Do fiduciary duties to creditors reduce debvenant avoidance?

Shai Levi

Tel Aviv University

Benjamin Segal

Fordham University

Dan Segal

Interdisciplinary Center, Israel

Juy 06, 2015

Abstract

Financial reports should provide useful information to shareholders and creitexgors
howevernormally owefiduciary duties to equity holdersot creditors. We examine whether
this slant infiduciary dutiesaffects the likelihoodhatfirms will use financial engineering to
circumvent debt covenantBy avoiding debt covenantiyms prevent creditors from taking
actions to reduce bankruptcy risk and recover their investment, and allow the firm to continue
operating for the benefit of equity holdeie find thatfirms aremorelikely to circumvent
covenantrestrictionswhen directorowe fiduciary dutiesonly to equity holdershan when
directorsowe fiduciary dutiesto creditorsas well We also showboardquality lowes the
probability thatfirms will avoid covenantonly when directorewe a legal fiduciary duty to
creditors. Collectivelypur results sugge$itms are more likely tstructure transactiorend
circumvent debt covenants when corporate governance is designed to protechaderty
only, and not creditors.
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1. Introduction

Financial reports should provide useful informatitun creditors, andaccounting
regulators often revise financial standardsimiprove the faithful representation of debt.
Accounting standards, however, cannot completely curtail financial enginegringns that
wish, for example,to reduce eported debt Firms can interpret standards ostructure
transactions to circumvegtiteriathat classify transactions into detitequity, in a cat and
mouse game in which accounting regulators cannot win (Dye et al. 2014). In this paper, we
examine the corporate governance alternaterporate governanceeduces managersO
reporting opportunism, andan decrease the occurrence vdud and nsstatements in
financial reports (Dechow et al. 1996; Abbott et al. 2004; Beasley et al. 2000; Agrawal and
Chadha 2005)Neverthelessgovernancemay notpreventfinancial engineeringhat hurts
creditord at leastso long agjovernanceequires managers tonaximize shareholders@iue
only. Suchis the case whemanagers and directors owe fiduciary duteshareholdersand
not to debtholderdvianagersvho owe fiduciary dutiesonly to shareholdersmay maximize
equity value at the expense of debt vaarel hurt debtholdersThese é@btequity value
conflicts are mitigated wheithe law extends theprotection of fiduciary duties to include
debtholders (Becker and Stromberg 201¥¢ examine the effect of fiduciary dutiesaebt
equity reporting conflictspr specifially on firmsO propensity to use financial engineefimg
debt covenarsivoidance

Accountingbased covenants in debt contsamteate a reporting delequity conflict.

Debt covenants set limits on leverage and performance, and act as a trip wire allowing

1 Statement of Financial Accounting Concepts No. 1, Objectives of Financial Reporting by Business Enterprises
(1978) statesOFinancial reporting should provide information to help present and potential investors and
creditors and other users in assessing the amounts, timing, and uncertainty of prospective cash receipts from
dividends or interest and the proceeds from the sademption, or maturity of securities or loariBt@ revised

FASB Conceptual Framework for Financial Reporting (Statement of Financial Accounting Concepts No. 8,
2010) makes similar statement-or recent regulation that tries to limit financial enginegree, for example,
SFASNo. 150, FIN 46R (FASB Interpretation No. 46, revised December 2003), and the recent joint project of
the FASB and IASB to change lease accoun(Pimject Update, Leasisloint Project of the FASB and the

IASBO http:/Avww.fasb.org/csontentServer?dEASBContent C&pagenamEASBY¥2FFASBContent C%
2FProjectUpdatePage&cid66000011123#objectiye
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creditors to take timely actions to reduce bankruptcy risk and désgidence however,
suggests that managers bias financegorts to avoid violation of debt covenants (e.qg.,
Dichev and Skinner 2002)Managers thatircumvent covenant violatiomay undermine
creditorsO interests, but allow the firm to continue operating and potentially gain positive
equity value, and thereferact in line with their fiduciary duty to sharehold&vge examine
whetherextending the protection diluciary dutiesto includecreditorslowers firmsQuseof
financial engineering toircumvent accountingpased debt covenants.

We use two test approaches to investigate the effect of directorsO fiduciary duties on
firmsO propensity to avoid covenant violataord underminecreditor interests. First, we
examine the relation between an exogenous change in fiduciary duties ahkelthedd of
financial engineering, ostructured debt issuanééSecond, we use the covenant slack
distribution around zero to test the extent to which firms manipulated their reports to avoid
debtcovenant violation.

Our main research setting & 1991Delaware court ruling that changed directorsO
fiduciary duties On December 30, 1991, in the Credit Lyonnais v. Pathe Communications
case, the Court of Chancery of Delawmsued a rulinghat effectively increasedlirectorsO
fiduciary duties to creditordistorically, the position of US courts was that fiduciary duties
are owed strictly to equity holdeasdnot to creditors in solvent firms. The Delaware court,
however, ruled in 1991 that when a firm is close to insolvency, directors are not merely the
agent of the shareholdefsut should consider the interests of creditors as well. The ruling

was widely viewed as having created a new obligation for directors of Delaware firms, and

2Managers wish to circumvent the violation of debt covenants, for example, to avoid turnover (Ozelge and
Saunders 2012), or prevent an increase in the cost of debt (Beneish and Press 1993).

3Covenant violations can trigger bankreypand erase equity avoiding suctcovenant violationsmanagers

are generally viewed dsenefiing equity holders.However one could argue thactionsimposed by creditors
following a covenant violatiomay actuallybenefit equityholdersbecause they may force the firm to react and
potentially reduce the likelihood of bankruptcy. Put differently, avoiding covenant violation can conceivably
result in greater bankruptcy risk because it eliminates the need for timely actions that wouttk téirm

around.

*Prior to SFAS 150, structured debt did not affect reported leverage and was used to avoid covenant violations.
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evidence suggests that following this rulirdgbtequity conflicts de@ased in Delaware
firms (Becker and Stromberg 2012)d accounting conservatism increased (Aier et al. 2014;
Tan and Wongsunwai 2014; Bens and Huang 20dspecially for firms thatvere close to
insolvency

In our first testwe examine the impact of tlehange in fiduciary duties on the extent
and likelihood ofissuances ahandatory redeemable preferred shidrpseferred shares with
a debtlike maturity feature that requires issuers to redeem the invested amount by a specific
future date. Prior t®&FAF 150 (issued 2003, these structured debt securities weo
reported as liability, and firmsused thento lower their reported leverage aailcumvent
debt covenants put in place by creditors (&ggel et al. 1999voser et al. 2011; Levi and
Segal 20145.

Using a differencen-differences analysis around the 1991 ruling, we find that
Delaware firmsthat were close to insolvency reducedructured debt issuances after 1991.
Delaware firms thatverenot close to insolvengys well as firms not domiciled in Delaware
did not experience any change in structured debt issuance aroundlh89&sults suggest
that when managers and directovge legal fiduciary duty to creditors, they are less likely to
use structured debt trsactions that lower reported leveragel circumvent debt covenalfts
These results are consistent with our conjecture that unless required by law to protect
creditorsO interests, directors may take actionsahaicreditasO interests

We next examinewhether board quality moderates the relation between fiduciary
duties and credito€s protectianFollowing the extantliterature,we useboard independence

as a proxyfor board quality Board independence is associated with better audit quality

® As discussed beloviegitimate economic reasoesistfor issuing structured debt, for which we conirobur

tests Strudured dehtfor examplemayin some circumstancdswer firmsO tax payments relativeptain debt.

We also conduct extensive construct validity analyses to validate our conjecture that the issuance of mandatory
redeemable preferred shares is indeed &sgocwith attempts to avoid covenant violation. 8esussion in

Section 3

6 Directors need to approve the issuances of new securities, and this form of reporting bias therefore requires
their consent. Seéor exampleDel. Code Ann. tit. 8, & 16(010).
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(Abbott etal. 2003; Carcello et al. 2002), higheacruals quality (Klein 2002; Jenkins 2002),
and fewer financial reporting frauds and misstatements (Dechow et al. 1996; Abbott et al.
2004; Beasley et al. 2000; Agrawal and Chadha 20@&yce, the findings in thetérature
suggest boardindependenceis positively associated with monitoring quality and
consequently isissociated with better protection of shareholdmterests.Prior literature

also documesmtthat the quality of governance is negatively related to the cost of debt and
positively related to firmsO credit ratings (e.g., Bhojraj and Sengupta/)08iughkSkaife

et al. 2006). However, these findings can be attributed to the overall impact of bd#yd qua
on firm value Better governance results in higher 'rm valaad higher firm valuendirectly

also benefits creditorsA6hbaughSkaife et al. 2006). Our setting allowss to examine
whether airect relatiorexistsbetween board quality amdeditorprotection.

We find that board independenaeduces the likelihood of structured debt issuance,
that is, it improves the quality of reporting from the creditorsO perspective, only when
directors owe fiduciary duties to credito&pecifically, wefind that board independence is
associated with lower structured debt issuances only in Delaware thahare close to
insolvency We do not find a relation between board independence and structured debt
issuances in neBelaware firms om Delaware fims with low leverageThese results imply
that board qualityis associated witlhetterprotectionof creditorsonly when directors have
explicit fiduciary duties to protect creditors.

In the secondesearchsetting we examine the distribution of covenafdck around
zero to test the extent to which Delaware firms manage their reporting to avoid violation of
debt covenants after 1991. Managers who wish to avoidadelenant violation can issue
structured debt or use their business and reporting disciatiother ways to achieve this
goal. To gauge if firms avoid debbvenant violations in general, we use a regiten test,

similar to Dichev and Skinner (2002) and Burgstahler and Dichev (1997), and examine the



distribution of covenant slack. Covenatdck is the difference between the limit set by the
debt covenant and the firmOs actual financial ratio. If managers are trying to aveid debt
covenant violations, we expect fiad unusually few observations just below zero slack and
unusually many obseations just above zero.

To increase the power of the test, we focus on-legarage firmsThesefirms have
greater incentiveto avoid covenant violatigrand more importantjjthey arethe firms that
may owe fiduciary duties tereditors following thel991 Delawarecourt ruling.We find a
discontinuity around zero in the covenant slack distributbomon-Delaware firms with high
leverage evidence that suggests these firms act to avoid covenant violeevever,we
find no such discontinuity for Delaware firms. These findisgpportour hypothesighat
when directors owefiduciary duties to creditorsthey are less likely to engage in
manipulatiors to avoid covenant violation.

