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Abstract: We examine types of financial covenants and how they are used in Japanese 

loan markets. Since previous literature on covenants focused on US firms, little is 

known about financial covenants in the so-called bank-oriented countries. We use a 

hand-collected dataset to explore the (1) types of financial covenants and (2) 

determinants of the use and strictness of financial covenants. Our binominal regression 

analysis shows that financial factors such as profitability, leverage, and interest rates 

affect the use of financial covenants. Most interestingly, we find that factors specific to 

Japan, dependence on the main bank and foreign shareholder ownership, also affect the 

use of financial covenants. Furthermore, we present that the borrower’s leverage is a 

key determinant for the strictness of financial covenants.  
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Role, Structure, and Determinants of Debt Covenants: 

Evidence from Japan 

 

1. Introduction 

Financial covenants are provisions in debt contracts that restrict a firm’s actions and 

specify the allocation of control rights between lenders and borrowers, particularly, 

when covenants are violated. The main reason for the existence of financial covenants is 

to resolve conflicts of interest between shareholders and bondholders. Jensen and 

Meckling (1976), Myers (1977), and Smith and Warner (1979) successfully developed 

the Agency Theory of Covenants and argued that the conflict of interest between 

shareholders and bondholders can be mitigated by restricting managers’ behavior 

through financial covenants to better align their interests (e.g., Bradley and Roberts, 

2004). 

     On the basis of the Agency Theory of Covenants, significant research focuses 

their attentions on the role, structure, and determinants of financial covenants in both 

public and private debt contracts. Leuz et al. (1998) reviews articles on debt covenants 

in the US, the UK, and Germany and argues that financial covenants (both direct and 

indirect dividend constraints, see Kalay, 1982) are more likely used in countries with 

less strict legal dividend restrictions. More recently, using LPC/Dealscan, a 

comprehensive database of private loan agreements, Dichev and Skinner (2002), 

Bradley and Roberts (2004), Sufi (2007), and Chava and Roberts (2008) reveal the 

structure and economic roles of debt covenants empirically. 

     However, since most of these studies focus on the US and UK firms, little is 
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known about financial covenants outside these countries.
1
 Most importantly, recent 

studies argue that financial covenants differ among countries. For example, Hong et al. 

(2011) finds that debt covenants are more prevalent in countries with stronger law 

enforcement and more developed private credit markets, than in countries with more 

extensive creditor rights laws. These findings imply that financial covenants respond to 

institutional arrangements that shape the contracting environment. Moreover, in the 

accounting context, Ball et al. (2000) notes that the demand for accounting numbers 

depends on legal origin, and thus on country-level corporate governance. They argue 

that, although accounting income is expected to be economic income for shareholders 

under the “shareholder governance” prevalent in common-law countries (e.g., the US, 

the UK, and Australia), accounting income is regarded as a “pie” for various 

stakeholders under “stakeholder governance” in code-law countries (e.g., France, 

Germany, and Japan). Considering the existence of international differences in power 

and rights between shareholders and other stakeholders (including creditors), the role of 

financial covenants, which frequently and either explicitly or implicitly utilize 

accounting numbers, is assumed to differ from their role in Anglo–Saxon countries. 

     Motivated by the need for such research, we focus our attention on Japan, a 

country typically characterized as bank-oriented and having the main bank system (e.g., 

Prowse, 1992; Aoki et al., 1994; Kang and Shivdasani, 1999), and examine whether and 

how financial covenants are used in debt contracts. Assuming that the main bank 

already has a close relationship with and considerable power over a borrower, the need 

to include financial covenants may be less significant in Japan than in Anglo–Saxon 

                                                   
1
 Citron (1992; 1995), Day and Taylor (1995; 1996), and Moir and Sudarsanam (2007) 

examines financial covenants in the UK. 
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countries. Consistent with this conjecture, Nakamura (2011) reports that financial 

covenants in Japan are rarely included in bonds or bilateral loans, but are largely used in 

syndicated loan contracts in which participating banks in the syndicate have relatively 

lower incentives to monitor the borrower (Dass et al., 2011). That is, in contrast to 

Anglo–Saxon countries, where covenants are widely used in both public and private 

debt contracts (Frankel and Litov, 2007; Roberts and Sufi, 2009), covenants tend to be 

used in only certain situations in Japan. Yet, the structure and role of covenants are not 

fully understood. 

We begin our analysis with financial covenants hand-collected from footnotes in 

firms’ annual security reports due to the lack of a comprehensive commercial database 

of debt covenants in Japan. Although firms’ disclosure policies vary, we collect 1,438 

observations and find that the types of financial covenants do not vary among firms. In 

most cases, “maintenance of net assets” and “maintenance of net income before 

extraordinary items” are used as financial covenants. We also document that only 4.5% 

of our sample include covenants in bond contracts. 

Following previous studies, we hypothesize and test the role of financial 

covenants by specifying the determinants involved in setting covenants. Previous 

studies report that factors such as leverage, tangibility, profitability, and loan size are 

probable determinants of including financial covenants (see next section). Including 

these factors, we also take into account Japanese-specific factors: the existence of the 

main bank and increase in foreign shareholders. We predict that the existence of the 

main bank substitutes for debt covenants in private lending agreements because the 

main bank already has a close relationship with and power over borrowers. Moreover, 

the presence of foreign shareholders has increased since the late 1990s and they 
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influence firms’ payout policies. Nakao (2008) and Kochiyama (2011) report that 

foreign shareholder ownership is positively correlated with changes in dividends: 

foreign investors prefer higher dividends. Given that the role of covenants is to solve 

conflicts between shareholders and creditors by restricting firms’ distributions (e.g., 

Kalay, 1982), we predict that covenants are used for firms with higher foreign 

shareholder ownership. 

We analyze the determinants of financial covenants using a sample of more than 

8,000 firm-year observations of Japanese listed companies during 2004–2012. Our 

binominal regression analysis shows that financial characteristics, such as operating 

performance, leverage, and tangibility, significantly affect the use of covenants. Most 

importantly, in addition to these financial factors, we find that financial covenants are 

likely to be included for firms with lower dependence on the main bank and higher 

foreign shareholder ownership. Furthermore, from additional analyses on the strictness 

of covenants, we find that a borrower’s leverage is significantly related to the number 

and tightness of financial covenants. 

     This study contributes to the literature by empirically revealing Japanese debt 

covenants. Previous studies that investigated financial covenants primarily use the US 

and UK firms. Hence, little is known about covenants outside Anglo–Saxon countries. 

While Inamura (2009) examines financial covenants in Japanese bond contracts, we 

provide a comprehensive picture of debt covenants on the basis of a large 

hand-collected sample. Moreover, our findings suggest that remarkable differences exist 

between Japan and the US. These embrace types of debt including covenants, types of 

financial covenants, and lenders’ measures of violations. Thus, we document that 

covenants vary among countries. 
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     This paper is structured as follows. Section 2 reviews the literature on the 

determinants of financial covenants and develops hypotheses. Section 3 analyzes the 

status quo of financial covenants in Japan on the basis of our hand-collected 

observations. Section 4 describes our research design, sample, and variables. Section 5 

shows the results of our analyses and the interpretation of those results. Section 6 is the 

conclusion. 

