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Thesis Evaluation Report 
 

Author: Andrey Britskiy 

Advisor: Jiří Novák 

Title: The Effect of Litigation Risk on Earnings Management in the Proximity to 
Debt Covenant Violation 

Assessment  
Summary  
Andrey examines the setting where a firm approaches violation of debt covenants to analyze 
whether greater litigation risk affects managerial incentives to manage earnings. Prior research 
suggests that on average firms tend to manage earnings to avert violation of debt covenants. 
Andrey uses a novel approach of estimating earnings management through discretionary revenues 
to show how lower litigation risk resulting from a court ruling that substantially increased the 
hurdle for successful litigation against corporations located in specific U.S. districts affected the 
firms’ propensity to boost earnings when approaching covenant violation. The results are mixed, 
which prevents drawing strong conclusions. 

Contribution 
I find the research question interesting and indeed rather ambitious for a Bachelor’s Thesis. 
Investigating this research question requires the author to combine several streams of literature 
and to draw links between them. Prior research suggests that firms have incentives to avert debt 
covenant violation and they boost reported earnings to reduce the likelihood that the covenant 
will be breached. Prior research also shows that regulatory and litigation risks impact on how 
executives respond to incentives. Andrey combines these two streams of literature to analyze a 
rather plausible prediction that firms approaching covenant violation manage earnings more 
aggressively after a court ruling that made it more difficult for plaintiffs to hold the management 
accountable for misleading reporting. In addition, Andrey covers the literature on earnings 
management to identify a novel way of identifying earnings management (see below for details).  
 
Unfortunately, the results do not support Andrey’s expectations. This may be due to the small 
sample size, which limits the power of the empirical tests. While stronger result would further 
enhance the value of the thesis, I believe that even without results consistent with the 
expectations the thesis makes a nice contribution to the literature. 

Literature 
I think the thesis provides a good review of the existing literature. Actually, I believe that the 
introduction and the literature review are the best written parts of the thesis.  
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I believe Andrey compares and contrasts well ideas presented in existing papers, he discusses the 
interconnections between individual studies and he highlights the main takeaways. Rather than 
summarizing individual studies he builds up a network of ideas that reflect his understanding of 
the current state of knowledge. The quality of the literature review suggests that Andrey has 
acquired good understanding of the current research frontier. 
 
I think Andrey effectively uses his knowledge of the existing literature in formulating his own 
research question and the hypotheses. The hypotheses are explicitly stated and they are well 
motivated with the references to prior studies. I find the predictions proposed in the hypotheses 
plausible. I find Hypothesis 2 more interesting than Hypothesis 1. 

Methodology 
I appreciate that Andrey uses a fairly new methodological approach of measuring earnings 
management through discretionary revenues. He provides some motivation why the approach is 
appropriate for his purpose. Nevertheless, I would appreciate a more thorough discussion 
comparing and contrasting the alternative methodological approaches. In addition, I would expect 
Andrey to use several other measures to assess the robustness of his findings to the choice of the 
method. 
 
Unfortunately, Andrey did not have time to implement more targeted methodological approaches 
such as the difference-in-difference estimation. I believe these approaches that have better focus 
on the treatment firms may be more powerful in documenting the empirical pattern and they may 
provide a more consistent set of results. The absence of results based on this methodology prevents 
the reader from learning more from the thesis. 

Form 
I believe the thesis is written in very good English, which makes it easy to follow the individual 
ideas. The thesis is well-structured, individual chapters and sections follow a logical order and they 
are reasonably well interconnected. The tables are easy to read and their contents is 
understandable using the notes below the tables. I would appreciate greater care in actual 
formatting of the text and especially the tables. 

Conclusion 
Overall, even though the thesis does not fully exploit the potential of the very interesting research 
question, I believe it is of good quality. A more consistent set of empirical results would provide a 
more compelling support for the story Andrey proposes, which would increase the value of the 
thesis. Despite of this limitation, I believe the thesis comfortably meets all the criteria for a 
quality Bachelor’s Thesis. All the major building blocks are in place, they are reasonably well 
worked out and they are well presented and interconnected. Therefore, I recommend the 
examination committee to consider the grade B with a possibility for a higher or a lower grade 
depending on how well the author presents the thesis and answers the questions at the oral 
defense.  
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Awarded Points and Grade 
Contribution (max 30) 25 

Methods (max 30) 23 

Literature (max 20) 19 

Form (max 20) 17 

Total (max 100) 84 

Grade (A – B – C – D – E – F) B 

 
 
 
 
 
 

   

  Referee’s Signature 

   

August 3, 2018  Jiří Novák 

Evaluation Date  
 
 

Referee’s Name 
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Grading Scale 
LITERATURE REVIEW: The thesis demonstrates author’s full understanding and command of 
recent literature. The author quotes relevant literature in a proper way. 
 
Strong  Average Weak 
20  10  0  
 
 
METHODS: The tools used are relevant to the research question being investigated, and adequate 
to the author’s level of studies. The thesis topic is comprehensively analyzed.  
 
Strong  Average Weak 
30  15  0  
 
 
CONTRIBUTION:  The author presents original ideas on the topic demonstrating critical thinking 
and ability to draw conclusions based on the knowledge of relevant theory and empirics. There is a 
distinct value added of the thesis. 
 
Strong  Average Weak 
30  15  0  
 
 
MANUSCRIPT FORM: The thesis is well structured. The student uses appropriate language and 
style, including academic format for graphs and tables. The text effectively refers to graphs and 
tables and disposes with a complete bibliography. 
 
Strong  Average Weak 
20  10  0  
 
 
OVERALL GRADING: 
 

Total Points Grade 

91 – 100 A 

81 – 90 B 

71 – 80 C 

61 – 70 D 

51 – 60 E 

0 – 50 F 
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