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Table A5. Falsification Test I11: Firms with S&P Long-term Domestic Issuer Credit
Ratings of A or Above

Panel A: Financing and Investment

Dependent = FINTOT FINDBT FINEQY INVTOT INVCPX INVRND INVACQ
1) (2) 3) 4) (5) (6) ()
Intercept (ct) 0.129° 0.075 0.056" 0.034 0.085" -0.038 0.030°
[0.011] [0.117] [0.027] [0.422] [0.027] [0.104] [0.026]
POST (By) -0.010 -0.019° 0.005 -0.009 -0.008 0.003° -0.008°
[0.222] [0.032] [0.190] [0.137] [0.106] [0.062] [0.052]
ATLR¢.p) (B2) -0.011 -0.017 0.002 -0.010 0.000 -0.011° -0.001
[0.411] [0.174] [0.741] [0.422] [0.985] [0.085] [0.855]
ATLR«.*POST (B3) 0.014 0.017 0.003 -0.005 0.000 -0.009? 0.007

[0.305] [0.243] [0.596] [0.663] [0.952] [0.002] [0.334]
Joint Significance

B1+Bs 0.004 -0.002 0.009° -0.014° -0.007 -0.006% -0.001

p-value 0.683 0.818 0.038 0.058 0.146 0.004 0.835
Control variables X X X X X X X
Observations 681 681 681 681 681 681 681
R? 0.180 0.087 0.315 0.362 0.339 0.515 0.096

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).

Panel B: Investment through Debt Financing

Dependent = INVTOT INVCPX INVRND INVACQ
1) (2 3 4
Intercept (a) -0.002 0.066 -0.035 0.013
[0.972] [0.153] [0.133] [0.361]
POST (B1) -0.004 -0.006 0.002 -0.003
[0.460] [0.182] [0.354] [0.289]
ATLRq.p) (B2) -0.010 -0.002 -0.012° 0.001
[0.351] [0.809] [0.054] [0.786]
ATLR.)*POST (B3) -0.012 -0.002 -0.009° 0.002
[0.139] [0.713] [0.010] [0.677]
FINDBTy (Ba) 0.285° 0.122° -0.044 0.185°
[0.004] [0.018] [0.230] [0.017]
FINDBT 4*POST (Bs) 0.093 0.142° 0.091 -0.113
[0.481] [0.047] [0.179] [0.209]
ATLR.1)*FINDBT, (Bs) 0.403° 0.296° 0.061 0.032
[0.015] [0.006] [0.276] [0.814]
ATLR.,*FINDBT*POST (B;) 0.082 -0.038 -0.037 0.124
[0.692] [0.806] [0.682] [0.454]
Joint Significance
Bs+ B, 0.175 0.104 0.054 0.012
p-value 0.206 0.388 0.228 0.918
Control variables X X X X
Observations 681 681 681 681
R? 0.570 0.500 0.520 0.236

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
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Table A7. Continued

Panel C: Investment through Debt Financing

Dependent = INVTOT INVCPX INVRND INVACQ

High Low High Low High Low High Low
1) @) (©) (4) () (6) () 8)

Intercept (a) 0030 0218 -0.023 0.119° 0036 0014 0047 0.156°
[0.649] [0.068] [0.596] [0.041] [0.266] [0.661] [0.309] [0.062]
POST () -0.008 -0.023 0000 -0.031° 0.09 -0.002 -0.011  0.009
[0.725] [0.351] [0.988] [0.015] [0.142] [0.783] [0.568] [0.626]
ATLR1) (B2) 0011 0016 -0.013 0.027° -0.021 -0.034° 0.020  0.032
[0.692] [0.718] [0.330] [0.074] [0.276] [0.006] [0.284] [0.391]
ATLR.*POST (B5) 0026 0018 0004 0016 0003 0.017° 0012 -0.026
[0.453] [0.669] [0.852] [0.373] [0.777] [0.057] [0.692] [0.434]
FINDBT, (Bs) 0336 0.684*° 0045 -0.016 -0.020 0023 0322  0.503
[0.143] [0.001] [0.425] [0.667] [0.533] [0.563] [0.105] [0.007]
FINDBT4*POST (Bs) -0.219 -0.416° 0086 0026 0005 -0.051 -0.278 -0.282
[0550] [0.046] [0.591] [0.869] [0.945] [0.337] [0.181] [0.110]
ATLR.,*FINDBT (Be) 0143 -0595° 0.125 0086 0002 -0.042 -0.126 -0.473