This study makesthreecontributions to the literaturdirst, we showthat managersO
fiduciary duties affect dek#quity reporting conflictsWe find that firms are more likely to
circumvent debt covenantshen directorsowe fiduciary duties only to shareholddghan
when they owehemto creditorsas well By avoiding debt covenants, managprsvent
creditors from taking actions to reduce bankruptcy risk and redbearinvestment and
allow the firm to continue operatinigr the benefit of equity holder3he literature shows
that fiduciary duties to creditors increase accounting conservatism (Aier et al. 2014; Tan and
Wongsunwai 2014; Bens and Huang 201¥g examine the effect dack offiduciary duties
to creditorson debt covenantsvoidance Manipulations to avoidcovenant violations
undemine creditorsO interests, while allowthg firm to continue operatingnd potentially
gain equity value We show that imposing fiduciary duties to creditoneduce these

manipulationghat favorequityholdersO over creditorsO interests



Second, the evidenca the extant literature suggesboard qualityimproves the
quality of financial reporting unconditiorial Our evidence suggedtoard quality improve
financiatreporting qualityfor the stakeholder to whordirectorsowe fiduciary duties. Firms
with high board quality that do nawe fiduciary duties to creditors are as likely to take
actions tacircumventcovenant breach as firms with low board quality. However, when firms
owe fiduciary duties to creditorsgovernance quality is negatively associated with the
likelihood that the firms takeuchactions.Our results point to a direct relation between
governance and creditor protectighithough the evidence in the literature suggdsétter
governance is associated with reduced cost of debt and higher rating, these relations are
indirect in the sense that they may arise from the overall positive impact of governance on
firm value.

Finally, we show that firms are less likely to useuctured transactions to lower
reported debt when corporate governance is designed to protect creditorsO interests, rather
than only shareholdersO interestmrRvork demonstratethatfirms structure transactions to
lower their reported debt (e.g., hoff and Thomas 1988; Engel et al. 1999; Dechow and
Shakespeare 2009; Moser et al. 2011; Levi and Segal 2014). As a result, accounting
regulation tries to limit such structured transactioR®wever,accounting standards usually
cannotcompletely curtaiffinancial engineeringDye et al. 2014)Our findings suggedhat
imposing fiduciary dutieson directors to creditors can be afiective alternative way to

reduce manipulative use of structured debt.

7 See, for example, Statement of Financial Accounting Standards no. 150, FIN 46R (FASB Interpretation No.
46, revised December 2003), and the recent joint project of the FASB and IASB to change lease accounting
OProject Update, Leadedoint Projetof the FASB and the IASBO on the FASBOs website

& Note that ve examine a different financing decision tHBecker and Stromberg (201@)ho find that firms
weremorelikely to issue equityelative to debt after the reduction in delofuity conflictsfollowing theCredit
Lyonnais ruling. We focus ononequity financing and examine the decision to ispteferred shares with
features of debt (debt structured as equity or DSE, discussed later in the paper) relative to diebt.thie
afterthe ruling firms were less likely to issUBSE andmore likely to issue debt.



The remainder of the paper is organized as follows. Section 2 discusses the hypothesis
development and prior literature. Sectiond8scribes construct validity analyses the
relation between structured debsuanceand covenant avoidance. Sectioméscibesthe
results concerninghe relation between fiduciary duties asiuctured debt issuancand
Section 5 presents the results related to the moderating imphotuaf quality. Sectio®
examines the discontinuity around zero in the distribution edft d&ovenant slacksand

section7 concludes.

2. Hypothesis Development

An €fficient governance mechanism requires thate stakeholder monitors
managemenfJensen 200 Tirole 2001).Becauseshareholders are the residual claimants to
the firmOs assets, they represent the weakest stakeholdenoatdithereforehave their
interests protected by directofBther stakeholdersuch as debt holders and employeas
presunably protect themsehsethrough contracts and other legal means. Indeed, the position
of US courtsis that for solvent firmsdirectors and managers owe fiduciary duties to
shareholder®nly. These dutiesequire directordo protect and take actions that are in the
interest of shareholders, and if directoramanager$ail to do so, shareholders can sue them.
This mechanism provides managemamd directorsvith an incentive to act in shareholdersO
interest’

The 1991 CreditLyonnais v. Pathe Communications rulichangedthe fiduciary
duties of directors in Delaware. The case followed the leveraged buyout of MGM
Corporationin November 1990. Subsequent to the buyout, M@&t for bankruptcy.It

emerged from bankruptcy in pasy securing a credit line from Credit Lyonnais, a French

9 Becker and Stromberg (2012) discuss limitationfichfciary duties as an efficient governance mechanism.
particula; manager@behavior can be affected by other and potentially more effective mechasischsas
financial incentives and career concerns. In addition, sharehdidees difficulty winning lawsuits against
managersbecause of the Obusiness judgment@uénd if the do win, the mangers are typically covered by
insurance



bank whichthen used its agreed contractual right under the credit agreement to replace the
directors and the CEO of MGM. Pathe Communicatibe controlling shareholder of MGM
felt the newly apointed CEO and directors fawatthe creditors of the firpmand sued Credit
Lyonnais claiming breach of fiduciary duty by the CEO. The court ruled that when a firm is
close toinsolvency directors owe dutiesot only to shareholderbut alsoto theenterprise as
a whole thatis, the board should consider the interests of creditors as well.

Consistent with the change in duties to creditors, Becker and Stromberg (2012) show
that debtequity conflicts decreased in Delaware firms following this ruli§gecifically,
they provide evidence that firnthat were close to insolvencwere more likely to issue
equity and increase investments, and to reduce operating risk. The increase in equity issuance
and investments suggsst reduction in the defativerhangproblem?®

Several studies examine changes in reporting behavior following the 1991 Aséing.
et al. (2014andTan and Wongsunwai (2014how that the ruling resulted in greater overall
conservatism, especially for Delaware fathat are close to insolvencyhe resuls of these
two studiesconfirm a causal link between debtholdersO derfmarmbnservatism and actual
conservatismBens and Huang (2014) also investigate whether the ruling resulted in greater
conservative reportingrhey examine series of accounting choices made by firmghas
the likelihood of negative accruals and special items. Their results suggest Delaware firms
make accounting choiceshat indicate closer alignment between shareholders and
bondholders aér the ruling.Huang et al. (2014) find that following the ruling, managers
focus less on myopic shetdrm-earnings targets and put greater emphasis ontérng
oriented investments.

We take a different approach to examine the impact of change inod&@ctiduciary

duties on financiateporting choices, anexamine whether the change in ruling affedtssl

19 Briefly, when the firm is close to insolvency, earnings from new investments go to existing debt holders,
thereby leaving little incentive for the entity to improve its position.

8



propensity of firms to avoid debt covenani$ie debicovenars hypothesis predictshat
managers havanincentive to manipulate financial repottsavoid debitovenant violation.
Extant literature documents that manadese a significant part of their compensation (e.g.,
Eckboet al.2015 andexperience forced turnover following covenant violation (Ozelge and
Saunders 2@). Altman and Hotchkis§2005) summarize research showing that by the time
firms exit Chapter 11management turnoveanges from 70% to 91%, depending on the
sample studiedShareholders also experience direct and indirect costs when firms violate
covenants. These costsay include an increase in interest rates by banks following the
covenant breach (Beneish and Press 1993), and restrictions on capital expenditures and
ability to raise additional debt (e,gChava and Roberts 2008; Roberts and Sufi 20
2009). Consisteh with the debitovenant hypothesighe literature showshat managers
engage in reporting activities that reduce the likelihobdovenantwiolation. For example,
Sweeney (1994) findghat managers respond with incoamereasing accounting methods
when their firms face technical default. DeFond and Jiambalvo (1994) document income
increasing abnormal accruals one year prior to-debenant violations and also to some
extent in the year of violatiorDichev and Skinner (2002) provide distributional evidence
that managers take actions to avoid emhtenant violationHence, theoryand empirical
evidence suggeghatshareholders and managers ham@écentiveto avoid covenant breach
However, byavoiding covenant breach, manadeust creditorsO interesspecially when the
firm approaches insolvencZovenant violation acts as a trip wire allowing creditors to take
timely actions to reduce bankruptcy risk, avoid bankruptcy costs, and recowefromarthe
borrowing firm. Becausethe Credit Lyonnaisruling requires directors to protect credgor
whenfirms approach insolvengye expecthatthe rulingaffected the propensity to avoid

debtcovenant violatiorprimarily for Delaware firms approaclgninsolvency.To test our



conjecture we examine whether the ruling affected the propensity of firms to issue debt
structured as equitgnd togenerallymanipulatereportingto avoid debtcovenant violation.

We first examinefirmsO propensity to issdebt structured as equityn particular, we
examine whether thechangein director duties following the countuling affected the
propensity of Delaware firms tessie mandatoty redeemable preferred sharetebt
securities structured as equity (DSE)SE are preferred shares with a ddt maturity
clausein which the issuer commits to redeem the amount investeskebyrity holdersat a
specific future dateAlthough DSE economically represerfoam of debt, prior to 2003hey
were reported outside of the liabilities section, in@mezzanin®section between liabilities
and shareholdersO equity, and their dividends were not reported as financing expense on the
Income Statement. SFAS 150, whiclimeinto effect in 2003requiresUsS firms to include
DSEsin the liabilities section of the balance sheetd consistent with the new balarsteset
classification, dividends on DS& e accounted for as interest paymeatsthe income and
cashflow statements.

The evidence in theliterature suggestfirms used he discrepancy between the
economic substance atige accounting treatment of DSE prior to SFAS 15Q@talermine
creditorsO interests atrdnsfer wealth from creditors to sharehold&@snsistent withthe
contractbased argment (e.g.Holthausen and Watts 2001; Watts 2003; Ball et al. 2008),
Moser et al(2011)find lenders primarily contract under GAABnd following SFAS 150
firms redeemed their DSE to avoid breaching their debt covenaras.fifldingssuggest the
classification of DSEn the mezzanine sectidyrefore SFAS 150 helped levered firms avoid
debtcontract limits. Similarly, De Jong et al. (2006) show that following the adoption of IAS
32 (which also requires classifying DSE as debt), Dutomsfieither bought back their
preference shares or changbd shareséharacteristics in such a way that the classification

as equity could be maintained on the balance sheetré&tMoser et al. (2011) and De Jong
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et al. (2006) focus on firms holding D&Ad their choice to redeem it in reaction to SFAS
150 and IAS 32respectivelyLevi and Segal (2014) examine firmséagte issuance choice
between DSE and debt, and demonstthtd firms issued DSE to reduce their reported
leverage. Engel et al. (199@entify firms that issued DSE and used the proceeds to redeem
debt, indicatingfirms used DSE to lower reportediebt. Taken togetherthe evidence
sugges firms used DSE ttower reported debt and circumvent debt covenants

In constructvalidity tess reported belowwe further showthat the likelihood of
bankruptcy of DSE issuers is higher thhatof firms issuing debtandthatthe likelihood of
DSE issuance is negatively associated with -delsenant slack Thesefindings further
suggesthatfirms approaching insolvency issued DSE strategictibt is to avoid covenant
breachdue to an increase indebt However, me can arguethat DSE issuance actually
benefits creditors because the firm is gettingash infusion that potentially reduces
bankruptcy concerndn this case thernwe should not observa decreasen DSE issuance

following the 1991 ruling.

