024 -2.85 -0.041 -4.85 -0.024 -1.44
CFQ -1.000 -22.24 -0.979 -32.98 -1.042 -18.35
DCFQ * CFO 0.031 0.75 0.008 0.16 0.022 0.25
BANK: 0.006 0.79 0.008 1.74 0.013 1.49
BANK: * DCFOQ 0.005 0.98 0.012 1.83 0.011 0.93
BANK: * CFO -0.016 -0.55 0.002 0.09 0.151 3.02
BANKt *DCFOt * CFOt 0.140 4.38 0.165 4.89 0.319 3.74
Firm fixed effects X X X
Year fixed effects X X X
Additional controls X X X
Adj-R® (%) 84.24 71.31 78.94
N 8922 7250 1672
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Table 10

Robustness test using earnings time-series approach
This table shows OLS estimate of the change irineeime over assetalNllt), onto the
lagged change in net income over ass&Mit{1), an indicator for whether the lagged
change in net income over assets is negatisd(ly), the interaction of these two
variables ANIi-1*DANIt-1), a control for whether a foreign bank is presierihe district,
BANK, and the interaction of BANK witiANIt, DANIt-1, andANIt-1*D ANIt-1. Firm and
year fixed effects are included in all specificagpand in column (i), time-varying
controls for sales, leverage, and sales growthgalaith their interaction witiANIz,
DANIt-1, andANIt-1*DANI-1 are included.  Standard errors are clusterédeatlistrict
level

Dependent Variable = Change in Net Income/Assethl(+)

Coeff t-stat Coeff t-stat

(i) (ii)
DANIt-1 -0.015 -7.41 -0.012 -2.24
ANIt-1 -0.294 -6.15 -0.291 -2.78
ANlt-1 * DANIt-1 -0.193 -2.80 -0.234 -1.48
BANK 0.002 0.43 0.002 0.43
BANK: * DANIt-1 -0.008 -2.18 -0.007 -1.81
BANK: * ANIt-1 0.136 1.35 0.144 1.40
BANK:t * ANIlt-1 * DANIt-1 -0.334 -2.39 -0.307 -1.95
Firm fixed effects X X
Year fixed effects X X
Additional controls X
Adj-R? (%) 6.69 8.61

N 15340 15340




Appendix Table 1
Summary Statistics for Firms Located in Districts
with Previous Foreign Bank Entry

This table provides summary statistics for the obations dropped from the analysis, which are all
firms located in districts that already had a fgrebank present prior to 1991. Data is obtainechfr
Prowess data set complied by the Center for Moinijdndian Economy (CMIE). ACC is accruals
computed as NCA-ACash )-ACL -ASTD)-DEP]/Average total assets, whaf@A is the change in
non-cash current assetgGash is the change in cash and bank balax@ejs the change in current
liabilities, ASTD is the change in short term debt, and DEP fgatsation expense, which is computed
as the difference between the profit before deptici, interest and tax charges/provisioning (PBIDT
and the profit before interest charges and taxipioring (PBIT). CFO is operating cash flows (chl
by average total assets), measured as the diffefeetoveemOA and ACCwhere ROA is the profit
after tax charges (PAT) scaled by average totatas®ebt is measured using total borrowings from
banks

Observations in districts with previous foreign blaentry (N=36,957)

Lower Upper
Mean Std Dev Quartile Median Quartile
ROA 0.004 0.113 -0.003 0.016 0.047
ACC/Assets -0.005 0.212 -0.071 0.000 0.060
CFO/Assets 0.006 0.200 -0.049 0.000 0.075
Total Assets (10 mn. Rp) 553.918 4929.810 10.397 30.852 110.520
Debt/Assets 0.157 0.762 0.005 0.103 0.207
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Chapter IV

Conditional Accounting Conservatism and Future Negave
Surprises: An Empirical Investigation

Bong Hwan Kim
Olin School of Business
Washington University in St. Louis

Mikhail Pevzner
School of Management
George Mason University

Abstract: We investigate whether conditional accounting conservatism has
informational benefits to shareholders. We find some evidencéiter current
conditional conservatism is associated with lower probabilityuairé bad news,
proxied by missing analyst forecasts, earnings decreases, \adeindi decreases.
Second, we find weak evidence that the stock market reacts stiovegder) to
good (bad) earnings news of more conditionally conservative firffisus, we
provide additional evidence that conditional conservatism affects stock prices.

This paper is forthcoming dburnal of Accounting and Public Policy
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1. Introduction

We examine whether conditional accounting conservatism (hereaftetitional
conservatism) has benefits to stockholders, an issue with impagptaslic policy
implications. Conditional conservatism is reflected in the firmpelicies of timely
recognition of bad news and delayed recognition of good news, i.e., ooadliti
conservatism places higher verifiability standard on good earnings resa@gnition, as
opposed to bad earnings news recognition.

Conditional conservatism has influenced accounting rules for a veryitoagnd is
arguably one of the most fundamental principles in accountingtg\W2003). However,
recently both the U.S. GAAP and International Financial Reportingd8tds (IFRS) have
been making a strong push for “fair value” accounting. The fairevarinciple essentially
demands symmetric timeliness: both good news and bad news agnizedp and
recognition of good news is not deferred. In other words, the fairevatinciple is an
opposite of the conditional conservatism in accounting, which requifeseaterecognition
of good news.

Fair value principle introduces earlier recognition of unrealgas, and, if fair
values subsequently decrease, recognition of unrealized lossesa3ae for adopting the
fair value principle is an assumption that it improves transpgreri the accounting
information. However, it could be argued that earlier recognition of unrealizes djatorts
the true economic picture of a firm because application of Value could lead to
contracting inefficiencies, stronger earnings volatility, and, nwier values decrease,
firms’ having to record future losses of greater magnitude. In a&sintthe application of

conditional conservatism potentially results in lower volatility ezfrnings, contracting



benefits, which protect lenders (Watts, 2003), reductions in firtngation risk (Khan and
Watts, 2007), and limiting of wealth transfers to larger sharel®ldeaFond and
Roychowdhury, 2008).

The examination of merits of accounting conservatism is eslyedmaportant
because fair value application also has some potential drawbacks. bécause the
application of fair value also requires discretion, especiallyarsttuations when no quoted
market prices are available, it could be opportunistic (Ramanna aits,V2007). In
addition, some critics blame the severity of the recent sub-pnorégage crisis on fair
value (Katz, 2008) because fair value application resulted in veasgite-downs of
mortgage-backed securities to “fire sale” prices. The appitatof conditional
conservatism could have prevented such massive write-downs becawsdd not have
allowed earlier recognition of unrealized gains. In light of thetaems, it is important to
examine whether conditional conservatism has benefits for stockholders.

Thus, we examine whether 1) higher levels of conditional conservairem
associated with lower levels of future bad news, and 2) whethes-ecsional variation in
levels of conditional conservatism affects the stock marketioss to firms’ good news
and bad news earnings announcements. Our goal is to provide eviderethedrvgreater
levels of conditional conservatism worsen or improve firms’ infolonatsymmetry by
forcing the earlier recognition of the bad earnings news in acogueéirnings. Such early
bad news recognition implies that conditional conservatism is assdawith less future
bad news. In addition, if conditional conservatism is associated witr llewels of future

bad news and the market perceives such association to be ecolyosigraficant, we
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could also expect that the market rewards more conservative iitth more positive (less
negative) reaction to good (bad) news earnings announcements.

To address whether conservatism leads to lower likelihood of fuadenéws, we
examine the association of several proxies of conservatismayitikelihood of firms’
missing analyst forecasts, 2) likelihood of future earnings deeseand 3) likelihood of
future dividend decreases. We find evidence that several proxiesnekrgatism are
associated with lower likelihoods of future bad news.

To address whether the stock market values conservatism, we rurwsttmy
stock market response to earnings news (ERC) regressions, dei¢td anteractions of
conservatism and earnings surprises. We find weak evidence tmaatket rewards more
conservative firms with more positive (less negative) reactigotal (bad) news earnings
announcements.

Our study proceeds as follows. Section 2 develops our hypothesdmn S&c
describes our sample and research design. Section 4 describeswts, and Section 5

concludes.

2. Motivation
21 Literature Review

The empirical accounting literature provides evidence that detétsoldemand
higher levels of conditional conservatism in order to reduce potgntiedative impact of

agency conflicts arising between borrowers and lendétswever, whether greater levels

38 Zhang (2008) shows that more conservative firmseggpce faster debt covenant violations, thus
faster “triggering lenders’ alarm”. Kim (2007) shewthat borrowers’ conservatism level does not
decrease after borrowing. Ahmed et al. (2002) shwat debt-holders view conservatism as means of
minimizing wealth transfers from debt-holders toargholders and thus reward more conservative
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of conditional conservatism have impact on equity market is an openi@ahpiuestion.
Two opposing explanations of the role of conservatism (conditional or uncwadjtin the
equity markets exist: 1) conservatism is beneficial to shareisplded 2) conservatism is
potentially harmful to shareholders because it decreases firms’ infomogaiality.

