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Financial Accounts Restatement and the Terms of Bank Loans
Arie L. Melnik

Abstract:

Some public firms occasionally restate their accounts. A restatement is a bad signal for lenders. It increases the uncertainty about the quality of the financial accounts of the borrowing firm. Lenders are therefore likely to change the terms of loans that are granted to restating firms. This is the main hypothesis of this paper. Using a sample of restating firms we examine what happen to loan terms of loan contracts that are signed in the post restatement period. The results show that restatements signal accounting quality deterioration. Financial restatements are viewed as increasing borrowers' risk. Increase credit risk is then reflected in a higher price for credit. The increase goes beyond the regular firm-specific and marked-specific effects for which we control.
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INTRODUCTION
Public firms occasionally restate their financial results. Such restatements involve an implicit admission by the firm that in the past it did not conform solidly to GAAP financial reporting rules. In the act of restatement the firm announces that its previously issued financial statements were materially misstated. This admission is costly to the firm and its stockholders.
Corporate financial statements, as well as annual earnings reports are monitored by market participants because they predict a large share of cash flows  and hence their share values. For this reason US laws require firms to correct inaccurate or incomplete disclosures. The US Securities and Exchange Commission (SEC) reviews financial statements and is authorized to request clarifications revisions and restatements. A restatement of accounting results is basically a revision of previously reported information. Academic research reports a significant negative valuation effects on the equity of firms that revise previously reported earnings downward.  
Existing literature noticed the negative impact of restatements on the value of equity. For example, Palmrose, Richardson & Scholz (2004) find –9.2% stock returns around restatement. Hribar & Jenkins (2004) find -10.8% and larger stock price decline. These studies and others documented how restatements reduce market value and increase the cost of equity. In general a restatement leads to a significant reduction of shareholder value. 
An interesting question is what causes the sharp decline in stock prices that follow the restatement event. Presumably, markets react rationally to the new information that is embedded in the new financial statement. Stock prices usually react to future net cash flows, but what is the source of the prospective decline in cash flows?  A plausiblle possibility is that restatements cause an increase of the cost of bank loans. Since bank loans constitutes well over 50% of total corporate debt in the past two decades they should impact cash flows. It is possible that restatements adversely impact loan prices via an increase in the risk premium. This, in turn, affects the value of equity. 
In loan pricing, the spreads over an economy wide bench mark (such as prime rate) are an important component. Each firm pays spreads, say, above the prime rate that reflects its own level of risk. A restatement is a bad signal. Its increases the uncertainty about the borrower quality and banks are likely to adjust the risk premium that they charge. In addition, restatements may change the value of collateral, which is also a determinant of credit cost (Harhoff & Korting (1998); Manova, Padilla & Pagano (2002)). Therefore our main hypothesis is that lenders are expected to react to restatements not only by better monitoring but also by charging higher loan prices. 

The main finding of this paper is that after restatements loan spreads increase, on average, by close to 45%. Specifically in the sample that we describe bellow, risk premiums that were, on average 147 basis points increased, to 220 basis points after financial restatement. In addition post-restatement contracts show shorter maturity and an increase in the amount of posted guarantees. 
LITERATURE REVIEW
The accounting literature documented a link between accounting quality and debt contract terms. Restating firms are presumably, on average, riskier than non-restating firms. The analysis in the post internet bubble revealed that some underwriters issued low quality IPO's that, following a change in market conditions, restated their financial reports. Some papers argued that earning management, before the IPO, led to misstatements that later required corrections. Examples of earlier papers which deal with this subject are Kinney & McDaniel (1989) and Theo, Welch & Wong (1998).  They were followed by several interesting papers such as Agrawal & Chadia (2005); Burns & Kedia (2006); Darrough & Rangan (2005) and Morsfield & Tan (2006).
Studies by Akhigbe, Kudia & Madura (2005) and Akhigbe & Madura (2008) also find that downward earnings restatements are also associated with negative industry valuation effects. Such effects are more pronounced when the change in earnings per share, of the restating firm, are larger. In principal, a revision in a firm's reported revenues and expenses may signal information only on this firm's cash flows without implications about the industry within which it operates. However, corporate restatements may provide also industry related information. Investors may use the firm as a benchmark on which to base a forecast of industry conditions. Furthermore, as noted in the IPO research literature, there exists a motivation to manipulate earnings. Manipulation by one firm may signal a pattern of the industry if manipulation by executives contributes to their own compensation or can attract external financing (such as in the case of IPOs).
Another strand of the literature deals with the link between credit cost and information disclosure. Easley & O’Hara (2004) and Mazumdar & Sengupta (2005) noted that information disclosure lowers the cost of capital. In addition, better information allows firms to borrow for longer maturities as noted by Scherr & Hulburt (2001). It is well known that loan contracts can be viewed as a package of terms and conditions and that according to Melnik & Plaut (1986) trade-offs exist between price and non-price terms. Therefore it is not surprising that riskier borrower have to post more collateral: Berger & Udell (1995); Jimenez, Salas & Saurina (2006). Collateral, in turn, also comes at a cost to the borrower. 