[0.721] [0.069] [0.104] [0.353] [0.958] [0.407] [0.721] [0.106]
ATLR*FINDBT4*POST (B;)  0.671 0.978° -0.197 0339 -0048 -0.008 0.794® 0519
[0.179] [0.013] [0.252] [0.125] [0.536] [0.894] [0.029] [0.103]

Joint Significance

Bs+ B 0.452° 0562° -0.111° 0.365% -0.043 -0.059 0.516°  0.236
p-value 0.079 0.039 0.080 0.007 0.210 0.182 0.019 0.267
B; [HiH<LHg H=L] 0.284 0.014 0.705 0.728
Control variables X X X X X X X X
Observations 221 229 221 229 221 229 221 229
R? 0.552 0.517 0.473 0.502 0.486 0.518 0.372 0.413

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).

Panel A, B, and C present the results of testing cross-sectional variation in the effect of
asymmetric timely loss recognition on financing, investment, and investment through
debt financing for the high and low information-environment subsamples, respectively.
For brevity, the results for control variables are suppressed. The sample consists of
speculative-grade firms between 1988 and 1991.The high (low) information-environment
subsample is defined as firms (not) followed by sell-side equity analysts. Variable
definitions are as follows: FINTOT is total financing; FINDBT is debt financing;
FINEQY is equity financing; INVTOT is total investment; INVCPX is capital
expenditures; INVRND is R&D; INVACQ is acquisitions; ATLR is asymmetric timely
loss recognition measured as the coefficient estimate on §5 from estimating E;; = &, +
61Dt + 6,RET;; + 63RET;; * D;; + €, at the two-digit SIC level over the past ten years,
where E is earnings divided by lagged market capitalization, D is an indicator variable
that takes the value of one if RET is negative, and zero otherwise, and RET is buy-and-
hold stock returns; and POST is an indicator variable equal to one if an observation
belongs to the post-collapse period (1990 — 1991). Year- and industry-fixed effects are
included. Standard errors are clustered by firm. p-values reported in brackets are based on
two-sided t-tests. p-values under joint significance are based on two-tailed F-tests. p-
values for the difference between the high and low information-environment subsamples
are based on one-sided t-test.
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Table A8. Cross-sectional Variation in the Effect of Asymmetric Timely Loss
Recognition: Relationship Lending

Panel A: Financing

Dependent = FINTOT FINDBT FINEQY
Above Below Above Below Above Below
(1) (2 3) 4 5) (6)
Intercept (0 0.028 0.142 -0.195 0.107 0.112P 0.042
[0.858] [0.367] [0.141] [0.469] [0.012] [0.494]
POST (B,) -0.076° -0.099° -0.085° -0.111°2 0.005 0.008
[0.092] [0.017] [0.059] [0.006] [0.737] [0.749]
ATLR 1) (B2) -0.046 -0.008 -0.019 -0.024 -0.023 0.012
[0.510] [0.876] [0.790] [0.678] [0.298] [0.608]
ATLR.3)*POST (B3) 0.091 0.050 0.078 0.081 0.016 -0.033
[0.147] [0.387] [0.227] [0.181] [0.509] [0.314]
Joint Significance
By + B3 0.015 -0.049 -0.007 -0.030 0.021 -0.025
p-value 0.678 0.293 0.869 0.509 0.178 0.438
B3 [Ha: A< B Hg: A=B] 0.570 0.382 0.862
Control variables X X X X X X
Number of firm-years 230 220 230 220 230 220
R? 0.161 0.428 0.228 0.240 0.152 0.290
*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
Panel B: Investment
Dependent = INVTOT INVCPX INVRND INVACQ
Above Below Above Below Above Below Above Below
€] (2) 3 4 (5) (6) (M (8)
Intercept (o) 0.114 0.077 0.070 0.001 0.018 -0.004 0.092 0.147
[0.337] [0.500] [0.107] [0.988] [0.463] [0.907] [0.306] [0.064]
POST (B,) -0.031 -0.092%8 -0.016 -0.031° 0.000 0.000 -0.019  -0.043°
[0.445] [0.005] [0.273] [0.025] [0.971] [0.996] [0.547] [0.057]
ATLR(.3) (B2) 0.011 -0.063 0.037° -0.020 -0.010  -0.050* -0.015 0.003
[0.862] [0.203] [0.033] [0.281] [0.144] [0.001] [0.757] [0.937]
ATLR.;)*POST (Bs) 0.001 0.084 0.000 0.025 0.000 0.009 0.003 0.028
[0.986] [0.144] [0.999] [0.155] [0.932] [0.433] [0.948] [0.531]
Joint Significance
B1+Bs -0.030 -0.008 -0.016 -0.006 0.000 0.009 -0.015 -0.015
p-value 0.429 0.829 0.200 0.658 0.947 0.233 0.579 0.582
B3 [Ha: A<BHy: A=B] 0.117 0.088 0.178 0.323
Control variables X X X X X X X X
Observations 230 220 230 220 230 220 230 220
R? 0.176 0.398 0.417 0.443 0.300 0.575 0.144 0.134