 

 

2. Literature Review and Hypotheses Development 

2.1. Previous studies on determinants of covenants 

The importance and rationale of financial covenants are well established in Jensen and 

Meckling (1976), Myers (1977), and Smith and Warner (1979). These studies develop 

the Agency Theory of Covenants (ATC) and note that covenants are useful because they 

mitigate the conflicts of interest between shareholders and bondholders. In particular, 

Smith and Warner (1979) specifies four sources of conflict (i.e., dividend payment, 

claim dilution, asset substitution, and underinvestment) and argues that covenants can 

solve the conflicts arisen from these by restricting managers’ behavior that results in 

wealth transfer from bondholders to shareholders (e.g., debt- and liquidation-financed 

distributions). In short, bondholders use debt covenants to protect themselves from 

exploitation by shareholders. 

     On the basis of the ATC, subsequent studies investigate the determinants of 

financial covenants in both public and private debt contracts. For example, El-Gazzar 

and Pastena (1991) uses 73 private lending contracts from the US firms and reports that 

the materiality of new debt, the existence of collateral, and leverage affect the setting of 



8 

 

financial covenants. Using 91 non-convertible debentures, Begley and Feltham (1999) 

finds that the borrower’s tangibility, market-to-book ratio, leverage, and management 

incentives (i.e., cash compensation, stock wealth, and ownership fraction) affect the use 

of financial covenants. Similarly, Bradley and Roberts (2004) analyzes 12,425 private 

lending agreements drawn from the Dealscan database and shows that the borrower’s 

market capitalization, leverage, profitability, loan size and credit spread are related to 

the setting of covenants. Billet et al. (2004) and Frankel and Litov (2007) focus on bond 

contracts and find that financial factors such as the borrower’s market-to-book ratio, 

operating performance, and leverage influence the use of financial covenants. In the 

Japanese context, Inamura (2009) uses bond contracts and reports that the existence of a 

bond manager, bond maturity, and interest spread are the probable determinative factors 

of financial covenants. 

   Some recent studies attempt to capture the effect of country-level institution on 

the use of financial covenants and firm-level determinants. Utilizing the US state law 

environment, Qi and Wald (2008) analyzes the relationship between the use of 

covenants in bond contracts and the strictness of each state law. They find that financial 

covenants appear less frequently in states with stricter payout restriction laws. Qi et al. 

(2011) examines covenants in foreign corporate bonds issued in the US from more than 

50 countries and reports that bonds of firms incorporated in countries with stronger 

creditor rights use fewer covenants. Furthermore, in a sample of 7,053 syndicated loans 

from 23 countries, Hong et al. (2011) finds that debt covenants are more prevalent in 

countries with stronger law enforcement and more developed private credit markets. 

     Table 1 summarizes the relevant studies on determinants of financial covenants. 

Overall, while many previous studies reveal that the use of financial covenants is largely 
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related to the borrower’s financial characteristics, recent studies have begun 

investigating why and how the use of covenants differs among countries. 

 

Insert Table 1 about here 

 

2.2. Hypothesis Development 

     In this study, we extend the literature by empirically and comprehensively 

examining determinants of financial covenants in Japanese firms. First, following 

previous studies, we predict that the borrower’s financial characteristics affect the use of 

financial covenants. Specifically, we adopt eight basic measures as determinative 

factors: (1) profitability, (2) firm size, (3) leverage, (4) interest rates, (5) sales growth, 

(6) market-to-book ratio, (7) tangibility, and (8) likelihood of bankruptcy. Dichev and 

Skinner (2002) and Asquith et al. (2005) argue that financial covenants are written to 

provide the lender with an early warning signal of deterioration in credit risk. Thus, the 

use and structure of covenants are likely to vary depending on the borrower’s economic 

circumstances. Given that one of the expected roles of covenants is to be an “early 

warning signal,” lenders are likely to include covenants to engage in early intervention 

in firms with lower profitability, higher leverage and/or interest rates, fewer growth 

opportunities, and lower collateral. 

     In addition to these basic financial characteristic, we predict that 

Japanese-specific factors also affect the use of financial covenants. We focus on two 

unique governance factors: the main bank system and the presence of foreign 

shareholders. The main bank system has been regarded as one of the most significant 

features in the Japanese economy. Aoki et al. (1994) defines the concept of a main bank 
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as a “nexus,” and argues that the main bank provides large loans and has a close 

relationship with and power over the borrower. In particular, during good times the main 

bank monitors the borrower by checking the transaction account and dispatching a 

manager, and during bad times the main bank is involved in the borrower’s management 

for the purpose of reconstructing it (e.g., Aoki et al., 1994; Osano, 2001). Therefore, in 

the presence of the main bank, we predict that, as the main bank system substitutes for 

covenants, the need for including financial covenants to “monitor the borrower” is less 

significant (e.g., Begley and Feltham, 1999). 

     Foreign shareholder ownership has increased since the late 1990s in Japan. 

According to the Tokyo Stock Exchange, foreign investors held approximately 4.7% of 

the shares in 1990, which increased by 28.0% in 2012 and is now the highest compared 

with other shareholder groups (Tokyo Stock Exchange, 2013). Foreign shareholders, 

most of whom are institutional investors, are frequently characterized as investors who 

are very strict regarding corporate value, and thus intervene in management through a 

“voice” on behalf of themselves (e.g., Iwatsubo and Tonogi, 2006). Consistently, Nakao 

(2008) and Kochiyama (2011) report that foreign shareholder ownership is positively 

correlated with changes in dividends: foreign investors prefer higher dividends. 

Therefore, considering that covenants are useful for solving conflicts between 

shareholders and creditors by restricting firms’ distributions (e.g., Kalay, 1982; Leuz et 

al., 1998), we predict that lenders are more likely to use covenants for firms with higher 

foreign shareholder ownership to protect themselves. 

 

3. Analysis for Status Quo of Financial Covenants in Japan 

This section describes and analyzes our sample of financial covenants and its 
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characteristics. We obtain our sample of private and public lending agreements from 

footnotes of firms’ annual security reports. Utilizing the Pronexus/EOL database, which 

comprehensively records annual reports of listed Japanese firms, we search and 

hand-collect both qualitative and quantitative data on financial covenants by using the 

phrase “covenant.” Our sample of financial covenants consists of 1,483 firm-year 

observations represented by 463 Japanese listed firms whose fiscal years ends are in 

March from 2004 to 2012. We preliminarily note that most covenants are used in 

bilateral or syndicated loan contracts, whereas only 66 observations are bond covenants 

(the ratio of bond covenant observations: 4.5%). 

Table 2 shows the number of firms and types of available information on financial 

covenants. Since neither public regulations on disclosure nor a comprehensive 

commercial database for debt covenants exists, we note that the information is 

completely depends on firms’ voluntary disclosures. We classify the degree of firms’ 

disclosure policy into three levels: only the existence of covenants (level 1), the types of 

covenants (level 2), and the types and thresholds of covenants (level 3). From Table 2, 

approximately 78.0% of our sample discloses their types of financial covenants. 