SAMPLE SELECTION
Restatement data are collected by the US General Accounting Office (GAO) and Lexis–Nexis. They collected over 1200 announced restatements issued  by 900 companies for the ten year period of  1997-2006. Identification for more recent period (2002-2006) is available on Lexis–Nexis newswires data base using the key words “restate!” or “revise”.

 Loan data are compiled by Deal-scan (Loan Pricing Corp, LPC). Data based mainly on SEC filing. LPC lifts data from loan contracts and arranges them by borrowers, lenders, industry etc. The basic units to analyze are the debt contracts or the "loans". Deal-scan measures loan spreads in basis points (bp) over LIBOR. The so-called all-in–spread includes all payments by the borrower on an equivalent basis, for each dollar drawn. Each loan has just one borrower but may have several lenders in case it is syndicated. For loans that are based on another benchmark LPC converts the spread into LIBOR terms by adding /subtracting the difference between the two base rates.  Financial information about the borrowing companies is available from Compustat. 
The procedure that we follow includes the following steps. First, for the purpose of this study, only one borrower and one lender are considered. This means that we do not include syndicated loans. We consider only companies that are included in the three data bases. Second, for each company only the first restatement of financial results is considered. We ignore subsequent restatements if any. So, for each firm, we had at least one "Before" and one "After" contract. The idea is to compare the two. We have a sample of 251 firms that had 1419 loan contracts of which 908 were initiated before the restatement and 511 after. 

DESCRIPTIVE STATISTIC
Table 1 contains information about the restating firms. 39% of restatements involve misreported revenues. Restatements due to improper treatment of restructuring assets in cases of mergers and acquisitions account for 9.3%. Around 14% of firms restate due to improper recognition of costs. 
	 
	 
	Table 1: The Sample of Restating Firms: Reasons for Restatement

	percent
	number
	Reasons for restatement

	 
	 
	 

	39.4
	99
	Revenue recognition 

	15.9
	40
	Reclassification of assets and liabilities

	13.9
	35
	Recognition of costs

	9.3
	23
	Restructuring due to mergers & acquisitions

	21.5
	54
	Others

	100
	251
	Total


Table 2 contains summary statistics of the contract terms for the restating firms. The key change is in the risk premium or loan spreads which increased significantly by 74 bp. The average maturity declined from 43 month to 34 month for loans taken after restatements. There is an observed increase in the incidence of collateral requirements or outside guarantees. At the same time the number of covenants does not change much.  Similarly fixed loan fees, which include both origination and commitment fees , do not change much. 
	Table 2 : Loan Spreads in Basis Points

	Difference
	
	After
Restatement
	
	Before
Restatement
	 

	Mean
	StD
	Mean
	StD
	Mean
	 

	74 ***
	169
	221
	105
	147
	Loan spreads in basis points

	2 *
	11
	17
	10
	15
	Originating fees ( basis points)

	3
	48
	54
	56
	51
	Annual commitment fees (b.points)

	23 **
	513
	338
	486
	315
	Loan size in million USD

	-9
	25
	34
	31
	43
	Maturity in months

	0.3*
	3.3
	7.3
	3.2
	7
	Covenants

	0.12***
	0.45
	0.71
	0.44
	0.59
	Security/ Guarantee dummy

	 
	 
	 
	 
	 
	 

	 
	 
	511
	 
	908
	Total

	Significance of 10% , 5% and 1% is marked by * ,** ,***


RESTATEMENTS AND THE COST OF DEBT
The basic empirical model is:   
log (spread)=f (firm characteristics , loan terms, market effects , post- restatement dummy).

In the statistical analysis that follows each observation is a single loan contract. The dependent variable is the natural logarithm of the loan spread. The post restatement dummy equals 1 if loan is taken after the restatement. This is the main variable of interest. Its coefficient is around 0.43 and it is significant at 1 % level. So, after restatement cost of loans increase. Firm characteristics, taken from Compustat, are calculated using financial statements before restatement.