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
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Table A8. Continued

Panel C: Investment through Debt Financing

Dependent = INVTOT INVCPX INVRND INVACQ

Above Below Above Below Above Below Above Below

() ) ©) 4) (5) (6) @) (8)

Intercept (o) 0.197° 0.023 0.082° -0.009 0.016 -0.007 0.154° 0.125°
[0.030] [0.774] [0.050] [0.865] [0.530] [0.813] [0.027] [0.024]
POST (By) 0.015 -0.035 -0.009 -0.027° 0.000 0.001  0.013  0.000
[0.559] [0.119] [0.497] [0.027] [0.821] [0.903] [0.554] [0.999]
ATLR .1 (B2) 0.045 -0.037 0.039° -0.027 -0.010 -0.043* 0013  0.028
[0.178] [0.190] [0.014] [0.135] [0.181] [0.007] [0.634] [0.289]
ATLR.1;)*POST (Bs) -0.057 0.032 -0.014 0.028 0000 0006 -0.033 -0.018
[0.248] [0.286] [0.412] [0.131] [0.987] [0.632] [0.429] [0.540]
FINDBT ) (Ba) 0.587° 0.536* 0.057° 0.008 -0.005 0.050 0.442° 0.378°
[0.015] [0.004] [0.023] [0.895] [0.506] [0.359] [0.014] [0.083]
FINDBT*POST (fs) -0.261 -0.589° 0.020 -0.041 0.000 -0.061 -0.286° -0.242
[0.321] [0.085] [0.879] [0.792] [0.998] [0.459] [0.088] [0.338]
ATLR.1;*FINDBT (Be) -0442 0207 -0.031 0.173° -0.011 -0.113 -0.348  -0.290

[0.325] [0.521] [0.566] [0.055] [0.323] [0.126] [0.307] [0.387]
ATLR*FINDBT4*POST (B;)  0.971° 0.965° 0.437° -0.039 0000 0.054 0544  0.690
[0.051] [0.070] [0.069] [0.837] [0.992] [0.575] [0.117] [0.141]

Joint Significance

Bs + B- 0.710° 0.376 0.456* -0.080 0.000  -0.007 0.258 0.448°
p-value 0.051 0.201 0.006 0.396 0.983 0.865 0.356 0.093
B7 [Ha: A< B Hg: A=B] 0.523 0.955 0.336 0.381
Control variables X X X X X X X X
Observations 230 220 230 220 230 220 230 220
R? 0.423 0.626 0.535 0.490 0.309 0.591 0.355 0.387

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).

Panel A, B, and C present the results of testing cross-sectional variation in the effect of
asymmetric timely loss recognition on financing, investment, and investment through
debt financing for the above- and below-median firm-age subsamples, respectively. For
brevity, the results for control variables are suppressed. The sample consists of
speculative-grade firms between 1988 and 1991. Variable definitions are as follows:
FINTOT is total financing; FINDBT is debt financing; FINEQY is equity financing;
INVTOT is total investment; INVCPX is capital expenditures; INVRND is R&D;
INVACQ is acquisitions; ATLR is asymmetric timely loss recognition measured as the
coefficient estimate on 65 from estimating E;; = 8y + 61D + 6,RET;; + 63RET;; *

D;; + €;; at the two-digit SIC level over the past ten years, where E is earnings divided by
lagged market capitalization, D is an indicator variable that takes the value of one if RET
is negative, and zero otherwise, and RET is buy-and-hold stock returns; and POST is an
indicator variable equal to one if an observation belongs to the post-collapse period (1990
—1991). Year- and industry-fixed effects are included. Standard errors are clustered by
firm. p-values reported in brackets are based on two-sided t-tests. p-values under joint
significance are based on two-tailed F-tests. p-values for the difference between the high
and low information-environment subsamples are based on one-sided t-test.



