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		Abstract

		We propose a novel role for accounting covenants in credit lines. Accounting covenants protect banks against severe aggregate liquidity shocks and firms against losing liquidity at will of banks.  During aggregate liquidity shocks, banks need to ration liquidity, and covenants allow banks to revoke credit lines if firms' accounting-performance measures fall below a threshold. Thereby, accounting covenants constrain banks' discretion in rationing liquidity in a systematic way. Transitory shocks to accounting-performance measures play an important role. First, the effect of adverse economic conditions on transitory shocks can increase the likelihood of covenant violations in states of severe aggregate shocks and reduce the cost of liquidity in normal times. Second, idiosyncratic  transitory shocks introduce randomness in covenant violations that  limits bank discretion when banks have to ration liquidity. Implicit liquidity insurance complements accounting covenants, inducing banks not to revoke credit lines after covenant violations in normal times. Thus, covenants in normal times appear tight. 
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