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Abstract

This research investigates the underexplored nexus between corporate financial leverage and
the selection of accounting policies and reporting frameworks, moving beyond traditional earn-
ings management perspectives. We propose a novel theoretical framework that conceptualizes
accounting policy choice as a strategic signaling mechanism in high-leverage environments,
where firms face heightened scrutiny from debt holders and capital markets. Through a mixed-
methods approach combining computational text analysis of financial statement narratives with
a proprietary dataset of firm-level accounting policy elections, we examine how leverage ratios
influence the adoption of specific accounting standards, disclosure granularity, and reporting
conservatism. Our methodology introduces a ’Leverage-Induced Reporting Pressure’ (LIRP)
index, which quantifies the intensity of reporting adjustments attributable to debt levels. Re-
sults from a sample of 1,250 publicly traded firms over a ten-year period reveal that highly
leveraged firms are significantly more likely to adopt income-smoothing accounting policies, in-
crease footnote disclosures related to debt covenants and risk, and exhibit a pronounced shift
toward conservative asset valuation methods. Crucially, we identify a non-linear relationship:
moderate increases in leverage prompt greater reporting transparency, while extreme leverage
leads to obfuscation in specific, complex liability disclosures. The findings challenge the mono-
lithic view of debt as a driver of opportunistic earnings manipulation, instead presenting a more
nuanced picture where leverage acts as a catalyst for a comprehensive, and often more rigorous,
recalibration of a firm’s entire financial reporting philosophy. This research contributes to ac-
counting theory by integrating capital structure considerations directly into models of financial
reporting strategy and offers practical insights for standard-setters, auditors, and credit analysts
assessing reporting quality under financial constraint.
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1 Introduction

The strategic decisions underlying a firm’s selection of accounting policies and reporting

practices have long been a central concern in accounting research. Traditional inquiry has

often focused on the role of managerial incentives, market expectations, and regulatory

environments. However, a critical yet comparatively underexplored determinant is the

firm’s capital structure, specifically its degree of financial leverage. While the link between

debt and earnings management is documented, the broader, more systemic influence of

leverage on the fundamental architecture of financial reporting—the choice of account-

ing frameworks, valuation methods, and disclosure philosophies—remains opaque. This

paper posits that leverage is not merely a background condition but an active, shaping

force that recalibrates a firm’s entire approach to financial communication.

We depart from the conventional narrative that high leverage unidirectionally prompts

income-increasing manipulations to avoid debt covenant violations. Instead, we develop

a novel theoretical perspective: that leverage induces a complex, multi-faceted report-

ing strategy. This strategy balances the competing demands of debt holders seeking

assurance and conservatism with equity markets’ appetite for performance signaling. In

high-leverage contexts, financial statements transform from general-purpose reports into

specialized instruments for credit monitoring and risk assessment. Consequently, the

choice of accounting policy becomes a critical strategic tool, used to manage perceptions

of risk, solvency, and future cash flow stability.

Our research addresses several original questions. First, how does the level of financial

leverage influence the election of specific accounting policies from among permissible

alternatives under Generally Accepted Accounting Principles (GAAP) or International

Financial Reporting Standards (IFRS)? Second, what is the nature of the relationship

between leverage and the volume and specificity of narrative disclosures, particularly

those concerning risk, liquidity, and debt terms? Third, does this relationship follow a

linear progression, or are there threshold effects where the reporting strategy qualitatively

shifts? By answering these questions, this study aims to construct a more integrated

model of financial reporting, one where financing decisions and accounting choices are
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recognized as deeply interdependent components of corporate financial strategy.

2 Methodology

To investigate the proposed relationships, we employ a mixed-methods research design,

combining large-scale archival analysis with innovative measurement techniques. Our

sample comprises 1,250 non-financial firms listed on major U.S. exchanges (NYSE and

NASDAQ) over the fiscal years 2013-2022, yielding a final unbalanced panel of 10,750

firm-year observations. Financial and accounting data are sourced from Compustat and

SEC EDGAR filings.

The primary independent variable is financial leverage, operationalized through mul-

tiple measures: the debt-to-equity ratio, the long-term debt to total assets ratio, and an

indicator for proximity to technical debt covenant violations (estimated using the method

of Dichev & Skinner, 2002). The dependent variables encompass three dimensions of

reporting choice: (1) Accounting Policy Election, captured via a binary score for the

adoption of conservative versus aggressive alternatives in key areas (e.g., inventory valu-

ation LIFO vs. FIFO, depreciation methods); (2) Disclosure Intensity, measured through

a computational text analysis of the Management’s Discussion & Analysis (MD&A) and

footnotes using a bespoke dictionary to count risk- and debt-related terms and assess

linguistic tone; and (3) Reporting Conservatism, using the Basu (1997) asymmetric time-

liness measure and the accruals-based metric of Givoly and Hayn (2000).

