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Abstract

In this End of Mater Project, we analyse the most relevant empirical and theoretical
papers and main ideas behind them. Following academic work made us understand
what is the role of accounting information in the improvement of debt contracting and
how it achieved this, among different mechanisms. Here we are focusing our
attention on two different theories, The Agency theory and The Incomplete contract
theory. We consider really important the differences between two of them and how
they, together, influence contract making. Furthermore, we base our analysis on
different type of covenants included in both theories, as well as on the impact of
accounting conservatism to risk reduction or at least risk perception. Finally, we
explain importance of existence of renegotiation process both, ex-post and ex-ante.
All this in order to understand how debt covenants are made, why lenders rely on

them and why in different case scenarios they play completely different role.
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1. Introduction

For the last centuries people and companies were trying to ensure deals in writing.
Contracts are the usual way of protection when doing business. They have changed
over the years, have been improved and nowadays they include some mechanisms
that increase their efficiency. One of these mechanisms are covenants representing
restrictions that usually rely on the borrowers” accounting information. Today’s debt
contracts usually rely on covenants, almost 90% of these kind of contracts in the US
between 1995 and 2005 included 1 or more of them (Roberts and Sufi, 2009). This
can give us an idea of the importance of covenants in contract theory and that is why
we are interested in how covenants, hand in hand with accounting information,

increase the efficiency of debt contracts.

In this End of Mater Project, we analyse the most relevant empirical and theoretical
papers and main ideas behind them. Following academic work made us understand
what is the role of accounting information in the improvement of debt contracting and

how it achieved this, among different mechanisms.

In the second section we present two theories that explain how accounting-based
covenants increase the efficiency of debt contracting. The first one is the Agency
Theory, which claims that accounting based covenants decrease the agency costs
by aligning the conflict of interest arisen between borrowers and lenders. On the
other hand, there is the Incomplete Contract Theory that claims existence of a scope
for opportunistic behaviour after the debt is issued, due to the incompleteness of
contracts.* Opportunistic behaviour means that the company manager can act on
behalf the stockholders in detriment of debtholders welfare. Both theories are
complementary because they have different approaches to the problem, giving a
wider understanding of the role of accounting information in the improvement of the
efficiency of debt contracting. We also discuss the point of view of both theories
when different problems arise. Following, we present the role of accounting

conservatism in the efficiency of debt contracting. Accounting conservatism has an

4 A contract is incomplete when it cannot foresee the different states of the world within it.



important role in debt contracting as it can show the real state of nature of the
borrower, reflecting then the exact credit risk of the borrower (known as contractibility

of accounting information).

Section three is reserved for the summary of the other main papers used for the
purpose of writing this End of Master Project. The idea with it is to give a wider view
of resources and ideas we had while writing it. Even though those are not all papers
used, we thought they represent core stones of our research and we wanted to
present two different things. In first place, having discussions about development of
debt covenants throughout history and on the other, talking about renegotiation in a
case that debt contract is not ex-ante efficient (before the debt is issued). After
discussing two mentioned theories we focus on impact of accounting conservatism
in debt contracting. Realizing how important conservatism is for lenders, especially
if it has been used for the years. Later on we want to emphasize existence of different
types of covenants used and how their presence lowers the risk of lenders. Moreover,
we highlight reasons for taking into account public not private loans. This way we
rounded the first part of our research and then we move to renegotiation as the other
way of solving possible disagreements.

In the last section we point out to main unanswered questions already mentioned
throughout the paper. Besides, we try to demonstrate our point of view based on the
research we've done. This all, according to the literature used and quantitative

research they have shown in the papers.

2. The Agency and The Incomplete Contract Theories, and the Role of
Accounting Information in Debt Contracting

2.1. The Agency Theory

Jensen and Meckling (1976) defined agency relationship as a contract arranged by
a person called “the principal” (can be seen as the owners of a company), with

another person called “the agent” (can be seen as the top managers of a company),



to perform a couple of activities that involve giving decision making authority to the
agent. As people are rational individuals, according to the economic theory they are
utility maximisers, there are reasons to think that the agent is going to pursue his
own interest, which in some cases is going against the principal’s interests. In order
to prevent this and to ensure that the agent is going to take decisions that benefit
the principal, the principal has to give incentives and also has to incur in some costs,

called agency costs as follows:

1. The monitoring expenditures by the principal, through budget restrictions,
compensation policies, among others;

2. The bonding expenditures by the agent;

3. The residual loss, defined as the loss in the principal’s welfare caused by

some decisions taken by the agent.

The agency relationship can be extent to the relationship of an owner manager of a
firm (as the agent) and the outside shareholders (as the principals). After providing
financing, as outside shareholders bear a portion of the costs arisen due to owner-
manager’s decisions, the owner-manager losses incentives to follow unproductive
activities, arising agency costs. As portion of the company’s ownership of outside
shareholders’ increase compared to the owner-manager’s ownership, the agency

costs increase for the outside shareholders.

In order to mitigate the agency costs arisen in outside equity financing, company
may rely on debt financing rather than outside equity financing. As debt financing is
a fixed claim (equity is not a fixed claim) the owner-manager internalizes the cost
and benefits of his actions, gaining the proper incentives, but he also gets incentives
to invest in riskier projects even though knowing this could destroy company’s value
(this is known as asset substitution). This can be explained by point of view where
equity claims can be seen as call options in the company’s assets, where if the payoff
is positive the owner manager is getting all the profits, but if the payoff is negative
the losses are going to be transferred to the debtholders who are going to bear them.

As the portion of debt financing increases respect to the portion of equity financing



within the company, the owner-manager is going to have higher incentives to take
more risk (Christensen, Nikolaev and Wittenberg-Moerman, 2016).

The conflict of interest arisen between debtholders and equity holders leads to other

agency costs, such as (Jensen and Meckling, 1976):

1. The opportunity wealth loss caused by the impact of debt on the investment
decisions of the firm;
2. The bonding and monitoring expenditures incurred by both the owner-
manager and the debtholders;
3. The reorganization and bankruptcy costs.
The optimal combination of the capital structure of a company is given when the
marginal agency costs of equity equal the marginal costs of debt. As outside
shareholders and debtholders are rational investors, they discount the agency cost
arisen, so the owner-manager is the one that carry them. As a result of this, the
owner-manager needs a mechanism, such as issuing debt with a set of covenants,
which makes him have more incentives to hurt less the welfare of both, debtholders
and outside shareholders (Jensen and Meckling, 1976).

It is important to highlight the role of accounting information: it enhances debt
contracting efficiency by minimizing agency costs (i.e. contracting costs). This is,
managers are enforced by covenants not to take some actions included in debt
contracts. Here is not about allocation of the decision rights but about vetoing
possibly harmful decisions when certain conditions are met. It is usually that
conditions, set as triggers, are the ones to show potential crisis existence or
probability. Prevention comes in the form of debt covenants and it appears to restrict
actions that can lead to additional costs. Those managerial actions are the ones that
can make debtholders lose value of their debt securities in the company. Covenants
usually rely on accounting information, restricting dividend payments, investment
activities, the possibility of issuing new debt, among others. The idea behind, is that
owner-manager’s decisions will be influenced through incentives or strict limitations

after debt is issued. (Christensen et al., 2016).



In some cases, covenants can limit the owner-manager to take optimal actions,
leading to reduction of the profitability of the company, affecting then future cash
flows and the value of the owner-manager’s claims. This, added to the cost involved
in subscribing covenants and making the owner-manager to comply with them are
considered as monitoring costs. As we explained before, debtholders don’t carry
agency costs, but the owner-manager do, therefore, he has to assure that these

costs are the lowest possible (Jensen and Meckling, 1976).