The variables that we use are defined as follows: 

Log assets is a scale variable. Larger firms are presumed to provide better information and borrow at lower risk premium. Leverage, is the ratio of debt to total assets (a risk indicator). Higher leverage causes an increase in loan spread. Profitability, is the ratio of EBITDA (earnings before interest, tax, depreciation and amortization) to total assets. It is expected to reduce borrowing costs. Volatility, is the standard deviation of stock price in the year before restatement. As a measure of firm’s earning risk it is expected to be positively correlated with the cost of debt. Log (loan size), natural log of loan size may incorporate economies of scale in lending (however it may be correlated with firm size). Log maturity, natural log of months to maturity is another indicator of risk and is expected to be positively correlated with loan price.

The conclusion from the results of Table 3 is that larger loans with shorter maturities enjoy smaller loan spreads.

	Table 3: Regression Analysis :Contract Terms of Restating Firms

	Comments
	3
	2
	1
	 

	 
	 
	 
	 
	Firm characteristic 

	sig at 1 %
	-0.174
	-0.174
	-0.204
	Assets (in log form)

	 
	(-10.95)
	(-11.14)
	(-10.25)
	 

	sig at 1 %
	9.061
	9.082
	1.022
	Leverage (in percent)

	 
	(.8.30)
	(.8.61)
	(.9.52)
	 

	sig at 1 %
	-0.767
	-0.824
	-0.712
	Profitability (in percent)

	 
	(-3.17)
	(-3.11)
	(-3.01)
	 

	sig at 5%
	0.011
	0.011
	0.011
	Volatility 

	 
	(.1.86)
	(.1.99)
	(.2.08)
	 

	 
	 
	 
	 
	Loan characteristic

	sig at 1%
	.-0.056
	-0.058
	…
	Loan size (in log form)

	 
	(.-2.24)
	(.-2.39)
	…
	 

	sig at 1%
	0.103
	0.114
	…
	Maturity (In log of months)

	 
	(.4.25)
	(.3.74)
	…
	 

	 
	 
	 
	 
	 

	 
	 
	 
	 
	Credit market factors

	sig at 1%
	0.385
	…
	…
	Risk spreads

	 
	(.3.42)
	 
	 
	 

	 
	 
	 
	 
	 

	sig at 1%
	0.428
	0.437
	0.486
	Post restatement dummy

	 
	(.10.93)
	(.11.07.)
	(.10.47)
	 

	 
	 
	 
	 
	 

	 
	0.451
	0.464
	0.433
	 Adjusted R square

	 
	1408
	1408
	1419
	N

	t values are in parentheses below the coefficients 


In Table 4 we add market wide conditions that according to Fama & French (1993) may affect debt pricing. We use 3 different variables:

Credit spreads (risk spreads) - is the difference between the yields  of triple A and triple B corporate bonds a month before signing the loan  agreement. We expect this market wide risk variable to have a positive influence on spreads. 

Terms spreads  is the difference between the yields of 10 year treasury bonds and 3 years treasury bonds a month before the loan is taken. In our case it is not significant. 

Event variable is a dummy variable that is equal to 1 if the loan was initiated before 2001. Collin-Dufresne, Goldstein & Martin (2001) argue that credit spreads become wide in recession and shrink in expansion. We use this as an indicator of good (before 2001) economic prospect. This variable doesn’t work well in our analysis.
	Table 4: Additional Effects of Restatements

	Comments
	3
	2
	1
	 

	 
	 
	 
	 
	Firm characteristic 

	Sig at 1%
	-0.212
	.-0.197
	.-0.165
	Assets (in log form)

	 
	(-10.06)
	(-9.55)
	(-9.04)
	 

	Sig at 1%
	1.184
	1.124
	0.806
	Leverage (in percent)

	 
	(.9.72)
	(.9.15)
	(.8.58)
	 

	Sig at 1%
	-0.864
	-0.905
	-0.885
	Profitability (in percent)

	 
	(-3.28)
	(-3.42)
	(-3.66)
	 

	 
	0.007
	0.008
	0.009
	Volatility 

	 
	(.1.82)
	(.1.79)
	(.1.74)
	 

	 
	 
	 
	 
	Loan characteristic

	 
	-0.044
	-0.036
	-0.021
	Loan size (in log form)

	 
	(-1.70)
	(-1.71)
	(-0.93)
	 

	 
	0.033
	0.048
	0.077
	Maturity (In log of months)

	 
	(.1.42)
	(.1.32)
	(.1.21)
	 

	 
	 
	 
	 
	Credit Market Factors

	 
	 
	 
	 
	 