Hence,we predict Delawarefirms that are close to insolvenare more likely to
reduce the issuance DISE following the 1991 ruling in comparison to Delaware firms that

are not in the zone of insolven@s well agelative tonon-Delaware firms. Formally

Hypothesis &: Following the 1991 Delaware ruling, Delaware firms that are close to
insolvency are less likely to issue DSE, whereas non-Delaware firms and Delaware

firms that are not close to insolvency are as likely to issue DSE.

Dichev and Skinner (2002) provide distributional evidence that managers take actions
to avoid debttovenant violation. Specifically, they shdlatthe number of observations just
below the violation cutoff is small compared to the number of observations at and just above
the cutoff. Thus our next hypothesis predidisat thepropensity to avoid debtogenantss
lower in Delawarefirms than innonDelaware firms thaare closeto insolvency We focus
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onfirms that are close to insolvency because ttaynd to lose more from covenant violation
and therefore have greater incentives to avoid covenant violation. In addition, being closer to
insolvency, firms are more likely to owe fiduciary duties to creditors in Delaware following

the 1991 court ruling=ormally,

Hypothesis 1b:Following the 1991 Delaware ruling, there is no distributional
evidence of avoidance of debt-covenant violation by Delaware firms that are close to
insolvency. In addition, there is distributional evidence of debt-covenant violation by

non-Delaware firms that are close to insolvency.

Fama (1980) and Fama and Jensen (188f)ethatthe prevalencef top managers
in the board of directors can lead to collusion and transfestarfkholdersO wealth. In
companiesn which the board includes members that am@anagers andhareholderst the
same timethe risk of a transfesf wealth from owners to managers is reduced, but a new risk
may arisél the risk of wealth transfes from minority/outsider shareholders to
controlling/insiderones.To reduce these risks, boards includdependent directorasho
have neithera managerialrole nor business or ownership ties to the company, with high
institutional expertis@and a préessional reputation tprotect Independent directors aless
likely to collude with top management ocontrolling shareholdersand hencethey are
expected to reduce the agency problems in bq&atsa and Jensen 1983).

Regulators view independent directors as more effective than inside directors in
monitoring firmsO managementhich may explain therequirementfor greater board
independencan recent yeard-or examplethe Sarbane€xley Act (2002) requires that audit
committees be composed entirely of outside directors, and the listing standards of US
exchanges require boarttshave a majority oindependent director&xtant research shows
independent directors are associated with greater financial reporting q&gégifically,

boardindependence is associated with a reduced likelihood of fraudulent financial reporting
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(Dechow et al. 1996; Beley et al. 2000), better accruals quality (Klein 2002; Jenkins 2002),
and a reduced likelihood of restatement (Abbott et al. 2004; Agrawal antaChaad5).

Prior literaturealsofinds the quality of governance is negatively related to the cost of
debt and positively related tofirmsO credit ratingée.g., Bhojraj and Sengupta 2003
AshbaughSkaife et al. 2006)' Better governance promotes better monitoring of
managementhat results in higher Irm value which indirectly also benefits creditors
(AshbaughSkaife et al. 200%. Bond contracts include fewer covenatdsprotect creditors
when borrowersiave higheiquality governance (Li et al. 2014)ore directly related to our
study, Aier et al. (2014) show the impact of the 1991 cauimig on conservatisnapplies
particularly to firms with stronger boards. Hence, we examine whether the impact of the
court ruling was more pronounced for firms with better governance. More prediséhg
absence ofiduciary duty to creditts, independent dectors are not expected to stop firms
from circumventing covenant violation8Ve predict board quality is associated with DSE
issuanceonly whendirectorsowe fiduciary duty to creditors, that,isfter 1991 rulingin
Delaware firmghat are close tmsolvency Formally,

Hypothesis 2: Following the 1991 Delaware ruling, a negative relation exists

between board independence and DSE issuance for Delaware firms that are close to

insolvency, and no relation exists between board independence and DSE issuance for

Delaware firms that are not close to insolvency, or for non-Delaware firms.

3. DSEand Construct-Validity Analysis
Throughout the analysisve use mandatorily redeemable prefersbdres issuances
as our proxy for DSE issuancBo measure thproportion of DSE out of total debt issuances,

we scale DSE issuance by total amount of debt and DSE issivdhee a firm issues only

11 Relatedly, Sengpta (1998) finds better disclosure quality is associated with lower cost qf atebtDe
Franco et al. (2014) find dekuity conflicts covered by debt analysts increase the cost of debt financing.
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DSE, the variable equals 1; and when a firm issues only debt, the variable equaddl 0.
regressionswe control for \ariablesthat are associated with the decision to issue DSE. In
particular, wecontrol for the tax rate, loss carryforward, and firm siZex Rate is the
effective tax rateLoss Carryforward is an indicator variablef 1 for firms with nonzero loss
carryforward and earnings before interest and taxes that are either negative or lower than one
fifth of the loss carryforwardSize is the natural log of the market value of equity.

Tax is a major factor in the decision tssue DSE or debt. Firms that are highly
profitable and have high tax rates can take advantage of the tax l@seftiated with
interest payments, and therefore would prefer to issue debt instead ofM@Sfeasure the
effective tax rate as 1 minus theioaof net income to earnings before taxes. Tax shields, on
the other hand, lower firmsO incentive to use debt financing. Auerbach and Poterba (1986)
find that firms with largetax-loss carryforwards are likely to face zero marginal tax rates, and
consequetly, thesefirms are less likely to issue debt (MacK¥ason 1990)To ensure the
loss carryforwards are large, we use an indicator variable that equals 1 for firms with loss
carryforward that is at least five times larger than current earnings (beteresinand
taxes):? We also control for firm size

Before we describe the results of the various analyses, we report conatidity
analyseselated to the relation between DSE issuance and crédiitesestsWe first report
results on the relatiobhetween DSE issuance and subsequent bankruptcy. We then discuss
the association between DSE issuance and existing covenant slack.

As discussed above, the literature suggests that prior to SFAS 150, DSE issuance by a
firm approaching insolvency adverselyfegited creditors' interestbecause the issuance
allowed firms to avoid covenant violation and consequently prevented creditorsakinmg

timely actions that reduce bankruptcy riskamtions that allow tha to recovermore from

12 Qur definition ofthelosscarryforward dummy follow& evi and Segal (2014 Bimilar results are obtained in
specifications using a dummy that equals 1 for firms Vaifis carryforwardhatis at least threéimes or seven
timeslargerthan current earnings before interest and taxes
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the borrowing firm. A canter argument is that DSE issuance actually benefited creditors
because of the cash infusion, which likely alleviated some of the financial condtraifite

faced. To examine which of the two is more plausible, we test the likelihood of bankruptcy
among DSE issuers compared with firms that only issue debt. If DSE issuance benefits
creditors or alternatively ignly a financing decision, we should observe no relation between
the likelihood of bankruptcy and the decisiorrdcse capitalising debt oDSE. On the other

hand, if DSE issuance is associated wigreater likelihood of bankruptcthe implication is

that the decision to issue DSE is associated with the fidiffisulty in raising debt,
potentially because of existing binding covenants.

We identify all COMPUSTAT firms with a form-K bankruptcy filing from 1996
through 2004the year prior to the issuance of SFAS 1&0) match with all COMPUSTAT
firms that issued DSE or debt in the same pelidthis procedure yields 13,007 firgear
observations, of which 987 are classified as DSE issuance and the remaining as debt
issuance. We find 11.14% of the firms that issued DSE filed for bankruptcy Withipears
of the issuance date, compared with only 5.76% of firms that issued debt (and no DSE) in the
same window, and the difference between these two bankruptcy rates, 6.78 percentage points,
is highly significant g-value < 0.001}* Hence, the greater k#ihood of bankruptcy by DSE
issuers is consistent with the claim in the literature that DSE issuances undermine debt
holdersO interests (e.g., Engel et al. 1999; Moser et al. 2011; Levi and Segal 2014).

In a second sensitivity analysis, we examine ltkelihood of DSE issuance and
covenant slack. As we discuss above, we conjecture that firms issue DSE to avoid covenant
violation. To test this conjecturave examine the association between DSE issuance and
covenant slack. In particular, we use Odet®#BITDAO covenant data froealScan We

focus on this covenaltiiecause it yields the highest number of observations. In addition, prior

13 Complete data on 8K filings are only available from 1996, the first year of mandatory EDGAR filing.
141n comparison, MoodyOs reports a 6.86%&&r bankruptcy rate for debt rated between 1920 and 2008
(MoodyOs Investors Service 2009).
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to the changén the reporting of DSE in 2003, DSE issuance was beneficial for firms with
binding debtto-EBITDA ratios, because the issuance had no effect on the ratio given that the
principal amount of DSE was reported in the mezzanine sectionfifithisg suggests that if
DSE was used to circumvent the delsEBITDA covenant, we should obsereenegative
relation betwen DSE issuance and the covenant slack, or alternatigalyassociation
betweernower slackand agreater likelihood of DSE issuance.

For each year, we use covenants of loans that have been incepted during the year or
during the previous years and havet yet matured. If a firm has more than one debt
agreement with a deld-EBITDA covenant we use the covenant with the lowest limit,
which is the earliest trigger of covenant violation. We define covenant slack as the difference
between the covenant threshold for that variable and the actual realization of the covenant
variable. Actual debto-EBITDA is calculated as lonterm debt DLTT+DLC) divided by
EBITDA. To maximize the size of the sample, we use all observations for which we can
calculate covenant slack, and fia@78observations between 1994 and 20009.

