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Internal Control Weakness and Bank Loan Contracting: Evidence from SOX Section 404 Disclosures
ABSTRACT
Using a sample of borrowing firms who disclosed internal control effectiveness under Section 404 of the Sarbanes-Oxley Act, this study compares various features of loan contracts between firms with internal control weakness (ICW) problems and those without such problems. Our results show the following. First, the loan spread is higher for ICW firms than for non-ICW firms by about 28 basis points in the full-model regression, after controlling for all other factors that are known to influence loan contract terms. Second, firms with more severe, company-level ICW problems pay significantly higher loan rates, compared with those with less severe, account-level ICW problems. Third, lenders impose tighter nonprice terms on firms with ICW problems than they do on those without such problems. Fourth, fewer (more) lenders are attracted to loan contracts involving firms with (without) ICW problems. Finally, our change analyses show lenders reduce loan rate charged to ICW firms if these firms remediate previous ICW problems. Our results shed light on the empirical validity of the alleged benefits associated with internal control effectiveness in the private debt market.
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Internal Control Weakness and Bank Loan Contracting: Evidence from SOX Section 404 Disclosures
1.  Introduction
Since the passage of the Sarbanes-Oxley Act (SOX) in July 2002, many studies have examined economic consequences of internal control weakness (ICW). One stream of research focuses its attention on the effect of ICW on the quality of accounting accruals (Bedard 2006; Doyle et al. 2007a; Ashbaugh-Skaife et al. 2008), and provides mixed evidence. For example, Doyle et al. (2007a) document no significant difference in accrual quality between firms that disclosed ICW under Section 404 and those which did not. In contrast, Ashbaugh-Skaife et al. (2008) report that ICW firms have lower accrual quality than non-ICW firms. Another stream of research examines stock market consequences of ICW, and again provides mixed evidence. On the one hand, using a sample of first-time Section 404 filers with the SEC, Ogneva et al. (2007) find no significant difference in their implied cost of equity estimates between ICW firms and non-ICW firms. On the other hand, Ashbaugh-Skaife et al. (2009) report that ICW firms exhibit a significantly higher idiosyncratic risk, systematic risk, and cost of equity capital, compared with non-ICW firms.

Our analyses focus on the manner in which ICW impacts various features of loan contracts, including the price and nonprice terms and the ownership structure of loan syndicates. We are motivated to examine loan contracting consequences of ICW for several reasons. First, bank loans are a major source of external financing in the United States and most other countries around the world (Bharath et al. 2008; Graham et al. 2008; Kim et al. 2008b). Since 1980, bank loans have consistently accounted for more than 50% of total debt financing in the United States (Graham et al. 2008).
 Surprisingly, little is known about the economic consequences of ICW in the context of bank loan market, though prior stuies have examined the impact of ICW from the perspective of equity market. Examining ICW’s impact on loan contracting is important and interesting in its own right, given the relative importance of bank loans to the U.S. economy and the scarcity of empirical evidence on the issue.

Second, different from equity shares and public debts, private debts have concentrated lenders and multi-faceted features, such as performance pricing provisions, collateral requirements, and covenant restrictions. The directly observed loan contract terms provide us with a unique opportunity to assess not only the direct cost of ICW (e.g., an increase in the loan rate) but also the associated indirect cost (e.g. collateral requirement and constraints imposed by covenants.
 Further, bank loan deals typically involve two or more parties lending to a single borrower. This feature allows us to evaluate whether and how ICW influences the ownership structure of loan syndicates in terms of the number of participant lenders.
 Finally, the prior literature investigates the impact of financial reporting on the cost of debt using various proxies for the quality of reported financial information, such as auditor quality (Mansi et al. 2004; Pittman and Fortin 2004; Kim et al. 2007; Fortin and Pittman 2007), voluntary disclosure quality (Mazumdar and Sengupta 2005), accrual quality (Francis et al. 2005; Bharath et al. 2008), and voluntary adoptions of International Financial Reporting Standards (IFRS) (Kim et al. 2008b). Compared to those proxies, internal control effectiveness, mandatorily disclosed by companies and confirmed by external auditors, could be a more objective and clear signal of financial reporting quality (Ashbaugh-Skaife et al. 2009). Thus, based on the recent SOX 404 disclosures, the paper aims to provide further insights into whether and how financial reporting quality affects the cost of debt capital.
To provide systematic evidence of ICW’s impact on various features of loan contracts, we construct a sample of 2,271 loan facility-years for borrowers who filed Section 404 disclosures first-time with the SEC during the 3-year post-SOX period, 2005–2007. We then compare various features of loan contracts with ICW borrowers vis-à-vis those with non-ICW borrowers, after controlling for borrower-specific and loan-specific characteristics that are known to affect the contract terms and internal control effectiveness. Briefly, our results show the following.
First, we find that the loan spread is higher for ICW firms than for non-ICW firms by about 28 basis points in the full-model regressions, after controlling for other factors such as loan-specific and borrower-specific characteristics. This finding is consistent with the notion that banks take into account internal control over financial reporting when setting the price and nonprice terms of loan contracts and view ICW as an incrementally significant information risk factor (above and beyond traditional credit risk factors) that increases pre-contract information uncertainty, as well as post-contract monitoring and renegotiation costs. The results suggest that financial reporting does play a role in private debt contracting and information risk incurred by low-quality financial reporting cannot be removed by lenders’ use of private information on borrowers.
Second, we find that the nature or severity of material weakness does matter for loan contracting. Specifically, we find that borrowers with more severe, company-level ICW (e.g., organizational control or governance flaws) pay higher loan rates, compared with borrowers with less severe, account-level ICW (e.g., inventory recording flaws and lease accounting problems). This finding suggests that lenders are able to differentiate more severe ICW from less severe ICW when designing loan contracts. To some extent, it implies that lenders can obtain private information on borrowers which helps to reduce, though not eliminate, the information risk related to less severe account-level ICW.
Third, we find that lenders impose tighter nonprice terms on ICW borrowers than they do on non-ICW borrowers. In particular, we find that the likelihood of a loan being secured by collateral is higher for ICW borrowers than for non-ICW borrower, and significantly greater for firms with company-level ICW than for those with account-level ICW. We also provide evidence that restrictive covenants are used more intensively in loan contracts involving borrowers with company-level ICW problems.
Fourth, we examine whether the lack of internal control effectiveness influences how lenders structure loans. We find that the number of participant lenders in each loan is smaller for loans involving ICW borrowers than for those involving non-ICW borrowers. This finding is in line with the following view: ICW increases information asymmetries between the borrower and potential lenders, and this information problem attracts fewer participant lenders in a loan syndicate, thereby leading to more concentrated loan ownership structure (Sufi 2007; Ball et al. 2008a; Graham et al. 2008; Kim et al. 2008b).
Finally, our change analyses provides support to the results of main regression and strengthen the indication that banks view ICW as an information risk factor that is incrementally significant above and beyond traditional credit risk factors reflected in borrower-specific characteristics. Further, the change analyses suggest ICW borrowers can reduce their loan rates by successfully remediating ICW problems, especially the Company-level ICW problems. It is consistent with the evidence that ICW firms improve accrual quality and decrease the cost of equity subsequent to the successful remediation of previously disclosed ICW problem (Ashbaugh-Skaife et al. 2008; Ashbaugh-Skaife et al. 2009). 
This paper adds to the existing literature in the following ways. First, to our knowledge, our study is the first to examine the direct impact of ICW in the context of debt market using actual loan contracting data. Our study therefore contributes to internal control and financial reporting literature. Prior empirical research regarding the relation between financial information and cost of debt mostly relies on estimates of information attributes or metrics of voluntary disclosures. We use the mandatory internal control disclosure under SOX 404 to identify borrowers with ICW problems, which is an indisputable signal of low-quality financial information. Consistent with prior literature (e.g. Ball et al., 2008b), our empirical results suggest financial reporting plays an important role in the debt market and lenders are concerned about internal control over financial reporting, although they may obtain private information from borrowers. 
Second, our study contributes to the loan contracting literature as well. Evidence reported in this study strongly suggests that information risk associated with ICW is a factor considered by banks when contracting with borrowers, and it is incremental to traditional borrower-specific credit risk. The results in the paper show lenders are able to separate borrowers with ICW problems from those without such problems, but they are also able to see through the nature or severity of ICW and differentiate firms with company-level ICW problems from firm with accout-level ICW problems, when setting loan contract terms. It indicates that banks might obtain additional private information from borrowers and use the private information to assess the credit risk and design loan contracts (e.g., Diamond, 1984; Rajan, 1992; Petersen and Rajan, 1994; Cole, 1998). The private information flow could reduce, but not eliminate, the information risk related to low-quality financial reporting.
The rest of the paper is structured as follows. Section 2 develops research hypotheses, while Section 3 specifies an empirical model to be used for hypothesis testing. Section 4 describes sample and data sources, and presents descriptive statistics and univariate test results. Section 5 reports the results of multivariate tests on ICW’s impact on the price and nonprice terms, and the ownership structure of loan contracts. Section 6 offers change analyses on the loan pricing effect of internal control effectiveness and some robustness checks. The final section concludes the paper.
2.  Hypothesis development
2.1.  Internal control and loan pricing
The Public Company Accounting Oversight Board (PCAOB 2007) defines internal control over financial reporting as

a process designed by, or under the supervision of, the company's principal executive and principal financial officer, or persons performing similar functions, and effected by the company's board of directors, management, and other personnel, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with GAAP.
As alluded in the above definition, internal control policies and procedures are an important characteristic that determines the quality of a firm’s financial reporting system: effective internal controls provide reasonable assurance regarding the credibility of financial reporting.
 Prior theory and empirical research (e.g., Duffie and Lando 2001; Bharath et al. 2008; Schneider and Church 2008) show that borrower information risk, which arises mainly from the poor quality of accounting information, is incremental to borrower default risk, and thus that lenders impose tighter loan contracting terms to control information risk. The lack of internal control effectiveness impairs the quality of accounting information by increasing the likelihood of either intentional or unintentional misstatement, or both in accounting reports (Doyle et al. 2007a; Ashbaugh-Skaife et al. 2008). We expect the presence of ICW problems adversely affects the cost of borrowing in two primary ways: First, from the ex ante standpoint, ICW increases pre-contract uncertainty about the credibility of published financial statements, and thus increases information asymmetries between borrowers and lenders. This may cause lenders to suspect the credibility of reported performance, as well as the soundness of other aspects of business operations, which in turn deteriorates the credit worthiness and overall reputation of the borrower. Second, from the ex post standpoint, the poor quality of accounting reports increases post-contract costs associated with monitoring the borrower’s performance or credit quality. As a result, lenders are likely to charge higher interest rates to borrowers with ICW problems than to those without such problems. The above discussions lead us to predict that borrowers with poor information quality pay higher interest rates on borrowing, compared with those with high information quality.
However, finance and banking literature (e.g., Diamond, 1984; Rajan, 1992; Petersen and Rajan, 1994; Cole, 1998) argues that banks’ judgments on borrowers’ creditworthiness is based on not only borrowers’ financial statements but also the private information that banks obtain through the transactions and communications with borrowers. Banks’ access to private information may help them to overcome the low-quality public financial reporting during the lending processes. In this sense, the negative effect of poor internal control system on loan pricing could be largely reduced by the acquisition and use of private information on borrowers. Thus, ICW’s impact on loan rate is an empirical issue. Given the scarcity of evidence on the issue, we test the following hypothesis in alternative form: 
H1: Loan spreads, measured by loan interest rates in excess of a benchmark rate, are higher for borrowers with internal control problems than for those without such problems, all else being equal.
2.2.  Does the nature or severity of material weakness matter?
Auditing Standard No. 5 (PCAOB 2007) states that the company's internal control over financial reporting should not be considered effective if one or more material weaknesses exist, and requires that the auditor must evaluate the severity of any discovered material weakness. Here, the material weakness in internal control over financial reporting, the most serious type of internal control deficiencies, is defined as “a deficiency, or a combination of deficiencies, in internal control over financial reporting, such that there is a reasonable possibility that a material misstatement of the company's annual or interim financial statements will not be prevented or detected on a timely basis” (PCAOB 2007).
The material weakness is more likely to result in material misstatement of annual and interim financial statements than other internal control deficiencies.
 However, not all the material weaknesses have the same nature and potential severity. Moody’s Investor Service (2004, 2006, and 2007) classifies various material weaknesses into two types: “Category A” and “Category B.” Category A (account-level) material weakness relates to controls over specific account balances or transaction-level processes, either of which is relatively “auditable.” Moody’s is less concerned about this type of material weakness, and does not expect to take any rating action for firms reporting it. Category B (company-level) material weakness relates to overall control environment or financial reporting processes, and it has a pervasive effect on a company’s financial reporting. Auditors may not be able to “audit around” this type of material weakness. Moody’s contends that “Category B material weakness calls into question not only management’s ability to prepare accurate financial reports but also its ability to control the business.” Thus, Moody’s is concerned about company-level material weakness and is more likely to take rating actions for firms reporting this material weakness.
Consistent with the Moody’s arguments, previous research has documented that account-level and company-level material weaknesses have differential impacts. Doyle et al. (2007a) find the presence of company-level weakness results in lower accruals quality, but find no significant relation between the presence of account-level weakness and accruals quality. Hoitash et al. (2008) document that both account-level and company-level weaknesses lead to an increase in audit fees, and that audit fees are more significantly associated with company-level weakness than with account-level weakness.
The above evidence suggests that company-level weakness hampers the quality of financial reporting to a greater extent than does account-level weakness. To examine whether the nature or severity of ICW matters for loan pricing, we test our second hypothesis:
H2: Loan spreads, measured by loan interest rates in excess of a benchmark rate, are higher for borrowers with company-level internal control problems than for those with account-level internal control problems, all else being equal.
2.3.  ICW and nonprice terms of loan contracts