One more reason to choose mostly accounting information as the base for covenants
lies in their conservatism. Based on timely loss recognition, impairment principle and
lots others, they assure the lowest value of the assets and highest value of liabilities,
allowing bad state to be spotted as soon as possible. To one, this might seem
insignificant, but it reduces worries and therefore costs, especially in debt contracts.
Since in Europe debtors are mostly banks, which are conservative by nature,
importance of having conservative numbers in the book increases. Despite of this,
as it can be seen later in the paper, they require less covenants than in public debt
contracts. This is because they can acquire all information immediately and directly
from the board of directors and not relying on the public information provided by

company.

If project is profitable performance covenants won’t apply since they are supposed
to early indicate and prevent crisis, if everything is going as planned there is no
reason to prevent managers from taking actions, as they consider them the right
ones. On the other hand, capital covenants will prevent shareholders to reduce level
of equity, even though project is profitable. As measure of precaution these
covenants forbid lowering equity below some point (regardless of the state in which
company is in). In good state, this prevents them from extracting the equity for their
sake, and in bad state it means they will not be able to invest in bad projects or

withdraw their part after certain conditions are met.

The agency theory is still not able to answer all questions arisen in practice, which

means that there is a lot more research that has to be done. For instance, the
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agency theory does not consider the role of decision rights, which make come up
some questions that are not answer by this theory (Christensen et al., 2016):

1. Why do many debt contracts include relatively few covenants? Considering
the agency theory perspective, it is expected that a debt contract should
incorporate lots of covenants combined with multiple performance indicators;

2. Covenants are renegotiated usually in situations different to financial
distressed situations, leading to ask: what is the purpose of committing to
covenants if they are being renegotiated later;

3. Why do lenders actively participate in companies’ governance by influencing
investing and financing decisions or even though by replacing the companies’
managers;

4. Financial covenants don’t seem to align directly both shareholders and
debtholders interests because covenants are frequently renegotiated, this
goes against the initial purpose of committing to them.

Meanwhile, there is the incomplete contract theory, which covers some issues
guestioned that are not answered by the agency theory. This theory allows us to get
better understanding of the topic and why covenants and accounting information are
so important in debt contracting. This doesn’t mean that one is more useful than
other; it just means that one has another approach to the problem, giving us a wider
view of it. That’'s why we see them as complementary theories. We will now focus

on the incomplete contract theory and the questions it covers.

2.2. Theincomplete contract theory

An incomplete contract is the one that, in the moment it was signed (ex-ante), it is
not able reflect every possible state of nature and every possible decision a manager
can make in the future, and also there are things that are contained in the contract
that might not be enforceable because they cannot be verified by a third party. This
can be explained due to the high costs of making contract to reflect all possible

scenarios above (Christensen et al., 2016).
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Coase (1937) argued that prices and contracts are costly to rely on in order to
coordinate some economic activities. This is due to the need of price discovery and
the need of comprehensive long-term contracts negotiation, which can be, both, time
consuming and costly. He also argued that long term contracts can only establish
the limits of what is expected from both parties to do or restrain from doing. Left to
clarify in the future are exact details of acceptable behaviour. Other authors such as
Klein, Crawford and Alchian (1978) claim that after a deal is closed, opportunistic
behaviour arise between the both parties, leaving just 2 mechanisms that prevent
this it:

1. Contracting - more expensive than vertical integration and “a contract
therefore may be clearly enforceable but still subject to post-contractual
opportunistic behaviour” (Klein, Crawford and Alchian ,1978; page 301);

2. Vertical integration — referring to strategy of acquiring businesses within the
same production vertical (backward or forward). It can help reducing the costs
and improving efficiency. However, sometimes, because of job delicacy it is
better to rely on known sources then to acquire other businesses and

managing them without required know-how.

In extension to the previous theories, Groosman and Hart (1986) argued that as it is
usually expensive to specify certain actions in a contract and that’s better for one
party to purchase all rights, but only those which are written in the contract. The
purchase of those remaining control rights is meant as “ownership”. They conclude
that “ex-ante efficiency of the relationship between 2 parties will depend on how
residual rights of control are allocated. [...] the incompleteness of a contract is the
source of our conclusion that the distribution of property rights has efficiency

consequences” (Groosman and Hart, 1986; page 718).

The incomplete contract theory mainly focuses on economic benefits of one party to
sell the control rights to other. By assigning this control rights to the party with right
incentives problem can be solved, translating into a complete contract. In line with
Coase (1937), as the contract cannot reflect every possible scenario, the future

contingencies are yet to be determined and they will be taken into account during
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renegotiation process. Thus, contracts may consider the way to allocate control
rights when there are different possible scenarios in future which are not taken into
account. The main problem of the incomplete contract theory is when, due to the
incompleteness of a contract, an opportunistic behaviour arises. This problem is
known as hold-up problem (Christensen et al., 2016). It arises when one party
(manufacturer) makes a big sunk investment and enter in a negotiation with another
party (trader) to trade their products. The trader gets bargaining power due to the
need of the manufacturer to recover and get profits on the investment he just made.
Due to this higher bargaining power, the trader can benefit by appropriating some
gains from the manufacturer, arising a distortion of the investment incentives of the
manufacturer (Hermalin and Katz, 2009). This can be seen as an opportunistic
behaviour of the trader, who is expropriating rent from the manufacturer, which make
place for the scope of opportunistic renegotiation to appear (Christensen et al., 2016).
According to Christensen et al. (2016), the hold-up problem can be extent to debt
contracts, where the borrower threatens the lender with the idea of going into a high
risky project (that was known by the lender) after the debt was issued. Due to this,
the borrower assures existence of renegotiation process of debt conditions as well
as his position in it (Dewatripont and Maskin, 1995). On the other hand, a lender can
threaten to recall debt earlier, before the project has been done (Sharpe, 1990).
Therefore, the hold-up problem can be mitigated by assigning control rights to the

party that is subject to create higher value (Christensen et al., 2016).

Zender (1991) claimed that when liquidation is efficient, creditors are supposed to
take over control. In this case, ex ante influence is not obtained by contract design,
but with possibility of shifting control rights. Efficiency is determined by ability to
allocate control to one that has the best incentives. Shareholders usually have the
highest incentives to maximize value because they are receivers of the last resort,
nonetheless it might be the case that, at some point, someone else is better to take

the power.

Huberman and Kahn (1988) emphasize both, ex ante and ex post importance of

contractual clauses because they influence renegotiation. These clauses that shift
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the power shape the renegotiation outcome in future and improve ex-ante incentives.

Thereby, renegotiations are sort of threat for managers to behave.

Usage of accounting information is completely different than in the agency theory.
Here they refer to new, upcoming information that will change how things should be
done and were inaccessible at the point of making the contract. Therefore, they will,
at some point, be incomplete and that incompleteness will lead to deadweight losses.
Basic idea lies in determining when new state occurs, which is not covered by
primary contract. To do so, they use accounting-based covenants. Now, as
previously mentioned, someone could ask why they don’t use market mechanism
such as prices and contracts. According to Christensen et al. (2016), Coase (1937)
ague that they are costly because prices have to be discovered and contracts
negotiated. Moreover, the same opportunistic behaviour incentives could lead to
contract incompleteness on purpose. This means that they allocate control rights to
one that has right incentives, but without saying which action should be taken. When
threshold is breached allocation of control takes place, and those financial covenants
are showing the state of the world of borrower. Further renegotiation relies on
covenant that has been breached more than on initial contract. This allows increase
of bargaining power of damaged party and will assure that, in future, conditions are
met in a sense that interest of all stakeholders are followed and for value to be

maximised.