We regress DSE/Debt on the slaahd control variableseparately for the period
prior to and after SFAS 150. We expect to fimdegative relation between DSE issuance and
the slack only in the period prior to SFAS 1because post SFAS 150, DSE is reported as
debt and hence the isseanof DSE in the post period hasimpact on debt covenantsat is
similar tothat ofany other debtBecausehe dependent variabls bounded by 0 and, e
estimate the regression using Tobiable 1 presents the regression results. As expected, we
find thatthe coefficient on the slack is negative and significant in the pre SFAS 150 period,
and not significant in the post peridthis result validates our conjectiidirms with tighter
covenardg are more likely to issue DSE to avoid debvenantiolation.

Taken together, we find that firms that issue DSE are more likely to go bankrupt in

subsequent periods and that DSE issuance is higher for firms with low covenant slack.
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Collectively, theseasults implythat firms in financial distressssued DSEandthey made

this particular financing choice to avoid covenant violation.

4, DSE and Fiduciary Duties

In this sectionwe discuss thenethodologydata and results pertaining tdypothess
la. Section5 describes the results concerningpdthesis2. Becausethe two hypotheses
cover different sample periods, we discuss tlata and results separatéty section 6, we

report he data and results concerning the distributional anghkigisothesis 1h)

4.1  Methodology

We use differencen-differences methodology to investigate the effect of the court
ruling on DSE issuances. Using data from 1988 through 1995, we estimate the following
regression:

I"# /Debt;, ="' +!,"#3$ 1991, + b,Delaware;;
I Iy Delawarey * "#$ 1991 + Contorls +! ;. (2)

The 1991 Credit Lyonnais v. PatliBommunications ruling requires that fiduciary
duty be owed to creditors in firms that are in the Ozone of insolvency.O We use high leverage
to capture firmsO closeness to insolvén&pr each year, we sort the sample firms into
terciles based on their defatequity ratio, which is computed as leteym debt divided by
the market value of equity at the end of the prior year. Firms in the top (bottom two) tercile
are classified a#ligh (Low) Leverage. We estimate equation (1) separately forAfigh- and
Low-Leverage samples. We test Hypothesis 1 using the coefficient on the interaction variable
of Delaware*Post1991. A negative coefficient indicasehat Delaware firms experienced a

greaterdecrease in DSE issuance in the period following the 1991 ruling. We expect to find a

15 We get similaresults when using Becker and StrombergOs (2012) distadeault measuié see
discussion below.
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negativeandsignificant coefficienbn the interaction variablenly for the sample firms with

high leverag. The control variables are those discussed in Section 3.

4.2 Data and Descriptive Statistics

We obtain data on mandatorily redeemable prefeshedes issuancg¢debt securities
structured as equitfrom Compustddsannual databas@We code a firm as issuingSE
when its redeemable preferred shares increase during the fiscal year, and this increase
corresponds with a rise in reported cash from issuances of preferred*$hares.

Our sampleincludes all observations Compustatwith nonmissing values of the
variablesneeded to estimatuation (1) All variables are winsorized at the top and bottom
percentilesWe excludefinancial institutions(SIC codes 6006499) and firms with equity
market value of less than $10 million. The sanipidudes9,567observations betweeld83
and 1995°

Table 2 provides the mean and median of the variables in equation 1 separately for
Delaware andchon-Delaware firmsThe number obbservation®f Delaware firms (4,658) is
similar to nonDelaware firms(4,909) Delaware firmsissuea greater proportion oDSE
relative to total debtx2%vs. 4.5%) andarealsomore likely to issSudDSE (6% vs. 5.2%).
Delaware firms havslightly lower tax rate (27% vs. 28%pnd higher tax shieldd2% vs.

9%), which mayexplain why theyare more likely to isSuUBSE Delaware andon-Delaware
firms have comparable size and leverage.

Table3 compares the magnitude DSE issuance relative to total debt issued (Panel
A) and the likelihood ofDSE issuance (Panel B) for highand lowleverage firms
incorporated in Delaware and elsewhd?anel A showshatthe overall proportion ofDSE

issuance relative to debt issuance is similar across Delawaranaridelaware firms

8 Hovakimianet al.(2001) and Fama and French (2005), for example, similarly use the change in Compustat
items to gauge debt and equity issuances.

"\We obtain similar results when we also require that redeemable preferred shares increase by at least 25%.
18\We obtain similaresultsin specificationsising datdrom three as well as fivgears before and after 1991.
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especially after 1991Delaware firms experiencealslight decrease IIDSE issuance after
1991 (from 5.4% to 5.1% whereasnon-Delaware firms experieed an increase inDSE
issuancgfrom 4.1% to 4.9% butthe change ilDSE issuance is not significant faither
Delawareor non-Delaware firms.

However, bokingatthe change iDSEissuance for highandlow-leverage firmswe
find that with the exception of higkeverage firms in Delawardjrms increasd DSE
issuance though the change is not significanBy contrast, Delaware firms with high
leverage reduce®SE issuance relative to total debt issued following the court ruling in
1991, and the decreaseeconomically and statistically significant. In particular, the mean of
DSE issuance relative to totdebt issuedfor hightleverage firms in Delaware in the period
from 198 through 1991 is 7.73%whereas from 1992 to 1998he ratio has decreased to
5.12%, a decrease of 34%hich is significant at the 5% level.

Panel Breplicates the analysis in Panel A using the proportion of firms isffstf)
The proportion ofall Delaware firms issuin@SE decreased from 6.3% to 5.9% after 1991
whereas the proportion @ll nonDelaware firms increased from 4.7% to 5.6%, but the
changes are not statistically significant. When we condition based on high/low leverage, we
find that with the exception of higleverage firms in Delaware, no changecursin the
proportion of firms issuin®SE However, he proportion of higheverage firms in Delaware
issuingDSE is significantly lower after 1991. Prior to 1991, the proportion of faylerage
firms in Delaware issuin@SE is 9.1% whereasafter 1991 the proportion decreas& 6%,
a 33% decreadhatis statistically signittant atthe 5% level. Taken together, the univariate
results reported iTable 3 support our hypothesis amsdiggest the 1991 Credit Lyonnais v.
Pathe Communications ruling led to a reductiodBE issuancedor Delawarefirms with

high leverage
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4.3 Results

Table 4 presents the regression resuliguation(1)) for the high andlow-leverage
firms. Panel Ashows the resulis whichthe dependent variable is the ratidD8E issuance
to total debt issuancdhe coefficients on the control variablese similar across the two
groups of firms generally with the predicted sign. Specifically, the coefficient on the
effective tax rate is negative and significgmvalue= 0.01)in the lowleverage regression
and the coefficient on loss carryforwardpigsitive and significanfp-value < 0.01) in both
regressionsThe highleverage regression also indicatieslikelihood of DSE increases with
size p-value< 0.01)

Consistent with the univariate results, both regressions shatDSE issuanceon
averagadid not change after 199The lowleverage regression shows Delaware firms with
low leverage are more likely to isSIESE in comparison to noDelaware firms. Directly
related to the hypothesis, the coefficient on the interaction variable ¢bth/ 99/ and the
Delaware indicatoss is negative and significanp{value= 0.01) for the higHeverage firms
only, suggestinghat high-leverage firms reducellSE issuance following the court rulirfg.
Panel B of Tablel shows the results when the dependent variable takes the value of 1 if the
firm issuedDSE during the yearand zero otherwise. The regression is estimated using Logit.
The results are similar to those reported in Panel A. In particular, the coefficient on the
interaction of the Delaware and Post1991 indicators is negative and significant
(p-value= 0.02) for the highleverage firms only, indicating the likelihood DSE issuance
after the court ruling in 1991 is lower relative to the-p@91 period only for firms that were
incorporated in Delaware and are close to insolvefibge sign of the coefficients ome

control variables are similar to Panel A.

9We obtain similar results when vireclude year fixed effeciéthe coefficient on the interaction variable of
the Post1991 and theDelaware indicators is negative and significant only for the kigierage firms.
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Becausewe scale DSE issuance by total debt and DSE issuangmssible
explanation for the decrease in DSE issuance of Delaware \iiithshigh leveragas that
these firms increased debt issuarsgsequent to the court rulindo rule out this
explanationwe estimateequation (1)separatelyfor DSE and debt issuance, both scaled by
total assetat the end of the previous yebntabulated results indicatieatDSE issuances by
high-leverageDelaware firms decreased after the 1991 rulingparticular, the coefficient on
the interaction of th®elaware and Post1991 indicators is negative and significapt\(alue
of 0.02) By contrast the coefficient is notifferent from zero for loweverag firms. The
debtissuanceregressions indicatthat debt issuance did not change in the post period for
Delawareand nonDelaware firms with high or loveverage. Hence, these residtgygest
thatthe decrease in the DSE to debt issuance is attributeddorease in DSE and notda
increase in debt issuance.

Overall, the resultgndicatethat the Delawarecourt ruling in 199Iresulted in lower
DSE issuancenly in Delaware firms that were close to insolvency. These results itmaiy
directors ardesslikely to allow transactionthat harmdebt holdersonly whenthey face

explicit fiduciary duty tacreditors.

4.4  Sensitivity analyses

First, we estimateequation (1) using OLS with firm and year fixed effects, and
standarderrors that areoubleclusteredbased orfirm and year The results arsimilar to
those reported in Tabk and indicatehat Delaware firms with high leverage reduced DSE
issuancewhereas all other firms did not change the amount of DSE isRésdlts are also
similar whenwe include in the regression the log of total assets, log of sales, return on assets,
net profit margins, and boek-marketas additional controls

Second, & conduct our main tests with high debtequity as a measure of firmsO

distance to defauliVe repeat the analyses using Becker and StrombergQOs {&0aayeto-
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default measure. They define the distateedefault as low when the log of the ratio of assets
to debt is less than four times the standard deviation of assets, where that standaoa deviat
of assets is calculated following Vassalou and XingOs (2004) procedure. Vassalou and Xing
(2004) calculate the standard deviation of assets with an iterative procedure. They use daily
data to obtain an estimate of the volatility of equity, which is teed as an initial value for
the estimation of standard deviation of assets using the 8abkles formula. We obtain
the standard deviation of assets frbtaria Vassalo@avebsite?® We calculate the log of the
ratio of total assets to debt for each figear observation, and define the distateedefault
as low when this value is less than four times the standard deviation of assets, where the
standard deviation of assetsthe annual average of monthly standard deviations. Firms with
zero debt are defined as highstanceto-default without any calculation. We find the
coefficient onDelaware*Post1991 is negative and significanp4{value < 0.1) in the low
distanceto-default sample andnot significantly different from zeran the highdistanceto-
defaultsample

Finally, anotherpotential explanation for the decrease in DSE issuance in the post
period is thafewer debt covenanexist If firms facefewer covenantafter 1991 they have
fewer covenants to circumvent and less incentive to issue DSEnsurdhata decrease in
the use of debt covenants by Delaware firms does not th@&veeduction in DSE issuances
after 1991 we examinedataavailable from Capital 1Q@n the number of debt covenants
attached tonew bond issuances the postl991 periodIf a firm has multiple issuances a
given yeay we use the contract wittne highest number of covenant§e find the average
number of coveantshasincreased by 3.5from the pre to the pogteriods and Delaware
firms did not experiencea different changan the number ofcovenantsrelative to non

Delaware firms.