Bank loan contracts include not only the price term (i.e., loan spread), but also various nonprice terms, such as collateral requirements and restrictive covenants. Lenders use these nonprice terms (as well as the price term) when designing loan contracts in an attempt to mitigate agency costs of debt associated with agency conflicts between equity and debt holders (Smith and Warner 1979), information problems faced by lenders (Graham et al. 2008; Kim et al. 2008b), and potential conflicts between lenders and borrowers (Vasvari et al. 2008). Extant evidence shows that lenders are more likely to require collateral for borrowers with opaque information (e.g., Berger and Udell 1990; Rajan and Winston 1995; Jimenez et al. 2006). Rajan and Winston (1995) find that lenders use the collateral requirement to improve monitoring efficiency. Graham et al. (2008) report that the likelihood of a loan being secured by collateral is higher for loans involving borrowers with financial misreporting. Similarly, Kim et al. (2008b) provide evidence that enhanced disclosures via voluntary IFRS adoption reduce the incidence of the collateral requirement. The implication from the above studies is that borrowers with ICW problems are more likely to pledge collateral on their loans than those without such problems. This leads to our third hypothesis:
H3: The likelihood of loans being secured by collateral is higher for borrowers with internal control problems than for borrowers without such problems, all else being equal.
The debt covenant literature indicates that lenders use loan covenants to improve ex post monitoring of the borrower’s credit quality, although the use of covenants also incur costs of reduced flexibility on the part of the borrower (Smith and Warner 1979; Rajan and Winston 1995; Bradley and Roberts 2005). In particular, Rajan and Winston (1995) show that the inclusion of restrictive covenants in loan contracts provides lenders with a strong incentive to monitor, more closely, credit quality subsequent to loan initiations. To the extent that lenders are likely to have higher incentives to monitor the post-contract performance of borrowers with poor reporting quality, we expect that restrictive covenants are more intensively used in loans involving borrowers who have ICW problems (i.e., borrowers with a poor quality reporting system) than in those involving non-ICW borrowers who do not have such problems. This leads to our fourth hypothesis:
H4: The use of restrictive covenants in loan contracts is more intensive and prevalent for borrowers with internal control problems than for those without such problems, all else being equal.
2.4.  ICW and loan ownership structure

We now turn our attention to the impact of ICW on the number of lenders participating in each loan deal. The syndicate loan literature shows that fewer lenders participate in a loan syndicate when borrowers have information problems. This occurs because the syndicate structure with fewer lenders helps minimize free rider problems in information gathering and monitoring, and facilitates ex post monitoring (Dennis and Mullineaux 2000; Sufi 2007). Graham et al. (2008) provide evidence that fewer lenders are involved in bank loans after borrowing firms restate their financial statements. Kim et al. (2008b) show that voluntary IFRS adoption attracts more participant lenders, in particular, foreign lenders, in a loan syndicate. Ball et al. (2008a) report that the lead arranger of a loan syndicate holds a small proportion of new loan deals when the information asymmetry between the lead arranger and other syndicate participants is lower. The implication from the above studies is that credible financial reports of borrowers may mitigate adverse selection and moral hazard problems among syndicate participants, thereby attracting more participants in a loan syndicate. Based on the above evidence, we expect that the structure of loan ownership is more concentrated for loan contracts with ICW borrowers than for loan contracts with non-ICW borrowers. This leads to our final hypothesis:

H5: The number of lenders who participate in a loan deal is smaller for borrowers with internal control problems than for those without such problems, all else being equal.
3.  Empirical model
To evaluate the impact of ICW on various features of loan contracting, we specify the following regression:
(1)       
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where, for each loan facility and borrowing firm in year t, all variables are as defined in Appendix A. The dependent variable, Loan Feature, refers to one of the following features of a loan contract: (1) the price term of loan contract, namely the drawn all-in spread (AIS); (2) the nonprice terms of loan contracts, including the likelihood of a loan being secured by collateral (DSecured), the number of financial covenants included in each loan (FinCovIndex), the number of general covenants included in each loan (GenCovIndex), the number of all covenants included in each loan (CovIndex = FinCovIndex + GenCovIndex); and (3) the number of lenders participating in a loan deal (NLender).
AIS is used as a proxy for the interest cost of borrowing, and is measured by the drawn all-in spread (plus the upfront fee and annual fee, if any) in basis points in excess of the benchmark rate, that is, LIBOR. For outstanding loan commitments, AIS is measured based on all drawn lines of credit. We use the spread measure, because most bank loans are priced in terms of the floating rate. Commercial banks typically assess the risk of a loan based on information about the business nature and performance of borrowing firms, and then set a markup over a prevailing benchmark rate, such as LIBOR, to compensate for credit risk. The AIS variable thus reflects the banks’ perceived level of risk on a loan facility provided to a specific borrower.

The test variable, Weak, is an indicator variable that equals 1, if the auditor concludes, in the Section 404 report filed first-time with the SEC, that the borrower’s internal control over financial reporting is not effective, and zero otherwise.
 We focus on the first-time Section 404 10-K filing because it is most informative to lenders, and thus the internal control effectiveness disclosed in the first-time filing is likely to have significant consequences. Our measure of ICW is unlikely to introduce problems of potential endogeneity or reverse causality with respect to the lagged relation between AIS and Weak because: the measure reflects a result of (first-time) compliance of exogenously imposed regulation, i.e., SOX Section 404, before loans are activated, and it is attested by the independent auditor.
When AIS is used as the dependent variable, that is, Loan Feature in Eq. (1), the coefficient on Weak captures the difference in the loan spread charged to borrowers with ICW problems vis-à-vis those without such problems. Therefore, hypothesis H1 translates as (1 > 0. Similarly, hypothesis H3 (H4) is supported if we observed (1 > 0, when the dependent variable is DSecured (FinCovIndex, GenCovIndex, or CovIndex). Hypothesis H5 translates as (1 < 0, when the dependent variable is NLenders.
To test whether company-level ICW differs systematically from account-level weakness in terms of its impact on loan contracting features,
 we also estimate Eq. (1) after replacing Weakness by two indicator variables, Company ICW and Account ICW, which equal 1 for borrowers who report any company-level ICW (or the borrower is a delinquent filer of Section 404 report)
 and for those who report any account-level weakness, respectively, and 0 otherwise. Hypothesis H2 is supported if the coefficient on Company ICW is greater than that on Account ICW, along with both coefficients being positive.
The loan contracting literature shows that several loan-specific characteristics are related to the interest cost of borrowing (e.g., Strahan 1999; Dennis et al. 2000; Bharath et al. 2008; Graham et al. 2008; Vasvari 2008). We include in Eq. (1) a set of loan-level control variables, that is, Log Maturity, Log Loan Size, Log NLender, and Performance Pricing, to isolate potential effects of these loan characteristics from the effect of our test variable on various loan features. The Log Maturity variable is the natural log of loan maturity in months. The Log Loan Size variable is measured by the natural log of the dollar amount of each loan facility  given to a borrower. Previous research provides evidence that lenders charge a lower interest rate for the shorter-term loan and for the larger loan facility, respectively (e.g., Graham et al. 2008). We therefore expect a positive coefficient on Log Maturity and a negative coefficient on Log Loan Size. Log NLender is the natural log of the number of lenders participating in a loan syndicate. Performance Pricing is an indicator variable that equals one for loans with performance pricing provisions, and zero otherwise. We expect that loan contracts involving a larger number of lenders and performance pricing provisions have lower interest rates. Consistent with the prior literature (e.g., Bradley and Roberts 2005; Ball et al. 2008a; Bharath et al. 2008), the models testing collateral requirement, covenants, and syndicate structure involve several other loan-specific characteristics, including the dollar amount of each loan deal divided by the borrower’s total assets (Loan Concentration), prior lender-borrower relationship (Prior Lead), and the reputation of lead arranger (Top Lead).  
Following the previous studies (e.g., Bharath et al. 2008; Graham et al. 2008), we control for a set of borrower-specific variables that are deemed to affect borrowers’ credit quality and thus the price and nonprice terms of loan contracts, that is: Size, Leverage, MB, Profitability, Tangibility, CashVol, and RDefaultRisk. Size and Leverage are measured by the natural log of total assets and the ratio of long-term debt to total assets, respectively. We expect that Size (Leverage) is positively (negatively) related to credit quality. MB is our proxy for growth potential, and it is measured by the market value of equity plus the book value of debt divided by the book value of total assets. To the extent that MB proxies for a borrower’s growth potential, MB is likely to be positively associated with credit quality. However, growing firms are often faced with high risk. In such a case, MB is likely to be inversely associated with credit quality. Profitability refers to earnings before interest, taxes, depreciation, and amortization (EBITDA) divided by total assets. We expect a positive impact of profitability on credit quality. Tangibility is the ratio of property, plant, and equipment (PP&E) to total assets. We expect a positive effect of Tangibility on credit quality. CashVol refers to the standard deviation of quarterly cash flows from operations (scaled by yearly total assets) over the past five fiscal years. RDefaultRisk is the decile rank of the first principal component of three commonly used default risk proxies: Altman’s (1968) Z-Score, Ohlson’s (1980) O-Score, and Shumway’s (2001) probability of bankruptcy, with its high value representing high default risk. We expect that CashVol and RDefaultRisk are inversely associated with credit quality. Prior literature (e.g., Ashbaugh-Skaife et al. 2007 and Doyle et al. 2007b) has identified some other firm characteristics as the determinants of ICW. To get clear evidence on ICW’s impact on loan features, we further control for these firm characteristics, including auditor quality (Big-4), the age of the firm (Age), the number of the firm’s business segments (NSegment), inventory holdings (Inventory), the involvement in mergers and acquisitions (M&A), organizational change (Restructure), the existence of foreign sales (Foreign), sales growth (SaleGrowth), and aggregate loss (Loss).
 When loan deals are concluded in year t, published financial statements in year t are unlikely to be available to lenders. In Eq. (1) we therefore measure all borrower-specific variables in year t – 1, and link them to loan-specific features in year t, to avoid a look-ahead bias. In addition, we include two economy-wide variables, Credit Spread and Term Spread, to control for potential effects of macroeconomic conditions on our results. Credit Spread is the difference in the yield between BAA- and AAA-rated corporate bonds, while Term Spread is the difference in the yield between 10-year and 2-year U.S. Treasury bonds. Finally, we also include Loan Type Dummies and Loan Purpose Dummies to control for potential differences in the price and nonprice terms of loan contracts associated with the different types and purposes of loans. We include Industry Dummies and Year Dummies to control for potential differences in loan features across industries and over years.
4.  Sample and descriptive statistics
4.1.  Sample and data sources