Table A9. Changes in Asymmetric Timely Loss Recognition

Panel A: Asymmetric Timely Loss Recognition

72

Dep. Variable = ATLR
ALL Net Debt Issuances Net Debt Retirements
1) (2) 3
Intercept (o) 0.311° 0.203° 0.180%
[0.006] [0.066] [0.007]
POST (B,) 0.056° 0.116° 0.023
[0.062] [0.026] [0.531]
LEV_BK (B2) 0.052 0.029 0.024
[0.222] [0.667] [0.642]
MB (Bs) 0.001 0.005 0.000
[0.687] [0.134] [0.942]
SIZEy (Ba) 0.014 0.024° 0.012
[0.202] [0.041] [0.500]
B1 [Ha: (2) > (3) Ho: (2) = (3)] 0.070
Observations 446 174 272
R? 0.185 0.341 0.200
*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
Panel B: Special Items + Discontinued Operations
Dep. Variable = -1 * (Special Items + Discontinued Operations)
ALL Net Debt Issuances Net Debt Retirements
)] (2) ®3)
Intercept (0 -0.390° -0.145 -0.157
[0.050] [0.369] [0.362]
POST (B,) 0.159° 0.225° 0.147
[0.020] [0.040] [0.125]
AT (B2) 0.029 0.006 0.063
[0.252] [0.740] [0.107]
FIRMAGE, (Bs) 0.003 0.000 -0.003
[0.171] [0.666] [0.396]
TANG, (B4) 0.186 0.091 0.247
[0.179] [0.513] [0.271]
ZSCORE, (Bs) -0.027 0.005 -0.026
[0.222] [0.854] [0.365]
STDCF; (Be) 0.036" 0.021 0.015
[0.020] [0.409] [0.436]
LEV_BK(, (B7) 0.152 -0.018 0.157
[0.254] [0.907] [0.501]
B1 [Ha: (2) > (3) Ho: (2) = (3)] 0.293
Observations 450 178 272
R? 0.223 0.485 0.252

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
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Table A9. Continued

Panel A presents the results of regressing ATLR on POST, LEV_BK, MB, and SIZE.
Panel B presents the results of regressing -1 * (special items plus gains and losses of
discontinued operations) on POST and an array of control variables. A firm belongs to
the net debt issuances subsample (the net debt retirements subsample) if more debt is
issued than retired in the post-collapse period (otherwise). The sample consists of SPG
firms between 1988 and 1991. Variable definitions are as follows: ATLR is asymmetric
timely loss recognition measured as the coefficient estimate on §; from estimating

Eit = 8¢ + 61Di¢ + 6,RET;; + 63RET;; * Dj; + &, at the two-digit SIC level for the pre-
and post-collapse period, separately, where E is earnings divided by lagged market
capitalization, D is an indicator variable that takes the value of one if RET is negative,
and zero otherwise, and RET is buy-and-hold stock returns; POST is an indicator variable
equal to one if an observation belongs to the post-collapse period (1990 — 1991), and zero
otherwise; LEV_BK is the ratio of long-term debt to total assets (book leverage ratio);
MB is the ratio of the market value of equity to the book value of equity; and SIZE is the
log of total assets. Year- and industry-fixed effects are included. Standard errors are
clustered by firm. p-values reported in brackets are based on two-sided t-tests. p-values
for the difference between the net debt issuances and net debt retirements subsamples are
based on one-sided t-test.



Table A10. Asymmetric Timely Loss Recognition and the Likelihood of Under-
investing

UNDERINV =1
1988 ~ 1991 1988 ~ 1989 1990 ~ 1991
€] (2 3
Intercept (o) 13.041% 14.805% 11.552%
[<.0001] [<.0001] [<.0001]
POST (B,) 1.602
[0.140]
ATLRq.y (B2) 0.238 -0.345 -1.927°
[0.705] [0.641] [0.067]
ATLR.,*POST (Bs) -2.683°
[0.011]
Joint Significance
B1+Bs -1.080
p-value 0.115
Control variables
TOBINQ.1) (Ba) -0.459 -0.522 -0.426
[0.229] [0.374] [0.398]
CFOy (Bs) -1.263 -1.505 -1.149
[0.594] [0.641] [0.786]
ATqn (Be) -0.166 -0.327 -0.093
[0.333] [0.234] [0.702]
FIRMAGE (1) (B7) 0.013 0.027 0.009
[0.398] [0.237] [0.747]
TANG .4 (Bs) 1.905° 2.861° 1.671
[0.022] [0.045] [0.214]
STDROA .1 (Bo) 0.100 0.134 0.421
[0.664] [0.617] [0.399]
STDINV 1.3y (B1o) -0.180 -0.305 -0.518
[0.587] [0.484] [0.512]
LEV 1, (Bra) 0.468 1.629 -0.046
[0.663] [0.300] [0.981]
ZSCORE 1.1, (B12) 0.135 0.153 0.159
[0.382] [0.585] [0.645]
SLACK 1.1y (B13) 1.790 1.272 2.450
[0.133] [0.243] [0.201]
BC (B) 0.228 -1.275° 1.056
[0.662] [0.049] [0.168]
Observations 450 227 223
Pseudo-R? 0.177 0.247 0.267

