Adva

Journal of Accounting Research / Volume 54, Issue 4/ pp. 1149-1186

Original Article
Performance Measures in Earnings-Based Financial Covenants in Debt Contracts

NINGZHONG LI

First published: 12 May 2016
https://doi.org/10.1111/1475-679X.12125

Accepted by Philip Berger. | am extremely grateful to an anonymous referee for his or her guidance. | thank Ray Ball,
lan Gow, Anya Kleymenova, Yun Lou, Chul Park (discussant), Madhav Rajan, Scott Richardson, Lakshmanan
Shivakumar, Bin Srinidhi, Irem Tuna, Jeffery Wooldridge, Jingjing Zhang (discussant), and workshop participants at
City University of Hong Kong, London Business School, London School of Economics, University of Houston,
University of Texas at Dallas, and Washington University, and participants of the 2011 AAA Annual Meeting and the
2011 CAPANA Annual Meeting for valuable comments. | am grateful to Amir Sufi for sharing the loan agreement data
online and Florin Vasvari for sharing the cleaned bond transaction data. | thank Ying Huang, Xin Li, Bo Liu, Liping Lu,
Connie Neish, and Yu Xie for excellent research assistance, and the London Business School RAMD Fund and
University of Texas at Dallas for financial support. All errors are my own.

ABSTRACT

This paper examines how performance measures are defined in major earnings-based financial
covenants in loan contracts to shed light on the economic rationales underlying the contractual use
of performance measures. | find an earnings-based covenant is typically based on a performance
measure close to earnings before interest, tax, amortization, and depreciation expenses (EBITDA).
However, my empirical analyses show that EBITDA is less useful in explaining credit risk than
earnings before interest and tax expenses (EBIT) and even the bottom-line net income. Thus,
measuring credit risk cannot fully explain the choice of accounting performance measures in
earnings-based covenants. | conjecture that contracting parties choose an EBITDA-related

measure, instead of a measure calculated after depreciation and amortization expenses (e.g., EBIT),
to make the performance measure less sensitive to investment activities, which can be controlled
through other contractual terms, such as a restriction on capital expenditure, and provide
empirical evidence consistent with this conjecture.
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