 

Insert Table 2 about here 

 

Table 3 reports on the types of financial covenants used in debt contacts. We note 

that the observations classified as level 2 and level 3 are analyzed hereafter. From Table 

3, we observe that “maintenance of net assets” (92.4%) and “maintenance of earnings” 

(79.0%) are included in most cases. In contrast, the other types of covenants are not 

used frequently. Hence, Japanese firms tend to use financial covenants in uniform 



12 

 

practice. Moreover, when we analyze the number of financial covenants included for 

each observation, “two items” is approximately 58.5%, many of which are a 

combination of “maintenance of net assets” and “maintenance of earnings.” The result 

is reported in Table 4. 

 

Insert Tables 3 and 4 about here 

 

Next, we analyze the threshold of “maintenance of net assets” and “maintenance 

of earnings,” since these two covenants are most frequently used. Again, we note that 

only observations with available information are considered. Table 5 reports the results 

of the analysis. Most “maintenance of net assets” covenants require maintaining over 

X% of net assets at the end of each fiscal year compared to these of the reference year. 

For more than half of our available observations, the threshold is 75% of the reference 

net assets. We also observe that approximately 90.9% of the observations use the value 

of net assets without any adjustments. 

 

Insert Table 5 about here 

 

Table 6 shows the types of earnings and the thresholds referred to in the 

“maintenance of earnings” covenants. We find that the most common earnings type is 

net income before extraordinary items (83.2%), and that the next most common is 

operating income (23.8%). Moreover, from Panel B of Table 6, approximately 80.0% of 

the covenants require the borrower not to report losses for the reference earnings for two 

consecutive years. Therefore, earning-related covenants are also considerably uniform 
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in terms of the threshold and reference earnings. 

 

Insert Table 6 about here 

 

These findings contrast sharply with that of the US. Dichev and Skinner (2002) 

examines types of financial covenants in private lending agreements and finds that US 

firms use various covenants, such as debt-to-cash flow ratio, interest coverage, and 

tangible net worth (p.1101). Similarly, using a sample of bond contracts, Frankel and 

Litov (2007) reports that both “EBITDA based covenants” and “balance sheet and 

earnings based covenants” are widely used in the US.
2
 Therefore, unlike Japan, US 

firms tend to use substantively tailored and various financial covenants for both public 

and private debt contracts. 

Finally, we examine the behavior of 183 firms in our sample that violated 

financial covenants. Table 7 displays the behaviors during the period of and the next 

period after violations. In Japan, lenders and borrowers usually formulate agreements 

stating that when borrowers violate covenants, they lose “the benefit of time” at the time 

of the contracts. However, Panel A of Table 7 shows that forfeiture of the benefit is 

respited in many cases (48.9%), and there are not many cases in which firms 

                                                   
2
 Recent studies report that some changes were made to financial covenants in the US. 

Begley and Freedman (2004) finds that, in new debt agreements from 1975 to 2000, the 

dividend restriction covenants and the covenants limiting the borrowing based on 

accounting numbers were no longer used; in contrast, the tendency was to use 

cash-flow-based covenants. Additionally, Demerjian (2011) reports a decline in 

covenants based on the balance sheet (e.g., debt ratio, net assets, and current ratio) from 

1996 to 2007. 
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immediately refinance or pay off their debt (4.9%). Likewise, Panel B shows that only 

eight out of the 182 cases were “refinance or pay off” in the next period after the 

violation (the ratio: 4.4%). Considering that the punishment for violations in the US is 

severe (e.g., Beneish and Press, 1993; 1995; Nini et al., 2007; Chava and Roberts, 2008; 

Dyreng, 2009; Roberts and Sufi, 2009), penalties may be relatively light in Japan. 

 

Insert Table 7 about here 

 

In summary, Japanese firms tend to use “maintenance of net assets” and 

“maintenance of earnings” as financial covenants. In addition, they typically require 

firms to maintain over 75% of the reference net assets value and not to report losses for 

two consecutive years. Therefore, in Japan, financial covenants are used uniformly. 

Figure 1 illustrates a typical example of the financial covenants set by Japanese 

companies. 

 

Insert Figure 1 about here 

 

 

4. Research Design and Descriptive Statistics 

4.1. Research Design 

We apply the following binominal logit regression model to evaluate the determinants 

of financial covenants. 
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𝐶𝑜𝑣_𝐷𝑖,𝑡 = 𝛼0 + 𝛼1𝑅𝑂𝐴𝑖,𝑡 + 𝛼2𝑆𝑖𝑧𝑒𝑖,𝑡 + 𝛼3𝐿𝑒𝑣𝑖,𝑡 + 𝛼4𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑖,𝑡 + 𝛼5𝐺𝑟𝑜𝑤𝑡ℎ𝑖,𝑡

+ 𝛼6𝑀𝑡𝑜𝐵𝑖,𝑡 + 𝛼7𝑇𝑎𝑛𝑔𝑖𝑏𝑖𝑙𝑖𝑡𝑦𝑖,𝑡 + 𝛼8𝑆𝐴𝐹𝑖,𝑡 + 𝛼9𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡

+ 𝛼10𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 +∑𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑖𝑒𝑠 +∑𝑌𝑒𝑎𝑟𝑠 + 𝜀𝑖,𝑡 

Eq. (1) 

 

The variables in equation (1) are as follows: 𝐶𝑜𝑣_𝐷𝑖,𝑡 is a dummy variable that equals 

one if financial covenants exist in debt contracts for firm i in year t and zero otherwise; 

𝑅𝑂𝐴𝑖,𝑡 denotes the net incomes before extraordinary items for firm i in year t; 𝑆𝑖𝑧𝑒𝑖,𝑡 

denotes the natural log of total assets for firm i in year t; 𝐿𝑒𝑣𝑖,𝑡 denotes the net amount 

of debt for firm i in year t; 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑖,𝑡 denotes the weighted average interest rates on 

commercial lending for firm i in year t; 𝐺𝑟𝑜𝑤𝑡ℎ𝑖,𝑡 denotes the average growth in sales 

for the past three years for firm i in year t; 𝑀𝑡𝑜𝐵𝑖,𝑡 denotes the market-to-book ratio at 

the fiscal year end for firm i in year t; 𝑇𝑎𝑛𝑔𝑖𝑏𝑖𝑙𝑖𝑡𝑦𝑖,𝑡 denotes the amount of PPE for 

firm i in year t; 𝑆𝐴𝐹𝑖,𝑡 is a dummy variable that equals one if the value of SAF2002 

(Shirata, 2003) for firm i in year t is lower than 0.68 and zero otherwise; 

𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡 denotes the ratio of loans financed from the main bank to total debt 

with interest for firm i in year t; 𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 denotes the ratio of shares held by 

foreign investors to outstanding shares for firm i in year t; 𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑖𝑒𝑠 denotes the 

industry dummies on the basis of the Nikkei Middle Industry Classification (33 

industries); and 𝑌𝑒𝑎𝑟𝑠 denotes the year dummies from 2004 to 2012. 