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
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Table A10. Continued

This table presents the results of the logistic regressions of a likelihood of underinvesting
on ATLR, POST, an interaction between ATLR and POST, and a set of control variables.
The sample consists of speculative-grade firms between 1988 and 1991. Variable
definitions are as follows: UNDERINV is an indicator variable that takes the value of one
if an observation belongs to the bottom quintile of the distribution of the residuals from
firm specific investment regressions in which total investment is regressed on Tobin’s q
and cash flow from operation, and zero otherwise; ATLR is asymmetric timely loss
recognition measured as the coefficient estimate on 5 from estimating E;; = &, +

61D;t + 8,RET;: + 63RET;, * D + €;; at the two-digit SIC level over the past ten years,
where E is earnings divided by lagged market capitalization, D is an indicator variable
that takes the value of one if RET is negative, and zero otherwise, and RET is buy-and-
hold stock returns; POST is an indicator variable equal to one if an observation belongs
to the post-collapse period (1990 — 1991), and zero otherwise; TOBINQ is Tobin’s q;
CFO is cash flows from operation; AT is the log of total assets; FIRMAGE is a firm age;
TANG is asset tangibility; STDROA is the volatility of ROA; STDINV the volatility of
INVTOT; LEV is market leverage ratio; ZSCORE is Altman Z-score; SLACK is the ratio
of cash to total assets; and BC is an indicator variable that equals one if an observation
belongs to a state in which antitakeover laws were adopted and to the post-adoption
period. Year- and industry-fixed effects are included. Standard errors are clustered by
firm. p-values reported in brackets are based on two-sided t-tests. p-values under joint
significance are based on two-tailed F-tests.
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Table All. Alternative Measures of Financial Reporting Quality: Timely Loss
Recognition

Panel A: Financing and Investment

FINTOT FINDBT FINEQY INVTOT  INVCPX INVRND INVACQ

1) (2 3 4 ©)] (6) )]
Intercept (0!) -0.032 -0.098 0.016 -0.005 0.054 -0.007 0.025
[0.800] [0.346] [0.720] [0.955] [0.178] [0.745] [0.639]
POST (B,) -0.076°  -0.086 0.004 -0.040 -0.020P 0.008° -0.020
[0.017] [0.005] [0.811] [0.106] [0.048] [0.074] [0.248]
TLRw (B) -0.011 0.000 -0.014 0.016 0.026¢ -0.027° 0.021
[0.818] [0.997] [0.475] [0.708] [0.059] [0.002] [0.508]
TLR.,*POST (B5) 0.071¢ 0.060 0.012 0.021 0.010 -0.004 -0.002

[0.069] [0.148] [0.572] [0.588] [0.474] [0.527] [0.933]
Joint Significance

B.+ B3 -0.005 -0.026 0.016 -0.020 -0.010 0.005 -0.022

p-value 0.845 0.339 0.304 0.389 0.294 0.248 0.157
Control variables X X X X X X X
Observations 450 450 450 450 450 450 450
R? 0.264 0.180 0.194 0.236 0.344 0.434 0.072

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).

Panel B: Investment through Debt Financing

INVTOT INVCPX INVRND INVACQ
@) (2) ®3) 4)
Intercept (o) 0.070 0.071 -0.011 0.075
[0.317] [0.084] [0.602] [0.112]
TLR.q) (B) 0.012 0.020 -0.021 0.009
[0.647] [0.109] [0.032] [0.639]
POST (B,) 0.000 -0.013 0.009 0.002
[0.995] [0.153] [0.126] [0.839]
TLR.y*POST (B3) -0.013 0.006 -0.006 -0.016
[0.624] [0.675] [0.443] [0.372]
FINDBTy (Bs) 0.417° 0.054 0.023 0.216
[0.019] [0.111] [0.497] [0.141]
FINDBT*POST (Bs) -0.130 0.061 -0.031 -0.055
[0.535] [0.528] [0.464] [0.714]
TLR.y*FINDBT (Be) 0.010 0.053 -0.060 0.127
[0.975] [0.461] [0.208] [0.632]
TLR.y*FINDBT*POST (B-) 0.439 0.031 0.011 0.209
[0.267] [0.866] [0.841] [0.552]
Joint Significance
Bs + B, 0.309 0.092 -0.020 0.153
p-value 0.255 0.463 0.503 0.542
Control variables X X X X
Observations 450 450 450 450
R? 0.475 0.405 0.445 0.304