The initial list of our sample consists of all publicly traded, nonfinancial firms that have bank loan data in the Loan Pricing Company (LPC) Dealscan database for the 3-year period, 2005–2007. We then require that Section 404 disclosures, which firms filed first-time with the SEC, be available from the Audit Analytics database. The LPC Dealscan database is an online database that contains a variety of historical bank loan data and other financial arrangements collected from the SEC filings and information self-reported by banks. The loan data in the Dealscan database are compiled for each transaction or deal and facility. Each deal, that is, a loan contract between a borrower and bank(s) at a specific date, may have only one facility or have a package of several facilities with different price and nonprice terms.
 We consider each facility as a separate observation for our sample, since many loan characteristics and loan spreads vary across facilities. Our sample includes term loans, revolvers, and 364-day facilities, but excludes bridge loans and nonfund-based facilities, such as leases and standby letters of credit. We also require that all loan facilities in our sample be senior debts.
We collect ICW data from Audit Analytics. This database covers more than 1,200 accounting firms and 15,000 publicly registered companies. The SOX Section 404 disclosure file in this database provides information on the identities of disclosing companies, overall internal control effectiveness, filing date, types and reasons of deficiencies, and so forth. We extract borrowers’ financial statement data from Compustat. We require that all relevant annual accounting data be available in fiscal year t – 1, immediately before loan year t.
After merging bank loan data with internal control and financial statement data, we obtain a sample of 2,271 facility-years for 1,082 firms over the 2005–2007 period.
 Table 1 presents the distribution of loan facilities in our sample by year and loan type. As shown in the table, about 67% of loan facilities in our sample are revolvers, while about 29% and 4% are term loans and 364-day facilities, respectively.
[INSERT TABLE 1 ABOUT HERE]

4.2.  Descriptive statistics
Panel A of Table 2 presents descriptive statistics for all loan-specific variables at the facility level, while Panel B of the same table reports descriptive statistics for our test variables and all borrower-specific variables considered in this study. As shown in Panel A, the mean and median of the drawn all-in spread over LIBOR (i.e., AIS) are around 154 and 125 basis points, respectively, with its standard deviation of about 128 basis points. The large standard deviation of AIS relative to its mean indicates a wide variation in AIS across loan facilities. The mean (median) maturity is about 57 (60) months, with its standard deviation of about 19 months. The mean and median of loan facility size are $548 and $250 million, respectively, with a very large standard deviation, suggesting that its distribution is skewed with a wide variation in loan size across loan facilities. On average, 52% of loan facilities in our sample have a performance pricing provision, while 67% of them have collateral.
As summarized in Appendix B, lenders in our Dealscan sample use 30 different restrictive covenants which can be classified into: (1) 18 covenants that are linked directly to financial statement variables in form of the minimum or maximum requirements on certain financial ratios (which we call financial covenants); and (2) 12 covenants that are not financial covenants (which we call general covenants). The mean and median numbers of restrictive covenants included in each loan contract are about 1.9 and 2.0, respectively, for financial covenants; about 3.1 and 3.0, respectively, for general covenants; and 5.0 and 5.0, respectively, for all the covenants. This suggests that, on average, lenders impose about five different restrictive covenants in total on each loan facility. Most loan facilities in our sample are syndicate loans in which multiple lenders participate, the average loan facility is owned by about nine lenders.
[INSERT TABLE 2 ABOUT HERE]

As shown in Panel B, about 11.3% of borrowers in our sample (who filed Section 404 reports first-time with the SEC) have material control weakness as concluded by the auditor report under the Section 404 provisions. About 5.4% of facility-years in our sample have company-level weakness, while about 5.9% have account-level weakness. The Size variable is reasonably distributed with its mean and median of 7.48 and 7.35, respectively, with its standard deviation of 1.51. The mean (median) market-to-book ratio is 1.91 (1.56). On average, long-term debt, EBITDA and tangible assets (i.e., PP&E) are about 24.3%, 13.5% and 31.0% of total assets, respectively. With regard to the determinants of internal control weakness, we find that over 95% of the facility-years in our sample were audited by Big-4 auditors, 26.1% (25.5%) of the borrowers were involved in mergers and acquisitions (firm restructure), and 16.2% of the borrowers experienced an aggregate loss for the past two years. The average borrower in our sample has 25 years of age and around 3 business segments. 
4.3.  Univariate comparisons
We first partition the full sample into two subsamples: (1) borrowers with ICW problems (N = 256); and (2) borrowers without ICW problems (N = 2,015). We then compare differences in loan features and borrower characteristics between the two subsamples. As shown in Panel A of Table 3, the mean and median of the drawn all-in spread (AIS) are about 228 and 200 basis points, respectively, for ICW-borrowers, while they are about 145 and 125 basis points, respectively, for non-ICW borrowers. Both the mean and median differences are significant at the 1% level, suggesting that lenders charge significantly higher loan rates to ICW borrowers than to non-ICW borrowers. The loan facility size (Log Loan Size) has the mean and median of about $311 and $173 million, respectively, for ICW borrowers, which is significantly less than the corresponding values of $578 and $275 million, respectively, for non-ICW borrowers. These differences are significant at the 1% level. We find, however, that there is no significant difference in loan maturity between the two subsamples. With respect to other loan features, we find that, compared with non-ICW borrowers, ICW borrowers are more likely to have their loans secured by collateral. We also find that lenders tend to impose covenants more intensively for ICW borrowers than for non-ICW borrowers.. Consistent with our expectation, we find that ICW borrowers attract significantly fewer lenders and less reputable lead arrangers than do non-ICW borrowers, suggesting that lenders take into account internal control over financial reporting, when they structure loans. With respect to borrower-specific characteristics, we find that, compared with borrowers with no ICW problems, borrowers with ICW problems are smaller in asset size and younger, have lower growth potential, lower profitability, and higher likelihood of default and loss. Also the univariate comparisons show ICW borrowers are less likely to hire Big-4 auditor, while are more likely to have foreign sales and organizational change.
[INSERT TABLE 3 ABOUT HERE]

To further examine whether the nature or severity of ICW does matter, we partition the ICW sample (N = 256) into two subsamples, that is: the sample of ICW borrowers with company-level weakness (N = 134); and the sample of ICW borrowers with account-level weakness (N = 122). As shown in Panel B of Table 4, ICW borrowers with company-level weakness pay significantly higher interest rates as reflected in higher AIS, and have a higher likelihood of pledging collateral on their loans, compared with ICW borrowers with account-level weakness. However, we do not find any significant difference in other loan features between these two subsamples. With respect to borrower-specific characteristics, we find that ICW borrowers with company-level weakness have lower cash-flow volatility, longer firm age, more business segments, more mergers and acquisitions, and more foreign sales, compared with ICW borrowers with account-level weakness. 
4.4.  Correlations
Table 4 reports Pearson correlation coefficients among selected loan-specific and borrower-specific variables. As shown in the table, AIS is positively correlated with Weak at the 1% level, with the magnitude of 0.21, suggesting that banks charge higher interest rates for loans involving borrowers with ICW than for those involving non-IWC borrowers. We also find that the correlation coefficient between AIS and Company ICW (0.19, significant at the 1% level) is much greater than that between AIS and Account ICW (0.09, significant at the 1% level), suggesting that lenders are able to differentiate borrower types based upon the severity of ICW. The Weak variable has negative correlations with Size and Profitability, while a positive correlation with Tangibility and RDefaultRisk. AIS is negatively correlated with Log Loan Size, Log Lenders, and Performance Pricing, while it is positively correlated with DSecured and CovIndex. Though it is only suggestive of the underlying relations, the negative correlations of AIS with Size, Profitability, and Tangibility, and the positive correlations of AIS with Leverage, CashVol, and RDefaultRisk indicate that banks charge lower loan rates to borrowers with a low credit risk than those with a high credit risk. Among pairwise correlations presented in Table 4, Size and Log Loan Size are highly correlated, with a magnitude of 0.75. This is as expected, because banks are highly likely to offer large loans to large firms. Strong positive (negative) correlation also exists between CashVol and MB (Profitability).
[INSERT TABLE 4 ABOUT HERE]

5.  Regression results
5.1.  ICW and loan spread: test of H1
Table 5 reports the results of our main regression in Eq. (1) using AIS as the dependent variable. As a baseline regression, column 1 estimates a regression of AIS on the loan-specific, borrower-specific and macroeconomic variables suggested by prior literature. We find that loan spread is inversely associated with loan facility size, the number of lenders, and the presence of performance pricing provisions, and the associations are highly significant at less than the 1% level. However, we do not find a significant association between loan spread and loan maturity. Column 1 also shows that the loan spread is inversely associated with borrower size, market-to-book ratio, and profitability, and term spread, while it is positively associated with leverage and default risk. The estimated coefficients on Tangibility and CashVol are not significant. These results are largely consistent with previous studies on loan pricing. In the second regression, with the results presented in column 2, we add the test variable Weak. The coefficient on Weak is 38.343, significant at less than the 1% level (t=3.52), and the coefficients on control variables are similar to those in column 1. 
The prior literature has indicated some determinants of internal control weakness. To obtain clear evidence between ICW and loan spread, we further include those variables in our regression model. The regression results are reported in column 3 of Table 5. We find the estimated coefficient on Weak is 27.662, significant at less than the 1% level (t=2.73), which is consistent with hypothesis H1. This indicates that the loan spread differential between ICW and non-ICW borrowers is about 28 basis points, which is economically significant as well.
 With respect to the determinants of ICW, we find that loan spread is negatively associated with the natural log of the number of the borrower’s business segments (Log Segment) and positively associated with the aggregate loss (Loss). The coefficients on other ICW determinants are not significant. The results in column 3 suggest the positive relation between ICW and higher loan spread is not driven by the borrower-specific characteristics which potentially result in ICW. 
 [INSERT TABLE 5 ABOUT HERE]