     The first eight variables represent the basic financial characteristics discussed in 

section 2: (1) profitability, (2) firm size, (3) leverage, (4) interest rates, (5) sales growth, 

(6) market-to-book ratio, (7) tangibility, and (8) likelihood of bankruptcy, respectively. 

In particular, note that we use the net amount of debt as leverage, and that SAF2002 as 
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introduced in Shirata (2003) is an indicator of the likelihood of bankruptcy. 

    𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡  and 𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡  represent Japanese-specific factors. The 

former indicates the borrower’s financial dependence on its main bank and proxies the 

closeness of the relation. According to our hypothesis, the sign of 𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡 

are expected to be significantly negative. The latter indicates the presence of foreign 

shareholders and proxies the degree of profit claims from shareholders. We predict that 

the sign of 𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 should be significantly positive. 

     We also include industry and year dummies to control industry- and year-fixed 

effects, respectively. 𝑅𝑂𝐴𝑖,𝑡, 𝐿𝑒𝑣𝑖,𝑡, and 𝑇𝑎𝑛𝑔𝑖𝑏𝑖𝑙𝑖𝑡𝑦𝑖,𝑡 are scaled by total assets in 

year t–1. Furthermore, to rule out the effect of outliers, we use data that was winsorized 

at the bottom 1% and top 99% levels for each non-indicator variable. 

 

4.2. Sample and Descriptive Statistics 

We analyze our hypotheses using a sample of publically listed Japanese firms with 

fiscal year ends in March. The financial data are obtained from the Nikkei Media Inc. 

database NEEDS Financial-QUEST 2.0 and NEEDS-Cges for a sample period of 2005–

2012 because data on commercial loans financed from the main bank are available from 

2005. We use firm-year observations with available annual consolidated financial data, 

except for those in the banking, securities, and insurance sectors. The final sample 

comprises 8,791 firm-year observations: 842 observations with covenants and 7,949 

observations without covenants. 

     Table 8 reports the descriptive statistics. The mean of 𝐶𝑜𝑣_𝐷𝑖,𝑡, our dependent 

variable, indicates a ratio of covenant observations out of our sample. The value is 

approximately 9.6%, suggesting disproportionality in our sample. As argued in Palepu 



17 

 

(1986) and Maddala (1991), logistic regression is an appropriate approach where 

disproportionate sampling from two populations occurs. In logistic regression, the 

coefficients of the independent variables are not affected by the unequal sampling rates. 

Therefore, we consider that our research design is appropriate for our sample structure. 

 

Insert Table 8 about here 

 

     Table 9 shows the correlations between the testing variables. A strong positive 

correlation exists between 𝑆𝑖𝑧𝑒𝑖,𝑡 and 𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 (the values are 0.62 and 0.68 

for Pearson’s and Spearman’s correlations, respectively), indicating foreign investors 

tend to hold the shares of relatively large firms. To check the multicollinearity among 

independent variables, we calculate and find that the variance inflation factors (VIF) are 

less than five for every estimate (the mean is 1.42). 

 

Insert Table 9 about here 

 

 

5. Empirical Findings 

5.1. Results for Determinants of Financial Covenants 

To analyze the determinants of financial covenants, we apply Equation (1). The results 

are reported in Table 10. Given our large panel data set, we use heteroskedasticity 

corrected robust standard errors (White, 1980). Moreover, we note that column (1) 

shows the results for the full sample (including both private and public debt covenants), 

and that column (2) reports the results when we exclude bond covenant observations 
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(only private debt covenants are analyzed). 

 

Insert Table 10 about here 

 

     First, for basic financial measures, we observe that profitability, leverage, interest 

rates, tangibility, and the likelihood of bankruptcy are significantly related to the use of 

financial covenants. In other words, covenants are likely included for firms with lower 

profitability and higher leverage, interest ratios, and thus likelihood of bankruptcy. In 

contrast to Inamura (2009), which finds a negative relationship between interest rates 

and covenants, we observe that interest rates are positively correlated with the use of 

covenants, implying that in Japanese private lending agreement lenders do not use 

covenants as a substitute for interest rates as self-protection. Moreover, contrary to our 

prediction, tangibility, which proxies the amount of firm’s collateral, is positively 

correlated to the setting of financial covenants. This result suggests that most fixed 

tangible assets are relation-specific for firms in Japan, and thereby the variable proxies 

the amount of assets on which lenders cannot rely. 

     For Japanese-specific factors, consistent with our hypotheses, Table 10 shows 

negative coefficients for the main bank variable and positive coefficients for the foreign 

investor variable. For the former, covenants are less likely to be used for firms with 

higher dependence on or closer relationship with main banks, implying that the need to 

include covenants is less significant in the presence of a main bank. For the latter, 

lenders are likely to use covenants for firms with higher foreign shareholder ownership. 

Given that foreign shareholders frequently intervene with the management on behalf of 

themselves, lenders may use covenants as a self-protection tool. 
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5.2. Additional Analyses on the Strictness of Financial Covenants 

To obtain more specific implications on financial covenants, we further analyze their 

strictness. Previous studies attempt to examine not only covenants’ determinative 

factors but also their strictness by constructing either slack or number of covenants, or 

both (e.g., Demerjian and Owens, 2014). For example, Dichev and Skinner (2002) use 

slack defined as the actual value minus the corresponding covenant threshold. Similarly, 

Frankel and Litov (2007) and Kim et al. (2010) take the same approach to measure the 

slack. In contrast, Bradley and Roberts (2004) and Billet et al. (2007) use the number of 

covenants as a proxy for financial covenant strictness. 

     On the basis of these studies, we analyze how strictness is determined in the 

Japanese context. As discussed in Section 3, the typical Japanese financial covenants are 

two provisions on “maintenance of net assets” and “maintenance of net income before 

extraordinary items.” Considering this characteristic, we use three measures for 

strictness: 𝑁𝑜𝐶𝑜𝑣𝑖,𝑡, 𝑁𝐴_𝐷𝑖,𝑡, and 𝑁𝐴_𝑆𝑙𝑎𝑐𝑘𝑖,𝑡. 𝑁𝑜𝐶𝑜𝑣𝑖,𝑡 is a dummy variable that 

equals one if the number of financial covenants is more than two for firm i in year t and 

zero otherwise; 𝑁𝐴_𝐷𝑖,𝑡  is a dummy variable that equals one if the threshold of 

“maintenance of net assets” is more than 75% of the benchmark net assets for firm i in 

year t and zero otherwise; and 𝑁𝐴_𝑆𝑙𝑎𝑐𝑘𝑖,𝑡 denotes slack, defined as the actual value 

of net assets minus the threshold of net assets. Since lenders use the two covenants and 

adopt the threshold of 75% for “maintenance of net assets” in most cases (see Tables 4 

and 5), we consider that debt contacts with more than two covenants and a higher 

threshold of net assets are relatively restrictive in Japan. We note that 𝑁𝐴_𝑆𝑙𝑎𝑐𝑘𝑖,𝑡 is 

scaled by the benchmark net assets. 
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     We incorporate these three measures into Equation (1) as dependent variables and 

apply OLS for the estimation of 𝑁𝐴_𝑆𝑙𝑎𝑐𝑘𝑖,𝑡 because it is a continuous variable. Table 

11 reports the results. Note that covenant observations with available data are used in 

each estimate. 

