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Using Arcles fom 12 Greg Whittred
Instructional Case: 151 ABSTRACT: This case demonstrates how a firm’s accounting and operating 4

decisions can interact. Tully Pty Ltd's financing policy is directly linked to its

——— 2D ‘accounting policy, because restrictive covenants in its lending agreement are
Itemational Subsid 168 defined in terms of the numbers contained in ts financial statements. Students.
assume the role of a lending officer confronted with a request to change the

Accounting Academic .. 191 lending agreement. In developing an argument to support their recommenda-
tion, students discover how a proposed accounting standard can affect a fim's

Choose Another Issue compliance with is restrictive covenants and how management's responses to
hd changing economic conditions can be severely constrained by accounting-domi-
. ] nated covenants. In this case, a proposed standard on lease capitalization would

place Tully in default. Additionally, Tully's borrowing limitations have “orced? it
1994 1o atter s financing mix and exposed it to interest-ate volatlty. Either could
Vol. 8 Issue 2- Fallgs provide the motivation for the proposed amendments to the covenants which,
Vol 8 lssue 1 - Springa4 since this is a private agreement, are relatively low-cost to negotiate. In the ab-
100 sence of low-cost renegotiation, students discover that proposed changes in

accounting standards can affect existing contracis in such a way as 1o provide
—
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the assignment with trepidation,
Lou Wallis was enjoying his time
on secondment to the Australian asso-
ciate of his U.S. employer, Nationwide
Insurance. In his capacity as Manager-
General Investments for Ampac Insur-
ance, he was being exposed to a side of
the insurance business not previously
encountered by him. The file in front of
him was a case in point. Lou was review-
ing a request for a variation to one of
Ampac's private lending agreements.
The request had come from a substan-
tial private company, Tully Proprietary
Limited, which was the parent and prin-
cipal operating entity of a group of com-
panies in the highly competitive Austra-
lian food industry.
At the time of the review Tully Pty
Ltd had total outstanding liabilities of
‘around AS136 million, some A$6.6 mil-

T HOUGH he had initially viewed
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very real incentives to “manage” the accounting numbers.

lion (exhibit 1) of which had been ex-
tended to the company by Ampac un-
der the terms of  single agreement writ-
ten 12 years earlier. This agreement in-
cluded, among other things, limitations
on the amount that Tully could borrow,
‘which are reproduced in exhibit II. The
definitions of the terms used in these
limitations appear in exhibit IL.

While the terminology differs
slightly, these restrictions are very simi-
Iar to those contained in debenture in-

Greg Whittred is Professor of Account-
ing at the Australian Graduate School of
Management, University of New South
Wales.

This case has been prepared from the inter-
nal files of a large institutional lender. The
facts have boen disguised to preserve anon-
ymity.
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