On the other hand, monetary incentive schemes are not considered enough in this
framework, cash flow and decision rights are used to complement it. This could be
because sometimes is way more efficient to allocate decision rights and then make

proper incentives for managers through salary and bonuses.

2.3. Comparison and discussion

A project depends on the decision-making of an entrepreneur and future state of
economy, both of them are non-observable. Entrepreneur cares about monetary and

private benefits, while investor cares only about monetary benefits. Private benefits
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can be all different, non-monetary compensations, which add value for entrepreneur
and for investor could be completely useless. Since it is impossible for entrepreneur
to internalize all costs and benefits due to the fact that investor has to earn something,
this problem has to be solved differently. In the papers, there are two solutions

proposed:

1. Make a contract in a way to align incentives of both, however this would be
quite costly;
2. Division of control and cash flow rights as separate contracting instruments —

when one doesn’t work, apply the other.

Both theories deal with how to protect stakeholders’ rights and the value of their
investment, but they are looking at the problem from different perspective and
therefore they offer different solutions. As previously mentioned, they go from
preventing managers from taking unwanted actions through shifting control rights to
other parties, but all with the same goal — protect stakeholders and value of their
stakes. To do so, they have to cope with different mechanisms and to find a way
around to handle all possible problems that might occur meanwhile. That being said,
we must not consider them competitive or sufficient on their own because only with
combination of two we will be able to see the full picture and determine what the best

choice is in order to preserve the value.

Christensen et al. (2016), distinguish on how both theories address contracting

problems:

a. Control rights vs Incentive schemes
When talking about the incomplete contract theory it is very important to
understand how control rights influence incentive schemes because, as indicated
before, they will have enormous impact on the decision-making process. Their
actions will determine the way of handling problems and which investments are
undertaken. This will further generate costs. For them to exist, ineffective
activities have to be done. There are two ways of ineffective activities: observable
and unobservable. With observables is not a problem since they can be
penalized or forbidden. We can pay managers by their performance if their
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actions are observable, therefore they will have to pay attention on how they act
and costs will automatically be reduced, for some portion at least. Others are not
S0 easy to spot, thus might be included through incentive schemes. This partially
aligns interests of managers by tying their monetary compensation with firms’
performance. Problem occurs when it is not observable how hard agent works
and if he has been unlucky or not, if any of those is observable problem will not
exist. Covenants that have been used to resolve the problem of unobservability,
such as restriction of dividend pay-out, are accounting-based. This being said,

one can see the importance of accounting-based information.

. Covenants and lender opportunity

Agency costs could occur due to actions of all stakeholders, not only tied to
managerial actions. Opinion in academic papers is that both, lender and borrower
can behave opportunistically when they have decision rights. Accordingly,
lenders” opportunism is as big concern. For example, if debtholders have control
rights, they will have incentive to act in a way to repay the debt as soon as
possible and some project with positive NPV might won’t be undertaken. It would
be even more expressed than in debt overhang problem. Consequently, it has to
be considered when making decisions about power allocation, but it is not given
any attention in the agency costs theory due to impossibility of decision power
shifting. They are more focused on borrowers’ opportunism which could be easily
solved by giving lenders full power, if they were not to act with any bias. Inasmuch
as highly unlikely for them to act without bias, we can conclude this represents
one of the problems for the theory. Dealing with things of this importance and
missing one of the main parts has to be mentioned and solved in some way. On
the other hand, the incomplete contract theory is to address both opportunistic
behaviours. This is demonstrated in power shifting according to the one with the
most appropriate incentives. Therefore, we could say that this problem occurring
in one is not occurring in the other theory. However, that doesn’t mean that one
is better or flawless, it just means that this part is covered in more efficient way

in the incomplete contract theory as opposed to agency costs theory.
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c. Control renegotiations
Jensen and Meckling (1976) don’t consider it, even though it has quite an
important role. Without existence of renegotiations it would be silly talking about
agency theory at all since they solve debt overhang problem via ex-post
renegotiation. If thinking about the incomplete contract theory it is even more
straight forward how important renegotiation is.

After going through all aspects that agency theory covers, we have to take into
consideration flaws that one has, otherwise we would not be able to fully understand
and explain the theory itself and its usefulness. Namely, some questions are left
unanswered. Firstly, why do many debt contracts include relatively few covenants?
Accounting based covenants are frequently renegotiated outside financial distress,
leading to following question. What is the value of committing to a covenant if the
covenant is subsequently renegotiated? Third, why do lenders actively participate in
firm governance by influencing investment and financing decisions or even by
replacing the management? Finally, it is difficult to understand the purpose of some
financial covenants that don’t appear to directly limit or incentivize the borrower’s
actions but require adherence to pre-specified performance thresholds (Christensen
et al., 2016; page 403). Again, we see that the incomplete contract theory covers
this part more carefully. This is due to importance of renegotiations in this theory,

otherwise, it wouldn’t have the basis to exist.

2.4. Accounting conservatism and its importance

As it was mentioned before, control rights allocation is the first-choice solution
according to incomplete contract theory, because future renegotiations will go in
favour of stronger party, giving it more bargaining power. They consider them as ex-
ante efficient. Only because of knowledge of them shifting, one who has it will act in
the best interest of all parties. Accounting information is really important in this case
because it shows when control rights should be shifted according to underlying state
of nature of borrower. As a result of its conservatism and prudence it will show bad

state sooner than some other indicators. GAAP and IFRS allow some flexibility in
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showing the data and it's up to manager to choose in which way it will present
information and how conservative it will be, but once chosen it should be maintained
because otherwise will have bad reputation implications. Here, again, conservative
option has its importance because the more conservative the books of some
company are, the more confidence public has about their whereabouts and their

actions.

3. Prior Related Empirical Literature

In this section we want to discuss three different papers we mainly used for the
researching of this topic. In order to show most recent, relevant data and to present
our view and conclusions about accounting information and debt covenants we had
to go deeper into the topic, reading more than these three documents with the idea
of getting a wider understanding, but our main focus was in those 3 papers. We
consider them core stones of our research and the main ideas showed in this paper
come from them. First we will talk about two closely related papers “Debt covenants
and accounting conservatism” by Nikolaev (2010) and “Capital versus performance
covenants in debt contracts” by Christensen, H. and Nikolaev, V. (2012). They are
mainly focused on how covenants influence debt contracts and what information do

they take into account and why is, indeed, their importance in debt contracting.

Third paper is somehow different, looking on another aspect of the problem which is
renegotiation of financial contracts. How does renegotiation work in real life, what
are the advantages and disadvantages of it? Paper mentioned is “Renegotiation of
financial contracts: Evidence from private credit agreements” by Roberts, M. and
Sufi, A. (2009).

We will present summary of the 3 previously mentioned papers, from the point of
view to refer to what we are writing. It can be seen, later on, that majority of data
used is from the US and this is due to availability of it. Namely, in the US, companies
are enforced by law to publish in their annual reports what are the conditions that

their debt contracts rely on, including the covenants their debt contracts are based
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on. That is the main reason why this information is easily accessible. On the other
hand, there is no such regulation in Europe so all the data collected is not perfectly

reliable at all.

In this part we want to make clear distinction between private and public debt and
their usage. We want to show of which importance is for choosing covenants and
how lenders decide whom to give benefits when lending and in which to include strict

rules.