 

Insert Table 11 about here 

 

     First, we observe that factors such as leverage, interest rates, growth, tangibility, 

and foreign shareholder ownership have a strong effect on the number of covenants 

used in debt contracts. The findings imply that more covenants are used for firms with 

higher default risk. Furthermore, lenders are likely to include more than two covenants 

to protect their interests from strong foreign shareholders. 

In contrast, the results of columns (2) and (3) exhibit that tightness of financial 

covenants is determined differently. Leverage and likelihood of bankruptcy consistently 

affect tightness for both 𝑁𝐴_𝐷𝑖,𝑡 and 𝑁𝐴_𝑆𝑙𝑎𝑐𝑘𝑖,𝑡, although some different variables 

have statistically significant coefficients. Thus, tighter covenants are also used for firms 

with higher default risk. 

Overall, our findings suggest that a firm’s default risk specifically represented as 

leverage is likely to determine the strictness of financial covenants. This implication is 

consistent with previous studies (e.g., Dhaliwal, 1980; Hunt, 1985; Duke and Hunt, 

1990), that discuss the leverage is a valid proxy for the strictness of covenants, and thus 

the probability of violating covenants. Therefore, we conclude that stricter covenants 

are used as early-warning signals and to monitor the high-risk borrower. 
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6. Conclusions 

This study empirically examines the role, structure, and determinants of financial 

covenants in Japan. Since previous studies largely investigate US firms, little is known 

about financial covenants outside Anglo–Saxon countries. Moreover, recent studies 

report that the use of covenants differs among countries. In light of these arguments, we 

focus our attention on Japan, a country typically characterized as bank-oriented and 

having the main bank system. 

    First, we analyze information on the structure of financial covenants. The 

analyses reveal that the types of financial covenants do not vary among firms. In most 

cases, two financial covenants, namely “maintenance of net assets” and “maintenance of 

net income before extraordinary items,” are used. Furthermore, we show that lenders do 

not impose severe punishments on the borrower when covenants are violated. Rather, 

lenders are likely to give moratoriums. 

     From the analysis of the determinants of using financial covenants, we find that 

financial factors such as profitability, leverage, interest rates, and the likelihood of 

bankruptcy affect such use. Moreover, we apply two Japanese-specific factors: 

dependence on the main bank and foreign shareholder ownership. Consistent with our 

prediction, we find that covenants are more likely to be used for firms with less 

financial dependence on main bank and that have a larger foreign shareholder stake. 

These results suggest that country-unique factors, in addition to basic financial 

characteristics, affect the use of covenants. Moreover, our additional analyses show that 

a firm’s leverage is a key determinative factor for the strictness of financial covenants. 

     From these findings, we infer that the role of financial covenants in Japan is 
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substantially different from that in the US. The remarkable differences are as follows: 

(1) the type of debt with financial covenants, (2) types of financial covenants, and (3) 

lenders’ measures when violating covenants. That is, although covenants in the United 

States are widely used for both public and private debt contracts, Japanese covenants are 

primarily used for syndicated loans. Moreover, although the types of covenants vary in 

the United States, Japanese covenants are boilerplates and do not vary among firms. 

Finally, the punishments for the violation of covenants are considerably severe in the 

United States (e.g., Nini et al., 2007; Roberts and Sufi, 2009; Dyreng, 2009), yet lenders 

in Japan are not likely to impose punishments. On the basis of these comparisons, we 

conjecture that the role of financial covenants in the Japanese context is to simply 

provide an opportunity to renegotiate to find a more appropriate reconstruction together 

with lenders, rather than to strongly ensure lenders’ profits. 

     This study contributes to the literature by empirically analyzing Japanese debt 

covenants. Previous studies investigate financial covenants primarily using US firms. 

Therefore, little is known about covenants outside Anglo–Saxon countries. While 

Inamura (2009) examines financial covenants in Japanese bond contracts, we provide a 

comprehensive picture of financial covenants on the basis of a large hand-collected 

sample. Furthermore, we find that remarkable differences exist between covenants in 

the Japanese and US contexts, including the types of debt that include covenants, types 

of financial covenants, and lenders’ measures for violations. Therefore, we conclude 

that the role, structure, and determinants of financial covenants vary among countries, in 

particular, in respond to a country’s unique economic system. 

 

 

 



23 

 

References 

Aoki, M., Patrick, H. and Sheard, P. (1994) “The Japanese Main Bank System: An 

Introductory Overview,” The Japanese Main Bank System: Its Relevance for 

Developing and Transforming Economies (Aoki, M. and Patric, H., eds.), pp.1-51, 

Oxford University Press. 

Asquith, P., Beatty, A. and Weber, J. (2005) “Performance Pricing in Bank Debt 

Contracts,” Journal of Accounting and Economics, 40(1-3), pp.101-128. 

Ball, R., Kothari, S. P. and Robins, A. (2000) “The Effect of International Institutional 

Factors on Properties of Accounting Earnings,” Journal of Accounting and 

Economics, 29(1), pp.1-51. 

Begley, J. and Feltham, G. A. (1999) “An Empirical Examination of the Relation 

between Debt Contracts and Management Incentives,” Journal of Accounting and 

Economics, 27(2), pp.229-259. 

Begley, J. and Freedman, R. (2004) “The Changing Role of Accounting Numbers in 

Public Lending Agreements,” Accounting Horizon, 18(2), pp.81-96. 

Beneish, M. D. and Press, E. (1993) “Costs of Technical Violation of Accounting-Based 

Debt Covenants,” The Accounting Review, 68(2), pp.233-257. 

Beneish, M. D. and Press, E. (1995) “The Resolution of Technical Default,” The 

Accounting Review, 70(2), pp.337-353. 

Billet, M. T., King, T. D. and Mauer, D. C. (2004) “Bondholder Wealth Effects in 

Mergers and Acquisitions: New Evidence from the 1980s and 1990s,” The 

Journal of Finance, 59(1), pp.107-135. 

Bradley, M. and Roberts, M. (2004) “The Structure and Pricing of Corporate Debt 

Covenants,” Working Paper, Duke University. 

Chava, S. and Roberts, M. (2008) “How Does Financing Impact Investment? The Role 

of Debt Covenants,” The Journal of Finance, 63(5), pp.2085-2121. 

Citron, D. B. (1992) “Financial Ratio Covenants in UK Bank Loan Contracts and 

Accounting Policy Choice,” Accounting and Business Research, 22(88), 

pp.322-336. 

Citron, D. B. (1995) “The Incidence of Accounting-Based Covenants in UK Public Debt 

Contracts: An Empirical Analysis,” Accounting and Business Research, 25(99), 

pp.139-150. 