Positive role of conservatism: conservatism increases th@wm of information
in the market. Theory suggests several informational benefits of conservatisrh, agic
reducing benefits of earnings management (Chen et al., 2007)pvimgprinformation
quality (Fan and Zhang, 2007), and signaling of managerial prindemation (Bagnoli
and Watts, 2005). The unifying underlying theme of these studidsaisconservatism
improves information quality and thus should reduce information asymrbetween
informed and uninformed investors. Several empirical studies teshéueetical prediction.
LaFond and Watts (2008) and Khan and Watts (2007) examine the assodeatwasn
conditional conservatism and firm liquidity levels. These studiesgige evidence showing
that decreases in firm liquidity are followed by increasefirim conservatism. However,
these papers cannot unambiguously conclude that conditional conselgabisneficial to
stockholders because liquidity proxies used in these studies, namlegbiity of Informed
Trade (PIN) and bid-ask spread, have been criticized as havistpdo price impact?
Absent such significant price impact, the value of conservatismtdcki®lders is

guestionable.

borrowers with lower cost of debt. Moerman (200®)ws that more conditionally conservative firms are
rewarded with lower bid-ask spreads on the secgnttmn markets. Ball et al. (2008) show that
conservatism leads under-writers to hold lower estiakissued loans. Altogether, these studies geovi
strong evidence that conservatism is an effecta@ tn reducing information asymmetry between
borrowers and lenders.

39 In particular, Mohanram and Rajgopal (2009) shisat the negative association of PIN and realized
return only exists in small firms. More importantQuarte and Yong (2009) show that the negative
association of PIN and expected returns is noedriyy information risk, but by stocks’ illiquidity.
Easley et al (2003) show that PIN subsumes bicspekad as the determinant of expected returns.
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Balachandran and Mohanram (2008) find no negative impact of unconditional
conservatism on value-relevance of earnings. For firms détreasingunconditional
conservatism levels, they find that value relevance of book valewésete suggesting that
the market views book values of such firms as weak predictorsrmof’ fivalues.
Balachandran and Mohanram'’s results are still important from the poliaygseérspective
because they show that greater conservatism results in aestroagket response to the
accounting numbers. Specifically, to the extent that conservagsiuces perceived
variance of future expected cash flows (because conservatisns ssthaates of such cash
flows more reliable), the market should reward more conservatimes fwvith higher
valuation multiples. Thus, following the logic of Barth et al. (20@hy extant value
relevance literature, standard setters should adopt more cdng&em@counting policies,
which will result in better valuations. However, Balachandran aoddviram’s paper relies
on long window association study research design approach, makmgrat difficult to
identify the exact channel by which unconditional conservatism makasnation more
transparent. In addition, Holthausen and Watts (2001) question standangl isgtlications
of more value relevant accounting numbers, suggesting that theiwdgeof standard
setters need not be based on whether something is more orliessel@vant, but rather on
the contracting, regulatory, and other implications of the accoupbthges. Hence, more
research in this area is needed.

Following Balachandran and Mohanram (2008), Li (2007) shows that unconditional
conservatism reduces uncertainty in analyst forecasts. Li shbats unconditional
conservatism, measured by the Beaver and Ryan (2000) model, isvelggasisociated

with analyst forecast errors for good news and mild bad reasss, but is positively
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associated with extreme bad news forecast errors. Theses resgdfest that unconditional
conservatism results in greater analyst forecast accwidityespect to mild bad news and
may reduce analyst forecast optimism with respect to good.nawlso finds that the level
of overall analyst uncertainty is negatively associated witlante levels of unconditional
conservatism. However, because this study is focused only on un-coridibasarvatism,
it is unclear whether similar results hold for conditional conservatism measure

Negative view of conservatism: conservatism reduces inforamatgquality and
hurts investorsSeveral papers document the association of higher conservatissnwigtel
lower earnings persistence. Paek et al. (2007) show that withsmore conditionally
conservative reported earnings have lower earnings multiples keaaurgditional
conservatism reduces earnings persistence. Their result sugtest conditional
conservatism introduces noise in the earnings process, making edesmgsalue-relevant.
Such a result is also consistent with Financial Accounting Stasddoards (FASB)'s
statements, suggesting that conservatism increases infornastyommetry (LaFond and
Watts, 2008). However, the implications of this result for usefulness of cotisemnaae not
necessarily clear. More persistent earnings numbers ardadsdowith lower uncertainty
about firms’ future performance, and make it easier for investrsotrectly estimate
earnings multiples and forecast stock prices. At the same timen well documented
results that bad news in general is less persistent, lavamgs multiples are expected for
bad news firms in general, and for conservative firms in parti¢UlEre latter implication
suggests that conservatism does not necessarily hurt users of financmaatidor

In addition, conservatism (whether conditional or unconditional) could alsgdze

to shield excessive profits from regulation (Mensah et al., 19%43u8h, conservatism has

40 Basu (1997)
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both desirable and un-desirable properties for shareholders. On tharahet garbles true
profits of firms and results in increased information asymynsith respect to good news
because uninformed investors lose money by selling potentially pnofieable stocks. On
the other hand, such an application of conservatism reduces firmstwgutosts. Hence,
depending on whether costs of additional information asymmetry émreefits of lower
taxes and regulatory oversight, conservatism could either hurt or benefit shareholde

Another potentially negative effect of conservatism on firmsformation
environment has to do with firms’ propensity to disclose informatioty.e&igler and
Hemmer (2001) show that more conservative firms are lesy tixgirovide early voluntary
disclosures because greater levels of conservatism imposeordldiisk on managers.
Consistent with this prediction, Hui et al. (2009) show that more oeatsee firms issue
less management earnings forecasts. Hui et al. (2009) intdmpnetdsult to suggest that
conservatism and voluntary disclosure are substitute tools of rega@dwverse selection
problems. However, a possible consequence of this result is that tladl texeel of firm
disclosure of more conservative firms is lower, thus possiblyingurtininformed
shareholders. However, this prediction need not hold true. Recent studiksclosure
literature point out that greater levels of firms’ voluntarycltisure have a limited positive
effect on firms’ cost of capital (Francis et al., 2008), and liqui@fPevzner, 2007). This
argument is supported by LaFond and Watts (2008), who do not find evidencegtiet hi
conservatism is associated with future stock liquidity declines.

Consequently, the net effect of conditional conservatism on sharehiglderslear.
On the one hand, conservatism is beneficial to debt-holders, is a produditmir-client

relationships (Jenkins and Velury, 2008), and has a potentially poditaat en liquidity
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(LaFond and Watts, 2008; Khan and Watts, 2007; Balachandran and Mohanram,Q008).
the other hand, conservatism is associated with reduced earnmsggepee (Paek et al.,
2007) and potentially reduces regulatory oversight (Mensah et al., T9@4het benefit or
cost of conservatism to shareholders should be reflected in squmicég. In our proposed
set of tests that follow, we evaluate whether conservatsmiewed by shareholders as

beneficial.

2.2. Hypotheses development

Conditional conservatism is characterized by lower verificateguirements for
accounting recognition of economic losses as opposed to economicTgaiasconditional
conservatism forces firm managers to reveal their private nrdton about negative
economic shocks in a more timely fashion. Because managersnrtaveives to delay
disclosure and recognition of bad news due to their career and meatipa concerns
(Kothari et al., 2009), conditional conservatism could be beneficial telsbiders who are
concerned with losses and are less informed about impending bad Tieevundisclosed
bad news, however, must eventually be revealed as soon as further duthHid news
becomes too expensive or difficult (Kothari et al., 2089Jherefore, we expect that
conditional conservatism is associated with lower likelihood of fubacenews. Thus, our

first hypothesis is as follows:

“1 This reasoning implies that high conservative $irne less likely to surprise investors with negati
news in the future because all the current andlpnews has already been revealed. We notéehibat t
effect of conservatism on future bad news is nathraaical. Such a mechanical relation might exast, f
instance, in applying more conservative depreaiatides. Assuming that the total amount of
depreciation to be recorded over the life-timerohaset is limited by the depreciable cost of aetas
recording more depreciation today results in reicgréess depreciation tomorrow. However, such
mechanical effects are more likely to be associatigid unconditional conservatism. On the otherchan
conditional conservatism is “news-driven,” i.e., im@onditionally conservative accounting policies a
based on arrival of new information, not on accownpolicies set ex-ante.
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H1: Greater levels of conditional conservatism are associateth wower likelihood of

future negative news.

Because conservatism forces earlier recognition of economic bas, me the
presence of such economic bad news, the stock price of a more conservative Keehy e li
be closer to its fundamental value than a stock price of non-consenfatn, ceteris
paribus?? The information from less conservative firms’ financial staets is more likely
to be in the upper end of the distribution of fundamental values of the. fiTherefore, the
market will perceive the information delivered by conservatimaricial statements as less
biased and more accurate, while information delivered to the miaykkess conservative
firms could be perceived as more optimistically biased.

