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This study examines the role of financial covenants in Japanese debt
contracts. Japanese covenants have uniformity and do not different among firms. Moreover, when
covenants are violated, Japanese banks tend to waive their rights to accelerate borrowers® debt
payments. Accordingly, whether such use of covenants have a substantial role/meaning remains an open

uestion.

I Using a hand-collected database of financial covenants, | investigate the impact on borrowers”
business and accounting behaviors. Results suggest that (1) covenants are useful in terms of
decreasing borrowers® dividends, investments and further financing, in particular, after violation
and (2) covenants are more likely to lead to conservative accounting rather than aggressive
accounting. Overall, this study concludes that Japanese uniform covenants are efficient to the
extent that they transfer control rights from borrowers to lenders.
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