Dass, N., Nanda, V. and Wang, Q. (2011) “Syndicated Loans: The Role of Covenants in 

Mitigating Lender Disagreements,” Working Paper, SSRN. 

Day, J. F. S. and Taylor, P. J. (1995) “Evidence on the Practices of UK Bankers in 

Contracting for Medium-Term Debt,” Journal of International Banking Law, Sep., 



24 

 

pp.394-401. 

Day, J. F. S. and Taylor, P. J. (1996) “Banker’s Perspectives on the Role of Covenants in 

Debt Contracts,” Journal of International Banking Law, May, pp.201-205. 

Demerjian, P. R. (2011) “Accounting Standards and Debt Covenants: Has the “Balance 

Sheet Approach” Led to a Decline in the Use of Balance Sheet Covenants?,” 

Journal of Accounting and Economics, 52(2-3), pp.178-202. 

Demerjian, P. R. and Owens, E. L. (2014) “Measuring Financial Covenants Strictness in 

Private Debt Contracts,” Working Paper, SSRN. 

Dhaliwal, D. S. (1980) “The Effect of the Firm’s Capital Structure on the Choice of 

Accounting Methods,” The Accounting Review, 55(1), pp.78-84. 

Dichev, I. D. and Skinner, D. J. (2002) “Large-Sample Evidence on the Debt Covenant 

Hypothesis,” Journal of Accounting Research, 40(4), pp.1091-1123. 

Duke, J. C. and Hunt, H. G. (1990) “An Empirical Examination of Debt Covenants 

Restrictions and Accounting-Related Debt Proxies,” Journal of Accounting and 

Economics, 12(1-3), pp.45-63. 

Dyreng, S. D. (2009) “The Cost of Private Debt Covenant Violation,” Working Paper, 

SSRN. 

El-Gazzar, S. and Pastena, V. (1991) “Factors Affecting the Scope and Initial Tightness 

of Covenant Restrictions in Private Lending Agreements,” Contemporary 

Accounting Research, 8(1), pp.132-151. 

Frankel, R. and Litov, L. (2007) “Financial Accounting Characteristics and Debt 

Covenants,” Working Paper, SSRN. 

Graham, J. R., Li, S. and Qiu, J. (2008) “Corporate Misreporting and Bank Loan 

Contracting,” Journal of Financial Economics, 89(1), pp.44-61. 

Hong, H. A., Hung, M. and Zhang, J. (2011) “The Use of Debt Covenants Worldwide: 

Institutional Determinants and Implications on Financial Reporting,” Working 

Paper, SSRN. 

Hunt, H. G. (1985) “Potential Determinants of Corporate Inventory Accounting 

Decisions,” Journal of Accounting Research, 23(2), pp.448-467. 

Inamura, Y. (2009) “The Determinants of Accounting-Based Covenants in Public Debt 

Contracts,” Journal of International Business Research, 8(special issue 2), 

pp.1-15. 

Iwatsubo, K. and Tonogi, K. (2006) “Foreign Ownership and Firm Value: Identification 

through Heteroskedasticity (in Japanese),” CEI Working Paper Series, 

No.2006-13, Hitotsubashi University. 

Jensen, M. C. and Meckling, W. H. (1976) “The Theory of the Firm: Managerial 



25 

 

Behavior, Agency Costs, and Ownership Structure,” Journal of Financial 

Economics, 3(4), pp.305-360. 

Kalay, A. (1982) “Stockholder-Bondholder Conflict and Dividend Constraints,” Journal 

of Financial Economics, 10(2), pp.211-233. 

Kang, J. K. and Shivdasani, A. (1999) “Alternative Mechanisms for Corporate 

Governance in Japan: An Analysis of Independent and Bank-Affiliated Firms,” 

Pacific-Basin Finance Journal, 7(1), pp.1-22. 

Kim, B. H., Lei, L. and Pevzner, M. (2010) “Debt Covenant Slack and Real Earnings 

Management,” Working Paper, SSRN. 

Kochiyama, T. (2011) “Economic Consequences of Fair Value Accounting and a 

Change in the Distribution Rule,” Working Paper, Hitotsubashi University. 

Leuz, C., Deller, D. and Stubenrath, M. (1998) “An International Comparison of 

Accounting-Based Payout Restrictions in the United States, United Kingdom, and 

Germany,” Accounting and Business Research, 28(2), pp.111-129. 

Maddala, G. S. (1991) “A Perspective on the Use of Limited Dependent Variables and 

Qualitative Variables in Accounting Research,” The Accounting Review, 66(4), 

pp.788-807. 

Mansi, S. A., Qi, Y. and Wald, J. K. (2013) “Debt Covenants, Bankruptcy Risk, and 

Issuance Costs,” Working Paper, SSRN. 

Moir, L. and Sudarsanam, S. (2007) “Determinants of Financial Covenants and Pricing 

of Debt in Private Debt Contracts: the UK Evidence,” Accounting and Business 

Research, 37(2), pp.151-166. 

Myers, S. C. (1977) “Determinants of Corporate Borrowing,” Journal of Financial 

Economics, 5(2), pp.147-175. 

Nakamura, R. (2011) “The Accounting Behavior of Firms Violating Financial 

Covenants in Loan Agreements (in Japanese),” Kaikei, 179(4), pp.87-99. 

Nakamura, R. and Kochiyama, T. (2013) “The Role of Financial Covenants in Japanese 

Firms (in Japanese),” Kaikei, 184(5), pp.101-113. 

Nakao, T. (2008) “Kigyou Touchi ga Toushi・Haitou ni Ataeru Eikyou (in Japanese),” 

Worldwide Business Review, 10(1), pp.1-13. 

Nini, G., Smith, D. C. and Sufi, A. (2007) “Creditor Control Rights and Firm 

Investment Policy,” Journal of Financial Economics, 92(3), pp.400-420. 

Osano, H. (2001) Corporate Governance no Keizaigaku (in Japanese), Nnihon Keizai 

Shinbunsha. 

Palepu, K. G. (1986) “Predicting Takeover Targets: A Methodological and Empirical 

Analysis,” Journal of Accounting and Economics, 8(1), pp.3-35. 



26 

 

Prowse, S. D. (1992) “The Structure of Corporate Ownership in Japan,” The Journal of 

Finance, 47(3), pp.1121-1140. 

Qi, Y. and Wald, J. K. (2008) “State Laws and Debt Covenants,” Journal of Law and 

Economics, 51(2), pp.179-208. 

Qi, Y., Roth, L. and Wald, J. K. (2011) “How Legal Environments Affect the Use of 

Bond Covenants,” Journal of International Business Studies, 42(2), pp.235-262. 

Roberts, M. R. and Sufi, A. (2009) “Control Rights and Capital Structure: An Empirical 

Investigation,” The Journal of Finance, 64(4), pp.1657-1695. 

Shirata, Y. (2003) Kigyou Tousan Yochi Model (in Japanese), Chuoukeizaisha. 

