Adva

Journal of Financial Research / Volume 29, Issue 2/ pp. 147-162

COSTS OF FINANCIAL DISTRESS AND INTEREST COVERAGE RATIOS

Michael Dothan

First published: 27 April 2006
https://doi.org/10.1111/j.1475-6803.2006.00171.x

I am grateful to Marc Choate, Bruce Gates, Yuyan Lou, Elliot Maltz, Fred Thompson, the participants of the Research
Workshop at the Atkinson Graduate School of Management, and the participants of the Finance and Insurance
Workshop at Oregon State University for helpful comments. The advice of Thomas H. Noe (reviewer) and William T.
Moore (former executive editor) was very helpful in shaping the final version of this article.

‘% PDF

Abstract

Creditors routinely impose on a borrowing firm a minimum interest coverage ratio that the firm
has to maintain. | show that nonlinear costs of financial distress provide a possible explanation of
why firms find it optimal to have an interest coverage ratio covenant in their debt indenture, even
in the absence of information asymmetries or agency costs.
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