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
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Table A11. Continued

Panel A presents the results of testing the effect of TLR on financing and investment.
Panel B presents the results of testing the effect of TLR on investment through debt
financing. The sample consists of speculative-grade firms between 1988 and 1991.
Variable definitions are as follows: FINTOT is total financing; FINDBT is debt
financing; FINEQY is equity financing; INVTOT is total investment; INVCPX is capital
expenditures; INVRND is R&D; INVACQ is acquisitions; TLR is timely loss recognition
measured as the coefficient estimate on &, + &5 from estimating E;; = &, + 6,D;¢ +

8, RET;; + 63RET;; * D, + & at the two-digit SIC level over the past ten years, where E
is earnings divided by lagged market capitalization, D is an indicator variable that takes
the value of one if RET is negative, and zero otherwise, and RET is buy-and-hold stock
returns; POST is an indicator variable equal to one if an observation belongs to the post-
collapse period (1990 — 1991); Year- and industry-fixed effects are included. Standard
errors are clustered by firm. p-values reported in brackets are based on two-sided t-tests.
p-values under joint significance are based on two-tailed F-tests.
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Table A12. Alternative Measures of Financial Reporting Quality: Timely Gain

Recognition

Panel A: Financing and Investment

FINTOT FINDBT FINEQY INVTOT INVCPX INVRND INVACQ
@ (2 €)] 4 ®) (6) )]
Intercept (ot) -0.050 -0.141 0.029 -0.033 0.039 0.002 0.007
[0.695] [0.199] [0.504] [0.699] [0.318] [0.926] [0.910]
POST (B,) -0.030 -0.018 -0.005 0.010 -0.004 0.007° 0.007
[0.356] [0.596] [0.761] [0.682] [0.650] [0.074] [0.657]
TGRy (B2) -0.004 0.052 -0.029 0.030 0.013 -0.005 0.025
[0.924] [0.237] [0.140] [0.373] [0.389] [0.567] [0.285]
TGR.y*POST (B3) -0.021 -0.071 0.026 -0.079° -0.018 -0.006 -0.054°
[0.651] [0.148] [0.241] [0.044] [0.177] [0.234] [0.057]
Joint Significance
B, + Bs -0.051°  -0.089% 0.021 -0.069%  -0.022° 0.001 -0.048°
p-value 0.081 0.003 0.167 0.006 0.015 0.706 0.013
Control variables X X X X X X X
Observations 450 450 450 450 450 450 450
R2 0.259 0.179 0.198 0.241 0.328 0.402 0.077
*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
Panel B: Investment through Debt Financing
INVTOT INVCPX INVRND INVACQ
1) (2 3) 4
Intercept (o) 0.050 0.059 -0.004 0.067
[0.481] [0.132] [0.846] [0.188!
TGRu.1 (BL) -0.027 0.012 -0.002 -0.032
[0.224] [0.375] [0.805] [0.033]
POST (B,) -0.002 -0.002 0.009° -0.012
[0.870] [0.822] [0.079] [0.235]
TGR.y*POST (Bs) -0.009 -0.013 -0.010 0.013
[0.693] [0.302] [0.101] [0.394]
FINDBTy (Bs) 0.171 0.109° 0.013 -0.056
[0.164] [0.019] [0.731] [0.481]
FINDBT*POST (Bs) 0.501° 0.041 -0.072 0.514%
[0.015] [0.701] [0.110] [0.005]
TGR.*FINDBT g (Bg) 0.494° -0.064 -0.032 0.645°
[0.033] [0.299] [0.506] [<.0001]
TGR.y*FINDBT,*POST (B;) -0.727° 0.215 0.021 -0.8782
[0.039] [0.241] [0.756] [0.001]
Joint Significance
Bs + B; -0.226 0.255¢ -0.051 -0.364°
p-value 0.371 0.051 0.275 0.015
Control variables X X X X
Observations 450 450 450 450
R? 0.500 0.398 0.414 0.398

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
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Table A12. Continued

Panel A presents the results of testing the effect of TGR on financing and investment.
Panel B presents the results of testing the effect of TGR on investment through debt
financing. The sample consists of speculative-grade firms between 1988 and 1991.
Variable definitions are as follows: FINTOT is total financing; FINDBT is debt
financing; FINEQY is equity financing; INVTOT is total investment; INVCPX is capital
expenditures; INVRND is R&D; INVACQ is acquisitions; TGR is timely gain
recognition measured as the coefficient estimate on &, from estimating E;; = &, +