The results presented in Table 5 strongly support our hypothesis H1, and clearly indicate that banks view ICWas a significant information risk factor that is incremental to conventional credit risk factors captured by borrower-specific characteristics included in our regressions. The findings here suggest that the quality of external financial reporting does play a crucial role in private debt contracting, consistent with Ball et al. (2008b), and lenders cannot overcome borrowers’ poor financial reporting through obtaining private information. 
5.2.  Company-level vs. account-level material weakness: test of H2
To test whether banks take into account the nature or severity of material ICW when setting the loan spread, we estimate Eq. (1) after replacing Weak by company-level weakness (Company ICW) and account-level weakness (Account ICW). As shown in column 4 of Table 5, when all the relevant loan-specific, borrower-specific, and macroeconomic variables are included in the regression, the coefficient on Company ICW is significantly positive at less than the 1% level (43.901, t=2.98), while the coefficient on Account ICW is also positive, but not significant. This indicates that borrowers with company-level weakness have to pay a 44 basis points higher than non-ICW borrowers, and the difference in loan spread between borrowers with account-level weakness and non-ICW borrowers is not significant. The two-tailed F-test shows that the coefficient on Company ICW is significantly larger in magnitude than the coefficient on Account ICW at the 10% level (F=2.79). With respect to all the control variables, the results are similar to those reported in the column 3 of Table 5.
The above results are consistent with H2, suggesting that company-level (account-level) weakness is viewed as a more (less) important factor that increases information risk and the relationship between ICW and loan spread is mainly driven by company-level weakness. The insignificant coefficient on Account ICW implies that the information risk incurred by account-level ICW could be mitigated by banks’ collection and use of private information on borrowers, and thus does not need to be compensated by charging a higher loan rate.
5.3.  ICW and nonprice terms: tests of H3 and H4
If internal control problems are an indication of organizational inefficiency and thus poor credit quality, lenders are likely to incorporate ICW information into loan contracts by altering not only the price term but also nonprice terms, such as collateral requirements and covenant restrictions. To assess the impact of ICW on the likelihood of a loan being secured by collateral, we estimate Eq. (1) with the indicator variable, DSecured, as the dependent variable, using the probit regression procedure. Column 1a of Table 6 presents the results of this probit estimation using Weak as the test variable, while column 1b reports the same using Account ICW and Company ICW in lieu of Weak. In both columns, we include loan-specific, borrower-specific, and economy-wide controls. Compared to the model for loan spread, the models testing the collateral requirement replace Log Loan Size with Loan Concentration
, which is defined as the dollar amount of loan deal divided by the borrower’s total assets, and add another control variable Prior Lead to control for the prior borrower-lender relationship. Prior Lead is an indicator variable that is equal to one if the lead arranger has been a lead arranger for the same borrower in the previous deals, and zero otherwise. Previous studies suggest that Loan Concentration and Prior Lead are positively and negatively associated with DSecured, respectively. As shown in column 1a, the coefficient on Weak is significantly positive at less than the 1% level, which is consistent with hypothesis H3. This finding suggests that lenders are more likely to require collateral for borrowers with ICW problems than for those without such problems. When Weak is replaced by Account ICW and Company ICW (as shown in column 1b), however, the coefficient on Company ICW is highly significant with an expected positive sign, but the coefficient on Account ICW is insignificant. This suggests that the adverse impact of ICW on the likelihood of a loan being secured by collateral is driven primarily by company-level weakness, not by account-level weakness.
To assess the impact of ICW on the intensity or prevalence of restrictive loan covenants, we manually count the number of financial and general covenants included in each loan deal. As shown in Appendix B, we find from the Dealscan database that there are a total of 30 different covenants, of which 18 are related to the maximum and minimum values of certain financial ratios (financial covenants), and 12 are not related to these financial ratios but related to restrictions on prepayment, dividend, voting rights, and other restrictions.
 Following Bradley and Roberts (2005), Graham et al. (2008), and Kim et al. (2008b), we construct three covenant indices, FinCovIndex, GenCovIndex, and CovIndex, based on actual counts of financial covenants, general covenants, and both types of covenants, respectively. Note that CovIndex equals the sum of FinCovIndex and GenCovIndex.
We then estimate Eq. (1) with one of these covenant indices as the dependent variable. For this purpose, we use a Poisson regression, because the dependent variable represents the number of event occurrences, and thus is Poisson distributed. Columns 2a, 3a, and 4a report the results of Poisson regressions of GenCovIndex, FinCovIndex, and CovIndex, respectively, on Weak and all other control variables, while columns 2b, 3b, and 4b report the same using Account ICW and Company ICW in place of Weak. The results show that the coefficients on Weak are significantly positive. (in columns 2a, 3a, and 4a), supporting our hypothesis H4 that more intensive covenants are imposed on borrowers with ICW problems than those without ICW problems. Further, columns 2b, 3b, and 4b show that the coefficient on Account ICW is insignificant across all columns, but the coefficient on Company ICW is significantly positive across all columns (t = 2.34, 2.06, and 2.45, respectively, in a two-tailed test). The above results indicate that company-level weakness is a driving force that increases the intensity of covenants.
With respect to control variables, our results are, overall, in line with evidence reported in previous research (e.g., Bradley and Roberts 2005; Graham et al. 2008; Kim et al. 2008b). Specifically, the following findings are apparent. First, lenders are more likely to require collateral and use general covenants for the borrowers with high loan concentration. Second, collateral requirements and/or restrictive covenants are less likely to be imposed on loans to large and profitable firms, while they are more intensively used for loans to highly leveraged firms, younger firms, loss firms, and firms with high cash-flow volatility. Third, the presence of performance pricing provisions reduces the likelihood of a loan being secured by collateral, while it increases the intensity of loan covenants. Last, the relations between Prior Lead and DSecured and covenant index variables are negative, but insignificant.
[INSERT TABLE 6 ABOUT HERE]

5.4.  ICW and loan ownership structure: test of H5
  To test hypothesis H5, we estimate Eq. (1) using, as the dependent variable, the number of lenders (NLender) involved in each loan deal to which a loan facility pertains. Following the prior literature (e.g., Sufi 2007; Ball et al. 2008a), we control for the size of loan deal (Log Deal Size), prior lender-borrower relationship (Prior Lead), the reputation of lead arranger (Top Lead), and the availability of an alternative information source (Rated)  in addition to other loan-specific and borrower-specific characteristics in the loan pricing model. Log Deal Size is the natural log of the dollar amount of loan deal. Prior Lead is an indicator variable that is equal to one if the lead arranger has been a lead arranger for the same borrower in the previous deals. Top Lead is a indicator variable that is equal to one if the lead arranger is a top-25 U.S. lead arranger (in terms of loan volume) in that year according to the league tables from LPC Dealscan. Rated is an indicator variable that is equal to one if the borrower has a S&P Domestic Long Term Issuer Credit Rating. We expect that these four variables are positively associated with NLender. Column 5a (5b) reports the results of regression of NLender to Weak (Account ICW and Company ICW) and all other control variables. As shown in column 5a, the coefficient on Weak is significantly negative at less than the 10% level, which is consistent with H5. When both Account ICW and Company ICW are included in lieu of Weak, however, the coefficient on Account ICW is insignificant, while the coefficient on Company ICW is significantly negative at less than the 1% level. The above findings suggest that lenders do take into account the nature or severity of material weakness when they structure loans.
With respect to loan-specific variables, the estimated results indicate that more lenders are involved in loans with longer maturity and larger deal size. Also more lenders like to participate in the loan syndicate if the lead arranger has been a lead arranger for the same borrower in the previous deals or if the lead arranger is one of the Top-25 U.S. lead arrangers in the loan year. With respect to borrower-specific variables, the followings are noteworthy. First, large firms attract more lenders, because they may have fewer information problems. Second, fewer lenders are attracted to restructuring firms and loss firms, because these firms are likely to have more severe information asymmetries. Finally, we find that firms with mergers or acquisitions, higher level of inventory, and more business segments attract a larger number of lenders.
6. Further analysis
6.1.  Change regressions
Thus far, our analyses have focused on cross-sectional differences in various loan features between ICW firms and non-ICW firms. In so doing, we use borrowing firms that filed ICW problems in their Section 404 reports first-time with the SEC (i.e., ICW firms) as the test sample, while we use those that did not (i.e., non-ICW firms) as the control sample. The above pooled cross-sectional regressions may be subject to omitted variable bias. Although the inclusion of the potential determinants of ICW mitigates this concern, our empirical model may still miss controlling for some factors that affect loan features and are correlated with independent variables. To further address the issue, we conduct change regressions. Two prerequisites restrict the size of test sample for change regressions: First, during our sample period firms need to have disclosed their internal control over financial reporting under SOX 404 at least twice; Second, during our sample period firms need to have borrowed bank loans in at least two different years when the relevant internal control and financial data are available. If a firm has more than one loan deal in a given year and/or a loan deal includes more than one loan facility, only the facility with the largest amount for the firm-year is kept for the change regressions. After the filtering, we get 358 loan facilities borrowed by 300 firms.
Table 7 presents the results of the change regressions. Column 1 shows that the change in internal control weakness (∆Weak) is positively associated with the change in loan spread (∆AIS), consistent with the results in the Table 5. The coefficient on ∆Weak is 45.611, significant at the 10% level. With respect to the coefficients on the changes in control variables, we find that the change in firm size (∆Size) is negatively related to ∆AIS, while the changes in default risk and term spread (∆RDefaultRisk and ∆Term Spread) are positively related to ∆AIS. We find in column 2 the coefficient on the change in company-level ICW (∆Company ICW) is significantly positive (76.119, t=2.02), and the coefficient on the change in account-level ICW (∆Company ICW) is also positive, but insignificant (21.145, t=0.90). These results are consistent with those reported in Table 5. Overall, the results of change regressions corroborate the earlier evidence that lenders take into account internal control effectiveness of borrowers and differentiate among borrowers with the severity of ICW problems when designing loan contracts.

[INSERT TABLE 7 ABOUT HERE]

Moody’s Investor Service (2006 and 2007) perceives that companies continue to strengthen their internal control and invest in the infrastructure needed to improve financial reporting because of the internal control disclosure under the SOX 404.To further explore the effect of the change in internal control effectiveness on loan spread, we identify two different groups within the sample for change regressions: (1) loan facilities whose borrowers have remediated the previously disclosed ICW; and (2) loan facilities whose borrowers were non-ICW firms but have deteriorated their internal control and become ICW firms. Accordingly, we create two indicator variables Remediation and Deterioration. Remediation equals one if a borrower has remediated the previously disclosed ICW (i.e., ∆Weak =–1), while Deterioration equals one if a borrower has deteriorated its internal control compared to that in the previous years (i.e., ∆Weak=1). We regress the change in loan spread on Remediation and Deterioration controlling for the changes in loan-specific, borrower-specific, and macroeconomic variables.
 The estimated coefficients are reported in column 3 of Table 7. We find that Remediation is negatively and significantly associated with ∆AIS, suggesting banks charge lower loan rates to ICW borrowers if they remediate previous ICW problems. However, the coefficient on Deterioration is not significant, though positive as expected. The results are consistent with the prior evidence provided by Ashbaugh-Skaife et al. (2008, 2009) that ICW firms improve accrual quality and decrease the cost of equity after the successful remediation of previous ICW problems.
Next we investigate whether there is any difference in the remediation effect of two types of ICW on ∆AIS. To do that, we replace Remediation with two indicator variables Remediation-Account and Remediation-Company. Remediation-Account equals one if a borrower has remediated its account-level ICW disclosed in the previous years, while Remediation-Company equals one if a borrower has remediated its company-level ICW disclosed in the previous years. Since company-level ICW problems are more difficult to be remediated because of the pervasive nature (Moody’s Investors Service 2006, 2007), we expect that the remediation of company-level ICW has more pronounced effect on the change in loan spread than the remediation account-level ICW. Similarly, Deterioration is replaced by Deterioration-Account and Deterioration-Company. Deterioration-Account equals one if a previous non-ICW borrower has been found to have account-level ICW later, while Deterioration-Company equals one if a previous non-ICW borrower has been found to have company-level ICW.
 The result using the four indicators is reported in column 4 of Table 7. It shows that the coefficient on Remediation-Company is –59.399, significant at the 5% level, suggesting that banks reward the borrowers who remediate company-level ICW problems by lowering the loan rate. In contrast, Remediation-Account is negatively but insignificantly associated with ∆AIS. These results indicate banks track the change in internal control effectiveness over time and differentiate the remediation of ICW at different severity levels when setting the loan price. The coefficient on Deterioration-Account is insignificantly negative, and the coefficient on Deterioration-Company is positive and marginally insignificant. 
6.2.  Other Robustness checks
Thus far, we have conducted our empirical analyses at the loan-facility level. In other words, we consider each loan facility as an independent observation. However, facility-level loan features in a deal may not be independent, since borrowers may have negotiated loan terms with lenders at the deal level. To address this issue, we construct a reduced sample of 1,656 observations at the loan-deal level, and then reestimate our main regressions. In so doing, we use the average of facility-level values of various loan features across multiple facilities in a deal using the facility size as a weight. Columns 1a and 1b of Table 8 report the regression results using the loan spread as the dependent variable. As shown in both columns, the results of deal-level regressions are qualitatively identical with the results of the facility-level regression reported in Table 5. Though not reported here for brevity, the deal-level regression results using the nonprice terms are also qualitatively similar to the corresponding facility-level regression results.
Columns 2a and 2b of Table 8 present the results of median regressions that estimate the median of the dependent variable, AIS, conditional on the values of explanatory variables. As shown in both columns, the results of the median regressions are qualitatively similar to the full-model regression results reported in Tables 5, suggesting that our results are unlikely to be driven by a few extreme observations.