20 http://mariavassalo.com/research/data/
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5. Board Independence and DSE Issuances

5.1  Methodology

Data on board independenare available starting in 1996. Therefore, we cannot use
the change in DSE issuances around the 1991 Delaware ruling to test the effect of board
independence. Instead, we examine the change in DSE issuances before and aftee 2003,
year when SFAS 150 came into effect. As discussed above, SFAS 150 requirés IRESE
reported as debin accordance with the economic substance of the instrurtiereby
eliminating the reporting bias associated with D$tence, if the quality of thdvoard,
measured by the extent of independence, is relatdeteporting biaghat harns creditors’
interests, we expect the relation between board independence and DSE exists prioy to 2003
and especially so for higleverage firms from Delaware

Using datdrom 1996 througl20®2, we estimate the following regression:

DSE! Debt\» =! + b;HilndepBrd;; + b, Delaware,- (2)
+b3"#$%$&" ;! HilndepBrd;; + Controls + !

HilndepBrd is an indidar variableof 1 if the proportion of independent directors, computed

as the number of independent directors divided by total number of directors, is greater than
the sample mediarand O otherwise. The control variables are identical to those used in
equation (1). All other variables are defined above. Similaegoation (1), we estimate
equation (2) for firms with high and loleverage. We test Hypothesis 2 using the coefficient
onthe interaction variable of the Delaware and HilndepBrd indicaéarspative coefficient

bs suppors the hypothesis.

5.2 Data and Descriptive Statistics
We usedata on board independence from RiskMetria$ich providesdata on
independent boardstarting in1996 As before, v excluddinancial institutiongSIC codes

6000:6499) and firms with equity market value of less than $10 million. The sample includes
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5,2020bservations between 1996 and 2088stly from large firms(S&P 1500 companigs
Of the 5,202 observations, 2,977 (2,283ateto Delaware ijon-Delaware) firms.

Table 5 presents the descriptive statistics. In comparison teDedaware firms,
Delaware firmsare more likely to issuBSE (5.1% vs.3%) and issu@ greater proportion of
DSE relative to total debt issued (4.8% vs6%). Given thatSFAS 150 eliminated the
reporting advantage ddSE, we also report the statistics separately for the ane post
SFAS 150periods As expected, we obsengsignificant decrease IDSE issuance post
SFAS 150. For example, the aver&®E to total debt issuance falls fro69% to 2.2% for
Delaware firms. Further, the overall differenceDS8E issuance between Delaware avuh-
Delaware firmss attributed primarily to thpre-SFAS 150 period®

Differences in firm characteristics might eapl the greater proportion of DSE
issuanced®y Delaware firms. Delaware firms hateherloss carryforward5.4% vs.1.9%);
however the effective tax rate ialmost identical We also findthat Delaware firms are
larger, although the difference in siappears to be economically smdalhe leverage of
Delaware firms is smaller &6 vs. 32%,) which could be attributed to the fact tilaware
firms issue mor®SE

The proportion of independent directors in Delaware firms is sméié6 vs. 68%.
However, following SOX and thensuingchanges in listing requirements 2004 we find
that the proportion of independent directors has increased significantly from 2003 onward.
When we examine the mean proportion of independent directors before an2ZD8fewe
observe that the overall difference in independent directors between Delawanerand
Delaware firms is attributed tthe pre-2003 period The mean and median proporsoof

independent directors are virtually identical for @ere anchon-Delaware firms after 2003.

L Comparing DSHssuance statistics between the sample used to test Hypothesis 1, presented 2n afable

the current sample, we observe significant differences. For example, the proportion of DSE to total debt issued
in the pre2003 period by Delaware firms is higher in this sample 5% vs. 5.2%, respectively). These
differences stem from RiskMetricOs bias toward large firms. Using only firms that are present in both samples,
we find the proportion of DSE issuances for Delawarediisn5.3% in 1992995, and 5.5% in 1998003.
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Taken togethemnve observesignificant differences iIDSE issuance and board independence
between Delaware and n@elaware firms. However, these differences are attributed to the
pre-2003period. We also observe that after 200 likelihood and amount @SEissuance
decreasedvhereas board independence increasedpective of incorporation location

Table5, Panel B shows the mean@8Eissuancendlikelihood of DSEissuancere
andpost2003 for high/low-leverage firms for Delaware and nBelaware firmsConsistent
with the results in Tabl®&, Panel A, all firms experienceal significant decrease IDSE
issuance after SFAS 150 came into effect. CompdDig issuance between Cmlare and
non-Delaware firms across highandlow-leverage firms, we obserggeateiDSEissuance in
Delaware firms for the two groups. For example, the proportion of-leiggrage firms in

DelawareissuingDSEis 9.6% compared witho4 for nonDelaware firms prior to 2003.

5.3 Results

Table 6 presents the effect of board indegenceon DSE issuancebeforeand after
2003.Table 6, Panel A shows the regression resuitsvhich the dependent variable is the
ratio of DSE issuance to total debt issuédquation (2)) for the pre-2003 period The
regression is estimatesgparatelyfor high- andlow-leverage firmsThe coefficients on the
control variables are similar to those reported in Tabl&pecifically, DSE issuance is
positively associated with loss carryforwafasthelow-leverage regressio@nd sizgin the
high-leverage regressionand negatively associated with the effective tax (iat¢he high
leverage regression)

Consistent with the univariate results, the positive coefficient on thewBed
indicator suggestghe Delaware firms, both with high ahow leverage, issue mor@SE
relative to norDelaware firms The coefficient orthe highboardindependencéndicatoris
not significant implying that no differenceexistsin DSE issuance between higland low-

boardindependence firmdn other words, high boasthdependence firms are as likely to
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issue DSE as low boaiddependence firmsdowever, the coefficient othe interaction
variable of the Delaware ardgh-boardindependencendicatos is negative and signdant
(p-value < 0.05) in the higHeverage regressioanly. Hence,DSE issuance is negatively
related toboard independence only Delaware firmshat are close to insolvencyable 6
Panel Bpresentghe regression resulis whichthe dependent variable takes the value of 1 if
the firm issuedDSE during the yegrand zero otherwise. The results are similar to those in
Panel A. Delaware firms are more likely to isf8E Board independence is not associated
with the likelihood ofDSE issuancean non-Delaware firmsoutis negatively associated with
the likelihoodof DSE issuance bpelaware firmghat are close to insolvency

Taken together, the regression results indicate bqasdity does not reduce the
likelihood that firms usestructured transactions that lower reported deiet mitigate the
likelihood of debtcovenant violationBoard quality dogshowever play a role in protecting
creditors' interest, when directors hareexplicit fiduciary duty tocreditors

To gain afurther understandingf the impact of board independence@8E, were-
estimate the regressions uspmstSFAS 150data Becausdhe new standard eliminated the
reporting benefits associated with DS&nd in particular the ability of companies to
circumvent covenant violatioy issuing DSEthe issuance fuchDSE post2003doesnot
undermine creditors' interesteHce in contrast to our findings above, we expect that board
quality should not be negatively associated WtSE issuanceeven whendirectorsowe
fiduciary dutiesto creditorsWe report he results in Tablé, Panels C and DAs expected
we observe that post SFAS 1B50ard independence is not relatedD®E issuancgPanel C)
or the likelihood oDSE issuance (Panel Opr Delawarefirms and for norDelaware firms
irrespective of the likelihood of insolvency

Table 7 shows the differenem-differences test around 2003 for higand low

leverage firmsWe examine the change DSE issuances around 200Becauseghe "action”
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is expected to be in th@e-2003 period, we treat po2003 as thévenchmarkperiod.Using
data from 1996 througP009 we estimate the following regression:
DSE/Debt;, ! a! !, "#$%&' )%* 1 + !, "#$%$&" ;, (3)
| by "HS%$B&" ;| "HS%& ()%* v | 1 I"# "™

D11 IHS0&H( ! I"# "™ 4+ | I"H$%$&" ;! Pre!™#

+!1, Delaware;,! "#$%&' ()%* 1 x!I"# 2003, +I"#$%"&' | I,
Pre2003 is a dummy that equals 1 for years 19882 and zero for 2003009. The other
variables are identical to those usecdqguation (2). We estimatequation (3)separatelyfor
firms with high andow leverage.

We test Hypothesis 2 using the coefficient G#$%$&"; ! " "#$%&'# ;!
Pre!"'# ;.. A negative coefficientor »; would support the hypothesibecauset indicates
that the likelihood of DSE issuance in {hre-2003 period wakwer for Delaware firmswith
high board independendadeed the coefficient is negative and significant for higherage
firms (p-value = 0.02). By contrast, he coefficientis not different from zerdor the low
leverage firmsHence, theresults of his differencein-differences analysiprovide further

supportthat board independences associated with better creditor protection only when

directors havanexplicit duty to creditors.

5.4 Sensitivity analyses

First, we estimateequation (3 using OLS with firm and year fixed effects, and
standard errors that aob®ubleclustered based on firm and year. The results are similar to
those reported in Tablg, and the coefficienton the interaction term"#$%$&";,!
Hi"#$%&'# ! "# ""# . is negativeand significant for higheverage firms(p-value =
0.02)

Second we replicate the regressions in Tableséparately for firms with high and
low covenant slaclkpre and post 2003f DSE was used to circumvent debt covenant, we

should observea negative relation between board independence and DSE issuances
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Delawarefirms that are closer to violation of debt covenahgt is, for firm with low
covenant slackAs discussed aboyeve use debto-EBITDA covenant data from DealScan
because it yields the highest number of observati©os.of the 5,202 observations used in
the main sample, we find dettEBITDA covenant data for 1,858 observations on
DealScan. We define covenantcidas the difference between the covenant threshold for that
variable and the actual realization of the covenant varistidemedian split the sample each
sample year based on the covenant slack. The estimation results are presentedBinMable
observethat Delaware firms with low slack were more likely to issue DSE than non
Delaware firms in the pre 2003 period. Howevemsistentwith Hypothesis 2, we find the
coefficient onthe interaction termi'#$%$&" - X!"#$%&'($ ;; is negative and significarp-
value<0.0)), indicating that Delaware firms with high board independence issued less DSE
relative to Delaware firms with low board independeri®g.contrast,we find no relation
between board independence and DSE issufioickigh slack firms pre SFAS 150 post
SFAS 150 foreithersample (Panel B).