81 D;¢ + 8,RET;; + 83RET;; * D;; + € at the two-digit SIC level over the past ten years,
where E is earnings divided by lagged market capitalization, D is an indicator variable
that takes the value of one if RET is negative, and zero otherwise, and RET is buy-and-
hold stock returns; POST is an indicator variable equal to one if an observation belongs
to the post-collapse period (1990 — 1991); Year- and industry-fixed effects are included.
Standard errors are clustered by firm. p-values reported in brackets are based on two-
sided t-tests. p-values under joint significance are based on two-tailed F-tests.
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Table A13. Alternative Measures of Financial Reporting Quality: Overall Earnings

Timeliness

Panel A: Financing and Investment

FINTOT FINDBT FINEQY INVTOT INVCPX INVRND INVACQ
A 2 3) (4) (©) (6) 0]
Intercept (a) -0.035 -0.101 0.018 0.000 0.054 -0.002 0.028
[0.778] [0.332] [0.688] [0.996] [0.203] [0.918] [0.609]
POST (B,) -0.048 -0.046 0.004 -0.029 -0.019° 0.006 -0.007
[0.120] [0.120] [0.766] [0.210] [0.065] [0.182] [0.634]
TIME .1y (B2) 0.028 0.068 -0.004 0.049 0.017 -0.008 0.052
[0.576] [0.173] [0.858] [0.276] [0.320] [0.344] [0.125]
TIME.,*POST (B3) 0.015 -0.021 0.010 -0.002 0.011 -0.001 -0.029
[0.731] [0.650] [0.683] [0.968] [0.419] [0.801] [0.353]
Joint Significance
B.+Bs -0.032 -0.067" 0.014 -0.031 -0.008 0.004 -0.036°
p-value 0.302 0.041 0.440 0.290 0.351 0.266 0.094
Control variables X X X X X X X
Observations 450 450 450 450 450 450 450
R? 0.261 0.182 0.193 0.239 0.335 0.401 0.080
*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
Panel B: Investment through Debt Financing
INVTOT INVCPX INVRND INVACQ
(O] ) @) 4)
Intercept (a) 0.078 0.070° -0.008 0.084°
[0.268] [0.099] [0.735] [0.076]
TIME .1y (B) -0.007 0.009 -0.003 0.003
[0.829] [0.540] [0.681] [0.902]
POST (B,) -0.017 -0.014 0.006 -0.006
[0.284] [0.135] [0.233] [0.579]
TIME.y*POST (B3) 0.022 0.011 -0.003 -0.002
[0.442] [0.429] [0.666] [0.900]
FINDBT) (Bs) 0.245° 0.076° 0.019 0.055
[0.083] [0.070] [0.625] [0.565]
FINDBT *POST (Bs) 0.070 0.075 -0.057 0.111
[0.708] [0.453] [0.213] [0.308]
TIME.y*FINDBT ) (Be) 0.295 -0.001 -0.036 0.360°
[0.259] [0.992] [0.391] [0.050]
TIME.,*FINDBT *POST (B;) 0.117 0.047 0.010 -0.031
[0.730] [0.783] [0.847] [0.914]
Joint Significance
Bs + B 0.188 0.122 -0.048° 0.080
p-value 0.425 0.300 0.076 0.714
Control variables X X X X
Observations 450 450 450 450
R? 0.486 0.396 0.413 0.338

*a, b, and c indicate significance at the 1, 5, and 10% level (two-tailed).
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Table A13. Continued

Panel A presents the results of testing the effect of TIME on financing and investment.
Panel B presents the results of testing the effect of TIME on investment through debt
financing. The sample consists of speculative-grade firms between 1988 and 1991.
Variable definitions are as follows: FINTOT is total financing; FINDBT is debt
financing; FINEQY is equity financing; INVTOT is total investment; INVCPX is capital
expenditures; INVRND is R&D; INVACQ is acquisitions; TIME is overall earnings
timeliness measured as R? from estimating E;; = 8, + 8,D;; + 8,RET;, + 85RET;, *

D;; + ¢j; at the two-digit SIC level over the past ten years, where E is earnings divided by
lagged market capitalization, D is an indicator variable that takes the value of one if RET
IS negative, and zero otherwise, and RET is buy-and-hold stock returns; POST is an
indicator variable equal to one if an observation belongs to the post-collapse period (1990
—1991); Year- and industry-fixed effects are included. Standard errors are clustered by
firm. p-values reported in brackets are based on two-sided t-tests. p-values under joint
significance are based on two-tailed F-tests.
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APPENDIX B. FIGURES