[INSERT TABLE 8 ABOUT HERE]

In short, the effect of ICW on various loan contract terms is robust to a variety of sensitivity checks using different sample construction and regression method.
8.  Conclusion
Using a sample of 2,271 loan facility-years for borrowers who filed Section 404 disclosures first-time with the SEC, this study compares various features of loan contracts between borrowers with ICW problems and those without such problems, after controlling for loan-specific, borrower-specific, and economy-wide factors that are known to affect the contract terms and the potential determinants of ICW. First, we demonstrate that the loan spread is higher for ICW firms than for non-ICW firms by about 28 basis points, after controlling for all the relevant variables. Second, we find that borrowers with more severe, company-level ICW problems pay significantly higher loan rates, compared with borrowers having less severe, account-level ICW problems. Third, we show that lenders impose tighter nonprice terms on borrowers with ICW problems than they do on borrowers without such problems. More specifically, the likelihood of a loan being secured by collateral is higher, and restrictive covenants are used more intensively, for the former, compared with the same effects for the latter. Fourth, we find that fewer (more) lenders are attracted to loans involving borrowers with (without) ICW problems. Finally, our change regressions provide evidence that lenders charge lower loan rates to borrowers who remediate previously disclosed ICW problems and the remediation effect is driven by the borrowers who remediate company-level ICW problems .
Collectively, the findings of this study clearly indicate that financial reporting does play a role in the loan market, and banks take into account internal control over financial reporting when setting the price and nonprice terms of loan contracts and view internal control weakness as an information risk factor that is incrementally significant above and beyond traditional credit risk factors. 
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Appendix A: Variable definitions
	Test variables

	AIS
	The dependent variable, which is measured by the drawn all-in spread charged by the bank over LIBOR for the drawn portion of the loan facility, obtained from the LPC Dealscan database.

	Weak
	Indicator variable that equals one if in the SOX 404 report the auditor concludes a firm’s internal control over financial reporting is not effective, and zero otherwise. The data on SOX 404 disclosures are from Audit Analytics database.

	Account ICW
	Indicator variable that equals one if a firm reports any account-level control weakness, and zero otherwise. The data on SOX disclosures are from Audit Analytics database.

	Company ICW
	Indicator variable that equals one if a firm reports any company-level control weakness or the firm is a delinquent SOX 404 filer, and zero otherwise. The data on SOX disclosures are from Audit Analytics database.

	Remediation
	Indicator variable that equals one if a borrower has remediated the previously disclosed ICW, zero otherwise. 

	Deterioration
	Indicator variable that equals one if a borrower have deteriorated its internal control compared to that in the previous years, zero otherwise.

	Remediation-Account
	Indicator variable that equals one if a borrower has remediated its account-level ICW disclosed in the previous years, zero otherwise.

	Remediation-Company
	Indicator variable that equals one if a borrower has remediated its company-level ICW disclosed in the previous years, zero otherwise.

	Deterioration-Account
	Indicator variable that equals one if a previous non-ICW borrower has been found to have account-level ICW later, zero otherwise.

	Deterioration-Company
	Indicator variable that equals one if a previous non-ICW borrower has been found to have company-level ICW later, zero otherwise.

	Borrower-specific variables

	Size
	Firm size, which is the natural log of total assets in millions of dollars (Compustat data item 6)

	Leverage
	Leverage ratio, defined as the long-term debt (Compustat data item 9) divided by total assets (Compustat data item 6)

	MB
	The market-to-book ratio, measured as the market value of equity plus the book value of debt (Compustat data item 6-Compustat data item 60+Compustat data item 25 * Compustat data item 199) divided by total assets (Compustat data item 6)

	Profitability
	EBIDTA (Compustat data item 13) divided by total assets (Compustat data item 6)

	Tangibility
	Net PP&E (Compustat data item 8) divided by total assets (Compustat data item 6)

	CashVol
	Cash-flow volatility, measured by the standard deviation of quarterly cash flows from operations (change in quarterly Compustat data item 108) scaled by total assets (Compustat data item 6) over the past five fiscal years

	RDefaultRisk
	Decile rank of the first principal component of three commonly used default risk proxies: Altman’s (1968) Z-Score, Ohlson’s (1980) O-Score, Shumway’s (2001) probability of bankruptcy (-0.7783*Z-Score+0.8482*O-Score+0.5879*Probability of Bankruptcy). Larger values indicate higher default risk.

	Rated
	Indicator variable that is equal to 1 if the borrower has a S&P Domestic Long Term Issuer Credit Rating (Compustat data item 280), and 0 otherwise

	Big-4
	Indicator variable which is equal to one, if the auditor of a borrower is one of the Big 4 auditors, and zero otherwise

	Age
	The number of years the firm has data in Compustat

	Log Age
	The natural log of Age

	NSegment
	The number of the firm’s business segment reported by Compustat Segments

	Log Segment
	The natural log of NSegment

	Inventory
	Inventory (Compustat data item 3) over total assets (Compustat data item 6)

	M&A
	Indicator variable that is equal to one if the firm is involved in merger or acquisition, and zero otherwise (Compustat AFNT item 1)

	Foreign
	Indicator variable that is equal to one if the firm has a nonzero foreign currency translation (Compustat data item 150), and zero otherwise

	Restructure
	Indicator variable that is equal to one if any of Compustat data items 376, 377, 378, 379 are not equal to zero, and zero otherwise 

	SaleGrowth
	Growth rate in sales (Compustat data item 12)

	Loss
	Indicator variable that is equal to one if the firm has negative aggregate earnings before extraordinary items (Compustat data item 18) in the last and current fiscal year, and zero otherwise

	Loan-specific variables

	Maturity
	The maturity period of the bank loan measured with the number of months

	Log Maturity
	The natural log of Maturity

	Loan Size
	The dollar amount of loan facility

	Log Loan Size
	The natural log of Loan Size

	Deal Size
	The dollar amount of loan deal

	Log Deal Size
	The natural log of DealSize

	NLenders
	The number of lending banks for each loan facility

	Log NLenders
	The natural log of Number of Lenders

	Performance Pricing
	Indicator variable that is equal to one if loan contract includes performance pricing options, and zero otherwise

	DSecured
	Indicator variable that is equal to one if the loan facility is secured with collateral, and zero otherwise

	FinCovIndex
	Financial Covenant Index constructed by counting the number of financial covenants included in the loan contract. Refer to Appendix B for the detail of loan covenants

	GenCovIndex
	General Covenant Index constructed by counting the number of general covenants included in the loan contract. Refer to Appendix B for the detail of loan covenants

	CovIndex
	Covenant Index constructed by counting the number of financial and general covenants included in the loan contract. Refer to Appendix B for the detail of loan covenants

	Loan Concentration
	The dollar amount of loan deal divided by the borrower’s total assets (Compustat data item 6)

	Prior Lead
	Indicator variable that is equal to one if the lead arranger has been a lead arranger for the same borrower in the previous deals, and zero otherwise. 

	Top Lead
	Indicator variable that is equal to one if the lead arranger is a top-25 U.S. lead arranger (in terms of loan volume) in that year according to the league tables from LPC Dealscan, and zero otherwise.

	Loan Purpose Dummies
	A series of the dummy variables for the purposes of loan facilities in Dealscan, including corporate purposes, debt repayment, working capital, CP backup, takeover, acquisition line, etc.

	Loan Type Dummies
	A series of dummy variables for the types of loan facilities in Dealscan, including term loan, revolvers, 364-day-facilities

	Macroeconomic variables

	Term Spread
	Difference in the yield between 10-year and 2-year U.S. Treasury bonds measured one month before the loan becomes active, obtained from the Federal Reserve Board of Governors

	Credit Spread
	Difference in the yield between BAA- and AAA-rated corporate bonds measured one month before the loan becomes active, obtained from the Federal Reserve Board of Governors.


Appendix B: List of loan covenants

	Type
	No.
	Name

	Financial covenants
	1
	Max. Capital Expenditure

	
	2
	Min. Fixed Charge Coverage

	
	3
	Min. Debt Service Coverage

	
	4
	Min. Interest Coverage

	
	5
	Min. Cash Interest Coverage

	
	6
	Max. Leverage Ratio

	
	7
	Max. Debt to Cash Flow

	
	8
	Max. Senior Debt to Cash Flow

	
	9
	Max. Debt to Tangible Net Worth

	
	10
	Max. Debt to Equity

	
	11
	Min. Current Ratio

	
	12
	Min. Quick Ratio

	
	13
	Min. Tangible Net Worth

	
	14
	Min. Net Worth

	
	15
	Max. Loan to Value

	
	16
	Min. EBITDA

	
	17
	Max. Debt to EBITDA

	
	18
	Max. Senior Debt to EBITDA

	General covenants
	1
	Excess Cash-Flow Sweep

	
	2
	Asset Sales Sweep

	
	3
	Debt Issue Sweep

	
	4
	Equity Issue Sweep

	
	5
	Insurance Proceeds

	
	6
	Percentage of Excess Cash Flow

	
	7
	Percentage of Net Income

	
	8
	Material Restriction

	
	9
	Required Lenders

	
	10
	Term Changes

	
	11
	Collateral Release

	
	12
	Investment Basket


Table 1: Sample distribution by year and loan type

	Year
	Term loans
	Revolvers
	364-day

facilities
	All facilities

	2005
	185
	486
	26
	697

	2006
	221
	586
	19
	826

	2007
	237
	484
	27
	748

	Total
	643
	1,556
	72
	2,271

	Percent (%)
	28.31
	68.52
	3.17
	100.00


Table 2: Descriptive statistics

Panel A: Loan facility characteristics

	Variables
	N
	Mean
	1st Quartile
	Median
	3rd Quartile
	Std. Deviation

	AIS (Basis Points)
	2,271
	154.186
	60.000
	125.000
	200.00
	128.182

	Maturity (Months)
	2,271
	56.898
	55.000
	60.000
	60.000
	18.834

	Loan Size

(Millions of US$)
	2,271
	548.143
	100.00
	250.000
	600.000
	975.390

	Performance Pricing
	2,271
	0.516
	0.000
	1.000
	1.000
	0.500

	DSecured
	1,535
	0.670
	0.000
	1.000
	1.000
	0.474

	FinCovIndex
	2,271
	1.857
	0.000
	2.000
	3.000
	1.838

	GenCovIndex
	2,271
	3.145
	0.000
	3.000
	5.000
	3.073

	CovIndex
	2,271
	5.003
	0.000
	5.000
	8.000
	4.592

	NLenders
	2,271
	9.002
	4.000
	7.000
	11.000
	7.674

	Prior_Lead
	2,271
	0.823
	1.000
	1.000
	1.000
	0.382

	Lead Reputation
	2,271
	0.921
	1.000
	1.000
	1.000
	0.270

	Loan Concentration
	2,271
	0.395
	0.122
	0.253
	0.478
	0.653


Panel B: Borrowing firm characteristics
	Variables
	N
	Mean
	1st Quartile
	Median
	3rd Quartile
	Std. Deviation

	Weak
	2,271
	0.113
	0.000
	0.000
	0.000
	0.316

	Account ICW
	2,271
	0.054
	0.000
	0.000
	0.000
	0.226

	Company ICW
	2,271
	0.059
	0.000
	0.000
	0.000
	0.236

	Size
	2,271
	7.484
	6.354
	7.351
	8.534
	1.513

	Leverage
	2,271
	0.243
	0.102
	0.216
	0.336
	0.200

	MB
	2,271
	1.912
	1.270
	1.564
	2.117
	2.951

	Profitability
	2,271
	0.135
	0.093
	0.125
	0.176
	0.119

	Tangibility
	2,271
	0.310
	0.118
	0.246
	0.461
	0.233

	CashVol
	2,271
	0.039
	0.014
	0.021
	0.034
	0.365

	DefaultRisk
	2,271
	0.500
	0.222
	0.556
	0.778
	0.319

	Big–4
	2,271
	0.952
	1.000
	1.000
	1.000
	0.215

	Firm Age
	2,271
	25.105
	10.000
	18.000
	42.000
	17.427

	NSegment
	2,271
	2.897
	1.000
	3.000
	4.000
	1.850

	Inventory
	2,271
	0.111
	0.009
	0.076
	0.166
	0.128

	M&A
	2,271
	0.261
	0.000
	0.000
	1.000
	0.439

	Foreign
	2,271
	0.255
	0.000
	0.000
	1.000
	0.436

	Restructure
	2,271
	0.358
	0.000
	0.000
	1.000
	0.480

	Sales Growth
	2.271
	0.167
	0.036
	0.111
	0.213
	0.412

	Loss
	2,271
	0.162
	0.000
	0.000
	0.000
	0.369


Table 3: Comparisons of loan and firm characteristics

Panel A: Effective internal control vs. ineffective internal control

	Variables
	(1)

