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Abstract 

This study examines the use and determinants of covenants in public debt issued 
by Russian companies. On the basis of issue characteristics, firm characteristics and 
systemic risk variables, we investigate that the likelihood of including covenants 
clause in financial contracts is positively related to the riskiness of bond issues. Us-
ing a hand-collected database of Russian firms that place bonds both in domestic 
and Eurobond market, we provide evidence that the covenant protection in Euro-
bond market has a positive impact for those firms that issue in Russian market, 
with a reduction in covenant intensity. We document that a negative relation be-
tween offering yield and the presence of covenants which is consistent with the 
costly contracting hypothesis (CCH) is registered only in Eurobond market. We al-
so find a non linear relation between investment and covenant protection for the 
firm that issue in Russian market, indicating a possible optimal covenant protec-
tion for a bond issue. 
 
JEL classification codes: G31, G32 
Keywords: covenants, bond, Russian companies 
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1. Introduction 

An extensive body of theoretical and empirical research on capital structure has ex-
panded beyond the choice of debt or equity and increasingly examines the architecture 
of corporate liabilities including characteristic features of financial contracts.  

Covenants are particular clauses in an indenture or any other formal debt agreement 
that restrict corporate policy, providing creditors the possibility to enforce certain ac-
tions (e.g. to demand early repayment) when the covenants are breached. At the center 
of a rationale for the presence of covenants in financial contracts is the conflict of inter-
est between shareholders and debtholders. This conflict results in actions undertaken 
by managers acting on behalf of shareholders that have a negative impact on the firm’s 
value as well as on the market value of outstanding debts. Researches by Jensen and 
Meckling (1976), Myers (1977), and Smith and Warner (1979) identify four main 
sources of conflict: claim dilution, assets withdrawal, assets substitution and underin-
vestment. One way to mitigate these conflicts and reduce the attendant agency costs is 
including appropriate covenants in debt contracts, to influence a firm’s financial and 
investment policies and to lessen the transfer of wealth to shareholders.  

However, covenants may produce undesirable effects, thus reducing flexibility in the 
corporate policy by restricting future financing and investment decisions. Firms with 
high investment opportunities prefer to have few restrictive covenants because they 
seek to preserve future financial and investment opportunities (Beatty, Ramesh, and 
Weber 2002; Nash, Netter, and Poulsen 2003; Billett, Dolly King, and Mauer 2007). In 
other words, covenants are priced in equilibrium since they reduce managerial or share-
holder ability to take actions detrimental to the bondholders.  

At the same time, the costly contracting hypothesis (CCH) forwarded by Smith and 
Warner (1979) sharpens this insight further by arguing that firms optimally tradeoff 
the cost of restrictions imposed by covenants with the lower cost of debt due to re-
duced agency risk. By reducing the discretion of shareholders and managers ex post, 
and ameliorating the agency risk faced by bondholders, covenants reduce the cost of 
debt ex ante. Consequently, when selecting covenants to include in indenture agree-
ments, a firm must generally choose between maintaining flexibility and reducing po-
tential agency problems. Recently Bazzana and Broccardo (2013) demonstrate that in 
the issue of a bond the firm can find the optimal covenant strength that maximizes the 
expected revenues, i.e. the difference between the reduction in the cost of debt, and the 
sum of the flexibility costs and the expected costs in the case of covenant violation. 

Empirical literature has demonstrated the increasing rate at which covenants are be-
ing included in public and private debt contracts (Billett, Dolly King, and Mauer 2007; 
Nini, Smith, and Sufi 2009; Kwan and Carleton 2010). However, extant research on 
agency theory of covenants (ATC) relies on data from the United States and other de-
veloped countries. Moreover, the US and the other markets show the remarkable differ-
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ence. Regarding the US market, wide empirical research provides evidence that most of 
the corporate debt contracts include covenant protections, both in public and private 
debt (C. W. Smith Jr and Warner 1979; Dichev and Skinner 2002; Nash, Netter, and 
Poulsen 2003; Bradley and Roberts 2004; Chava, Kumar, and Warga 2004; Chava and 
Roberts 2008; Chava, Kumar, and Warga 2010; Demiroglu and James 2010). Neverthe-
less, Smith and Warner (1979) argue that ‘we must examine the institutional frame-
work within which covenant enforcement takes place for further insight into why cer-
tain kinds of covenants are observed − and others not’ (p. 147). Thus, empirical re-
search conducted outside the US market reveals that covenant provisions are not ubiq-
uitous, either in public or in private debt contracts (J. Niskanen and Niskanen 2004; 
Mather and Peirson 2006; Correia 2008; Tanigawa and Katsura 2013). For instance, 
investigating the UK Eurobond market, Correira (2008) shows that only 33 per cent 
from the total samples of issues include more than one covenant. Similarly, Niskanen 
and Niskanen (2004), in an analysis of Finnish small firm loans, indicate that on aver-
age only 11.2 per cent of the loan contracts include at least one covenant. Finally, by 
studying Japanese corporate bonds issued publicly, Tanigava and Katsura (2013) regis-
ter that 20.3 per cent of the issues do not contain any covenant clauses.  