We thus expect that market response to earnings surprises wéhekevels of
conditional conservatism. Investors perceive earnings announcememts rhore
conservative firms as more informative and correct, whileléss conservative firms
investors have to discount possible optimistic bias in the form of uoskstbad news in
earnings announcements. In other words, for more (less) consefiratisethe market will
be faced with lower (higher) level uncertainty about the aravduture bad news (Guay
and Verrecchia, 2007). Guay and Verrecchia (2007) show that ex-antatomninto the

policy of timely recognition of bad news and deferral of good nemewarded by the

*2|n the one hand, it could be argued that consiemathould not affect value of a firm because aWs
is eventually revealed, and timing of news recagnits irrelevant. However, this argument assurhas t
investors are able to predict future bad news,thus correctly value the non-conservative firmtckt It
could be true in cases of highly sophisticated sitwes, but is unlikely to be true for non-sophista
investors. Moreover, given the large body of emime that investors tend to over-value firms vhiidh
accruals (e.g. Bradshaw et al., 2002) or otheregseings management, it is unlikely that investors
average could correctly discount anti-conservatieleavior. As a result, it is possible that investuld
over-estimate future earnings of non-conservaiivesfand over-value them.
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market. As a result, when bad news is announced, for less consefivats;ghe market is
concerned that the revelation of bad news is not complete, and ht ne@ct stronger.
Conversely, the market’s reaction to good earnings news ofdesermwative firms will be
more subdued than the market reaction to good earnings news of aneesvative firms.
For more conservative firms, such concern is lower, as the mar&efare of conservative
firms’ reputation for being more forthcomird.This reasoning leads us to our next

hypothesis:

H2: For more conservative firms, stock market reaction to good (badjvs earnings

surprises is stronger (weaker).

3. Research design and sample
3.1 Research design
3.1.1. Tests of Hypothesis 1

To test Hypothesis 1, we examine the association of conditional gahser and
the likelihood of three types of future bad earnings news: 1) mgismnalysts’ earnings
forecasts, 2) earnings decreases, and 3) dividend decreases.

We examine the association of conditional conservatism with nmgissarnings

benchmarks because we believe that this setting is particplangrful in capturing bad

3 One could make an argument that on an indefinitely horizon when the “truth eventually comes
out”, timing of bad news disclosure is irrelevamt firm valuation and hence should not be rewarded.
However, empirical evidence suggests that invdsioizon matters in valuation decisions. For example
transient institutional ownership do not like negatsurprises. Bushee (1998) shows that the hiigher
the transient institutional ownership of a firme thigher is the likelihood that managers will takéue-
decreasing myopic actions to avoid earnings deesgasiggesting that if investor base is composed of
predominantly transient institutional holders, nmgera will takevalue decreasing long-term actions.,
short horizon does influence managers’ behavioidéhce in the other studies shows that transient
institutional holders are more likely to sell thefock if they expect the arrival of short term Ipelvs,
such as quarterly earnings decreases or restate(iseetfor example, Ke and Petroni, 2004)).
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news within the firm. Firms have historically striven to medlysts’ earnings forecasts in
order to avoid strong market punishment for missing this benchmarloyBetrtal., 2002;
Graham et al., 2005). Firm managers have some discretion to enaaagngs; therefore,
they can use this ability to avoid missing analysts’ forecabtatsimoto, 2000).
Matsunaga and Park (2001) show that managerial compensation isn&tiwsdo missing
analysts’ forecasts. Thus, managers have particularlygsinoentives to conceal bad news
when they are close to missing this benchmark. As such, the veny efvenissing a
forecast represents a particularly bad news event for alfiraddition, this setting reduces
the possibility that the observed lower probability of future bad newsdriven by
mechanical relation of conservatism and future bad news becaussueamymechanical
relation should be captured in analysts’ earnings forecasts.

We also examine the association of conditional conservatism and pitidmlaf
future earnings decreases because avoiding earnings decliaeseanings benchmark,
second in importance after meeting analysts’ forecasts (@g€et al., 1999). The stock
market also views earnings changes as an additional benchmarldibilityeof earnings
news (Dopuch et al., 2008). Thus, managers have incentives to avoid earomegsekeas
well, and conditional conservatism could serve as an additional ededanstraining
managerial efforts in upward manipulation of earnings changes.

Our third dependent variable is the likelihood of future dividend dezsdascause
literature shows that the market generally reacts very inefjatto dividend decreases
(Denis et al., 1994). Moreover, due to negative effects of dividend dexi@agiems’ stock
prices, Daniel et al. (2007) show that firms manage earnings dpwaavoid dividend

decreases. Kothari, Wysocki and Shu (2009) show that the markes pEaticularly
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negatively to the news of dividend decreases. They interpret gult es indicating that

managers are more likely to withhold bad news releasesetatidividend cuts. Thus, it is
interesting to see whether greater conservatism constraingengne@arnings management
behavior and forces bad dividend news “out” earlier.

With respect to missing analysts’ earnings forecasts, quendient variable is a
dummy variable equal 1 if a firm misses a consensus analgstalst in any of the four
guarters subsequent to the year end in which the firm’s consemndatisl is measured. For
this type of bad news, we run the regression model based on Mats(2000) and modify
it by adding the conservatism level variablg@hus, all variables originally identified by
Matsumoto as determinants of negative earnings surprises hagectmtoolled for in our
model. Thus our model is as follows:

Prob(Miss«1=1)=Bo+ B1* CONS+> B Controls +e; (1)

where CONSis one of the following conservatism measures previously employéei
literature. We run a LOGIT model with time-fixed effectsdacluster-adjusted standard
errors. H1 predicts thats:<0, implying more conservative firms are less likely to miss

analysts’ earnings forecasts.

Our conservatism measures are as follows:
1) BASU_TS time-series Basu(1997) measure estimated over 12 year mowuigigpwyi
requiring at least 9 years with available data for each firm;
Two measures suggested by Ball and Shivakumar (2008):
2) CONS_ O} Operating Income Change measure:

CONS_Ol is anegativecoefficientps from the following regression,

4 Matsumoto (2000) examines the firm incentivesvoié missing analysts’ earnings forecasts.
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AOl, = ot + 1 D+ B2 AOli1 + B3 D*AOl; +6

In this regressionAOl; is change in operating income in year t deflated by beginning
market value of equityAOl.; is change in operating income in year t-1 deflated by
beginning market value of equity, and D is A@®I.; is negative and 0 otherwise.

3) CONS_BS Accurals Cash Flow measure:

Coefficientps from the following regression:

Accri= o; + 1 D+ B2 CR + B3 D*CFi+e

where Accris operating accruals in year t, deflated by beginning-ofsds-market value

of equity, Ckis cash flow from operation in year t deflated by beginnindiefytear market
value of equity, and D is 1 if GI5 negative and 0 otherwise.

We estimate both of these regressions, using Compustat quarterly data overwnodavg

of 6 years, and requiring at least 5 years of available data.

Two measures proposed in Givoly and Hayn (2000):

3) NOPAG-Negativecumulative non-operating accruals cumulated over last five years,

4) REL_SKEW (Relative Skewness of Earnings and Cash Fldveative Difference
between skewness of distribution of firm earnings and skewnesdrdfudtison of firm cash
flows. Relative skewness measure is calculated over timessg 28 quarters requiring at
least 20 quarterly observations;

Control variables (3 giControls): Our control variables are based primarily on the model in
Matsumoto (2000) who studies the incentives of firms to avoid missing analystsstsreca
ABSFERRSs the average absolute analysts’ forecast error fomaiffiryear t, and the model
includes it to control for uncertainty in the forecasting environmén. the one hand, the

higher the level of overall forecasting environment uncertaihg/gteatethe chance that a
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firm might miss analysts’ forecasts. This relation could! lemathe higher likelihood of
missed forecasts in the future. On the other hand, higher levelz-arte forecasting
uncertainty generate additional incentives for firms to redude gncertainty because it is
costly (King et al., 1990), leading to the lower likelihood of midséare forecasts. Hence,
the regression coefficient on this variable could be positive or negative.

MED ROA is the median industry ROA for a firm’s 4 digit SIC code amadnhcluded to
control for industry profitability effects. This variable is indéd to control for any negative
macro-shocks which could result in missing analyst expectations. We expsigirtioa this
variable’s regression coefficient to be negative.

Inst is the average percentage institutional ownership intyaad is predicted to have a
negative coefficient because managers of firms with high&tutisnal ownership likely
perceive greater costs to missing analysts’ forecasts

RD is a firm’s research and development expenditures (data#46)edebst prior year
assets. More R&D intensive firms have stronger incentivesvtad amissing earnings
benchmarks because it is likely to increase their cost ofatapience, we expect that the
sign on this variable’s regression coefficient is negative.

Labor is 1 minus the ratio of firms’ gross PP&E to total assetgeart. More labor-
intensive firms also avoid missing analysts’ forecasts becansght adversely affect their
labor costs. Hence, the sign on this variable’s regression ceeffisi also predicted to be
negative.