Borrowers with effective

internal control
	(2)

Borrowers with ineffective

internal control
	Test for difference

(2)-(1)

	
	N
	Mean
	Median
	N
	Mean
	Median
	t
	Z

	AIS
(Basis Points)
	2,015
	144.762
	125.000
	256
	228.367
	200.000
	7.99***
	9.51***

	Maturity (Months)
	2,015
	57.036
	60.000
	256
	55.809
	60.000
	–0.84
	–1.13

	Loan Size

(Millions of US$)
	2,015
	578.287
	275.000
	256
	310.876
	172.500
	–8.19***
	–5.14***

	Performance Pricing
	2,015
	0.521
	1.000
	256
	0.473
	0.000
	–1.46
	–1.46

	DSecured
	1,357
	0.637
	1.000
	178
	0.826
	1.000
	6.01***
	4.98***

	FinCovIndex
	2,015
	1.835
	2.000
	256
	2.035
	2.000
	1.65*
	1.76*

	GenCovIndex
	2,015
	3.056
	3.000
	256
	3.848
	4.000
	3.89***
	3.71***

	CovIndex
	2,015
	4.891
	5.000
	256
	5.883
	6.000
	3.26***
	3.31***

	NLenders
	2,015
	9.349
	7.000
	256
	6.270
	5.000
	–7.65***
	–7.29***

	Prior_Lead
	2,015
	0.827
	1.000
	256
	0.789
	1.000
	–1.42
	–1.51

	Lead Reputation
	2,015
	0.927
	1.000
	256
	0.879
	1.000
	–2.24**
	–2.66***

	Loan Concentration
	2,015
	0.401
	0.250
	256
	0.353
	0.266
	–1.88*
	0.42

	Size
	2,015
	7.534
	7.415
	256
	7.093
	6.942
	–4.84***
	–4.57***

	Leverage
	2,015
	0.242
	0.216
	256
	0.247
	0.224
	0.37
	0.57

	MB
	2,015
	1.945
	1.580
	256
	1.652
	1.437
	–3.43***
	–4.21***

	Profitability
	2,015
	0.139
	0.127
	256
	0.101
	0.096
	–5.97***
	–7.33***

	Tangibility
	2,015
	0.306
	0.241
	256
	0.339
	0.312
	2.13**
	2.30**

	CashVol
	2,015
	0.040
	0.021
	256
	0.031
	0.023
	–1.08
	2.26**

	RDefaultRisk
	2,015
	0.482
	0.444
	256
	0.643
	0.667
	7.72***
	7.62***

	Big–4
	2,015
	0.963
	1.000
	256
	0.863
	1.000
	–4.54***
	–6.98***

	Age
	2,015
	25.559
	18.000
	256
	21.535
	13.000
	–3.49***
	–3.88***

	NSegment
	2,015
	2.887
	3.000
	256
	2.973
	3.000
	0.69
	0.72

	Inventory
	2,015
	0.110
	0.074
	256
	0.121
	0.080
	1.24
	0.73

	M&A
	2,015
	0.262
	0.000
	256
	0.250
	0.000
	–0.41
	–0.41

	Foreign
	2,015
	0.239
	0.000
	256
	0.375
	0.000
	4.27***
	4.70***

	Restructure
	2,015
	0.342
	0.000
	256
	0.488
	0.000
	4.62***
	4.60***

	SaleGrowth
	2,015
	0.172
	0.114
	256
	0.127
	0.074
	–2.51**
	–3.34***

	Loss
	2,015
	0.129
	0.000
	256
	0.422
	0.000
	9.20***
	11.97***


Panel B: Account-level control weaknesses vs. company-level control weaknesses
	Variables
	(1)

Borrowers with account-level control weaknesses
	(2)

Borrowers with company-level control weaknesses
	Test for difference

(2)-(1)

	
	N
	Mean
	Median
	N
	Mean
	Median
	t
	Z

	AIS (Basis Points)
	122
	204.561
	175.000
	134
	250.041
	200.000
	2.26**
	3.06***

	Maturity (Months)
	122
	53.533
	60.000
	134
	57.881
	60.000
	1.57
	1.10

	Loan Size

(Millions of US$)
	122
	323.599
	200.000
	134
	299.291
	150.000
	–0.52
	–1.22

	Performance Pricing
	122
	0.459
	0.000
	134
	0.485
	0.000
	0.42
	0.42

	DSecured
	77
	0.701
	1.000
	101
	0.921
	1.000
	3.72***
	3.81***

	FinCovIndex
	122
	1.836
	1.000
	134
	2.216
	3.000
	1.68*
	1.59

	GenCovIndex
	122
	3.541
	3.000
	134
	4.127
	4.000
	1.45
	1.61

	CovIndex
	122
	5.377
	6.000
	134
	6.343
	7.000
	1.64
	1.63

	NLenders
	122
	6.967
	5.000
	134
	5.634
	4.000
	–1.84*
	–1.53

	Prior_Lead
	122
	0.779
	1.000
	134
	0.799
	1.000
	0.39
	0.39

	Lead Reputation
	122
	0.877
	1.000
	134
	0.881
	1.000
	0.09
	0.09

	Loan Concentration
	122
	0.351
	0.269
	134
	0.354
	0.256
	0.07
	–0.56

	Size
	122
	7.077
	6.821
	134
	7.108
	7.032
	0.19
	0.63

	Leverage
	122
	0.245
	0.216
	134
	0.250
	0.256
	0.20
	1.61

	MB
	122
	1.606
	1.435
	134
	1.694
	1.437
	0.90
	0.15

	Profitability
	122
	0.106
	0.093
	134
	0.095
	0.099
	–0.90
	–0.37

	Tangibility
	122
	0.354
	0.329
	134
	0.325
	0.306
	–0.99
	–0.68

	CashVol
	122
	0.036
	0.027
	134
	0.026
	0.022
	–2.88***
	–1.88*

	RDefaultRisk
	122
	0.620
	0.667
	134
	0.664
	0.667
	1.11
	0.47

	Big–4
	122
	0.869
	1.000
	134
	0.858
	1.000
	–0.25
	–0.25

	Age
	122
	19.369
	12.000
	134
	23.507
	14.000
	2.04**
	2.44**

	NSegment
	122
	2.549
	3.000
	134
	3.358
	3.000
	3.63***
	3.32***

	Inventory
	122
	0.134
	0.080
	134
	0.109
	0.088
	–1.44
	–0.02

	M&A
	122
	0.189
	0.000
	134
	0.306
	0.000
	2.20**
	2.16**

	Foreign
	122
	0.320
	0.000
	134
	0.425
	0.000
	1.75*
	1.74*

	Restructure
	122
	0.467
	0.000
	134
	0.507
	1.000
	0.64
	0.64

	SaleGrowth
	122
	0.117
	0.068
	134
	0.136
	0.093
	0.63
	1.13

	Loss
	122
	0.467
	0.000
	134
	0.381
	0.000
	1.40
	–1.40


Note: One, two, and three asterisks, respectively denote the significance at the 10%, 5%, and 1% level in a two-tailed test.
Table 4: Pearson correlation matrix
	Variables
	AIS
	Weak
	Account

ICW
	Company

ICW
	Log Maturity
	Log

Loan Size
	Log

NLenders
	Performance Pricing
	DSecured
	CovIndex
	Size
	Leverage
	MB
	Profitability
	Tangibility
	CashVol
	RDefault

Risk

	AIS
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Weak
	0.21***
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Account

ICW
	0.09***
	0.67***
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Company

ICW
	0.19***
	0.70***
	–0.06***
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	

	Log

Maturity
	0.01
	–0.03
	–0.04*
	–0.00
	1.00
	
	
	
	
	
	
	
	
	
	
	
	

	Log

Loan Size
	–0.39***
	–0.11***
	–0.05***
	–0.09***
	0.07***
	1.00
	
	
	
	
	
	
	
	
	
	
	

	Log

NLenders
	–0.40***
	–0.14***
	–0.07***
	–0.12***
	0.23***
	0.55***
	1.00
	
	
	
	
	
	
	
	
	
	

	Performance

Pricing
	–0.25***
	–0.03
	–0.03
	–0.02
	0.03
	0.07**
	0.28***
	1.00
	
	
	
	
	
	
	
	
	

	DSecured
	0.55***
	0.13***
	0.02
	0.15***
	0.15***
	–0.32***
	–0.27***
	–0.30***
	1.00
	
	
	
	
	
	
	
	

	CovIndex
	0.17***
	0.07***
	0.02
	0.07***
	0.07***
	–0.13***
	0.07***
	0.54***
	0.32***
	1.00
	
	
	
	
	
	
	

	Size
	–0.39***
	–0.09***
	–0.06***
	–0.06***
	–0.05**
	0.75***
	0.47***
	–0.00
	–0.39***
	–0.22***
	1.00
	
	
	
	
	
	

	Leverage
	0.18***
	0.01
	0.00
	0.01
	0.06***
	0.06***
	0.05**
	–0.10***
	0.21***
	0.08***
	0.16***
	1.00
	
	
	
	
	

	MB
	0.01
	–0.03
	–0.02
	–0.02
	–0.03
	–0.05**
	–0.04*
	–0.01
	–0.00
	0.03
	–0.16***
	–0.09***
	1.00
	
	
	
	

	Profitability
	–0.25***
	–0.10***
	–0.06***
	–0.08***
	0.05**
	0.16***
	0.13***
	0.11***
	–0.13***
	–0.01
	0.10***
	–0.04**
	–0.54***
	1.00
	
	
	

	Tangibility
	–0.06***
	0.04**
	0.05**
	0.02
	0.00
	0.16***
	0.10***
	0.02
	–0.09***
	–0.06***
	0.20***
	0.24***
	–0.07***
	0.14***
	1.00
	
	

	CashVol
	0.07***
	–0.01
	–0.00
	–0.01
	–0.02
	–0.05**
	–0.04*
	–0.03
	0.03
	0.03
	–0.15***
	–0.05**
	0.95***
	–0.67***
	–0.05**
	1.00
	

	RDefaultRisk
	0.30***
	0.16***
	0.09***
	0.13***
	–0.03
	–0.04*
	–0.06***
	–0.15***
	0.19***
	0.02
	0.12***
	0.65***
	–0.09***
	–0.40***
	0.21***
	0.04*
	1.00


Note: One, two, and three asterisks denote the significance at the 10%, 5%, and 1% level, respectively, in a two-tailed test.
Table 5: Relation between loan pricing and ICW

	Variable
	Model

	
	(1)
	(2)
	(3)
	(4)

	Test variables

	Weak
	
	38.343***

(3.52)
	27.662***

(2.73)
	

	Account ICW
	
	
	
	10.220
(0.81)

	Company ICW
	
	
	
	43.901***

(2.98)

	Loan-specific characteristics

	Log Maturity
	–6.500
(–0.64)
	–6.561
(–0.64)
	–4.411
(–0.46)
	–4.810
(–0.51)

	Log

Loan Size
	–8.500***

(–3.08)
	–8.642***

(–3.16)
	–8.913***

(–3.32)
	–8.612***

(–3.21)

	Log NLenders
	–19.143***

(–5.03)
	–17.702***

(–4.71)
	–13.611***

(–3.56)
	–13.391***

(–3.53)

	Performance Pricing
	–18.930***

(–4.12)
	–18.903***

(–4.22)
	–16.895***

(–3.87)
	–17.084***

(–3.93)