Third, Nini et al. (2012) find that following credagreement violations, changes
occurin the investment and financing behavior of violating firifisese changesiggesthat
creditorsamend the debt agreements and impose stronger restrictions on firm decision
making, consequently indicatinghat creditors play an active role in the governance of
corporationdollowing theviolations.Hence, toensuresuch potentiathange are not driving
our results, we excludeom the sample thosBrms that violated their debt agreements
Using Nini et al. (2012) datg we excludecompanies in the year of the violation and in all
subsequent yeareeducing thesampleby a total 0f968 observation$? The results are very

similar tothose presented above. For example, estimatjogtion (2) as in Panel A of Table

22 Nini et al. (2012) data available: &ttp://faculty.chicagobooth.edu/amir.sufi/data.html
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6, we find the coefficient oDPelaware,! "#$%&'($ ;. for high-leverage firms is negative

and significantThe results for Tabl@ are also similaf®

6. Debt Covenant Slack Distribution

In this section, we examine the distribution of covenant slack around zero to test the
extent to which Delaware firms manage their reporting to avoid violation ofcdebhants
after 1991(Hypothesis 1h)Firmsthat wish to avoid debt covenant violation can use several
meansother than DSE issuanc&o gauge if firms act to avoid debt covenant violations in
general, we use a resultiven test, similar to Dichev and ®kier (2002) and Burgstahler
and Dichev (1997). Wexpectcovenant violatiomavoidanceto concentrateon firms that
report low positive slackSpecifically, lowdensity in the covenant slack distribution just
below zero and high density just above zero relative to expected galygssts firms engage
in manipulation to avoid covenant violation

We test the distribution of the detotEBITDA covenant slack arourzkero. When a
firm has more than one loan, we use the debt covenant with the lowesbkcause the
lowest limit provides the effective covenBintiolation of this limit puts the firnin technical
default so regative covenant slack valuesply covenant violations. As Dichev and Skinner
show, covenant violations are relatively frequent on DealSgaa.potential explanation for
the high frequency of violation is that defmtvenants are set more tightly in private lending
agreements than in publiebt agreementecause of the lower renegotiation costs of these
agreements.

Relevant debt covenant data on DealScan §taff994 We use data until 2003

becausea court ruling in 2004 partially reversede Credit Lyonnais ruling (Becker and

% pennsylvania and Indiana have constituenctuttathat allow corporate directors to take into account the
interests of nofowners (e.g., workers, customers, creditors, and suppliers) in certain situations, such as hostile
takeovers. Hence, to examine whether the inclusion of firms from theseistdtesiorDelaware samplaffect

our resultswe exclude firms incorporated in Pennsylvania and Indiana. We lose 353 (200) observations in the
sample used to test Hypothesis 1 (2). The results (untabulated) are similar to those reported.
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Stromberg2012).Our sample includes &2 observations between 1994 and 206f which
2,341 are of Delaware firms** To facilitate a larger number of observations for this
distribution test, we do not require data on board independ@scm the tests aboveye
split the sample on deftb-equity to distinguish between high and Iansolvency risk In
each year, sample firms are sorted into terciles based on thetodhtity in the previous
year, and firms in the highest (bottom two) tercile are classifi¢uighdeverage firms (low
leverage firms).

Figure 1 presentshe histograns. Following Dichev and Skinner, we chootiee
histogram bin width a8’ = 2(I0R)n"'”, whereBW signifies bin width,/OR is the sample
interquartile range, andis the number of olesvations. Figure.1 showsthatthe distribution
around O forhigh-leverage Delaware firms smooth,indicating no evidence of unusual
activity to avoid violation of the delb-EBITDA covenant limit. Figurel.2 preserd the
distribution fornonDelaware firms withhigh leverage andshowthata spikeoccursin the
number of observations just above zero. To test whether the spike in frequency above zero is
greater than the expected benchmark, we use Dichev and SkinnerOs methodology to test for
deviations from smoothness. Under the null hypothesis of no abnormal behavior, the
expected number of observations in any given bin is equal to the average of the number of
observations in the two immediately adjacent bins. The test statistic is thertifebetween
the actual number of observations in any given bin and the expected number of observations,
divided by the estimated standard error of the difference. Under the null hypothesis of
smoothness, these standardized differences are distributexiapgtelynormalwith a mean

of 0 and a standard deviation ofAttemptsto avoid covenant violation willesult ina shift

24 Dichev and Skiner (2002) use observations up to and includireyfirst year otovenant violation. That is,
they exclude firmyears subsequent to covenant violatibhe reason is thakporting manipulations are more
pronounced before initial violations, when managersentives to avoid violations are likely to be stronges
However, because we partition the sample to high/low leverage and to Delawdbelawrare firms, we do not
exclude observations subsequent to covenant violation in order to maintain a deqeet Sae We report
below in section 6.1 results when we exclude observations subsequent to violation
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of observations from bin "1 to bin 0, so we expect to observe standardized differences that
are unusually negative for bin "1 anthusually positive for bin 0. We find that for high
leverage notDelaware firmsthe value of bin O is positive and statistically significgnt (
value< 0.01) and the value of binl is negative and significanp-{alue< 0.05). Hence, the
statistical test indicate nofDelaware firms with high leverage are likely to manipulate
financial reporting to avoid covenant violatiofeken together, the two graphs indicate that
whereasnonDelaware firms with high leverage engage in manipulations to avoid covenant
violation, high-leverage Delaware firm& which directors owe fiduciary duties to creditors,

do notusemanipulatios to avoid covenant violation.

Figures 1.3 and M4 show the distribution for loweverage firms. The distribution is
fairly smooth forboth Delaware and neldelaware firms, indicating loveverage firms do
not engage in manipulation to avoid covenant violation.

Collectively, consistent with the idea th&igh-leverage firmsare likely to incur
greater costas a result of covenant violati, and therefore havagreater incentivéo avoid
covenant violationswe observe that nebelaware firms likely take actions to avoid
covenant violationHowever we observe no such evidence for Delaware firms. Hence, these
findings provide additional support to our conjecture that the imposed fiduciary duties to
creditors in Delaware firmghat are close to insolvency affected the reporting behavior of
those firms.In particular, because of the fiduciary duties to protect creditorsO interests,

Delaware firms are less likely to take actions to avoid debt covenant violation.

6.1  Excluding Observations Subsequent to Covenant Violation

Dichev and Skinne(2002) showthat covenant violations are relatively frequent on
DealScanand thisis alsotrue in our sample. As Figure 1 shows, the frequency of covenant
violationis high, especially among higaverage firms. Using sensitivity analysisimilar to

thatused inDichev and Skinngemwe exclude firmyears subsequent to covenant violation, and
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use observatiaup to and including the first covenant violatiobhis restriction resulted in a
sample of485 observationsf high-leverage Delaware firmand 301 observations high
leveragenon-Delaware firms We expect to findhat non-Delaware firms avoid covenant
violation more frequently than Delaware firms. To test this hypothesis, we compare the
covenant slack distribution around 0 of Delaware andDeaware firms? If non-Delaware

firms manage their reporting more than Delaware finreswouldexpectthemto have fewer
observations than Delaware firms just below the covenant violation thresholdlfbend
more observations than Delaware firms just above thehtbice¢bin 0).As before, ve set the
histogram bin width t@W = 2(I0R)n "°. We then calculate the percent of observations or
distribution density in each bin, by dividing the number of observations in the bin by total
number of observations.

We find thatnonDelaware firms have 2.4%4.6%) fewer (more)observations than
Delaware firms in binl (0). These results suggest nbelaware firms are more likely to
manipulate the financial reports tvoid covenant violation. To estimate the statistical
significance of the results, we use bootstrap sampling with replacement (Chernick 1999). We
find that in bin-1, the distribution density of neDelaware firms issignificantly lower than
that of norDelaware firmg(p-value =0.056, and in bin 1the distribution density of nen
Delaware firms issignificantly higher than that of neDelaware firms(p-value =0.021).

These resultindicate norDelaware firms manipulate financial reporting to avoid covenant

violation more than Delaware firms.

7. Conclusion
According to US accounting principles, financial reports should provide information

to help shareholders and creditors assess the amount, timing, and uncertainty of prospective

25 Jacoband Jorgensef?2007), for example, similarly compare earnings distributions of two samples to test for
earnings management.

32



cash receipts from dividends or interest and the proceeds from thered@¢émption, or
maturity of loansAlthough financial repors should provide information that is useful for
shareholderand creditas, US corporate governance usually protects equity investors, not
debt holders. In this study, wexamine whethethis slantin corporate governance biases
firmsO reportinggainst creditorsand in particularwhetherit is associated witfa higher
likelihood thatfirms take actions to avoid covenant violation

To examine the research questime usethe exogenous shock to directorsO fiduciary
duties following the 1991 Credit Lyonnais v. Pathe Communicatrafisg. Before the
ruling, directors of Delaware firms owed fiduciary duty only to shareholders. The ruling
required directors in Delaware firms taopect creditorsO interests when firms approach
insolvency. Weexaminethe relation between fiduciary duties att likelihood firms will
take action to avoid covenant violatiarsing twotest approachedVe test the effect of
fiduciary duty on a specifiaction to circumvent debt covengntamely,the issuance of debt
structuredas equity andwe examinethe general propensity of managers with fiduciary duty
to creditors to avoid covenant violation usihg distribution ofcovenant slackin bothtest
settings we find the likelihoodthat firms will take action to avoid covenant violatios
significantlylower when director®we fiduciary duties to creditordVe also show thdioard
guality lowers the probability that firms will take action to avoid covenants aiign
directors have a legal fiduciary duy to creditors. Collectively, our results indicate that
fiduciary duties to creditorfower the likelihood that firms will bias financial rports and

circumvent debt covenantisat protect creditorsO interests.
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Figure 1

Covenant Slack
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Figure 1.3

Delaware Firms with Low Leverage
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The figurespresenthe distribution of the deklib-EBITDA covenant slack around zero. The slack is computed

as the difference between the maximum limit set by the debt covenant and the actual ratio of total debt to
EBITDA for the year.The sampleincludes 3,722 observatiol&tween 1994 and 2003, of which 2,341 are of
Delaware firmsandcovenant slacKistribution is presenteseparatelyor firms with high and low leverage.
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Table 1

The relation between DSE issuances and debt covenant slack

The table shows that firms closer to covenant violation are more likely to issue DSEs. The dependent variable is
DSE/Debt, the dollar amount of DSE issued by the firm divided by the dollar amount of debt and DSE issued by
the firm. Covenant slack ibedifference between the maximum threshold for the-tiei#BITDA ratio, above

which the firm is in violation of its debt covenants, and the actuattddbBITDA the firm reported; covenant

slack is sorted into quintiles each year, and the Covenant Slaebleatakes the values 0 to 4 accordingly. Tax

Rate is the effective tax rate. Lo8arryforward is a dummy variable that equals 1 for firms with-nero loss
carryforward and earnings before interest and taxes that are either negative or less thah ohéhéfloss
carryforward. Size is the natural log of the market value of equity. The sample in8léd@&observations
between 1996 and 2009, and regression is estinugiad Tobitfor the 19962002 and 2002009 sukperiodk.