Dur; is a dummy variable equal 1 if a firm is in the durable goodssiny. Firms in

durable goods industries are potentially more dependent on their suppt@rdus avoid
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missing analysts’ benchmark$®D,, Labori, andDur; are included as proxies for implicit
claims of various stakeholders.

Loss is a dummy variable equal 1 if a firm had negative earningeanty Analysts have
greater difficulties forecasting earnings of loss firnmeréfore, such firms are more likely
to miss analyst forecasts in the future. Hence, we expect a pogifreegi®n coefficient on
this variable.

Lit; is a dummy variable equal 1 if a firm falls into a high litiga industry (Francis et al.,
1993). Higher litigation risk firms seek to avoid negative earnsugpgrises, so we expect a
negative coefficient on this variable.

AEARN is a firm’s change in earnings during yeadeflated by assets in yetd. This
variable is included to control for earnings performance, as fikpsrencing earnings
declines are more likely to experience future analysts’ fetengsses. For this reason, we
expect a negative coefficient on this variabl®/g;, MTB, LEV; are firm market value of
equity (size), market-to-book ratio (growth), and leverage I(t@hilities/total assets) in
yeart, respectively. We control for size in order to capture addition&réifices in firms’
information environments not already captured by the other varialsidsywa expect a
negative sign on this variable’s regression coefficient becauger ldrms have better
information environments. Higher growth and more levered filst lzave incentives to
avoid missing analysts’ forecasts; we expect negative reégmeseefficients here. In
addition, these variables are related to conservatism, so weassegdrately control for
their effects (Lafond and Watts, 2008).

ATA+1 IS change in next year’s total accruals. We define accasallse difference between

earnings and cash flows, for firm years after 1988, and foll@anS(1996) definition for
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years prior. This variable is deflated by prior total as$®esadd this variable to control for

any mechanical relation that conservatism might have with future news.

To model the likelihood of future earnings or dividend decreases, weheufoltowing
regression model:

Prob(Earn Dect.1/Div Deck.;=1)=vyot+ y1*CONS+ +> yiControls +e; (2)

where Earn Deck.1/Div Deck; is a dummy variable equal 1 if a firm experienced a
reduction in earnings before extraordinary items (Compustat data#Eeddy prior year
assets))/dividends per share adjusted for stock splits (data #26/data#3€art+1 as
compared to yedr CONSis a set of conservatism measures used in equation (1)

H1 predicts thaty ;<O.

Control variables(} yiControls):

EDF; is implied probability of bankruptcy based on KMV (Merton) bankruptoydel
(Bharath and Shumway, 2008). We use it to control for financial distresscoefficient on
this variable could be either positive or negative, depending on whethavemage, firms
tend to reverse their distress positions in the future.

ROA is yeart return on assets, andEARN is yeart change in earnings before
extraordinary items, deflated by prior assets. These variapéesncluded in order to
control for contemporaneous earnings performance. On the oneduatperformance
tends to persist. On the other hand, firms experiencing unusually l#Eghngs
performance are more likely to have “mean reversion” iniegs in the future. Hence, the

coefficients on these variables could be positive or negative.
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Beta is a firm's beta estimated using Four Factor Model using mowingow over 72
months with minimum of 60 available month$&tdRetis a standard deviation of stock
returns on the same window as beta. We include these two vat@lol@strol for general
level of firm risk, as riskier firms could be more likely tavie negative earnings changes.
We expect regression coefficients on these variables to be positive.

MED ROA is median industry ROA for a firm's 4 digit SIC cod&MED BHAR is a
median industry buy-and-hold abnormal return cumulated over 12 months peroérid

of fiscal yeart-1 to the end of fiscal year These variables are included to control for
macro-shocks to earnings. We expect the regression coefficertsese variables to be
negative.

MVE, MTRB, LEV, are size, market-to-book and leverage ratios of a fiffy.; is change

in next year’s total accruals. The rationale for inclusiothete variables in the model,

and expected signs on their regression coefficients are the same as onedyati

3.1.2. Tests of Hypothesis 2

We adopt an event study methodology to test Hypothesis 2. We runltvarigl
regression model:
AR 33)= Bot B1*SURR+ B,*CONS 1+ Bs*CONS.*SURR+
B#BAD_NEWS+Bs*CONS..*SURR*BAD_NEWS+
Be* CONS..* BAD_NEWS+ & (3)
where AR3) is a three day size-adjusted abnormal return around a firm’segdyart

earnings announcement;,CON&; is one of the firm specific conservatism measures
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described in equation (1), except Basu time-series me&@suBeIRR is ex-post analyst

ACTUAL — FORECAST

forecast error measured as follo88/RP=
PRG ,

ACTUAL is the

actual reported earnings reported by IBHSORECAS{Tis median of forecasted earnings
during thirty days preceding quarter en@RG.; is the firm’s Compustat stock price in the
end of the preceding fiscal quart&AD_NEWSis a dummy variable equal 1 $URRO.

Hypothesis 2 predicts tha$>0 and$5<0.%°

3.2Sample Selection

Our sample consists of all firffsin the intersection of 2006 Compustat, IBES,
CRSP, and CDA Spectrum databases with sufficient data to conoputeonditional
conservatism measures, earnings surprises, and control variablessa@ple selection
procedures vary, depending on the tests we run and conservatisoreseae employ. For
each set of hypotheses tests, we report our results both forrigtedssample, and for
common sample, i.e., sample of equal size for all conservatisraunesaemployed in a
particular test.

The sample period in our tests is 1973-2005 for future earnings dexread
dividend decreases tests, and 1983-2005 for future analyst forecass amsisstock returns

(Hypothesis 2) tests. In un-tabulated tests, we also checkdostry clustering and find

“>We do not include Basu time-series measure dpetential econometric issue when Basu measure is
used in stock return regression.

“6 An alternative approach would be to use a longdwim association study, as opposed to short-window
earnings announcement tests. We believe that ldandew association study would reduce the power of
our tests because we focus on how conditional ceasem affects the market’s perception of earnings
news.As such it is important to isolate the event whennews is revealed; hence, we decide to focus on
short-window tests. The downside of our approatchaswe may be missing anyre-announcedad

news.

*"In robustness tests, we exclude financial firm$\&IC codes between 6000 and 6999.0ur results are
not significantly affected.
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that no industries are significantly over-represented, sugges@igndustry clustering is
not a concern.

For our future negative earnings surprises tests, sample/aiies between 65,104
observations and 29,301 observations. The common sample size in this 1ds170
observations. For our future earnings decreases tests, the saaplaries between 50,303
observations and 28,064 observations. The common sample size in this 145756
observations. For our future dividend reduction tests, our sample sies bativeen 50,225
and 28,023 observations. The common sample size in this test is 11,744 abser7atr
our market reaction tests, our sample size varies between 64;804uarters to 28,344
firm-quarters. The common sample size in this test is 15,715duanters. The smaller
sample size in some of our analyses is due to longer timessddata availability
requirements in estimating accrual-based conservatism medgseec8ppendix for further
details). To minimize any time series dependence concerns, we includédeffects in
all our multivariate analyses. To control for any firm-levélistering, we use cluster-
adjusted standard errors for our statistical significance {Estersen, 2009). To minimize
influence of the outliers, we winsorize all of our continuous variabtes" and 9¢'

percentile.

3.3. Sample descriptive statistics
Panel A of Table 1 summarizes the descriptive statisticallfeariables used in our
analyses. Abnormal returns around earnings announcement datess&reoclzero and

earnings surprises are zero on average. All conservatisnuregage used show firms are
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on average conservative, which is consistent with prior literaBaeu, 1997; Givoly and
Hayn, 2000).

Panel B of Table 1 summarizes Pearson correlations among ganaldur sample.
Correlations between conservatism measures are positive, butdammagnitude of these
correlations suggests the potential noisy nature of conservatisablear Excluding the
CONS_Ol, all conservatism measures have statisticallyfisigni and positive correlation
with LEV, supporting the prior arguments in the literature that deltracts demand

conservatism to enhance contract efficiency.

Insert Table 1 here

4. Empirical analyses
4.1 Empirical results of Tests of Hypothesis 1

Missing Analysts’ ForecastsPanel A of Table 2 summarizes the results of the
estimation of LOGIT equation (1) for each of the measures of oaisem used in our
study. Only BASU_TS is weakly significantly associated watvedr probability of future
negative earnings surprises. In addition, the magnitude of thecteetffon this variable is
quite small, and the un-tabulated odds ratio is slightly less theug@jesting that the odds
of missing analysts’ forecasts are slightly less than the ofidsot missing analysts’
forecasts for more conservative firms. However, because this aiiloigsrso close to 1, this
suggests that the economic significance of the reduction of pribpatibad news is very
small. Other conservatism measures’ coefficients are goifisant. Thus, with respect to
future negative earnings surprises, the benefits of conditional cotisenappear to be

weak. The lack of a significant relation here could be explainedolly our control for
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reversal of accruals (to control for any mechanical effeetsd, more importantly, the
requirement that all firms used in this test have analyst folpwrhe latter requirement
significantly reduces the power of our tests. In addition, it issiptes that missing an
analysts’ forecast captures extreme bad news asonings levef$, which normally is not
reflected in more conservative accounting policies. In other wordspissible that more
conservative firms tend to be timelier in reflecting low ooderate bad news, but an
extreme shock is more difficult to reflect, especiallyu€ls a shock is unexpected. If such
an unexpected shock is captured by the higher likelihood of missingse\@ypectations,
it is a possible reason why we do not find an effect of conservatidnad earnings news as
reflected by missing analyst foreca$ts.