Finally, the data provided in each paper shows the same thing. Having private or
public debt will certainly determine number and how strict are the covenants included.
Moreover, it will show the type of covenants used in debt contracts and its influence.
The last but not the least, it will demonstrate how renegotiation influence contract
making and whether it reduces the risk within contracts.

3.1. Debt covenants and accounting conservatism, Nikolaev (2010), Journal

of Accounting Research

The author tests whether firms that rely on covenants in their public debt contracts
recognize economic losses in earnings faster, meaning whether they are more
conservative. He followed Basu (1997) in order to measure the timely loss
recognition as the degree of recognition of losses over economic gains and is basing
his testing on the sample of 5000 public debt contracts. Main question is whether
that influence the way they recognize economic losses in accounting earnings. It is
important because from it depends how and when covenants will apply. Conclusion
is that existence of covenants is positively related with timely loss recognition. With
this we think about how conservative firm is and whether that depends on public debt
it has.

The first thing to be noticed is that focus is on public, not private debt in his sample.
This can be explained by what he said in the paper about banks already monitoring,
while on public market bondholders have troubles obtaining inside information on
time. This especially due to the lack of monitoring incentives. Private debts are

stricter when it comes to financial ratios than the public ones. Moreover, private
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debts are looking for monthly compliance while public ones require yearly time frame.
Therefore, public debtors will have higher need for making strict covenants, based
on conservatism and including them into contracts. As already mentioned,
covenants are there to prevent managers to take decisions that go against debt
holders and for this to be possible it is important for accounting system to recognize
potential problems as soon as possible. Even though it is not to expect that all
problems will disappear with existence of covenants, it is more likely that managers
will behave more than they would without them. This especially applies to distress
times, where timely loss recognition is supposed to improve efficiency of covenants.
Importance of timely loss recognition can also be seen before getting into distressed
situation because, if used, it provides good reputation and allows easier access to
public debt market. Hand in hand with it goes threat of litigation, since auditors are
obliged to check compliance with the covenants they are more open to litigation and
therefore they will be more cautious. So, as already stated, there are 2 reasons

behind the increase of the demand for timely loss recognition:

1. Good reputation for easy access to public markets (Diamond, 1991), the
untimely recognition of losses tarnishes the reputation of the company in the
credit markets, affecting the ability of the company to look for resources in the
debt markets in the future. Thus, company will not have the incentives to
demand timely loss recognition if the firm is not in trouble (Fehr, Brown and
Zehnder, 2009);

2. Timely loss recognition is influenced by the threat of litigation (Basu, 1997).
Litigation threat arises when a company is approaching a default situation
(Lys and Watts, 1994) and the failure of the company’s ability to disclose the
bad news increase its legal liability (Skinner, 1997), and as the company’s
auditor is often required to comply with a report statement that certifies that
covenants weren’t violated, it exposes him to risk. Thus, debt contract that
relies on accounting covenants makes the auditor to be more conservative.

To emphasize the importance of taking into account public, not private debt, the
authors highlight three economic differences between private and public debt:
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1. Covenants in private debt are stricter compared to public debt, this means
that covenant violations are more common, leading a renegotiation of them,
which make the private lender having even more control over the company’s
decision, reducing then the risk of expropriation of debtholders’ wealth;

2. Public debt has a range of negative covenants that rely on accounting
information. This is explained by the high cost of a renegotiation due to
violation of covenants, given by the high number of debt holders;

3. Private debt contracts usually require quarterly or even monthly compulsory
covenants compliance, while public debt contracts require annual compliance.
This allow managers to have longer period to act in an opportunistic way
before anyone is able to obtain already existing information.

Things above suggest that public debt holders may be more concerned about the
degree of timely loss recognition than private debt holders, thus in bigger need of
covenants to protect them. Therefore, more important for the survey to show how
important timely loss recognition is for them. Accordingly, however helpful the
covenants are in more than one way, one has to pay attention to trade-off between

costs and benefits of using them.

Moreover, the author emphasize how timely loss recognition can improve the

efficiency of debt contracting:

1. Makes easier transfer of decision rights to debtholders;

2. Makes the signal role of covenants to be spotted easier.
This because when company approaches distressed situation, timely loss
recognition makes an early transfer of key control decisions to bondholders (or
prevents managers from taking some actions, depending of which theory framework

we are in). This becomes more important when the debt contract relies on covenants.

About main hypotheses in his paper, we can distinguish more than mentioned below,

but for the purpose of our research we will focus only on two:

- H1: Timely recognition of economic losses increases with the use of debt

covenants in public debt contracts;
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- H2: Companies that rely on debt covenants more extensively exhibit a greater
increase in timely recognition of economic losses following debt issue.
In order to test the relationship between covenants and the degree of timely loss
recognition, he followed Basu (1997) and measured the accounting conservatism
allowing the degree of covenants used to influence the effect of bad news on
earnings. Both models below use 10 year rolling window that takes the prior 5 years
before the debt issue and the following 5 years after the debt issue.

He estimated the following regression (1):

E¢

= a0+a1*D*(Rett<0)+a2*Rett+a3*D*(Rett<O)*Rett+ﬁ0*

Pty

Restircty + 1 * D * (Ret, < 0) * Restricty + [, * Ret, * Restricty + 3 * D * (Ret; <
0) * Ret, * Restricts + &(1)

Where,

1. Et-yeartearnings, Pt is the market value of equity at the end of year t-1,
2. Rett - the annual return;

3. D(.) - an indicator function: taking value of one when its argument is true,
and zero otherwise;
4. Restricts - denotes one of the covenant indices (for a debt contract s) described

above.

He constructed an index to quantify the reliance of the public debt to a certain type
of covenant, he divided it in 5 types of covenants: Pay-out related restrictions,
investment related restrictions, financing related restrictions, accounting related
covenants, other covenants. Of primary interest is the coefficient B3, which is
expected to be positive under hypothesis H1. 33 represents covenant intensity on
conservatism, and one more important variable is as represents conservatism as it

is.
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Table 1: Debt covenants and accounting conservatism

Variable OFRL PRIN iy INV FIN ACC
Intercept Q0687+  0.056%**  Q.0606%**  0.0508%**  00596%%*  (.0602%%*
(16.63) (24.43) (27.74) (9.35) (18.86) (27.04)
D{Ret<0) 0.0077 0.0128% % 0.0039 0.0035 0.0054 0.0049
(-1.25) (3.33) (1.13) (0.42) (1.06) (1.42)
Ret 0.014%* 0.0145%%*%  _0.0155%%* 0.0087 0.0141%%% Q0155+
(-2.16) (-3.67) (-3.45) (~0.98) (-3.11) (-3.36)
D(Ret<0)*Ret 0.27%%* 0.3555%%%  03115%%%  03268%%%  (3360%FF  (3159%%+
(117 (23.41) (20.55) (10.31) (18.08) (20.65)
Restrict 0.002%F%  _0.0040%%% 0108+ 0.002 0.0031 {L.0084%%+
(-2.95) (~3.07) (-3.3) (1.17) (~1.29) (-2.75)
D{Ret<0)*Restrict 0.0034%%%  0.0084%**  (.0188%*+ 0.0047 0.0095%%  0.0158%**
(3.26) (3.56) (3.73) (1.64) (2.54) (3.32)
Ret*Restrict 0.0001 0.0004 0.0022 0.0028 0.0016 0.0007
(-0.13) (0.18) (0.5) {~0.74) (-0.5) {0.1%)
D{Ret<0)*Rer*Restrict 0.0140%F*  00365%%%  (.0B44* 0.023% D.0422%F% (07T
(4.6) (4.99) (5.27) (1.96) (3.41) (5.03)
Adj. R-square 0.143 0,144 0.145 0.137 0.140 0.144

Source: Nikolaev (2010), page 151

Here we pay the most attention to an overall index a3 and .