"™ and™ indicate twesided significance at the 0.10, 0.05, and 0.01 levels.

LIS L1 HS%8 N HSY. | IHS%"& | 1,

Before 2003 After 2003

Estimates p-value Estimates p-value

i i

Intercept -3.833  (<.01) -3.769  (<.01)
Covenant Slagk -0.232 (<.01)" 0.052  (0.68)
Leverage; 0.786  (<.01)" 0.963 (<.01)"
Tax Rate; -1.885  (<.01)" -2.108  (<.01)"
Loss Carrjorward., 1.130 (<.01)” 1.048 (0.07)
Siza, 0.127 (0.02) -0.440 (<.01)"
Observations 3,071 2,607

R-Square 7.46% 4.06%
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Table?2

Descriptive Statistics for HI

The sample includes 9,567 debt and debt securities structured as equity (DSE) issuances for Delaware and non
Delaware firms between 1988 and 199inancial institutions (SIC codes 636@99) and firms with equity

market value of less than $10 million are exclud@8E issuance is a dummy variable that equals 1 for firms

that issued DSE and 0 for firms that issued only deiving the yearDSE/Debtis the dollar amount of DSE

issued by the firm divided by the dollar amount of debt and DSE issued by the firm. Leverage is the natural log
of 1 plus longterm debt divided byhe marketvalue of equity. Tax Bte is the effective tax rate. Loss
Carnyfforward is a dummy variable that equals 1 for firms with-nero loss carryforward and earnings before
interest and taxes that are either negative or less than one fifth of the loss carryforward. Size is the natural log of
the market value of equity.” and™ indicatetwo-sided significancat the 0.10, 0.05, and 0.01 levels.

(A) (B) (A)" (B)
Delaware Firms Non-Delaware Firms
(N =4,658) (N =4,909)

Variable Mean Median Mean Median T-test
DSE issuange 0.0608 0 0.0517 0 0.0090
DSE/Debt 0.0524 0 0.0451 0 0.0073
Leverage: 0.3554 0.1894 0.3553 0.2269 0.0000
Tax Rate; 0.2718 0.3295 0.2809 0.3351 "0.0091
Loss Carryorward., 0.1237 0 0.0900 0 0.0336"
Size 12.06 11.78 12.00 11.74 0.0548
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Table3
Decrease in DSE issuances in Delaware after 1991 (HI)

This table shows the change in the issuances of debt securities structured as equity (DSE) for Delaware and non
Delaware firms after 1991. In each yeanmple firms are sorted into tédes based on thedebtto-equityin the

previous yearand firms in the highest (bottom two) teke are classified as Higheverage Firms (Low
Leverage Firms). Panél presents the DSE/Debt of the firms, which is the dollar amount of DSE issued by the
firm divided by the dollar amount of debt and DSE issued by thediring the yearPanel B presents the DSE
issuance, a dummy variable that equals 1 for firms thagdsBISE and 0 for firms that issued only debt. The
sample includes 9,567 observations between 1988 and 199nd™ denote twosided significancet the

0.10, 0.05, and 0.01 levels.

Panel A: DSE/Debt of Delaware and non-Delaware firms

DelawareFirms Non-Delaware Firms
High- Low- High- Low-
Leverage Leverage  All Firms Leverage Leverage All Firms
Firms Firms Firms Firms
(N=1,473) (N=3,185) (N=4,658) (N=1,716) (N=3,193) (N=4,909)
a. 19881991 0.0773 0.0437 0.0544 0.0641 0.0288 0.0410
b.19921995 0.0512 0.0508 0.0509 0.0785 0.0324 0.0487
b" a "0.0260 0.0071 "0.0035 0.0144 0.0036 0.0077
(t-statistics) ("2.12)" (0.95) (" 0.55) (1.18) (0.61) (1.34)

Panel B: Proportion of firms issuing DSE

Delaware Firms Non-Delaware Firms
High- Low- High- Low-
Leverage Leverage All Firms Leverage Leverage All Firms
Firms Firms Firms Firms
(N=1,473) (N=3,185) (N=4,658) (N=1,716) (N=3,193) (N=4,909)
a. 19881991 0.0912 0.0504 0.0634 0.0731 0.0338 0.0473
b. 19921995 0.0601 0.0582 0.0588 0.0855 0.0391 0.0555
b" a "0.0311 0.0078 "0.0046 0.0124 0.0054 0.0082
(t-statistics) (" 2.26) (0.94) (" 0.65) (0.96) (0.81) (1.29)
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Table4
Testing the decrease in DSE Issuances in Delaware after 1991 (Hypothesis 1)

This table tests the decreaseisauances of debt securities structured as equity (DSE) by Delaware firms after
1991. The dependent variable in Panel A is DSE/Debt, the dollar amount of DSE issued by the firm divided by
the dollar amount of debt and DSE issued by the firm. The depewaléaile in Panel B is an indicator that
equals 1 for firms that issued DSE and 0 for firms that issued only Delstware is an indicator variable that
equals 1 for firms incorporated in Delaware. Post1991 is an indicator variable that equals 1499992

other variables are defined in the notes to previous tableseghessions are estimated separately for-ragh
low-leverage firm8l firms in the highestercile (bottom twotercileg of leverage during the year are classified

as High-LeverageFirms (Low-Leverage Firms). The sample includes 9,567 observations between 1988 and
1995."" and™ denote twesided significancat the 0.10, 0.05, and 0.01 levels.

M#'$%"$& » =1 +1,I"#$ 1991 | |, Delaware, + !, Delaware;,! "#$ "'l (2)
I Controls! &

Panel A: Tobit regression with DSE/Debt as dependent variable

Hypothesi§ High-Leverage Low-Leverage
Firms Firms
Estimates p-value Estimates p-value
Intercept "9.244  (<.01)” "6.182  (<.01)”
Delaware 0474 (0.13) 0.720  (0.05)
Post1991 0.294  (0.29) 0121  (0.74)
DelawargrPost1991 (1) "1.067 (0_01)*** 0.109 (0.82)
Leverage: 0.253 (0.19) “1.089  (0.31)
Tax Rate; "0.760  (0.12) "2.816 (<.01)”
Loss Carryorward.; 1.020  (0.01)” 1123 (<.01)"
Siza. 0382 (<.0n)” "0.071  (0.30)
Observations 3,189 6,378
Pseudo RSquare (LRI) 2 47% 2.80%

(a) Hypothesis 1 predicts fewer Delaware firms with high leverage will issue DSE after 1991. The
coefficient onDelaware*Post1991 is expected to be negative for-tagarage firms.
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Panel B: Logistic regression with DSE issuances as dependent variable

Hypothesi8 High-Leverage Low-Leverage
Firms Firms
Estimates p-value Estimates p-value

Intercept "5.667 (<.01)" "2.398 (<.01)"
Delaware 0.270 (0.18) 0.365 (0.06)
Post1991 0.103  (0.57) 0.066  (0.73)
DelawargPost1991 (1) "0.626 (0.02) 0.044  (0.86)
Leverage; 0.149 (0.24) "0.454 (0.42)
Tax Rate; "0.576  (0.09) "1.583 (<.01)"
Loss Carrjorward., 0.607  (0.01)” 0.456  (0.01)”
Siza, 0.259 (<.01)" "0.046 (0.21)
Observations 3,189 6,378
Pseudo RSquare (LRI) 3.15% 3.14%

(b) Hypothesis 1 predicts fewer Delaware firms with high leverage will issue DSE after 1991. The
coefficient onDelaware*Post1991 is expected to be negative for-légbrage firms.
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Table5
Descriptive Statistics for H2

The sample includes 5,202 debt and debt securities structured as equity (DSE) issuances for Delaware and non
Delaware firmsbetween 1996 and 2009. Financial institutions (SIC codes-6899) and firms with equity

market value of less than $10 million anecluded. DSE issuance is a dummy variable that equals 1 for firms
that issued DSE and 0 for firms that issued only debt. DSE/Debt is the dollar amount of DSE issued by the firm
divided by the dollar amount of debt and DSE issued by the firdepBrd is he proportion of board members

that are independent.” and”~ denote twosided significancat the 0.10, 0.05, and 0.01 levels.