In these regressions, signs of control variables are generally witimexpectations.
Coefficient onATA+1 is negative and significant in all specifications, suggestindfitinas
with future accruals increases are less likely to misschsts. The significance of the
coefficient on this variable also underscores the importancerdfolling for mechanical
effects of accrual reversal. The sign on regression coeffiolfABSFERR is negative and
significant, suggesting that firms in more uncertain analp&rating environments have
incentives to reduce their future analyst forecast errorssigmeon regression coefficient
on INST is negative and significant, suggesting that firms \hidpher institutional
ownership have incentives to avoid negative earnings surprises. grh@rsiLABOR is
negative and significant, suggesting that firms with more impilaims from employees

seek to avoid negative earnings surprises. The sign on LOSS tiwgasid significant,

8 When we speak about bad news, we imply a negstivek to earnings, not the fact that a firm missed
analyst forecasts. Missing analyst forecasts istaoome or a consequence of such bad earnings news.
9 We further note that our un-tabulated tests st multi-collinearity is not a concern in thesstse In

all specifications multi-collinearity condition ieses are always well below 30 (maximum is 21).
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suggesting that firms that experience losses tend to hamggsamwhich are difficult to
forecast; thus, these firms are more likely to experiencativegfuture earnings surprises.
The sign onAEarn is negative and significant, suggesting that firms that iexjger
earnings increases are less likely to miss analystgcésis. Other significant control
variables in some specifications are LIT, suggesting thasfirmrmore litigious industries
have incentives to avoid negative earnings surprises, and MVE, rehthat larger firms
avoid negative earnings surprises.

Earnings DecreasesPanel B of Table 2 summarizes our results of estimation of
equation (2) for the earnings decrease dependent variable. Consisteatir predictions,
BASU_TS, NOPAC, REL_SKEW, and CONS_OlI conservatism measures aegatively
associated with the probability of future earnings declines. Inntloidel, only the prior
year's earnings serve as an earnings expectation. Hence, no mechanisnpofatiogrbad
news through other channels, such as analysts’ forecasts,senpré&herefore, it is not
surprising that we find significant results in these spetibns. In addition, the un-
tabulated results show that the odds ratio on NOPAC is 0.75 (un-&ul@he odds ratios
on REL_SKEW and CONS_OI are slightly higher 0.96. All of these odtiss are less
than 1, suggesting that the odds of experiencing future bad news for omzeEnative
firms are exceeded by the odds of not experiencing future bad Hewsver, since the
magnitudes of these odds ratios are not very far away fromsk thsults suggest that the
economic reduction of the odds of future bad news for more conserfiatns is not very

high>°

¥ The closer odds ratio is to zero, the lower aeedttids that more conservative firms will experience
future bad news. The odds ratio of 1 suggeststiieaddds of reporting and not reporting future bads
are equal.
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With respect to control variables\TA1 is negative and significant in all
specifications, suggesting that future accrual increasasegedively correlated with future
earnings declines. Interestingly, in some specifications, the probabibgn&fuptcy EDF,
is negatively associated with future earnings declines. Thidtris likely due to the fact
that firms with higher EDFs have already experienced sigmfiearnings declines and are
probably in loss reversal mode. Higher levels of ROA are asedaiath higher chances of
future earnings declines, reflecting the general mean reverdituge of earnings stochastic
process. Similarly, firms that experience earnings increases firms in industries with
higher positive stock returndgED BHAR are more likely to experience future negative
earnings declines. Larger firms (MVE) and growth firms (MT&g less likely to
experience earnings declines. As predicted, higher stock wuglafitms (STDRET)
experience higher probabilities of earnings declines.

Dividend Decreased?anel C of Table 2 shows Hypothesis 1 is generally supported
when a dummy variable for future dividend decreases is used as depeadahle.
NOPAC, CONS_Ol, and CONS_BS measures of conservatism shovweegafficient at
a statistically significant level. However, contrary to our exggons, REL_SKEW shows
significant and positive association with likelihoods of future divideacrehses. Signs of
control variables are in line with expectations and are sinaildrdse reported in Panel B of
Table 2. The sign on the coefficient of EDF is now positive and sgnif suggesting that
dividend declines are more pronounced for firms in financial distfégssign omAEarn is
negative and significant, suggesting that firms that experieao@ngs increases are less
likely to reduce dividends in the future. This result could be exmanyeprior evidence in

Koch and Sun (2004) which shows that dividend changes are correléteprar earnings

133



changes. Firms with higher levels of leverage (LEV) andhdrigisky firms (BETA) are
more likely to experience dividend decreases, suggesting skarrfirms are more likely
to experience dividend declines. Interestingly, controlling for BEiigher stock volatility
firms experience lower probabilities of dividend decreases. This dppasi our
expectations result could perhaps be explained by the fact that we ady @oatrolling for
BETA, EDF, and LEV. Hence, it is possible that STDRET piggshe effects of earnings
volatility as a result of good news, and not downside risk.

Thus, Table 2 provides support for Hypothesis 1 for majority of consarvat
measures used in case of earnings and dividend decreases es pffxiure bad news, but
only provides weak support for Hypothesis 1 when missing future asiafgsécasts is
used as a proxy for future bad news. One possible explanation foreswdts (or non-
results) is that informational benefits of conservatism are@rgtimportant when a firm is
followed by analysts since analysts had already incorpomatgdimpending future bad

news into their forecasts.

Insert Table 2 here.

Additional analysis: Controlling for Unconditional ConservatismBecause our
primary interest is in the effect of conditional conservatsnthe likelihood of future bad
news, it is important to properly control for the effects of uncathl conservatism in our
analyses. Unconditional conservatism is characterizathbgnditional (news-independent)
downward bias in earnings and book values. For example, choosing aeratecel
depreciation method over straight line method results in unconditionatigervative

earnings. In our preceding analyses, we include market-to-book réiich v8 a common
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unconditional conservatism proxy. However, to ensure the robustness ofults, e also
run separate sets of tests on our full sample incorporating Pesimdaihang (2002) C-
Score unconditional conservatism measure. Our results are disantiehanged with the
following important exceptions: In model 1, the coefficient on BASS _i$ no longer
statistically significant, while coefficient on NOPAC isgsificant and negative, and
coefficient on REL_SKEW becomes significant and negative at dntesd The other
results remain similar. Thus, some evidence exists that hagmtitional conservatism

results in lower likelihood of missing analysts’ forecasts in the future yea

4.2 Empirical results of Tests of Hypothesis 2

Table 3 summarizes the results of the estimation of OLS equ@&jorOur results
only weakly support the prediction of Hypothesis 2 across four consenvateasures used
in this table. The average coefficient on varid@NS%;*SURR is significant and positive
for REL_SKEW and CONS_OI measures, suggesting that, on averagaptkemarket
reacts more strongly to the good earnings news of more congerfiahs than to the good
earnings news of less conservative firms. However, the sign dficeye CONS_BS is
negative,contrary to our expectations.  With respect to the second predmftioor
Hypothesis 2, coefficient on the interaction ted®NS*SURR*BAD_NEWSIis negative
and significant only for REL_SKEW measure. Taken together withiyp®sioefficient on
CONS,*SURR, this result provides some evidence that the stock market riessts
negatively to bad earnings news of more conservative firms. Thealsrare broadly
consistent with also controlling for variations in earnings surphgesize, market-to-book-

ratio, and leverage. We omit these results for brevity. We also rgnatede controlling for
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Penman and Zhang (2003) C-Score, and our results remain un-afféete®, we cannot

report significant informational benefits of conditional conservatism.

Insert Table 3 here

5. Conclusion

Our study contributes to the growing literature investigatiregrole of conditional
conservatism in equity markets. We test 1) whether greatertiomadiconservatism levels
are associated with lower the likelihood of future bad earningdiamend news, and 2)
whether conditional conservatism levels affect the general stackeinresponse to firms’
good and bad earnings news. We find supporting evidence for the mredibat
conditional conservatism reduces the likelihood of future bad earnings ared dividend
decreases, and consistently with that result, we find some wea&neei that the stock
market reacts stronger to good news of more conditionally caiser firms, and weaker
to bad news of these firms. However, we also find no evidenceetthattions in likelihood
of future bad news are very significant in size. As such, we demonstrageesaance that
conditional conservatism somewhat improves information flow to the umefbinvestors;
however, the magnitude of these benefits to the users of fiharfolemation appears to be
small. Because the average informational benefits of conditiongkecvatism appear to be
small, future research could focus on identifying situations wheh banefits might be
larger.