Smith Jr, C. W. and Warner, J. B. (1979) “On Financial Contracting: An Analysis of 

Bond Covenants,” Journal of Financial Economics, 7(2), pp.117-161. 

Sufi, A. (2007) “Information Asymmetry and Financing Arrangements: Evidence from 

Syndicated Loans,” The Journal of Finance, 62(2), pp.629-668. 

Tokyo Stock Exchange (2013) “Report on a Survey for Share Dispersion in 2012 (in 

Japanese),” 

http://www.tse.or.jp/market/data/examination/distribute/b7gje6000000508d-att/bu

npu2012.pdf 

White, H. (1980) “A Heteroscedasticity-consistent Covariance Matrix Estimator and a 

Direct Test for Heteroscedasticity,” Econometrica, 48(4), pp.817-838. 

 

 

 



27 

 

 

Table 1. Overview of empirical studies on determinants of financial covenants 

Study 
Type  

of debt 
Country Main determinative factors 

El-Gazzar and 

Pastena (1991) 

Private 

Lending 
US Materiality, Existence of Collateral, Leverage 

Begley and 

Feltham 

(1999) 

Public Debt 

Debenture 
US 

Collateral (PPE scaled by total assets), 

Market-to-Book Ratio, EBITD, Leverage, 

Management Incentives 

Bradley and 

Roberts (2004) 

Private 

Lending 
US 

Maturity, Market-to-Book Ratio, Tangibility, 

EBITDA, Credit Spread 

Billet et al. 

(2007) 
Public Bond US 

Leverage, Maturity, Market-to-Book Ratio, Size, 

Performance Volatility, Altman’s Z score 

Frankel and 

Litov (2007) 
Public Bond US 

Market-to-Book Ratio, Tangibility, Profitability, 

Size, Debt Rating, Firm Age 

Graham et al. 

(2008) 

Private 

Lending 
US 

Market-to-Book Ratio, Leverage, Profitability, 

Tangibility, Z-score, Loan Maturity, Credit Spread 

Qi and Wald 

(2008) 
Public Bond US 

Strictness of State Law, Market-to-Book Ratio, 

Size, Loan Size, Maturity 

Inamura 

(2009) 
Public Bond Japan 

Maturity, Existence of Bond Manager, Size, 

Leverage, Interest Spread 

Hong et al. 

(2011) 

Private 

Lending 

(Syndicated 

Loans) 

23 

countries 

Country Level Institutional Factors, Size, 

Leverage, ROA, Tangibility, R&D, Dividend, 

Loan Size, Maturity 

Qi et al. 

(2011) 
Public Bind 

50 

countries 

Country-Level Institutional Factors, Size, Issue 

Size, Type of Bond 
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Table 2. Number and types of available information on financial covenants 

 

Disclosure Level 1 

(only existence of financial 

covenants is disclosed) 

Disclosure Level 2 

(the types of covenants are 

disclosed) 

Disclosure Level 3 

(the types and thresholds of 

covenants are disclosed) 

Total 

N 326 172 985 1,483 

% 22.0% 11.6% 66.4% 100.0% 

 

 

Table 3. Types of financial covenants used in Japan 

types of financial covenants N % 

Maintenance of net assets 1,069 92.4% 

Maintenance of earnings 914 79.0% 

Balance of debt with interests 148 12.8% 

Equity ratio 66 5.7% 

Leverage ratio 58 5.0% 

Bond rating 46 4.0% 

Interest coverage ratio 43 3.7% 

Debt service coverage ratio 34 2.9% 

Restrictions on investment 16 1.4% 

Restrictions of distribution 13 1.1% 

Current ratio 8 0.7% 

Fixed assets ratio 7 0.6% 

Inventory turnover period in days 3 0.3% 

Total number of observations 1,157 observations 

 

 

Table 4. Number of financial covenants set for each observation 

 
One item Two items Three items Four items More than four Total 

N 175 676 217 54 35 1,157 

% 15.1% 58.4% 18.8% 4.7% 3.0% 100.0% 

 

 

Table 5. Threshold for “maintenance of net assets” covenants 

 
85% and 

over 
80% 75% 70% 

60% and 
fewer 

Using 
amounts 

Total 

N 24 115 523 60 15 159 896 

% 2.7% 12.8% 58.4% 6.7% 1.7% 17.7% 100.0% 
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Table 6. Types of earnings and threshold used for “maintenance of earnings” covenants 

Panel A: Types of earnings used in “maintenance of earnings” covenant 

 
Operating income 

Net income before 
extraordinary 

items 
Net income Others 

Number of 
available 

observations 

N 206 721 60 7 

867 
% 23.8% 83.2% 6.9% 0.8% 

      

Panel B: Threshold of “maintenance of earnings” covenant 

 
Do not report 
losses for the 
reference earnings 

Do not report 
losses for the 
reference earnings 
for two 
consecutive years 

Do not report 
losses for the 
reference earnings 
for three 
consecutive years 

Others 
Number of 
available 

observations 

N 133 613 8 15 769 

% 17.3% 79.7% 1.0% 2.0% 100.0% 

 

 

Table 7. Behavior of companies violating covenants 

Panel A: At the period of covenant violation 

Moratorium 
Under 

negotiation 

Contract 

modification 

Complete 

payment or 

refunding 

Others Unclear 
 

Total 

89 33 32 9 4 15 
－ 

182 

48.9% 18.1% 17.6% 4.9% 2.2% 8.2% 100.0% 

         

Panel B: At the next period of covenant violation 

Moratorium 
Under 

negotiation 

Contract 

modification 

Complete 

payment or 

refunding 

Others Unclear Delisting 

Undescribed 

or avoiding 

violations 

Total 

26 10 18 8 3 5 14 98 182 

14.3% 5.5% 9.9% 4.4% 1.6% 2.7% 7.7% 53.8% 100.0% 

 

 

Figure 1. Typical example of Japanese financial covenants 

Syndicated loan financial covenants 

1. At the end of each fiscal year, the net asset amount recorded in the consolidated balance 

sheets must be higher than 75% of the net asset amounts recorded in the consolidated 

balance sheets for fiscal year 2012. 

2. At the end of each fiscal year, the consolidated statements of ordinary income must not 

show a loss for two consecutive terms. 