To test hypothesis H2, the author augments equation (1) to allow the coefficient B3
to take different values before and after the debt issue. The association between
covenants and timely loss recognition thereby can vary in a post-issue period. In

order to test that he estimated the following regression (2)

E¢
Prq

Restircty + 1 * D * (Ret; < 0) * Restricty + [, * Ret; * Restricty + 3 * D * (Ret; <

= ay+ a; * D x (Ret; < 0) + a, * Ret; + a3 * D * (Ret; < 0) * Ret; + By *

0) * Ret; * Restricty + Yy * Aftery + Y1 * D * (Ret; < 0) * Ret; * Restrict, * After; +
€t 2)

Where, Afteris a dummy variable that takes the value of one in years following the
debt issue and zero otherwise, and the other variables are the same as in the
equation (1). Under the second hypothesis, the coefficient B1 is expected to be

significantly positive.
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Among a database of 205,000 debt issues by 10,900 companies, between 1980 and
2006, he took out from the sample non-industrial companies (including banks and
financial institutions), leaving the sample with 27,771 issues by 6,158 firms. From
those issues, only 7,956 have covenant information available. Taking just 1 issue

per firm per year, the author got a final sample of 5,420 issues by 2,466 companies.

In the first regression he found that the coefficient as is positive and significant, in
accordance to what Basu (1997) found, he found that adding 10 covenants to a debt
contract results in an increase in timely loss recognition of 0.15. Taking
independently the payout related restriction group (with the highest effect), the
investment related restriction group and the financing related restriction group have

positive and significant association with timely loss recognition.

Timely loss recognition increases in the accounting related group. Overall, the

evidence supports hypothesis H1 across different types of covenants.

Under H2, firms that use covenants more extensively should exhibit a larger increase

in timely loss recognition, and the other way around as well.

In the other hypothesis, which not presented here, the author found that the
coefficients are negative and statistically significant across all 4 specifications,
meaning that the association between public debt covenants and timely loss
recognition decrease by the extent to which companies rely on private debt or its

covenants.

Furthermore, as the benefits of timely loss recognition are not limited only to
distressed situations (Watts, 2003), timely loss recognition and debt covenants

complement each other to help reduce agency problems.



Table 2: Debt covenants and accounting conservatism

Variable OVRL PRIN DIV INV FIN ACC
Intercept Q0T4T*** 0.0645%** 0LOGR*** 0.056%%* 0.067*** 0.06T6%+*
(17.09) (26.81) (28.67) (10.12) (20.08) (28.12)
D(Ret<() 0.005 0.0121%** 0.004 0.0053 0.0065 0.005
(—0.81) (3.11) (1.16) (0.64) (1.27) (1.44)
Ret 0.0152%* D.0156%%%  —DO16TH** 0.0096 D.0152%%%  —00161%**
(-2.32) (-3.9) (-3.66) (-1.08) (-332) (-3.57)
D(Ret<()*Ret 0.2783%** D.3526%*%  Q3115%**  Q3FTR=*= 0.3397%%% [ 3]5T**
(12.24) (23.02) (20.66) (10.9) (18.34) (20.73)
Restrict 0.002%%* 0.0040%%% 00108 ** 0.002 0.0031 00085+
(~2.96) (-3.07) (-3.3) (1.13) (~1.26) (-2.77)
D{Ret<0)*Restrict 0.0027%%* 0.0072%*%  (0163%** 0.0032 0.0074* 0.0135%%*
(2.58) (3.04) (3.2) (1.14) (1.96) (2.82)
Ret*Restrict 0 0.0007 0.0026 0.0027 0.0013 0.0011
(~0.04) (031 (0.61) (-0.71) (~0.4) (0.28)
D{Ret<{)*Ret*Restrict  0.0081%* 0.0223%=%  [.0524%** 0.0005 0.0204 0.0469%%*
(2.39) (2.64) (2.89) (-0.04) (1.4) (2.72)
After 0.0131%** D.0186%**  —0DO162***  —0.0111%** D.O163%*%  —00163***
(-5.97) (-9.15) (-7.87) (-4.96) (-7.58) (—7.95)
D{Rer<()*Rer*Restrict  0.008%%* 0.0206%% 0.0475%%%  OF2TE 0.029%** 0.0471%%+
*After (4.25) (2.46) (3.14) (5.49) (2.59) (3.36)
Adj. R-square 0.149 0.148 0.150 0.143 0.143 0.148
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Source: Nikolaev (2010), page 153

Here we pay attention to B3 and the last parameter because it shows positive

correlation among reputation in public sector after signing the debt.

To conclude, we want to say that there is an obvious relation between timely loss
recognition and amount/strictness of the covenants. Since timely loss recognition
helps preventing opportunistic behaviour through triggering existing covenants it can
be said that lenders would prefer or even require from borrowers to be conservative.
And in this manner we continue with following papers regarding this topic, now

focusing our attention to difference in covenants applied.

3.2. Capital versus performance covenants in debt contracts, Christensen,

H. and Nikolaev, V. (2012), Journal of Accounting Research

The classic view of debt covenants was proposed by Jensen and Meckling (1976)
and Warner (1979) suggest that covenants are useful to control agency problems by
restricting manager’s decisions. Recent analytical literature, proposed by Berlin and
Mester (1992), Rajan and Winton (1995), among others, suggest that covenants are
trip wires that give to the lenders the option to renegotiate loan terms by threatening

the company with default due to a deterioration in the company’s performance.
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There is almost no literature that work on the structure of covenant packages or the
trade-offs among financial ratios. There are 3 questions that are still not answer yet:
1. What determines the design of covenant packages?
2. Do covenants based on different accounting ratios reduce agency costs
through different mechanisms?
3. How do the properties of the accounting system influence the choice of
covenants?
They developed 2 empirical predictions to test the arguments above, the choice
between capital or performance covenants is reduced to a cost benefit analysis of
both type of covenants mechanisms though which contracts address the agency
problems. The use of capital covenants requires to keep a high proportion of capital
to be effective and therefore limits financial flexibility of the borrower, this can be a
problem for financial constrained companies. Aghion and Bolton (1992) suggested
that financially constrained companies can forgo certain profitable projects. The
authors predict that as borrowers become more financially constrained, the use of

performance covenants increases compared to capital covenants (Hypothesis 1).

The use of performance covenants can be costly because unwarranted control
transfers open the way to rent seeking. Unwarranted control transfers increase as
the accounting information of a company doesn’t reflect well the state of nature of it,
thus they predict that the use of capital covenants increase compared to
performance covenants as contractibility of accounting information declines.

(Hypothesis 2)

In this study the authors distinct two types of mechanisms that can help to avoid the
conflict of interest that arise in debt contracts, performance covenants and capital
covenants, both type of covenants match with the classification made by Aghion and
Bolton (1992):

a. Performance covenants —they rely on accounting information ratios that are
formulated in terms of current period performance or efficiency ratios, such
as interest coverage, debt-to-earnings, EBITDA or Cash Flow, among others.