Our findings have important implications for accounting reguatmmd policy-
makers. First, we explicitly establish that conditional consesvatias some, albeit small,

informational benefits in the form of reduced probability of futbeel accounting news.

136



Our finding of some positive valuation effects for conservatiaggests that the market
rewards these properties of conservatism somewhat, albeit naeat degree. Thus,
considering these effects is also important in the process ofrgemee of the U.S. GAAP
to IFRS. IFRS is also influenced by the fair value principkofe, 2007), and some have
argued that abolishing conservatism will result in the loss of iapbrbenefits of
conservatism (Watts, 2003).

Future research could focus on how adoption of IFRS in the European Union,
Canada and other countries affects informational benefits of camaliticonservatism.
Understanding this relation would be particularly important in lafhtecent strong moves
to adopt IFRS in the United States, such as the recent decisictefut #RS-based foreign
financial statements in the U.S. without reconciliation to GA%#d the proposed SEC

Roadmap to adoption of IFRS in the EfS.
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Appendix:
Variables Definitions

Variable Name Description

Conservatism measures:
BASU TS Measure of asymmetric timeliness of earnings from Basu (1997)
regression (coefficientg
Ret=aO+a*Earnt+&*D+a*D*Earnte .
The regression is estimated annually over twelve years moving window, andngqtieast 9
available observations.
NOPAC Non-operating accruals cumulated over four years,
multiplied by negative 1.

CONS_BS Measure of asymmetric timeliness of accruals and cash fl&@efficient3s from the
following regression
Accr= ot + B1 Dit B2 CR + B3 D*CFi+eq used in
Ball and Shivakumar (2008). Regression is
estimated using quarterly data over the period of
6 years, and requiring at least 20 available quarterly
observations.

CONS_Ol Negative earnings persistence measure (coefffzient
multiplied by -1) from the following regression:
AQOl = ot + 1 Di+ B2 AOli.1 + B3 D*AOli +6&
Regression is estimated using quarterly data over
the period of 6 years, and requiring at least
20 available quarterly observations.

REL_SKEW Difference between skewness of earnings and cash
flows multiplied by -1. To compute these skewness
measures, at least five years of data is required.
Cash flows are computed the same way as in variance of earnings and
cash flows metric.



Other variables:

AR(-3,3) Three-day cumulative size-adjusted abnormal
return around a firm’s quarterly earnings
announcement date (Compustat).

SURP Firms’ earnings forecast error, defined as the differenaedetactual IBES earnings and
median analyst earnings forecast for all forecasts issued within 30 days
of the quarter end. The difference is deflated by the
Compustat stock price in the end of the preceding
fiscal quarter.

BAD_NEWS A dummy variable equal 1 if SURP<O0

Miss A dummy variable equal 1 if a firm misses a
consensus analyst forecast in any quarter.
Consensus forecast is defined as an average of all
forecasts reported in IBES for a particular firm
within 30 days of the firm earnings announcement
date. If more than one forecast is issued by the
same analyst, the latest forecast is taken.

Earn Decr A dummy variable equal 1 if a firm experiences
an annual decline in earnings before extraordinary
items (data #18).
Div Decr A dummy variable equal 1 if a firm experiences
an annual decline in dividends per share,
adjusted by the split adjustment factor (data #26/data #27)
ROA Firms’ earnings before extraordinary items (data #18)
deflated by prior period assets (data #6)

ABSFERR Average analyst forecast error for all forecasts
issued during the period.
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MED ROA Median industry ROA in a particular year for a 4

digit SIC code
MED BHAR Median industry buy-and-hold size-adjusted

abnormal return in a particular year for a 4 digit SIC

code.
INST Average percentage institutional ownership from CDA spectrum databas
RD Firm’s research development expenditures (data #46)

deflated by prior period assets (set to zero if no RD
is reported).

Labor 1-Fixed Assets (data # 7)/Total Assets (data #6)
Loss A dummy equal 1 if ROA<0
Lit A dummy equal 1 if a firm falls into highly

litigious industry ( Matsumoto, 2002).

Dur A dummy equal 1 if a firm is in durable
goods industry (Matsumoto, 2002)

AEarn Change in firm’s earnings before extraordinary items
(data #18)
EDF Estimated default frequency based on KMV

model of bankruptcy (Bharath and Shumway, 2008)

Beta Firm beta from four factor model estimated
using over moving window of 6 years, requiring
at least 60 months of data

Stdret Standard deviation of firm stock returns over 6 years,
requiring at least 60 months of data

MB Market-to-book ratio (data #25*data #199/data #60)
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MVE Natural log of market value of equity
(log(data #25*data #199+1))

LEV Ratio of firms’ total liabilities to total assets
(data #181/data #6)
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Table 1
Sample Descriptive Statistics

The table reports the descriptive statistics ofkine variables in our analysis. The sample consis#dl firms in 2006
CRSP/COMPUSTAT/IBES merged dataset with sufficieatlailable data.

Panel A: Univariate Statistics

Lower Upper
Variable N Mean Std Dev Quartile Median Quartile
BASU_TS 55275 3.060 30.364 -1.903 0.408 3.902
CONS_Ol 48539 0.107 9.923 -0.416 0.180 0.917
CONS_BS 68114 0.080 1.710 0.000 0.000 0.340
NOPAC 43458 0.367 0.260 0.218 0.319 0.460
REL_SKEW 104701 0.871 1.780 -0.240 0.687 1.935
AR(-3, 3) 114885 0.003 0.103 -0.046 0.000 0.049
SURP 70951 0.000 0.017 -0.001 0.000 0.002
MVE 114710 6.027 1.603 4.845 5.890 7.050
MTB 114700 3.172 3.785 1.438 2.221 3.661
LEV 114585 0.471 0.224 0.292 0.476 0.629

Variable Definitions:
All variables are defined in the Appendix.



Table 1
Sample Descriptive Statistics

The table reports the descriptive statistics ofkine variables in our analysis. The sample is rinarfcial firms in 2006 CRSP/COMPUSTAT/IBES mergedaget with sufficiently available data. *,
** and *** indicate significance at the 10%, 5% afhéb level respectively.

Panel B: Pearson Correlations

CONS_OlI NOPAC REL_SKEW AR(-3, 3) SURP MVE MTB LEV ROA
BASU_TS 0.002 0.037 *** 0.033 ***  -0.011 *** 0.002 0.085 ***  0.008 * 0.066 *** -0.014 ***
CONS_OlI 0.054 *** 0.019 *** 0.003 0.002 -0.007 -0.002 0.002 0.004
NOPAC 0.209 *** 0.005 -0.004 0.012 ** 0.129 *** 0.008 * -0.055 ***
REL_SKEW 0.012 ***  -0.010 ** 0.090 ***  -0.018 *** 0.117 *»**  0.004
AR(-3, 3) 0.057 ***  -0.002 -0.023 *** 0.009 ***  0.070 ***
SURP 0.029 ***  0.006 -0.003 0.135 ***
MVE 0.203 *** 0.176 **  0.107 ***
MTB -0.104 ***  -0.046 ***
LEV

0.031 ***

Variable Definitions:
All variables are defined in the Appendix.



Table 2
Conditional conservatism and future negative performance

Panel A: Future negative earnings surprises

The table reports the results of the LOGIT regmssiwhose dependent variable is a dummy variahlalef of a quarterly earnings surprise in year isthegative (for any
available quarter in the subsequent year). The kaispomposed of all firms in 2006 CRSP/COMPUSTIRES/CDA merged dataset with sufficiently availaldata. The
model is estimated using time fixed effects andsteltadjusted standard errors, following Peter@009). *, ** and *** indicate significance at theO%, 5% and 1% level
respectively.