(Annual security report 2013, Nomura Micro Science Co., Ltd.) 
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Table 8. Descriptive statistics 

 
Mean Std. Dev. Q1 Median Q3 

𝐶𝑜𝑣_𝐷𝑖,𝑡 0.096 0.294 0.000 0.000 0.000 

𝑅𝑂𝐴𝑖,𝑡 0.043 0.051 0.016 0.037 0.067 

𝑆𝑖𝑧𝑒𝑖,𝑡 11.014 1.538 9.969 10.844 11.893 

𝐿𝑒𝑣𝑖,𝑡 0.122 0.295 −0.016 0.121 0.270 

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑖,𝑡 0.017 0.009 0.012 0.015 0.019 

𝐺𝑟𝑜𝑤𝑡ℎ𝑖,𝑡 1.035 0.136 0.967 1.022 1.083 

𝑀𝑡𝑜𝐵𝑖,𝑡 1.209 1.071 0.600 0.891 1.418 

𝑇𝑎𝑛𝑔𝑖𝑏𝑖𝑙𝑖𝑡𝑦𝑖,𝑡 0.328 0.190 0.195 0.312 0.433 

𝑆𝐴𝐹_𝐷𝑖,𝑡 0.224 0.417 0.000 0.000 0.000 

𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡 0.311 0.194 0.182 0.285 0.405 

𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 0.090 0.101 0.011 0.051 0.138 

 

 

Table 9. Correlation matrix 

  
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) 

𝐶𝑜𝑣_𝐷𝑖,𝑡 (1) 
 

−0.14 0.04 0.16 0.09 −0.08 −0.02 0.06 0.16 −0.04 0.02 

𝑅𝑂𝐴𝑖,𝑡 (2) −0.12 
 

0.08 −0.25 −0.13 0.47 0.36 0.02 −0.49 −0.02 0.28 

𝑆𝑖𝑧𝑒𝑖,𝑡 (3) 0.03 0.06 
 

0.19 0.01 0.05 0.15 0.09 −0.07 −0.36 0.68 

𝐿𝑒𝑣𝑖,𝑡 (4) 0.09 −0.13 0.18 
 

0.17 0.02 0.13 0.38 0.30 −0.21 −0.07 

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑖,𝑡 (5) 0.05 −0.06 0.09 0.06 
 

0.00 0.08 0.02 0.24 −0.04 0.01 

𝐺𝑟𝑜𝑤𝑡ℎ𝑖,𝑡 (6) −0.50 0.39 0.00 0.01 0.03 
 

0.30 −0.00 −0.20 −0.07 0.17 

𝑀𝑡𝑜𝐵𝑖,𝑡 (7) −0.02 0.27 0.00 0.07 0.09 0.27 
 

0.02 0.03 −0.12 0.24 

𝑇𝑎𝑛𝑔𝑖𝑏𝑖𝑙𝑖𝑡𝑦𝑖,𝑡 (8) 0.06 0.02 0.12 0.36 0.00 −0.01 0.00 
 

−0.05 −0.08 −0.05 

𝑆𝐴𝐹_𝐷𝑖,𝑡 (9) 0.16 −0.46 −0.07 0.22 0.14 −0.13 0.10 −0.03 
 

0.01 −0.13 

𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡 (10) −0.03 −0.02 −0.34 −0.16 −0.08 −0.06 −0.02 −0.07 0.00 
 

−0.24 

𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 (11) 0.02 0.24 0.62 −0.06 0.15 0.12 0.26 −0.05 −0.11 −0.20 
 

Pearson’s correlations appear below the diagonal; Spearman’s correlations appear above the diagonal. 
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Table 10. Results for determinative factors for the use of financial covenants 

  (1) (2) 

 
Predict Coef. z-value P>|z| Coef. z-value P>|z| 

𝑅𝑂𝐴𝑖,𝑡 − −4.90 −4.91 0.000 −4.75 −4.66 0.000 

𝑆𝑖𝑧𝑒𝑖,𝑡 − −0.03 −0.93 0.350 −0.04 −1.03 0.301 

𝐿𝑒𝑣𝑖,𝑡 + 0.94 2.97 0.003 1.07 3.00 0.003 

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑖,𝑡 + 12.42 3.89 0.000 11.67 3.58 0.000 

𝐺𝑟𝑜𝑤𝑡ℎ𝑖,𝑡 − 0.36 1.14 0.256 0.31 0.94 0.346 

𝑀𝑡𝑜𝐵𝑖,𝑡 − 0.01 0.21 0.837 −0.00 −0.06 0.956 

𝑇𝑎𝑛𝑔𝑖𝑏𝑖𝑙𝑖𝑡𝑦𝑖,𝑡 − 1.32 5.02 0.000 1.20 4.35 0.000 

𝑆𝐴𝐹_𝐷𝑖,𝑡 + 0.73 6.68 0.000 0.75 6.70 0.000 

𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡 − −0.59 −2.47 0.014 −0.58 −2.37 0.018 

𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 + 2.05 3.91 0.000 2.14 4.00 0.000 

Year Dummies 
 

Yes 
  

Yes   

Industry Dummies 
 

Yes 
  

Yes   

N 

(Cov. Obs.) 
 

8,791 

(842) 
  

8,758 

(809) 
  

Pseudo R2  11.84%   12.47%   

Prob > chi2  0.000   0.000   

All variables are defined as above. All z-statistics are corrected for heteroskedasticity using 

robust standard errors (White, 1980). 
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Table 11. Results for analyses on the strictness of financial covenants 

 
(1) 

Dep. : 𝑁𝑜𝐶𝑜𝑣𝑖,𝑡 

(2) 

Dep. : 𝑁𝐴_𝐷𝑖,𝑡 

(3) 

Dep. : 𝑁𝐴_𝑆𝑙𝑎𝑐𝑘𝑖,𝑡 

 
Coef. z-value Coef. z-value Coef. z-value 

𝑅𝑂𝐴𝑖,𝑡 2.34 0.67 4.88 1.26 1.25*** 3.55 

𝑆𝑖𝑧𝑒𝑖,𝑡 0.21* 1.69 −0.59*** −3.20 0.02 1.18 

𝐿𝑒𝑣𝑖,𝑡 2.40** 2.59 3.56** 2.58 −0.23*** −3.28 

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑖,𝑡 57.84** 2.48 −28.53 −0.94 −2.29 −1.19 

𝐺𝑟𝑜𝑤𝑡ℎ𝑖,𝑡 −2.56** −2.28 −0.13 −0.10 −0.14 −1.61 

𝑀𝑡𝑜𝐵𝑖,𝑡 0.21* 1.68 −0.42*** −2.22 0.02 1.01 

𝑇𝑎𝑛𝑔𝑖𝑏𝑖𝑙𝑖𝑡𝑦𝑖,𝑡 4.05*** 3.73 −1.97 −1.23 0.23** 2.38 

𝑆𝐴𝐹_𝐷𝑖,𝑡 0.25 0.77 1.06** 2.28 −0.09*** −2.71 

𝑀𝑎𝑖𝑛𝐵𝑎𝑛𝑘𝐷𝑒𝑝𝑖,𝑡 1.07 1.21 −0.48 −0.34 0.09 1.10 

𝐹𝑜𝑟𝑒𝑖𝑔𝑛𝑂𝑤𝑛𝑖,𝑡 5.27*** 3.30 0.533 0.24 −0.22 −0.83 

Year Dummies Yes 
 

Yes  Yes  

Industry Dummies Yes 
 

Yes  Yes  

N 

(Cov. Obs. ) 

576 

(139) 
 

422 

(71) 
 401  

Pseudo R2 / Adj. R2 25.58%  22.68%  34.88%  

***, **, * indicate statistical significance at the 1%, 5%, and 10% levels, respectively. All 

variables are defined as above. All z-statistics and t-statistics are corrected for 

heteroskedasticity using robust standard errors (White, 1980). 

 

 