Performance covenants act as trip wires, or timely indicators, of present
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performance of the company, having also the capability of looking forward.
This is why they are used as a timely indicator of the financial distress of a
company, helping to achieved contingent control transfers;

b. Capital covenants - they rely on accounting information that is gotten from
the balance sheet and gives information about the sources and uses of capital
within the company. The use of these type of covenants is the best way for
achieving the alignment ex ante of interest between debtholders’ and
shareholders’ interest by making shareholders keeping enough capital during
the life of the debt contract, being effective in reducing the agency cost of
debt, by making the value of the shares of the company sensitive to the

decisions of the manager.

In order to test Hypothesis 1, they estimated 4 models, regressing the proportion of
performance covenants over the total set of covenants within a debt contract (P/P+C
or covenant mix) on covenant determinants identified in previous studies such as
Nach, Netter and Poulsen (2003), Billett, King and Mauer (2007) and Chava and
Roberts (2008), as control variables in all models and they also use as regressors
the proxies of financial constrains proposed by Whited and Wu (2006), in the second
model; Kaplan and Zingales (1997), in the third model; and Clearly (1999), in the
fourth model (the F-constraint-WW, the F-constraint-KZ and the F-constraint-CL

respectively)®.

As it can be seen in table 4, they found that older dividend paying companies and
the ones with low leverage rely more on capital covenants rather than performance
covenants. Dividend paying companies (mature companies) are less likely to be
financially constrained, but, high leveraged companies are expected to be.

The 3 financial constraints described above exhibits positive and statistically
significant coefficients, implying that companies rely on performance covenants in
their covenants packages more as they become more financially constrained. They

found that high growth companies tend to rely on more performance covenants

5 These measures of financial constrains use different characteristics within companies in order to capture a measurement
of the financial constrain of the studied company.
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rather that capital covenants, consistent with the cost of capital constraints
increasing with high growth opportunities. In contrast with prior studies (they argued
that these results are due to the lack of distinguish between performance and capital
covenants) that said that high growth companies face more covenants (Bradley and
Roberts, 2004) and (Demiroglu and James, 2010) or face fewer covenants (Skinner
1993).

Companies with larger portion of tangible assets rely more con capital covenants
rather than performance covenants, this can be explained that this type of assets
can help to avoid asset substitution due to their use as collaterals and they are easier
to monitor via covenants (Skinner, 1993). Capital covenants are more used because

they ensure the value of the collateral exceeds the minimum required.

Table 3: Covenant mix and financial constrains regression results

(1) (2) (3) (4)
Variables PP oratio PP matia PAPYC ratio PP matia
Age 0.0270%*
[—=5.47]
Dhivddends 1.5074*
[=5.83]
Leverage 0.3272%"
[11.78]
F-Constraint-WW 0.0475%**
[7.32]
FConstraine-KZ 00450+
[6.40]
F-Constraind-CL 0.0174%*
[3.27]
Size 0.0865%** 0.0314%* 0.0411%** 0.0404™
[—4.68] [=53.95] [=5.27] [=4.91]
B/M 00790 0.0588%* 0.0596%+* 0.0638***
[—6.73] [—4.81] [—5.04] [—5.08]
ROA 2016 01870 20520 02180
[4.73] [4.42] [4.47] [5.49]
Lass 00595 0.0718%** 00665+ 0.0710%=*
[3.85] [4.63] [4.47] [4.87]
Ay 1.0149%** 10425 0.BROQ"** L0765
[3.84] [3.81] [3.25] [4.01]
R&D 0.2398** 0.2811*** 0. 264 5%+ 0.2727+*
[—4.59] [—4.70] [—5.08] [—4.73]
Tangihle 0. 1435 0. 10&1*** 0. 1865+ 01320
[—5.06] [-3.52] [—5.51] [—3.94]
Z-Score 0. 2G>+ 0.0008 0022+ 0.0011
[2.85] [0.64] [1.BO] [0.72]
Stdltet 0.1292 0.0364 00615 0.0700
[—1.44] [~0.47] [—0.81] [0.79]
DealSize 0.0662%** 0.0780%** 0.0746%** 0.0728***
[10.58] [12.30] [12.06] [10.22
Muturity 025" 0.00Z8*** D025+ 0.0028***
[12.20] [13.17] [13.42] [11.13]
LendFreg 0oa2 0.0031 (LNME" 0.0038
[-1.95] [-1.23] [—1.83] [=1.42
Rewolver 0.0127 0.0005 0. G2 0.0035

[0.78] [0.03] [0.35] [0.18]
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Secured 00575 0.0818" 0.0765%** D.0232%
[5.45] [7.78] [7.08] [8.05]
Comstant IGTISE R D.OR52** 0.BOG1*** 0. 7704
[—6.B9] [—10.25] [—B.39] [-7.23]
it Ohservations 10,475 10,471 10,372 Q572
e 0.256 0.236 0.241 0.228

Source: Christensen and Nikolaev (2012), page 90

They use the Kaplan and Urwitz (1979) probability model in order to get 4 different
measures of contractibility (C1, C2, C3 and C4), defined as the ability to predict credit
risk. They also defined another variable TLR (Timely Loss Recognition) as an
alternative measure of contractibility, which was estimated following a Basu (1997)
model and getting from it 85 (as explained in the section 3.1). In order to test
hypothesis 2 they estimated 5 models, regressing the proportion of performance
covenants over the total set of covenants within a debt contract (P/P+C or covenant
mix) on covenant determinants used in the first model, the F-constraint-WW and the
different contractibility measures (C1 in the first model, C2 in the second one, C3 in
the third one, C4 in the fourth one and TLR in the last one).

Table 4: Covenant mix and contractibility measure regression results

(1) (2) (3] (4) [5)
Variahles PP Cratin PAP4Cratie PAPACratie PAPSCratio PSPAD ratio
1 0.5361*
[6.56]
L2 (.5658
[5.25]
] (L5305
[3.44]
4 0.5444**
[5.27]
TILR 04155
[3.21]
FUmstraint-WW 00T (L0454 JERIE Y 0421 00461
[5.24] [3.62] [5.16] [5.43] [6.93]
Hize —{.0234*" —0.0158* 00210 —(.0182* —0.0244%*
[—2.66] [—-1.77] [—2.20] [—2.01] [—2.70]
M —0.03854" —{.0%52"" —0.0381"*" —0.0388""  —0.04186™"
[-2.55] [—2.74] [—2.92] [—2.98] [—3.52]
ROA 0. 15945 [ENL v 0 L= [ER TS R 0. 1756
[5.24] [5.01] [2.79] [2.90] [3.51]
Losg 0.0501** 0.0605** 00658 00623 00605
[5.55] [5.506] [3.59] [3.57] [3.68]
Adv 0.5991" 0.8505 1.1580"** (.H483"" 0.9345=
[1.87] [2.44] [3.12] [2.55] [2.88]
Ré&FD ~(1. 5410 —(.5587g —~0.5475 —(.5473 —[).5582
[—2.55] [—2.47] [—2.25] [—=2.53] [—2.45]
Tangible —{. 1407 %= —(.1854% —.1345% —(.1545% —0.1072
[-5.11] [—2.14] [—1.94] [—=2.27] [—1.44]
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# Scome 00006 (L0001 00002 L0003 0.0005
[—0.41] [—0.10] [—0.12] [—0.18] [—0.42]
St Het L0758 —(.1108 _0.1841%  _0.1351 0.0552
[—0.87] [—1.46) [—2.14] [—1.64] [—0.63]
St Oind 14849 12606 15579 —1.5556* Wi
[-1.82] [—1.58] [—1.54] [—1.89] [—~1.98]
S ROAind R 1.5565% 15625 1.6508°* 1.1791"
[2.55] [2.29] [2.55] [2.75] [1.79]
DeaiSize 00780 QOGTI™ 00710 0.0BEE** (L0754
[8.35) [6.99) [6.95] [7.06] [7.74]
Maturity 00025 Q0024% Q0027 00025 000ET
[5.48) [8.21] [4.56] [8.41] [10.05]
Lendlreg 00052 00082 —0.0050 —0.0052 L0055
[-1.19] [—1.24] [-1.15] [~1.21] [—-1.59]
Reznlver L0048 (0041 —0.0054 —0.0056 0.0008
[—0.26] [—0.24) [—0.52) [—0.52] [0.05]
Secured 0.0846% Q0855 O0E58* 00848 (LOBST
[6.81] [6.84] [6.78] [6.82] [6.85]
Constant —LOTTOM™ —LOLTI™ —LO249%*% L0450 —1.0319°*
[—7.82) [=7.10) [—5.81] [-7.23] [ —6.66]