DEPVAR: MISS,,, BASU_TS NOPAC, REL_SKEW,

Full Sample Common Sample Full Sample Common Sample  Full Sample Common Sample

Coef. z Coef. z Coef. z Coef. z Coef. z Coef. z
CONS -0.0007 -1.67* -0.0010 -1.59 -0.1132 -1.57 -0.1073 -0.93 -0.0091 -1.39 .0184 -1.37
ATA -1.37  -9.24 =~ -171 -6.66 ** -1.44 -892 = -170 -656 ** -1.13 -11.69 ** -1.69 -6.55  **
ROA -0.32 -1.48 -0.09 -0.26 -0.17 -0.81 -0.11  -0.31 0.03 0.25 120. -0.35
ABSFERR -569 -3.61 * -6.04 -286 * -527 -3.37 ** -6.04 -287 ** 310 -2.93 ¥ -6.07 -2.87
MED ROA 0.17 0.8 0.15 0.41 0.28 1.22 0.14 0.38 -0.01 -0.06 0.13 0.36
INST, -0.40 -4.43 * 049 -3.38 ** .0.37 -4.02 ** -0.48 -3.3 ¥ .0.23 -3.91 = -047 -3.22 o
RD, -0.37 -1.31 -0.37 -0.76 0.13 0.49 -0.28  -0.58 -0.17 -1.23 360. -0.75
LABOR, -0.24 -55 *=* .024 -353 * .025 -4.85 * .0.26 -3.67 ** -0.28 -8.18 ** -0.25 -3.57 o
LOSS 0.51 6.99 ** 0.63 539 ** 049 6.41 ** 0.63 5.33 ** 0.47 10.2* 0.62 528
LIT, -0.05 -1.15 0.01 0.23 -0.06 -1.33 0.01 0.2 -0.11 -3.76 *=* 10.0 0.09
DUR, -0.05 -1.38 -0.03 -0.5 -0.05 -1.42 -0.03  -0.53 0.01 0.3 -0.02-0.32
AEARN; -0.84 -3.81 *~ -128 -3.32 ** .0.59 -247 * -126 -3.25 ** -0.74 -6.00 * -1.26 -3.27
MVE, -0.01 -0.85 -0.03 -1.52 -0.02 -141 -0.03  -1.79 -0.02 -2.82 *-0.03 -1.76
MTB; -0.01  -1.93 * 0.00 -0.06 0.00 -0.69 0.00 0.21 -0.01 -3.92 0.000.16
LEV, -0.14 -1.66 * -0.14 -1.02 -0.13 -1.36 -0.15 -1.05 0.02 0.38 130  -0.94

N 39,104 14,170 29,301 14,170 65,104 14,170

Pseudo R 0.03 0.03 0.03 0.03 0.03 0.03



Table 2:
Conditional conservatism and future negative performance

Panel A: Future negative earnings surprises (continued)

DEPVAR: MISS,,; CONS_Ol, CONS_BS
Full Sample Common Sample Full Sample Common Sample
Coef. z Coef. z Coef. z Coef. z
CONS§ 0.0013 01 -0.0088 -0.43 -0.0109 -1.11 -0.02 -0.96
ATA, -1.58 -10.02 *** -1.72 -6.68 ** -1.37 -10.1 ¥ -1.72 -6.7 **
ROA -0.21  -1.03 -0.10 -0.28 -0.16 -0.96 -0.12 -0.35
ABSFERR -342 234 * 604 -287 ** 294 -243 ** -6.02 -2.84 **
MED ROA 0.06 0.26 0.14 0.39 -0.07 -04 0.14 0.37
INST, -0.37 -423 ** -0.48 -3.33 ** -0.36 -4.65 **  -0.48 -3.37 **
RD, -0.52  -1.75 * -0.37  -0.78 -0.28 -1.31 -0.35 -0.73
LABOR; -0.26  -5.81 ** -0.24 -3.47 ** .0.27 -6.88 ** -0.24 -3.52 **
LOSS 0.49 6.91 ** 0.63 5.32 ** 047 7.7 0.62 5.31 #x*
LIT, -0.10 -2.55 ** 0.01 0.2 -0.11  -3.07 *** 0.01 0.17
DUR, -0.02 -0.47 -0.03 -0.52 -0.03 -1.03 -0.03 -0.54
AEARN, -1.08 5.1 w127 -3.3 *® .0.85 -4.87 * -1.26 -3.27 ***
MVE, -0.03 -2.14 *» -0.03 -1.74 -0.03 -2.68 ** -0.03 -1.7
MTB, 0.00 -0.87 0.00 0.07 -0.01 -1.79 * 0.00 0.1
LEV, -0.09 -1.00 -0.14  -1.03 -0.09 -1.21 -0.15 -1.07
N 33,793 14,170 42,246 14,170
Pseudo R 0.03 0.03 0.03 0.03

Variable Definitions: All variables are defined in the Appendix.



Table 2

Conditional conservatism and future negative performance
Panel B: Future earnings decreases

The table reports the results of the LOGIT regmrssiwhose dependent variable is a dummy variahlaldgif a firm experiences a decrease in earniregsre extraordinary items in year
t+1. The sample is composed of all firms in 2006SBRCOMPUSTAT merged dataset with sufficiently falgle data. The model is estimated using timedfieifects and cluster-adjusted
standard errors, following Petersen (2009). *, stla** indicate significance at the 10%, 5% and &el respectively.

EARN
DECRyu1 BASU_TS NOPAC; REL_SKEW,

Full Sample Common Sample Full Sample Common Sample | Samhple Common Sample

Coef. z Coef. z Coef. z Coef. z Coef. z Coef. z

CONS 0.00 -0.38 -0.0014 -1.76* -0.29 -5.41 % -0.33 =371 % -0.04 -7.32 %% -0.04 -3.49 %
ATA 1 -5.00 -45.80 *** -5.54 -18.61 *** -4.83 -38.48 *** -5.53 -189 *+* -5.15 -54.35 *** -5.50 -18.45 ***
EDF -0.17 -1.93 ** -0.79 <411 -0.46 -4.34 *** -0.81 -4.22% -0.20 -2.70 *x* -0.79 -4.10 **
ROA 0.80 6.90 *** 0.62 2.14 = 0.32 2.61 * 0.51 1.73 * 0.52 6.24 *** 0.60 2.09 =
AEARN, 0.82 6.65 *** 0.86 3.17 *+* 0.93 6.79 *** 0.97 3.47 *** 0.73 7.8 *** 0.89 3.27 ***
BETA, -0.02 -1.03 -0.06 -1.35 -0.04 -1.29 -0.06 -1.33 -0.01 -0.66 0.06 -1.22
STDRET, 1.76 7.76 *+* 2.51 5.05 *** 1.98 7.36 *** 2.67 5.32 #x* 1.52 8.8 *x* 2.52 5.11 **
MED ROA -0.45 -2.67 ** -0.56 -1.63 -0.45 -2.26 ** -0.60 -1.71 * -0.38  2.75 *** -0.58 -1.66
MED BHAR; 3.91 3.84 2.64 1.47 4.01 2.97 *x* 2.62 1.45 3.79 4.28 *+* &6 1.48
MVE, -0.06 -8.27 -0.04 -2.87 ** -0.04 -4.74 *x* -0.03 -2.59 ** -0.05 -8.58 *x* -0.04 -2.98
MTB, -0.02 -6.00 *** -0.03 -2.83 -0.02 -3.94 #x* -0.03 -2.64 ** -0.02 -5.07 *x* -0.03 -2.80 ***
LEV, -0.04 -0.72 0.15 1.29 -0.10 -1.41 0.14 1.21 -0.13 -2.69 *x* 1. 1.48
N 45,350 11,756 28,064 11,756 50,303 11,756
Pseudo R 0.03 0.08 0.08 0.08 0.09 0.08



Table 2

Conditional conservatism and future negative performance

Panel B: Future earnings decreases (continued)

DEPVAR: EARN

DECR,y; CONS_O|, CONS_BS
Full Sample Common Sample Full Sample Common Sample

Coef. z Coef. z Coef. z Coef. z
CONS -0.03 -2.89 *** -0.04 -2.04 ** -0.01 -1.4 -0.02 -1.16
ATA -5.86 -41.61 *** -5.55 -18.59 *** -5.73 -50.03 *** -5.54 -189 *x*
EDF -0.28 -2.62 ** -0.80  -4.17 ¥ -0.27  -2.99 =+ .0.79 -4, 1%
ROA 0.49  4.04 *** 0.63 2.18 ** 0.45 4.87 *** 0.60 2.08 **
AEARN, 0.83  6.28 *=** 0.88 3.25 *x* 0.63 6.05 *** 0.87 3.19 *+*
BETA, -0.01 -0.39 -0.07  -1.39 -0.03  -1.48 -0.07 -1.41
STDRET; 157 6.13 ** 2.50 5.03 *** 1.37 6.6 *** 2.47 4,96 ***
MED ROA -0.20 -1.08 -0.55 -1.60 -0.35 -2.33 -0.58 -1.66
MED BHAR; 409  3.78 *** 2.61 1.45 3.23 3.47 ** 2.59 1.44
MVE; -0.05 -6.44 **=* -0.04  -3.11 ** -0.05 -7.05**  -0.04 -3.01 **
MTB; -0.02  -4.96 *** -0.03  -2.83 *** -0.02 -4.29*  -0.03 -2.78 **
LEV, -0.05 -0.82 0.16 1.36 -0.15  -2.66 ** 0.15 1.29
N 29,190 11,756 38,676 11,756
Pseudo R 0.09 0.08 0.1 0.08

Variable Definitions: All variables are defined in the Appendix.



Table 2

Conditional conservatism and future negative performance

Panel C: Future dividend decreases

The table reports the results of the LOGIT redoesswhose dependent variable is a dummy variajelel if a firm experiences a dividend per shaerelase in year t+1.
The sample is composed of all firms in 2006 CRSAMPBOSTAT merged dataset with sufficiently availadkta. The model is estimated using time fixedat§ and
cluster-adjusted standard errors, following Pete(2809). *, ** and *** indicate significance atéhl0%, 5% and 1% level respectively.