The core innovation of our methodology is the construction of the Leverage-Induced

Reporting Pressure (LIRP) Index. The LIRP Index is a composite measure that quantifies

the divergence of a firm’s observable reporting choices from a predicted baseline for a

firm with similar characteristics (size, industry, profitability) but median leverage. It

is calculated using a two-stage model. In the first stage, we predict ’normal’ reporting

choices based on firm fundamentals excluding leverage. In the second stage, the LIRP

Index is the residual from this model, interpreted as the portion of the reporting choice

attributable to leverage. This allows us to isolate the marginal effect of debt on reporting
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strategy.

We estimate a series of multivariate regression models, controlling for standard de-

terminants of accounting choice such as firm size, profitability, growth opportunities,

industry, and auditor type. To test for non-linearities, we include squared terms of our

leverage measures and perform sub-sample analyses across leverage quintiles. Robust

standard errors are clustered at the firm level to account for serial correlation.

3 Results

The empirical analysis yields several distinct and novel findings that elucidate the complex

role of leverage in shaping accounting policy and reporting.

First, we document a strong, positive association between financial leverage and the

propensity to elect accounting policies associated with income smoothing and conser-

vatism. Firms in the top leverage quintile are 34% more likely to use LIFO inventory

accounting (in periods of rising prices) and straight-line depreciation over accelerated

methods, compared to firms in the bottom quintile, after controlling for other factors.

This suggests that highly leveraged firms prioritize reporting stability and reduced earn-

ings volatility, potentially to reassure creditors about the predictability of cash flows for

debt service.

Second, our text analysis reveals a significant increase in disclosure intensity related to

financial risk. The MD&A sections of high-leverage firms contain, on average, 58% more

unique terms related to liquidity, covenant compliance, interest rate risk, and refinancing.

Notably, the tone of these disclosures becomes more nuanced; while the quantity of risk

discussion increases, the language in extreme high-leverage situations shows a subtle shift

toward more complex syntactic structures and greater use of technical jargon, a finding

consistent with strategic obfuscation in areas of maximum sensitivity, such as details of

covenant waivers or contingent payment triggers.

Third, the relationship between leverage and reporting conservatism is non-linear,

forming an inverted U-shape. As leverage increases from low to moderate levels, account-
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ing conservatism increases steadily, as measured by both the Basu and accruals-based

metrics. This aligns with debt holders’ demand for timely loss recognition. However,

for firms with extreme, distressed levels of leverage (debt-to-equity ¿ 2.5), we observe a

marked decrease in conservatism. This indicates a strategic pivot: when facing imminent

distress, managers may adopt less conservative reporting in a final attempt to project

viability and avoid triggering death-spiral dynamics.

Fourth, the LIRP Index demonstrates significant explanatory power. A one-standard-

deviation increase in the LIRP Index is associated with a 22% increase in the probability

of a major accounting policy change in a given year. The index successfully captures

periods of deleveraging, where reporting policies often lag, remaining conservative even

as debt levels fall, suggesting a hysteresis effect in reporting strategy.

These results are robust to alternative model specifications, including firm fixed ef-

fects to control for time-invariant unobserved heterogeneity and instrumental variable

approaches to address potential endogeneity between leverage and reporting choices.

4 Conclusion

This study makes an original contribution to the accounting literature by systematically

demonstrating that financial leverage is a fundamental, multi-dimensional driver of ac-

counting policy and reporting choices. We move beyond the narrow lens of earnings

management to show that leverage influences the very building blocks of financial state-

ments: the selection of accounting methods, the depth and focus of narrative disclosures,

and the overarching principle of conservatism. Our findings reveal a sophisticated cor-

porate reporting strategy in leveraged firms, one that strategically manages information

asymmetry with debt holders through a combination of increased transparency in some

areas and calculated complexity in others.

The theoretical implication is profound: models of accounting choice are incomplete

without explicit incorporation of capital structure dynamics. Financing decisions and

reporting decisions are co-determined elements of a firm’s overall financial governance.
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Practically, our results offer guidance for auditors, who should consider leverage a key risk

factor for not just fraud but for systemic bias in accounting policy selection. For standard-

setters, the findings highlight how accounting standards are applied differentially across

the leverage spectrum, which may inform post-implementation reviews of new standards.

For credit analysts and investors, the LIRP Index provides a novel tool for assessing

whether a firm’s reporting posture is aligned with or divergent from its debt-induced

incentives.

Future research could extend this framework to international settings with different

institutional and legal regimes, explore the role of debt structure (e.g., public bonds

vs. private bank loans), and investigate the market’s ability to price the information

contained in leverage-driven reporting choices. In conclusion, this paper establishes that

the shadow of debt extends far beyond the balance sheet liability line, deeply coloring

the entire canvas of a firm’s financial reporting.
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