Source: Christensen and Nikolaev (2012), page 94

They found that the variation in accounting variables explains a great portion of the
variation in credit ratings, they also found that contractibility proxies exhibit high
correlation with each other, implying that the ability of both the income statement
and balance sheet ratios to explain credit risk is closely. C1 and C2 proxies show
high correlations with timely loss recognition. Correlations between C1 and C4
(performance covenants) and timely loss recognition are positive and statistically
significant, implying that performance covenants increases with the contractibility of
accounting information. All contractible measures are negative correlated with
capital covenants, suggesting that companies retreat to capital covenants when

accounting information doesn’t capture the default risk.

They also found that the percentage of performance covenants over the total
covenants used in a contract have a positive relationship with contractibility and
timely loss recognition, this implies that companies rely more on performance
covenants rather than capital covenants when accounting scores high on
contractibility. Results suggest that the choice between the 2 groups of covenants is
given by the trade-off between the constrains the capital structure, limiting financial
flexibility (performance covenants) and the need of contractible information (capital
covenants). As both be used in different situations they are not directly substations
to each other.
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They concluded that splitting financial covenants into capital and performance
covenants is central to understand how accounting is used to control agency
problems. Capital covenants are used to align both parties’ interests by restricting
the capital structure of the borrower, and performance covenants act as trip wires
that transfer control to lenders when the borrower’s performance deteriorates, arising

then a conflict of interest between both of them.

They found that capital covenants are negatively correlated with performance
covenants, implying that the choice of both reflects trading-off their costs. Accounting
information can be used in order to align both parties’ interest and to facilitate state
contingent control allocation. The use of performance covenants over capital
covenants increases with the financial constraints of the borrower, consistent with
the claim that capital structure restrictions are costly for financial constraint
companies. The use of performance covenants over capital covenants decreases as
contractibility of accounting information declines. Performance covenants act as trip
wires but capital covenants don’t, they also found that performance covenants are

good predictors of future contract renegotiations.

3.3. Renegotiation of financial contracts: Evidence from private credit
agreements, Roberts, M. and Sufi, A. (2009), Journal of Financial

Economics

Renegotiation plays an important role in many corporate finance theories. There are
not many empirical studies that examine renegotiation outside bankruptcy or default
situations, which have arisen a lot of questions that are still not answered: How often
are financial contracts renegotiated? What are the primary outcomes of
renegotiation? What factors trigger renegotiation? And, how is renegotiation related
to the initial terms of the agreement?

The authors try to answer these questions by studying the renegotiations observed
in a sample of 1000 private credit contracts closed from 1995 to 2005 between
financial institutions (as lenders) and 799 public listed companies (as borrowers)

located in the USA from different industries, excluding the financial industry. They
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provide empirical evidence about renegotiation, its core stones and implications in
financial contracting. This study is also related to previous ones as the authors
examine why borrowers and lenders agree to include both ex ante and ex post

contingencies into debt contracts.

They found that 645 loans were renegotiated before the maturity, 208 matured and
147 are right censored (95 of them do not have any information and other 52 were
not renegotiated). They found that debt contracts are modified through a
renegotiation process, on average, within 538 days after signing the contract (43,6%
of the total term of the loan). A contract with maturity of at least one year has a
probability of being renegotiated of over 90%, it increases to 96% if the term of the

contract is at least 3 years.

A company might want to renegotiate its debt contract when the covenants within it
restrict something that the company wants to do, such as entering a merger or
acquisition, increasing its capital expenditures, changing its financial policies, among
others. Renegotiations can also be a consequence of macroeconomic factors, for
example credit market liquidity, financial health of banks and aggregate stock market
or just due to covenant violation or acting against contingencies included in the

contract. There are 3 groups of contingencies:

1. Pricing grids which make the interest rate spread a function of financial ratios or
credit ratings (73% of the total number of loans studied used this kind of
contingency);

2. Borrowing bases, which relates the loan with the value of the collateral, such as
accounts receivable and inventories (20% of the total number of loans studied
used this kind of contingency);

3. Financial covenants, which are specific ratios linked to the financial statements

that the borrower must comply with.

The three above can change the terms of debt contract, allocating bargaining power

to the lender among different states of the world.
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Renegotiation can be seen as an out-equilibrium phenomenon (Maskin and Moore,
1999), where parties sign the contract that is pareto optimal for both. When time
goes on there is a possibility of getting out of the equilibrium, opening the possibility
that agents tear up the contract and look for a renegotiation. In this sense,
renegotiations can be seen as a game played by both agents when there is a surplus
under the initial terms of the contract, after the debt was issued.

Gromb (1995) creates a model that when having high cash flow, borrower can
negotiate better conditions in his favour compared to ones in the initial contract. This
can be extent to credit quality, where better conditions of borrowers’ credit quality
give him more bargaining power to renegotiate. With increase in his bargaining
power, the borrower must have other financing options in order to demonstrate a
real threat to the lender and enforce him to negotiate. Renegotiations can also be
led by the opposite situation, as the borrower is deteriorating its credit quality, it stops
being pareto optimal. As the company is experiencing poor performance, covenants
are being violated (or even without violating them), making the lender to push for a

compensation due to additional credit risk he bears.

They estimated a probit model in order to examine the decisions behind

renegotiating, the model is the following
Pr(Renegotiate) = ¢(X;:p)

Where,

- ¢, is the standard normal cumulative distribution function;

- X, is a vector of covariates of each loan (l) for each quarter (t);

- B, is the unknown parameter vector that is estimated by maximum likelihood.
All variables were lagged one period relative to the renegotiation indicator (1 if
renegotiation is observed and O otherwise). To be able to capture firms’
heteroscedasticity and dependence, they estimate the parameter of covariance
matrix non-parametrically, as Petersen (2009). To proxy credit quality they used
book assets as the ability of the firm to collateralize its obligations, debt-to-EBITDA
and debt-to-book assets as a measure of financial health, market-to-book ratio in

order to measure future investment opportunities, EBITDA over book assets as a
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measure of short term liquidity, volatility of EBITDA over book assets in order to
capture the expectations of future renegotiation and the stock returns of each
company in order to get the cost of equity (as equity is a competitor of debt in the

financing of a company).