	Borrower-specific characteristics

	Size
	–19.826***

(–7.58)
	–19.585***

(–7.54)
	–17.100***

(–5.96)
	–17.278***

(–5.97)

	Leverage
	45.734**

(2.06)
	52.865**

(2.45)
	39.419*

(1.95)
	38.719*

(1.91)

	MB
	–6.963**

(–2.26)
	–7.229**

(–2.31)
	–11.915***

(–3.78)
	–12.164***

(–3.84)

	Profitability
	–184.248***

(–4.14)
	–173.194***

(–3.89)
	–92.329**

(–2.23)
	–90.184**

(–2.17)

	Tangibility
	18.006
(0.87)
	9.925
(0.58)
	3.242
(0.20)
	3.205
(0.20)

	CashVol
	12.481
(0.42)
	17.300
(0.58)
	67.727**
(2.28)
	69.934**
(2.34)

	RDefaultRisk
	65.116***
(4.47)
	56.286***
(4.02)
	32.849**
(2.50)
	32.246**
(2.44)

	Big-4
	
	
	3.734
(0.29)
	4.056
(0.32)

	Log Age
	
	
	–3.718
(–0.89)
	–4.044
(–0.97)

	Log Segment
	
	
	–8.379**

(–2.34)
	–8.867**

(–2.47)

	Inventory
	
	
	–28.595
(–1.01)
	–26.184
(–0.91)

	M&A
	
	
	–1.856
(–0.38)
	–2.333
(–0.49)

	Foreign
	
	
	5.854
(0.96)
	5.862
(0.95)

	Restructure
	
	
	4.088
(0.69)
	4.270
(0.74)

	SaleGrowth
	
	
	–3.667
(–0.72)
	–3.608
(–0.71)

	Loss
	
	
	70.235***

(7.74)
	71.413***

(7.88)

	Macroeconomic factors

	Term Spread
	32.447***

(2.68)
	30.584**

(2.62)
	34.402***

(3.00)
	33.724***

(2.96)

	Credit Spread
	–19.988
(–0.53)
	–31.483
(–0.86)
	–21.896
(–0.62)
	–23.228
(–0.66)

	Intercept and dummies

	Intercept
	488.481***

(6.27)
	506.650***

(6.26)
	522.829***

(7.12)
	521.262***

(7.08)

	Loan Type Dummies
	Included
	Included
	Included
	Included

	Loan Purpose Dummies
	Included
	Included
	Included
	Included

	Year Dummies
	Included
	Included
	Included
	Included

	Industry Dummies
	Included
	Included
	Included
	Included

	N
	2,271
	2,271
	2,271
	2,271

	Adj. R-sq (%)
	53.59
	54.36
	57.03
	57.19


Note: N denotes the number of observations used in each model. The t-statistics in the parentheses are based on standard errors corrected for heteroscedasticity and firm-level clustering. One, two, and three asterisks denote the significance at the 10%, 5%, and 1% level, respectively, in a two-tailed test.

Table 6: Effects of internal control on collateral Requirements and covenant restrictions
	Variable
	Loan security
	Financial

covenant index
	General

covenant index
	Covenant index
	NLenders

	
	(1a)
	(1b)
	(2a)
	(2b)
	(3a)
	(3b)
	(4a)
	(4b)
	(5a)
	(5b)

	Test variables

	Weak
	0.458***

(2.60)
	
	0.131*
(1.67)
	
	0.156*
(1.94)
	
	0.148**

(2.02)
	
	–0.142*

(–1.85)
	

	Account ICW
	
	–0.216
(–1.04)
	
	0.036
(0.29)
	
	0.112
(0.85)
	
	0.086
(0.68)
	
	–0.038
(–0.32)

	Company ICW
	
	1.145***

(3.99)
	
	0.210**

(2.34)
	
	0.194**

(2.06)
	
	0.202**

(2.45)
	
	–0.247***

(–2.89)

	Loan-specific characteristics

	Log Maturity
	0.181
(1.57)
	0.180
(1.59)
	–0.013
(–0.27)
	–0.016
(–0.35)
	0.020
(0.35)
	0.018
(0.32)
	0.008
(0.17)
	0.005
(0.11)
	0.224***

(4.05)
	0.227***

(4.13)

	Loan Concentration
	1.311***

(3.97)
	1.299***

(3.95)
	–0.029
(–0.40)
	–0.031
(–0.43)
	0.174**

(2.31)
	0.173**

(2.29)
	0.104
(1.49)
	0.102
(1.47)
	
	

	Log Deal Size
	
	
	
	
	
	
	
	
	0.265***

(9.59)
	0.264***

(9.55)

	Log NLenders
	–0.178*

(–1.79)
	–0.164*
(–1.67)
	0.065*

(1.82)
	0.068*

(1.91)
	0.005
(0.14)
	0.007
(0.19)
	0.026
(0.77)
	0.028
(0.84)
	
	

	Performance Pricing
	–0.421***

(–2.79)
	–0.417***

(–2.75)
	1.184***

(16.20)
	1.183***

(16.21)
	1.080***

(15.47)
	1.081***

(15.48)
	1.115***

(16.67)
	1.114***

(16.68)
	
	

	Prior Lead
	–0.038
(–0.28)
	–0.074
(–0.53)
	–0.033
(–0.72)
	–0.035
(–0.78)
	–0.014
(–0.33)
	–0.016
(–0.35)
	–0.021
(–0.53)
	–0.023
(–0.58)
	0.182***

(5.08)
	0.183***

(5.12)

	Top Lead
	
	
	
	
	
	
	
	
	0.211***

(3.82)
	0.209***

(3.81)

	Borrower-specific characteristics

	Size
	–0.435***

(–5.57)
	–0.445**

(–5.63)
	–0.123***

(–4.67)
	–0.123***

(–4.67)
	–0.049*

(–1.71)
	–0.049*

(–1.71)
	–0.075***

(–2.95)
	–0.075***

(–2.94)
	0.095***

(3.66)
	0.095***

(3.66)

	Leverage
	2.993***

(5.45)
	3.071***

(5.51)
	0.376*

(1.95)
	0.374*

(1.93)
	0.501**

(2.31)
	0.299***

(2.30)
	0.444**

(2.28)
	0.443**

(2.26)
	–0.058
(–0.34)
	–0.056
(–0.33)

	MB
	–0.315***

(–3.43)
	–0.313***

(–3.35)
	–0.020
(–0.89)
	–0.021
(–0.97)
	–0.037
(–1.37)
	–0.038
(–1.40)
	–0.027
(–1.23)
	–0.028
(–1.29)
	0.012
(0.44)
	0.013
(0.47)

	Profitability
	–3.098***

(–2.65)
	–3.220***

(–2.72)
	0.388
(1.18)
	0.415
(1.26)
	–0.666*

(–1.77)
	–0.652*

(–1.72)
	–0.278
(–0.87)
	–0.258
(–0.80)
	–0.223
(–0.69)
	–0.231
(–0.71)

	Tangibility
	–0.409
(–0.80)
	–0.475
(–0.92)
	–0.097
(–0.60)
	–0.106
(–0.65)
	0.076
(0.46)
	0.072
(0.42)
	0.016
(0.10)
	0.009
(0.06)
	0.198
(1.27)
	0.196
(1.26)

	CashVol
	10.683***

(3.30)
	10.954***

(3.32)
	0.280
(1.16)
	0.300
(1.23)
	–0.069
(–0.25)
	–0.057
(–0.20)
	0.021
(0.09)
	0.038
(0.16)
	–0.121

(–0.49)
	–0.129
(–0.52)

	RDefaultRisk
	0.521
(1.42)
	0.485
(1.30)
	0.042
(0.30)
	0.036
(0.26)
	0.067
(0.44)
	0.063
(0.42)
	0.064
(0.47)
	0.059
(0.44)
	0.034
(0.28)
	0.039
(0.32)

	Rated
	
	
	
	
	
	
	
	
	0.010

(0.20)
	0.012

(0.25)

	Big-4
	–0.237
(–0.83)
	–0.250
(–0.87)
	–0.172*

(–1.86)
	–0.169*

(–1.88)
	–0.046
(–0.44)
	–0.044
(–0.43)
	–0.093
(–1.00)
	–0.091
(–1.00)
	0.100

(0.98)
	0.100

(0.98)

	Log Age
	–0.374***

(–4.31)
	–0.416***

(–4.74)
	–0.068
(–1.57)
	–0.070
(–1.64)
	–0.094**

(–2.00)
	–0.095**

(–2.04)
	–0.084*

(–1.95)
	–0.085**

(–2.00)
	–0.037

(–1.06)
	–0.034

(–0.99)

	Log Segment
	0.133
(1.32)
	0.124
(1.21)
	0.024
(0.67)
	0.022
(0.62)
	0.007
(0.18)
	0.005
(0.15)
	0.013
(0.39)
	0.011
(0.34)
	0.052

(1.60)
	0.054*

(1.66)

	Inventory
	–0.101
(–0.14)
	–0.129
(–0.17)
	–0.448
(–1.58)
	–0.442
(–1.55)
	–0.134
(–0.49)
	–0.131
(–0.47)
	–0.235
(–0.96)
	–0.230
(–0.94)
	0.536**

(2.31)
	0.524**

(2.24)

	M&A
	0.021

(0.17)
	0.011
(0.08)
	–0.032
(–0.62)
	–0.033
(–0.65)
	0.003
(0.06)
	0.002
(0.04)
	–0.010
(–0.20)
	–0.011
(–0.23)
	0.134***

(3.02)
	0.137***

(3.10)

	Foreign
	–0.047
(–0.32)
	–0.030
(–0.20)
	–0.030
(–0.55)
	–0.028
(–0.50)
	0.053
(0.86)
	0.054
(0.88)
	0.022
(0.41)
	0.023
(0.43)
	–0.024

(–0.46)
	–0.025

(–0.48)

	Restructure
	0.178
(1.27)
	0.188
(1.33)
	0.011
(0.20)
	0.011
(0.21)
	–0.001
(–0.02)
	–0.000
(–0.01)
	0.003
(0.15)
	0.003
(0.07)
	–0.089*

(–1.92)
	–0.089*

(–1.92)

	SaleGrowth
	0.611**

(2.33)
	0.601**

(2.26)
	0.055**

(2.17)
	0.056**

(2.21)
	–0.023

(–0.72)
	–0.025
(–0.78)
	0.004

(0.15)
	0.005

(0.17)
	–0.048
(–0.97)
	–0.048
(–0.98)

	Loss
	0.092
(0.45)
	0.117
(0.54)
	–0.007
(–0.08)
	0.003
(0.04)
	0.195**

(2.33)
	0.200**

(2.43)
	0.128
(1.62)
	0.135*

(1.75)
	–0.241***

(–3.65)
	–0.250***

(–3.84)

	Macroeconomic factors

	Term Spread
	0.636*

(1.88)
	0.568*

(1.68)
	0.135
(0.90)
	0.136
(0.91)
	0.148
(1.03)
	0.148
(1.03)
	0.145
(1.14)
	0.145
(1.14)
	–0.011

(–0.10)
	–0.010

(–0.10)

	Credit Spread
	2.448**

(2.47)
	2.327**

(2.34)
	–0.064
(–0.16)
	–0.061
(–0.15)
	0.032
(0.08)
	0.032

(0.08)
	–0.001
(–0.00)
	0.001
(0.00)
	–0.030

(–0.10)
	–0.023

(–0.08)

	Intercept and dummies

	Intercept
	1.734
(1.13)
	2.000
(1.30)
	0.929*
(1.87)
	0.946**
(1.92)
	0.467
(0.93)
	0.477
(0.95)
	1.314***

(3.03)
	1.327***

(3.07)
	–6.787***

(–12.58)
	–6.785***

(–12.76)

	Loan Type Dummies
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included

	Loan Purpose Dummies
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included

	Year Dummies
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included

	Industry Dummies
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included
	Included

	N
	1,535
	1,535
	2,271
	2,271
	2,271
	2,271
	2,271
	2,271
	2,271
	2,271

	Pseudo R-sq (%)
	52.94
	53.86
	24.12
	24.14
	27.40
	27.41
	31.27
	31.29
	29.68
	29.76


Note: N denotes the number of observations used in each model. Columns (1) and (2) are probit regressions, and Columns (3)-(10) are Poisson regressions. The z-statistics in the parentheses are based on standard errors corrected for heteroscedasticity and firm-level clustering. One, two, and three asterisks denote the significance at the 10%, 5%, and 1% level, respectively, in a two-tailed test.