DEPVAR: DIV DECREASE ., BASU_TS NOPAC, REL_SKEW,

Full Sample Common Sample Full Sample Common Sample Full Sample Common Samp

Coef. z Coef. z Coef. z Coef. z Coef. z Coef. z
CONS§ 0.00 0.50 -0.0016 -0.84 -0.72  -491** -0.73 -3.15 % 0.05 3.57*  0.04 1.77*
ATA -1.06 -7.25**  -1.39 -4.73 *** -1.12  -6.56 *** -1.30 -4.45 ** -1.07 -7.94 ¥+ -1.45 -4.98 ***
EDF 0.64 3.90 *** 0.16 0.45 0.62 3.26 ** 0.12 0.35 0.77 5.38** 0.12 0.34
ROA, 0.95 3.03 *** 1.18 2.07 ** 0.88 239 **  0.96 1.62 121 421 ** 1.27 2.19 **
AEARN; -4.11 -11.64 =  -4.80 -6.47 *** -4.09 -10.11 *** -4.73 -6.38** -3.79 -11.75 *** -4.85 -6.60 ***
BETA; 0.33 4.92 *** 0.36 2.98 #x* 0.32 4.26* 0.35 2.96 ** 0.35 5.54* 0.35 2.89 #xx
STDRET, -14.23 -16.14 *** -14.54 -8.91 *** -14.83 -14.21 *** -13.89 8.67 *** -15.37 -18.25 *** -14.67 -8.95 ***
MED ROA -0.36 -0.83 -1.44 -2.19 ** -0.98 -1.96 *  -1.49 -2.27 ** -0.02-0.06 -1.44 -2.21 **
MED BHAR; -1.10 -9.37 ¥ -0.62 -2.89 *** -0.92 -6.43** -0.66 -3.04 ** -0.96 -8.63 *** -0.61 -2.86 ***
MVE; -0.16 -859 ¥  -0.16 -4.7 w* -0.14 -6.26 ** -0.15 -4.33 *** -0.14 -8.13 ** -0.16 -4.79 **x
MTB; -0.04 -3.33*  -0.07 -3.37 **=* -0.06 -4.59 *** .0.07 -3.19 ** -0.04 -3.76 ** -0.07 -3.39 ***
LEV, 0.78 5.95 *** 0.91 3.5+ 0.74 46 *  0.90 3.46 *** 0.62 4.95* 0.90 3.45
N 41,509 11,744 28,023 11,744 50,225 11,744
Pseudo 0.07 0.07 0.0¢ 0.07 0.0¢ 0.07
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Panel C: Future dividend decreases (continued)

Table 2:

Conditional conservatism and future negative performance

DEPVAR: DIV DECREASE CONS_O|, CONS_BS

Full Sample Common Sample Full Sample _Common Sample

Coef. z Coef. z Coef. z Coef. z
CONS§ -0.06 -2.33 ** -0.06  -1.43 -0.05 -2.18*  -0.10 -2.46**
ATAu -1.17 -6.49 ¥ -1.38  -4.71** -0.98 -6.15** -1.37 -4.74 **
EDF 0.74  3.69 *** 0.14 0.39 0.80 454 **  0.16 0.46
ROA 0.77 213 * 1.19 2.08 ** 1.04 317 % 1.8 2.08 ***
AEARN; -3.93 -8.75%* 474  -6.37** -3.58 -95%* -480 -6.55 ***
BETA, 0.39 4.78 *** 0.36 2.96 *** 035 4.73** 0.35 2.92 **
STDRET, -16.44 -14.31 ** -1446  -8.85** -15.65 -15.45 ** -14.63 8.97 **
MED ROA, -0.26 -0.54 -1.43 217 % -0.10 -0.22 -1.49 -2.27 ***
MED BHAR; -0.84 -5.92 ¥  -0.62  -2.89 *** -0.88 -6.7** -0.63 -2.94 wx
MVE; -0.16 -7.06 ** -0.16  -4.81** -0.14 -7.09 ** -0.16 -4.77 **
MTB, -0.04 -2.69 ** -0.07 -3.36 *** -0.03 -2.96 ** -0.07 -3.3 ¥
LEV, 0.71 429 * 0.92 3.54 *** 0.81 556** 0.93 3.56 ***
N 29,144 11,744 38,610 11,744
Pseudo R 0.08 0.07 0.08 0.08

Variable Definitions:

All variables are defined in the Appendix.



Table 3

Conservatism and market reaction to bad news at quarterly earnings annouements

The table reports the results of the OLS regressidiose dependent variable is three-day size-adjadinormal return around a quarterly earnings @meement date. The
sample is non-financial firms in 2006 CRSP/COMPUSNBES merged dataset with sufficiently availabé#ad The model is estimated using time fixed ¢$fead cluster-
adjusted standard errors, following Petersen (20093 and *** indicate significance at the 10%%5and 1% level respectively.

DEPVAR: AR, NOPAC, , REL SKEW .,

FULL SAMPLE COMMON SAMPLE FULL SAMPLE COMMON SAMPLE
Parameter Estimate t Value Estimate t Value Estimate lue/a Estimate t Value
Intercept 0.01 5.14 okk 0.01 4.25 rokk 0.01 12.84 dokk 0.01 6.99 okk
SUPR 0.00 0.09 0.15 1.33 0.09 3.13 ok 0.10 2.15 **
CONS§; 0.01 2.36 *x 0.01 1.74 * 0.00 1.09 0.00 1.68 *
SURP{*CONS, 0.17 0.86 -0.02 -0.06 0.14 4.29 okk 0.18 2.73 Hohk
BAD_NEWS -0.02 -9.36 ok -0.02 -7.93 ok -0.03 -31.00 ok -0.03 -15.2 o
SURP*CONS; *BAD_NEWS; -0.07 -0.44 -0.31 -1.16 -0.18 -3.97 dokck -0.21 -2.6 i
CONS..*BAD_NEWS; -0.02 -3.75 ok -0.01 -1.67 * 0.00 -1.53 0.00 -2.38 *
N 28,344 15,715 64,904 15,715
R 0.03 0.03 0.03 0.04
DEPVAR: AR, CONS_Oi, CONS_BS,

FULL SAMPLE COMMON SAMPLE FULL SAMPLE COMMON SAMPLE
Parameter Estimate t Value Estimate t Value Estimate lueva Estimate t Value
Intercept 0.01 12.21 ok 0.01 8.01 ok 0.02 13.65 ok 0.01 ™ ok
SUPR 0.12 3.07 okok 0.11 2.34 *x 0.17 3.82 ok 0.10 2.23 *x
CONS; 0.00 0.42 0.00 -2.47 o 0.00 3.46 ok 0.00 -1.08
SURP;*CONS; 0.07 2.38 ki 0.10 1.85 * -0.01 -4.02 0.02 1.16
BAD_NEWS -0.03 -25.77 okk -0.03 -18.75 okk -0.03 -27.09 okk -0.03 -181 rokk
SURP,*CONS,; *BAD_NEWS; -0.05 -1.36 -0.08 -1.53 0.00 1.48 0.01 0.11
CONS..*BAD_NEWS; 0.00 -0.32 0.00 5.1 Fokk 0.00 -3.44 okk 0.00 0.84
N 30,929 15,715 39,080 15,715

Variable Definitions: All variables are defined in the Appendix.



Chapter V

Conclusions

Although conservatism has been widely viewed as a mechanism to erdebic
contract efficiency, we know little about whether a firm comtuaitits pre-contracting
level of conservatism and the factors that affect this comemtm My first essay
provides evidence that firms are, on average, committed to their previcy
conservatism level and, therefore, that conservatism is indeeteativeftool to enhance
debt-contract efficiency. This research also provides debt holdgrsmyplication that
firms with a high expected cost of breaching covenants will iasentives to deviate
from the pre-contracting level of conservatism after borrowing.

The evidence in the second essay suggests the financial mddkeisrenay be
another channel through which countries may influence firms’ finamegobrting.
Contrary to changes in regulations regarding disclosure and audil&sg which directly
affect firms’ accounting quality, our evidence suggests that aedse in lending market
competition may indirectly affect financial reporting by imprayifirms’ incentive to
produce higher quality statements. The evidence also provides aergyegive to the
potential effects of greater credit market competition on lendétegionships and the
supply of credit to informationally-opaque firms. Our evidence sstggthat firms’
inherent opaqueness may not be completely fixed.

Our findings from the third essay have important implications foroanting
regulators and policy-makers. First, we explicitly establish ¢baditional conservatism has
some, albeit small, informational benefits in the form of reduced pidlyeof future bad

accounting news. Our finding of some positive valuation effects faserwatism suggests



that the market rewards these properties of conservatisnws@nelbeit not in great degree.
Thus, considering these effects is also important in the processeérgence of the U.S.
GAAP to IFRS. IFRS is also influenced by the fair value prircijhleone, 2007), and some
have argued that abolishing conservatism will result in the dbsmportant benefits of

conservatism (Watts, 2003).
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