They also took macroeconomic factors such as BB-AAA credit spread on public
traded bonds in order to measure credit market conditions, the leverage of
commercial banks in the USA as total liabilities over book assets, in order to measure
the financial sector health, the GDP growth as a measure of productivity and the
CRSP value-weighted index as a measure of the attractiveness of equity financing.
In order to capture the evolution of these variables, they got the difference between
the current value and the value at the time of the origination of the loan. There are
included control variables as Fama and French 12-industry fixed effects in order to
measure the structure of syndicate lending, the credit rating fixed effect as a way of
controlling credit risk variation, the initial terms of the loans, which are introduced as
the natural logarithm of the stated maturity, the average interest rate, the number of
participants in the syndicate loan, the proportion of the loan in the book assets, the
loan time elapsed the presence of any contingency and a time trend in order to

capture any trend of the data.

A great portion of the loans studied were negotiated between 25% and 50% of their
elapsed period until maturity, being renegotiated on average the 57% of the life of
the contract. They found that renegotiations and their outcomes have a strong
cyclical component as this is due to the cyclicality in earning and the borrower’s
credit quality. They found that covenant violation is a strong predictor of borrowers’
unfavourable outcomes (17% and 21% of these outcomes were driven by a covenant
violation the year prior the renegotiation). They claim that as not always a reduction
in amount size or other “unfavourable” outcomes are driven always by covenant
violation, there are other explanation to those outcomes: a borrower would like to
reduce its credit line amount (or increase the interest rate) as he do not need it at all,

trying to lower the fees he is paying for the amount that is not used, receiving then
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more concessions as getting an extent in the maturity, a reduce in the collateral of

the loan or even a relaxation of the contingencies included in the debt contract.

About the outcomes of renegotiations, they found that maturity changed on average
776 days (64% of relative change) while loan amounts changed on average US$ 193
millions (43% of relative change) and interest rates changed on average 64 basic
points (40% of relative change). The most common outcome in a renegotiation is
maturity in the first place (57% of the cases), the increase in the loan amount in
second place (56% of the cases), in third place is the modification in the interest
rates (over 55% of the cases), and finally 11% of the cases finished in a change of
lender.

Table 5: Probit model results, Panel A

Positive change Negative change
Coefficient Marginal effect (%) Coefficient Marginal effect (&)
Chonge in firm chorocteristics

Alog assets 0405 1274 0.076 0062
[2.256) (0158)

ADebt/EBITDA 0.001 0.147 —0.003 —0.560
[0.399) {-1.758)

ABook leverage 127" 1041 0150 0123
[2.639) (D.283)

AMarket-to-book -0.218 —0.E14 001z sz
(—1.633) (0.123)

AEBITDA/ Assets 6.493 0706 —6.256" —-0.918*
{1.718) (—2.266)

AEBITDA Volatility —9.622 —0.647 -9.735 —0.742
(—1.570) [—1613)

Equity return 0173 1286 —0.579* —1.174%
[2.668) (—2.554)

Chonge in mocmoeconomic foctors

ACredit spread 0.142° 1.021* -0.023 —0.210
[2.531) (—0u454)

ABank leverage 171.234% 0.711* —43.439% —2124™
[2.035) [—4.554)

AGDF Growth 9.531 0451 —4.562 —0.259
(1.130) (—0.692)

AStock market return 0.595 0.645 —0.066 —0.068
(1.639) [—0.170)

Source: Roberts and Sufi (2009), page 173
The authors highlight that when a company suffers an increasing in its leverage
levels and a decreasing in profitability, measured as EBITDA over book value of
assets (it can be seen as the ability of the company to repay its obligations), there is
an increase of the likelihood of entering a renegotiation, and the opposite is expected
to happen if there is an increase in the company’s book to market ratio. They also
found that an increase in the assets of the company, the changes in the equity values,

changes in the macroeconomic factors, increase the likelihood of entering a
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renegotiation. GDP growth and aggregate equity market returns have a weaker

effect in the likelihood of entering a renegotiation.

Table 5: Probit model results, Panel B

With ex post changes Without ex post changes
Coefficient Marginal effect (%) Coefficient Marginal effect (&)
Firm chamcteristics at origination
Log assets 0.077 4.189 0.080 4.772
Debt/EBITDA 0.0m aT70 —0u0m —0.730
Book leverage —-0.326 —2.040 —0039 —0.267
Market-to-book 0108 3898 —0.002 —0.084
EBITDW Assers —1.890 —1.586 —(LEN —0810
EBITDA Volatility 3.052 2081 1.920 1436
Dienl characteristics
Ln [Stated manurity) 1013 23968 oreT=" 19477
1R Spread 0,000 HEEN 0.0 2180
Number of lenders -0.013 -3.480 ~0.006 —1.654
Loan amount/Assets —0.104 —1.097 0.064 0.5
Term loan in deal 0158 2174 0133 2077
Pricing grid 0.044 0.7 0.033 0542
Borrowing base 0.325 4.078 [ 42897
Covenant on cash flow 0e30n® 8725 0569 8240
Young loan 0310° 5.053° 0309 5.581°"

Source: Roberts and Sufi (2009), page 174

They suggest that long maturity loans and loans that rely on cash flow covenants
are more likely to be renegotiated. The presence of pricing grids or borrowing bases
do not make a renegotiation less likely and the presence of borrowing bases predicts
renegotiations as it is correlated with the changes in ex post company’s
characteristics. Other ex-ante contingencies do not have strong prediction in

renegotiation.

They conclude that contingencies allocate bargaining power by altering the default
option. When a company experience a decrease in its cash flows and its debt
contract does not include any price grid on cash flows, it is going to be in a better
position than the one agreed in the initial terms. In this case, the lender would like to
renegotiate these terms in order to get a correct compensation due to the higher risk
that it is bearing. On the other hand, if the debt contract includes a pricing grid on
cash flows, as there is a deterioration of the cash flows, the pricing grid is making
the interest rate going up, allocating then bargaining power to the lender and giving

incentives to the borrower to renegotiate.
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4. Conclusion

After going through all papers, their statistics and surveys we can say that with way
deeper understanding we can talk about given topic. Having knowledge about variety
of covenants and accounting conservatism helps us understand, in depth, how
contracts are made and why covenants are included. In order to be able to
understand the topic and to have comprehensive knowledge about it we had to make
distinction between The Agency theory and The Incomplete contract theory. This
being said, one has to understand how important is to differ limitations of both and
main difference between them. One, as already mentioned, forbids managers to take
certain actions while other shifts controlling rights to one with the right incentives.
They are able to do it because of various covenants included in the deal and they

differ among themselves as well.

Accounting-based covenants can be used in order to align both parties’ interest by
making the borrower keeping certain amount capital, which makes the borrower has
“skin in the game” (capital covenants). They also facilitate state contingent control
allocation, by allocating bargaining power when the borrower’s performance
deteriorates (performance covenants), giving incentives to the borrower to
renegotiate the initial terms of the debt contract modifying them according to the
borrower’s real state of nature. It makes the scope of borrower’s opportunistic

behaviour decrease.

To be sure that covenants will be triggered on time, they need support of
conservatism in the books. Conservatism allows them to spot potential red flags as
soon as possible and that way prevent any potential losses. Conservatism and debt
covenants complement each other and help to reduce the agency problems
(Nikolaev, 2010). Else ways if that is not enough to keep up to the deal and at some
point there is a break of some covenants there is a way of incurring ex-post efficiency
through different ways. One way we considered important is being able to

renegotiate, and how it supports both ex-ante and ex- post efficiency.
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Saying this we have to be aware that neither of theories is sufficient or complete.
There is a lot of research in progress and there are still some questions unanswered:
what are the ex-ante and ex-post efficiency implications of renegotiation? (Roberts
and Sufi, 2009), how large are the benefits of using accounting-based information in
debt contracting? is it possible to design any accounting rules in order to make easier
debt contracting? (Christensen et al., 2016).
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