Figure B1. The Hypothesized Relation between Asymmetric Timely Loss
Recognition and Debt Financing
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Figure B1 portrays the posited relation between asymmetric timely loss recognition and
debt financing for the pre- and post-collapse periods

Figure B2. The Empirical Relation between Asymmetric Timely Loss Recognition
and Debt Financing
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Figure B2 portrays the estimated relation between asymmetric timely loss recognition
and debt financing for the pre- and post-collapse periods



83

Figure B3. The Number of New U.S. Junk Bonds Issued
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* Reprinted from Freeman [2000], Data source: Merrill Lynch & Co.
Figure B3 describes the number of new U.S. junk bonds issued over the period 1980 —
1999

Figure B4. The Dollar Value of New U.S. Junk Bonds Issued
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* Reprinted from Freeman [2000], Data source: Merrill Lynch & Co.
Figure B4 describes the dollar value of new U.S. junk bonds issued over the period 1980
—1999
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APPENDIX C. TEXT

Institutional Background on the Junk Bond Market

Before the late 1970s the junk bond market consisted of “fallen angels” that were
originally issued as above-investment-grade bonds and subsequently downgraded to
speculative-grades (Taggart [1988]). During this period, commercial bank loans were
primary funding sources for SPG firms. In the 1980s, the original-issue junk bond market
rapidly grew and became a substitute for the bank loan market (Loeys [1990]; Benveniste
et al. [1993]). Drexel played a major role in the rapid growth of the junk bond market
both as an underwriter for original-issue junk bonds and as a market-maker in the
secondary market (Benveniste et al. [1993]; Livingston and Williams [2007]).
Uncertainty about inflation and volatile interest rates also had a favorable impact on the
growth of the junk bond market (Taggart [1988]). Proceeds of junk bonds issuances were
used for a variety of reasons, including bank debt pay-down, financing acquisitions, and
general purposes investments, of which financing acquisitions drew the greatest public
attention (Taggart [1988]).

Growing rapidly in the 1980s, the junk bond market disappeared in the early
1990s. The total amount of new junk bond issues was approximately $1.4 billion ($10
billion) in 1990 (1991), compared with $28.8 billion in 1989 (Freeman [2000]). Three
concurrent events were responsible for the rapid decline of the junk bond market in the
early 1990s. First and foremost, the bankruptcy of Drexel adversely affected new junk
bond issues. According to Benveniste et al. [1993], Drexel comprised 46% of market
share in terms of the number of issues underwritten from 1978 to 1985 and 57% in terms
of dollar value. After Michael Milken left the firm due to indictment on securities law
violations in March 1989, Drexel’s role as a primary underwriter as well as a market-
maker for junk bonds was called into question (Benveniste et al. [1993]). Despite the

departure of Milken, Drexel maintained a sizeable market share. Drexel underwrote
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approximately 40% of new issues in dollar terms in 1989. On February 13, 1990, Drexel
suddenly filed for bankruptcy and departed the junk bond market. Drexel’s biggest assets
were intangibles such as its extensive investors’ network and its reputation for providing
back-up capital (Benveniste et al. [1993]). Drexel was willing to buy out primary
investors at the issuance price if junk bonds defaulted shortly after issuance. Thus,
competitors were not readily available to fill the void left when Drexel exited the junk
bond market (Benveniste et al. [1993]). Not surprisingly, the shutdown of Drexel resulted
in a significant decline in junk bond issues (Benveniste et al. [1993]; Livingston and
Williams [2007]).

Two regulatory changes also adversely affected the junk bond market in the early
1990s. First, in response to S&L crisis, Congress passed the Financial Institutions
Reform, Recovery, and Enforcement Act of 1989 (FIRREA) which prohibited savings
and loans from investing in junk bonds and simultaneously mandated them to dispose of
speculative-grade bonds in their balance sheets. This regulatory change brought
substantial selling pressure to the junk bond market (Brewer and Mondschean [1994];
Altman [2000]; Livingston and Williams [2007]). Second, the National Association of
Insurance Companies’ (NAIC) decision to change corporate debt ratings in order to
follow NRSROs (Nationally Recognized Statistical Rating Organizations) increased
speculative-grade bond holdings in insurance companies’ portfolio, and hence decreased

demand for privately placed speculative-grade debt (Carey et al. [1993]).
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