	Sig at 1%
	0.436
	0.404
	0.461
	Risk spreads

	 
	(.3.49)
	(.3.16)
	(.3.23)
	 

	 
	 
	 
	-0.8
	Term spread

	 
	 
	 
	(-1.04)
	 

	 
	 
	 
	 
	Additional effects

	Sig at 5%
	 
	0.106
	 
	Event year before 2001

	 
	 
	(.1.93)
	 
	 

	Sig at 10%
	0.137
	 
	 
	Stock price dispersion after rest

	 
	(.1.74)
	 
	 
	 

	Sig at 1%
	0.417
	0.43
	0.421
	Post restatement dummy

	 
	(.8.82)
	(.10.08)
	(.10.04)
	 

	 
	 
	 
	 
	 

	 
	0.417
	0.422
	0.413
	Adjusted R square

	 
	1394
	1403
	1403
	N


               t values are in parentheses below the coefficients 
CONCLUSIONS
Results show that restatements of financial results signal deteriorating, or uncertain, future prospects. Increase in credit risk and, perhaps also monitoring costs on the part of the borrowers entail a higher price for credit. The increase goes beyond the regular firm-specific effects for which we control. 

The main result is that a restatement impacts loan cost over and above other information effects that are embedded in the right-hand- side of the equation. Moreover, the restatement dummy remains significant even when we add market wide measure of risk.

REFERENCES
Akhigbe, A., R. Kudia & J. Madura (2005). Why are some corporate earnings restatement more damaging. Applied financial economics, 15, pp. 327-336.

Akhigbe, A. & J. Madura (2008). Industry signals relayed by corporate earning restatements. The financial review, 43, pp. 569-589.

Agrawal, A & S. Chadha ( 2005). Corporate governance and accounting scandals. Journal of law and economics, 48, pp.371-406. 
Berger, A. & G. F. Udell (1995). The relationship lending and lines of credit in small firm finance. Journal of business, 68 , pp. 351-381
Burns, N. & S. Kedia (2006). The impact of performance-based compensation on misreporting. Journal of financial economics, 79, pp.35-67.  

Collin-Dufresne, P., R. S. Goldstein & J. S. Martin (2001). The determinants of credit spread changes. Journal of finance, 56-6, pp.2177-2207.

Darrough, M & S Rangan (2005). Do the insider manipulate earnings when they sell their shares in an initial public offering?. Journal of accounting  research 43, pp.1-33.
Easley, D. & M. O’Hara, (2004). Information and the cost of capital. Journal of  finance, 59-4, pp.1553-1583.

Fama, E. F. & K. R. French (1993). Common risk factors in the return on stocks and bonds. Journal of financial economics, 33, pp.3-56.

Harhoff, D. & T. Korting (1998). Lending relationships in Germany – empirical evidence from survey data. Journal of banking and finance, 22, pp. 1317-1353. 

Hribar, P & N.T. Jenkins (2004). The effect of accounting restatement on earnings revisions and the  estimated cost of capital. Review of accounting studies, 9, pp.337-356.

Jimenez, G., V. Salas, & J. Saurina (2006). Determinants of collateral. Journal of financial economics, 81, pp. 225-281.

Kinney Jr., W.R & L. S. McDaniel (1989). Characteristics of firms correcting previously reported quarterly earnings. Journal of accounting and economics,11, pp.71-93.

Manove, M., A. J. Padilla & M. Pagano (2002). Collateral vs. project screening: a model of lazy banks. Rand journal of economics, 32 pp.726-744

Mazumdar, S. C. & P. Sengupta (2005). Disclosure and the loan spread on private debt. Financial analysts journal, 61-3, pp.83-95.

Melnik, A. & S. Plaut (1986). Loan commitment contracts, terms of lending, and credit allocation. Journal of finance, 41-2,  pp.425-435. 

Morsfield, S.G & C. E. L. Tan (2006). Do Venture capitalists influence the decision to manage earning in initial public offerings? Accounting review, 81, pp.1119-1150.

Palmrose, Z., V. J. Richardson & S. Scholz (2004). Determinants of market reactions to restatements. Journal of accounting and economics, 37, pp.59-89. 

Scherr, F. C. & H. M Hulburt (2001). The debt maturity structure of small firms. Financial management, 31-1, pp.58-111.

Teoh, S. Hong , I. Welech  and T. J. Wong (1998). Earning Management and the long-run market performance of initial public offering. Journal of finance, 53, pp.1935-1974.

U.S. General Accounting Office (2002). Financial management and the underperformance of seasoned restatements: trends, market impacts, regulatory response and remaining challenge, Washington D.C.: GAO-03-138.