Table 7: Relation between loan contract terms and change in internal control effectiveness
	Variable
	Model

	
	(1)
	(2)
	(3)
	(4)

	Test variables

	∆Weak
	45.611*
(1.71)
	
	
	

	∆Account ICW
	
	21.145
(0.90)
	
	

	∆Company ICW
	
	76.119**
(2.02)
	
	

	Remediation
	
	
	–37.477**
(–2.18)
	

	Deterioration
	
	
	61.629
(0.99)
	

	Remediation-Account
	
	
	
	–21.267
(–1.05)

	Remediation-Company
	
	
	
	–59.399**
(–2.42)

	Deterioration-Account
	
	
	
	–17.397
(–0.43)

	Deterioration-Company
	
	
	
	142.221
(1.39)

	Loan-specific characteristics

	∆Log Maturity
	1.146
(0.13)
	2.330
(0.28)
	0.794
(0.09)
	2.924
(0.35)

	∆Log Loan Size
	10.792
(1.58)
	10.891
(1.61)
	10.476
(1.53)
	9.905
(1.45)

	∆Log NLenders
	–5.797
(–0.79)
	–6.463
(–0.88)
	–5.969
(–0.82)
	–6.283
(–0.86)

	∆Performance Pricing
	–6.884
(–0.84)
	–5.866
(–0.72)
	–6.389
(–0.79)
	–4.459
(–0.55)

	Borrower-specific characteristics

	∆Size
	–52.126*

(–1.78)
	–50.925*

(–1.78)
	–51.370*

(–1.73)
	–48.698*

(–1.68)

	∆Leverage
	–76.717
(–0.83)
	–73.876
(–0.81)
	–74.884
(–0.82)
	–67.024
(–0.76)

	∆MB
	9.965
(0.54)
	9.368
(0.50)
	8.869
(0.47)
	10.110
(0.54)

	∆Profitability
	–45.028
(–0.23)
	–76.271
(–0.38)
	–34.948
(–0.17)
	–74.581
(–0.37)

	∆Tangibility
	7.907
(0.06)
	–1.790
(–0.01)
	1.688
(0.01)
	6.819
(0.05)

	∆CashVol
	–655.150
(–0.68)
	–643.709
(–0.67)
	–695.060
(–0.75)
	–708.761
(–0.78)

	∆RDefaultRisk
	78.211*
(1.79)
	72.743*
(1.65)
	78.372*
(1.79)
	79.361*
(1.87)

	Macroeconomic factors

	∆Term Spread
	31.870***

(2.89)
	29.671***

(2.63)
	31.368***

(2.77)
	29.037**
(2.48)

	∆Credit Spread
	49.869
(1.12)
	47.393
(1.07)
	48.914
(1.08)
	46.863
(1.05)

	Intercept and dummies

	Intercept
	–69.678**

(–1.93)
	–45.286
(–1.22)
	–85.687
(–1.37)
	–8.234
(–0.17)

	∆Loan Type Dummies
	Included
	Included
	Included
	Included

	∆Loan Purpose Dummies
	Included
	Included
	Included
	Included

	Industry Dummies
	Included
	Included
	Included
	Included

	N
	358
	358
	358
	358

	Adj. R-sq (%)
	23.91
	24.78
	23.78
	25.88


Note: N denotes the number of observations used in each model. The t-statistics in the parentheses are based on standard errors corrected for heteroscedasticity and firm-level clustering. One, two, and three asterisks denote the significance at the 10%, 5%, and 1% level, respectively, in a two-tailed test.
Table 8: Sensitivity tests
	Variable
	Deal-level regressions 
	Median regressions

	
	(1a)
	(1b)
	(2a)
	(2b)

	Test variables
	
	
	
	

	Weak
	18.018**

(1.97)
	
	20.246***
(5.15)
	

	Account ICW
	
	–12.260
(–1.20)
	
	9.424
(1.54)

	Company ICW
	
	49.504***

(3.64)
	
	31.004***

(5.21)

	Loan-specific characteristics

	Log Maturity
	6.128
(0.78)
	5.370
(0.70)
	3.290
(1.25)
	1.725
(0.57)

	Log

Loan(Deal)Size
	20.481***

(5.20)
	20.798***

(5.30)
	–4.572***

(–3.08)
	–4.392**

(–2.56)

	Log NLenders
	–24.460***

(–5.33)
	–24.030***

(–5.28)
	–13.008***

(–7.12)
	–13.512***

(–6.38)

	Performance Pricing
	–21.762***

(–4.68)
	–22.156***

(–4.79)
	–6.922***

(–2.67)
	–5.328*

(–1.78)

	Borrower-specific characteristics

	Size
	–34.387***

(–10.78)
	–34.764***

(–10.93)
	–14.441***

(–9.78)
	–14.644***

(–8.57)

	Leverage
	57.786***

(2.65)
	58.156***

(2.67)
	39.820***

(4.41)
	41.509***

(3.96)

	MB
	–10.159***

(–3.23)
	–10.413***

(–3.29)
	–9.104***

(–5.75)
	–8.870***

(–4.81)

	Profitability
	–121.959***

(–2.66)
	–119.678***

(–2.63)
	–68.070***

(–3.52)
	–70.422***

(–3.14)

	Tangibility
	–12.531
(–0.78)
	–10.846
(–0.69)
	–12.106
(–1.42)
	–8.008
(–0.82)

	CashVol
	40.202
(1.29)
	42.476
(1.36)
	58.563***
(4.41)
	56.369***
(3.43)

	RDefaultRisk
	45.735***

(3.23)
	43.424***

(3.09)
	37.835***
(5.42)
	37.684***
(4.64)

	Big-4
	6.745
(0.56)
	7.986
(0.71)
	–5.764
(–1.03)
	–5.878
(–0.91)

	Log Age
	–8.603**
(–2.29)
	–8.749**
(–2.36)
	–11.717***
(–5.99)
	–10.877***
(–4.81)

	Log Segment
	–5.299
(–1.53)
	–5.864*
(–1.70)
	–4.528**
(–2.34)
	–4.766**
(–2.13)

	Inventory
	–55.050**
(–2.05)
	–51.180*
(–1.89)
	20.979
(1.38)
	25.054
(1.43)

	M&A
	–3.236
(–0.69)
	–3.844
(–0.84)
	–1.847
(–0.66)
	–1.994
(–0.62)

	Foreign
	4.993
(0.89)
	4.775
(0.85)
	6.198**
(2.06)
	6.818**
(1.96)

	Restructure
	3.276
(0.60)
	3.309
(0.62)
	4.164
(1.49)
	3.118
(0.96)

	SaleGrowth
	–2.700
(–0.53)
	–2.420
(–0.48)
	–0.741
(–0.25)
	–1.342
(–0.39)

	Loss
	67.400***

(7.16)
	68.979***

(7.40)
	59.332***

(14.65)
	58.616***

(12.49)

	Macroeconomic factors

	Term Spread
	23.373**

(2.07)
	22.483**

(2.03)
	28.895***

(4.15)
	30.207***

(3.77)

	Credit Spread
	–6.504
(–0.19)
	–8.897
(–0.26)
	6.495
(0.30)
	3.343
(0.14)

	Intercept and dummies

	Intercept
	–23.507
(–0.30)
	–23.900***

(–0.30)
	342.192***
(8.00)
	342.357***
(6.91)

	Loan Type Dummies
	Excluded
	Excluded
	Included
	Included

	Loan Purpose Dummies
	Excluded
	Excluded
	Included
	Included

	Year

Dummies
	Included
	Included
	Included
	Included

	Industry Dummies
	Included
	Included
	Included
	Included

	N
	1,656
	1,656
	2,271
	2,271

	Adj./Pseudo R-sq (%)
	49.98
	50.77
	41.11
	41.24


Note: N denotes the number of observations used in each model. The t-statistics in the parentheses are based on standard errors corrected for heteroscedasticity and firm-level clustering. One, two, and three asterisks denote the significance at the 10%, 5%, and 1% level, respectively, in a two-tailed test.

� In addition, using a short-window research design, several studies examine stock market reactions to management’s disclosures of ICW under Section 302, and find that the market reacted negatively to initial Section 302 disclosures (Beneish et al. 2008; Hammersley et al. 2008). However, Beneish et al. (2008) also report no significant price reaction to Section 404 disclosures.  


� The volume of syndicated loans reached $1.69 trillion in 2007, according to Loan Pricing Company’s Dealscan database. 


� In contrast, the cost of equity is not directly observed and thus difficult to measure empirically. Recent studies by Ashbaugh-Skaife et al. (2009) and Ogneva et al. (2007) provide conflicting evidence of ICW’s impact on the cost of equity. Ogneva et al. (2007) claim that analyst forecast bias causes much of the measurement error in implied cost-of-equity estimates. They find no consistent relation between internal control effectiveness of cost of equity after controlling for analyst forecast bias and other firm characteristics. On the other hand, Ashbaugh-Skaife et al. (2009) find a significantly lower cost of equity for firms with effective internal controls. This inconsistency may be attributed to measurement errors inherent in their implied cost-of-equity estimates.


� For example, significant weakness (as opposed to material weakness) refers to a deficiency, or a combination of deficiencies, in internal control over financial reporting that is less severe than material weakness, yet important enough to merit attention by those responsible for oversight of the company's financial reporting (PCAOB 2007).


� Data on the Weak variable are obtained from the first-time Section 404 reports that could be filed in years 2004, 2005, 2006, or 2007. The Loan Feature variable refers to a characteristic of loan that becomes active after a borrower has already filed a first-time Section 404 report with the SEC. The loan activation years in our sample could thus be 2005, 2006, or 2007. 


� In our study, company-level ICW includes problems related to inadequate disclosure control, an ineffective or understaffed audit committee, senior management competency and tone, ineffective internal audit function, ineffective personnel, and segregation of duties, while account-level control weaknesses include all the other weaknesses.


� Moody’s Investor Service (2006 and 2007) argues that the inability to complete the Section 404 report is itself a company-level control weakness that generally merits rating-committee consideration. Thus, we view delinquent filers as firms reporting company-level weaknesses. Excluding delinquent filers from the company-level category does not change our empirical results.  


� Please refer to Appendix A for the detailed definitions of these variables.


�	For instance, a deal may comprise a line of credit facility and a term loan.


�This procedure leads to a substantial reduction in the number of available loan facilities, because many borrowers included in the Dealscan database are subsidiaries of public firms, private firms, and government entities rather than publicly traded companies, and some public companies are not covered by Compustat (Strahan 1999; Dichev and Skinner 2002).


� As reported in Table 2, the average amount of loan facility is about $548 million for our sample and the mean maturity is about 57 months or 4.75 years. This means that, on average, borrowers with ICW have to pay more interest of about $1.59 million per year over the maturity period of 4.75 years than those without ICW.


� Prior literature suggests that collateral requirement and covenants are usually set at the deal level, instead of the facility level.


� See Bradley and Roberts (2005) for a detailed discussion on a variety of covenant restrictions used in loan contracts. 


� In our test sample for change regressions, Remediation equals one for 19 firm-facilities and Deterioration equals one for 10 firm-facilities. This is consistent with the fact that fewer companies disclosed ICW in the second and third year of SOX 404 reporting.


� In our test sample for change regressions, 11 firm-facilities have a value of Remediation-Account at one, 8 firm-facilities have a value of Remediation-Company at one, 6 firm-facilities have a value of Deterioration-Account at one, and 4 firm-facilities have a value of Deterioration-Company at one. 
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