Non-GAAP Reporting following Debt

Covenant Violations

I examine two questions: (1) does
the transfer of control rights
following debt covenant violations
affect firms’ propensity to provide
non-GAAP disclosures? and (2)
does the quality of non-GAAP
reporting vary following covenant
violations?

I find that while the frequency of
non-GAAP reporting declines
following covenant violations, the
quality of non-GAAP reporting
improves significantly along
multiple dimensions. Specifically,
when firms decide to report non-
GAAP earnings after a covenant
violation, the customized
performance metric is (1) placed
less prominently within the press
release, (2) less likely to meet or
beat analysts’ forecasts when the
GAAP number falls short, and (3)
marginally less likely to exclude
recurring expenses. Moreover, the
significant association between
non-GAAP exclusions and future
GAAP operating earnings
disappears following covenant
violations, indicating improvement
in exclusion quality.

This study provides the first
evidence that debtholders have on
an important form of disclosure,
non-GAAP reporting.
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