Panel A: Comparing Delaware and non-Delaware firms

(A) (B)
Delaware Firms Non-Delaware Firms (A)" (B)
(N=2,977 (N =2,225

Variable Mean Median Mean Median T-test
DSE issuangel996-2009  0.0507 0 0.0301 0 0.0208™
1996-2002 0.0687 0 0.0411 0 0.0276"
2003-2009 0.0219 0 0.0127 0 0.0091
DSE/Debt1996-2009 0.0475 0 0.0262 0 0.0213"
1996-2002 0.0649 0 0.0347 0 0.030%™
2003-2009 0.0196 0 0.0127 0 0.0069
IndepBrd 1996-2009 0.6540 0.6923 0.6758 0.7143 "0.0218"
1996-2002 0.6024 0.6250 0.6346 0.6667 "0.0321"
2003-2009 0.7367 0.7500 0.7408 0.7500 "0.0041
Leverage: 0.2836 0.1661 0.3233 0.2497 "0.0397"
Tax Rate; 0.3327 0.3584 0.3330 0.3596 "0.0003
Loss Carryorward.; 0.0537 0 0.0189 0 0.0349"
Siza., 14.55 14.45 14.40 14.28 0.1454"
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Panel B: Comparing high- and low-leverage firms

Delaware Firms

Non-Delaware Firms

High- Low-
Leverage Leverage
Firms Firms

(N=841) (N =2,136)

DSE issuange

a. 19962002 0.0958 0.0574

b. 20032009 0.0369 0.0165

b" a "0.0589" "0.0408"
DSE/Debt

a. 19962002 0.0891 0.0548

b. 20032009 0.0339 0.0146

b" a " 0.0552" "0.0402"

High-
Leverage
Firms
(N =892)

0.0403
0.0162
"0.0241

0.0353
0.0161
"0.0192

Low-
Leverage
Firms
(N =1,333)

0.0416
0.0102
" 0.0315"

0.0343
0.0102
"0.0242"
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Table6
Testing the effect of board independence on DSE issuances (H2)

This table tests the relation between board independence and issuances of debt securities structured as equity
(DSE). Delaware is an indicator variable that equals 1 for firms incorporatedlaware. HilndepBrd is an

indicator variable that equals 1 for firms with a proportion of independent directors that is greater than the
sample median. The sampheludes5,202 observations between 1996 and 2009. Panels A and B present the
estimation resits for 19962002 and Panels C and, Ehe results for 2002009."™ and™ denote twosided

significanceat the 0.10, 0.05, and 0.01 levels.

HS% & | L1 L I"HS%& ()% v | || 'HS%S&" )
L1, HS%$&" 1 XI"HSY& ()% 1 | I"HS%"&' ! 1y

Panel A: Tobit regression with DSE/Debt as dependent variable 1996-2002

Hypothesi§ High-Leverage Low-Leverage
Firms Firms

Coefficient  p-value  Coefficient  p-value
Intercept "9.356 (<.01)" "5.093 (0.01)"
Delaware 2.047 (<.01)” 0.903 (0.09)
HilndepBrd 0.488 (0.46) "0.036 (0.95)
DelawargHilndepBrd "1.968 (0.02)" "0.891 (0.27)
Leverage; 0.847 (0.05)" " 4.604 (0.02)
Tax Ratq.; "2.001 (0.04)" "0.629 (0.56)
Loss Carryorward 1.165 (0.13) 2.209 (<.01)
Size4 0.266 (0.07) "0.085 (0.46)
Observations 1,064 2,131
Pseudo RSquare (LRI) 6.22% 2.78%

(@) Hypothesis 2 predicts board independence will affect DSE issuances only before 2003 in Delaware firms
with high leverage. Coefficient oBelaware*HilndepBrd should be negative and significant for -high

leverage firms.

Panel B: Logistic regression with DSE issuances as dependent variable 1996-2002

Hypothesi8 High-Leverage Low-Leverage
Firms

Coefficient  p-value  Coefficient  p-value
Intercept "5.916 (<.01)" "2.261 (0.01)"
Delaware 1.395 (<.01)" 0.439 (0.12)
HilndepBrd 0.362 (0.45) "0.020 (0.96)
Delaware*HilndepBrd "*1.280 (0.03y "0.483 (0.26)
Leverage; 0.539 (0.04Y) "2.088 (0.04y
Tax Rate., "1.596 (0.02) "0.374 (0.54)
Loss Carrjorward., 0.585 (0.20) 1.130 (0.00)”
Siza, 0.191 (0.04Y) "0.036 (0.55)
Observations 1,064 2,131
Pseudo RSquare (LRI) 7.74% 3.24%

(b) Hypothesis 2 predicts board independence will affect DSE issuances only before 2003 in Delaware firms
with high leverage. Coefficient oBelaware*HilndepBrd should be negative and significant for -high

leverage firms.

47



Panel C: Tobit regression with DSE/Debt as dependent variable from 2003-2009

High-Leverage Low-Leverage
Firms Firms

Coefficient  p-value  Coefficient  p-value
Intercept "2.309 (0.68) 4.024 (0.51)
Delaware 1.172 (0.41) 0.807 (0.56)
HilndepBrd "0.311 (0.85) "1.361 (0.55)
Delawarg'HilndepBrad 2.345 (0.28) "0.964 (0.72)
Leverage: "3.200 (0.16) "5.393 (0.37)
Tax Rate.; "9.177 (0.04)" "13.738 (0.02)
Loss Carryorward., "1.290 (0.60) 1.709 (0.37)
Siza, "0.231 (0.52) "0.817 (0.11)
Observations 669 1,338
Pseudo RSquare (LRI) 9.28% 13.33%

(a) Hypothesis 2 predicts board independence will affect DSE issuances only before 2003 in Delaware firms
with high leverage. Coefficient dbelaware*HilndepBrdshould not be significant for either higbr low-
leverage firms.

Panel D: Logistic regression with DSE issuances as dependent variable from 2003-2009

High-Leverage Low-Leverage
Firms Firms
Coefficient  p-value  Coefficient  p-value
Intercept "0.214 (0.94) 2.071 (0.40)
Delaware 0.573 (0.44) 0.500 (0.41)
HilndepBrd "0.073 (0.93) "0.763 (0.50)
DelawargrHilndepBrd; 1.083 (0.32) "0.184 (0.89)
Leverage; "1.831 (0.11) "3.333 (0.23)
Tax Rate., "4.165 (0.01)" "6.091 (<.01)”
LossCarryforward.; "0.584 (0.61) 0.465 (0.52)
Siza, "0.141 (0.46) "0.310 (0.08)
Observations 669 1,338
Pseudo RSquare (LRI) 9.89% 15.40%

(b) Hypothesis 2 predicts board independence will affect DSE issuances only before 2003 in Delaware firms
with high leverage. Coefficient dbelaware*HilndepBrd should not be significant for either highlow-
leverage firms.
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Table7
Testing the effect of board independence on DSE issuances (H2)

This table presentdifferencein-differences test of the relation between board independence and issuances of
debt securities structured as equity (DSE) around 2003. Delaware is an indicator variable that feqdiates
incorporated in Delaware. Pre2003 is an indicator variable that equals 1 for year®Bénd zero for
2003-2009. HilndepBrd is an indicator variable that equals 1 for firms with a proportion of independent
directors that is greater than teeample median. The sample inclade202 observations between 1996 and
2009, and a Tobit regression is used to estimate the regressiondenote twosided significancat the 0.10,

0.05, and 0.01 levels.
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Hypothesi8 High-Leverage Low-Leverage
Firms Firms

Coefficient  p-value  Coefficient  p-value
Intercept "9.086 (<.01)" "5.876 (<.01)”
Delaware 0.430 (0.67) 0.584 (0.56)
Pre2003 1.103 (0.23) 1.952 (0.05)
DelawargrPre2003 1.826 (0.13) 0.396 (0.73)
HilndepBrd "0.534 (0.64) "1.306 (0.43)
Delawarg'HilndepBrd 1.159 (0.20) 1.284 (0.87)
HilndepBrd*Pre2003 1.928 (0.39) "0.334 (0.48)
DelawargHilndepBrd*Pre2003 (2) "4.138 (0.02) "0.623 (0.77)
Leverage; 0.491 (0.25) " 4.885 (0.01)”
Tax Ratq "2.983 (<.01)” "2.122 (0.05)"
Loss Carryorward 0.951 (0.19) 2.031 (<.01)”
Size4 0.171 (0.19) "0.158 (0.16)
Observations 1,733 3,469
Pseudo RSquare (LRI) 7.61% 6.21%

(@) Hypothesis 2 predicts board independence will affect DSE issuances before 2003 only in Delaware firms
with high leverage. Coefficient dbelaware*HilndepBrdPre2003 should be negative and significant for
high-leverage firms.
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Table8
Testing the effect of board independence on DSE issuances by debt covenant slack (H2)

The table tests the relation between board independence and issuances of debt stueitiesd as equity
(DSE) by firms with high and low debt covenant sla€lovenant slack is calculated using the eekEBITDA
covenant values, as the covenant threshold from Deal8itars he actual realization of the covenant variable.
Firms aresortedinto two equal groups basesh covenant slack, and regressions are estimated separately for
firms with high and low covenant slacRoard independence is expected to lower DSE issuances only before
2003 in Delaware firms withow covenant slackThe sample includes 1,858 observations between 1996 and

2009.PanelA presents the estimation results for 192802 and Panel Bhe results for 20063009." * and
denote twosided significance at the 0.10, 0.05, and 0.01 levels.
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Panel A: Tobit regression with DSE/Debt as dependent variable before 2003

Hypothesi§ Firms with low Firms with high
covenant slack covenant slack
Coefficient  p-value  Coefficient  p-value
Intercept "7.611 (0.01)" "17.459 (0.04Y
Delaware 4.180 (<.00)™ 1.329 (0.60)
HilndepBrd 1.151 (0.08) 1.952 (0.18)
Delawarg*HilndepBrd, (2) "6.232 (<.0D)™ "4.892 (0.27)
Leverage; 0.908 (0.04)" 5.865 (0.02)
Tax Rate; "3.653 (<.0D)™ 1.311 (0.51)
Loss CarryForward "1.143 (0.20) 6.393 (0.02)"
Siza. 0.264 (0.15) 0.498 (0.28)
Observations 463 460
Pseudo RSquare (LRI) 14.29% 13.04%

(a) Hypothesis 2 predicts board independence will affect DSE issuances only before 2003 in Delaware firms
with low covenant slack. Coefficient dbelaware*HilndepBrd should be negative and significant for firms
with low covenant slack

Panel B: Tobit regression with DSE/Debt as dependent variable after 2003

Firms with low Firms with high
covenant slack covenant slack
Coefficient  p-value Coefficient p-value

Intercept 2.871 (0.66) "15.927 (0.27)
Delaware "2.706 (0.63) 0.939 (0.91)
HilndepBrd "0.760 (0.64) 1.969 (0.45)
Delawarg'HilndepBrad 7.587 (0.33) "2.816 (0.81)
Leverage; 0.007 (0.99) "3.559 (0.57)
Tax Rate; " 8.554 (0.06) " 14.407 (0.16)
Loss CarryForward "0.600 (0.77) 10.852 (0.12)
Size, "0.689 (0.18) 0.535 (0.51)
Observations 470 465
Pseudo RSquare (LRI) 11.58% 13.42%
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