Examination of contracts from other environments broadens evidence on agency 
theory of covenants (ATC) as well as cost contracting hypothesis (CCH). For instance, 
observing the sample of Brazilian indenture agreements Anderson (1999) argues that 
weak institutional environment affects the nature of financial contracting. More im-
portantly, agency costs of debt due to potential conflicts between shareholders and 
creditors are likely to be high in Brazil. However, covenants that restrict a debtor’s div-
idend, investment, and financing policies are seldom observed in the sample indentures. 
Due to poor data availability, there is a substantial lack of empirical evidence on cove-
nant protection and its determinants in less-developed markets.  

As far as we know, this paper is the first to investigate the determinants of covenant 
clauses and their impact on corporate investment policy by considering a sample con-
sisting of Russian bond issues. A distinguishing feature of Russian debt market is that 
borrowers simultaneously place bonds both on domestic bond market and Euromarket. 
Moreover, according to statistics the total volume of outstanding Eurobond issues is 
comparable to the domestic bond market in size. To address this, we collect deep and 
wide data from both domestic bond issues and Eurobonds placed by Russian compa-
nies. Additionally, we construct a firm-year sample to investigate the relation between 
covenant protection and corporate investment policy. The analysis examines not only 
the determinants of including covenants in debt issues but also how the difference be-
tween Russian corporate bond market and Euromarket influences the issuers’ behaviors 
in offering covenant protection. We specifically focus on the influence of covenant pro-
visions on cost of debt and corporate investment policy. Thus, our paper yields new 
results and important insights for creditors, investors that operate on Russian financial 
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markets as well as credit rating agencies.   
We organize the remaining paper as follows. Section 2 develops testable hypotheses 

on the relation between covenant protection and issues’ and firms’ characteristics. This 
section also describes how covenant clauses in indenture agreements can affect the cost 
of debt and investment opportunity. Section 3 describes the sample and provides de-
scriptive statistics on the issuers and the characteristics of debt, including the frequen-
cy of covenant usage. Section 4 describes the empirical model and discusses the results. 
In Section 5 we present some robustness checks and Section 6 concludes the paper. 

2. Empirical predictions 

We investigate how covenant protection is related to firm characteristics and features 
of issues, and how it influences the firm’s value. With respect to firm and issue charac-
teristics, we focus on the determinants of the choice of the covenant protection (Hy-
potheses 1). Furthermore, we investigate how the difference between Russian corporate 
bond market and Euromarket influences the issuers’ behaviors in offering covenant pro-
tection (Hypotheses 2). With respect to the difference between the two markets, we 
analyse how covenant protection affects on the cost of debt (Hypothesis 3). Finally, we 
test the impact of covenant protection on the firm’s investment policy (Hypothesis 4). 
 

Hypothesis 1. The likelihood of including covenants will be positively related to the risk-

iness of the issue. 
 
An extensive body of empirical literature on covenants focuses on the factors that 

determine the choice of covenants in debt issues. Referring to the Agency Theory of 
Covenants (Bradley and Roberts 2004) which provides a rationale for the presence of 
covenants in debt indentures, the higher the riskiness of the bonds, the more likely is 
the covenant inclusion. In the literature there are the principal variables that are used 
as a proxy for the riskiness of the issue, in relation to the covenant protection: (i) the 
maturity of the debt, (ii) the growth of the firm, and (iii) the size of the firm. 

As Myers (1977) argues, when the firm has risky debt outstanding and when man-
agers act to maximize equity values on the basis of risk-shifting, managers have incen-
tives to under- or overinvest in future growth opportunities. In this case, covenant pro-
tection and debt maturity become the significant components that are used to mitigate 
shareholder-bondholder conflicts. More generally, Barnea, Haugen and Senbet (1981), 
Childs, Mauer and Ott (2005) note that short-term debt can mitigate both underin-
vestment and overinvestment problem by making debts less sensitive to changes in val-
ue of the firm. A number of empirical studies (Barclay and Clifford W Smith 1995; 
Guedes and Opler 1996; Aivazian, Ge, and Qiu 2005) support this statement. However, 
using short-term financing to reduce agency costs may increase the cost of debt in the 
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forms of higher refinancing risks as well as higher transaction costs of debt roll-over. 
Consistent with the interpretation of substitution of short-term debt with no covenants 
and long-term debt with covenants, Bradley and Roberts (2004) find that large maturi-
ty and the presence of covenants are positively related. Additionally, using a panel data 
estimation approach on a sample of Eurobonds issued by UK companies during 1986–
1999, Correia (2008) documents strong interdependence between the choice of maturity 
and the inclusion of protective covenants.  

The contracting literature (Myers 1977) suggests that firms with higher growth or 
investment opportunity are likely to be faced with risk-shifting problem in the future 
(or transferring wealth from debtholders to shareholders). Therefore, bondholders, par-
ticularly in high-growth firms, have incentives to protect themselves from managerial 
discretion (that might result in asset substitution, underinvestment, or claim dilution) 
with covenants clause. As an illustration, using a simultaneous-equation model, Billett, 
King, and Mauer (2007) find a positive relation between covenant protection in public 
debt contracts and growth opportunities. Similarly, Bradley and Roberts (2004), and 
Demiroglu and James (2010) study private debt agreements and find positive relation 
between growth opportunities (measured by market-to-book ratio) and covenant pro-
tection. By contrast, Kahan and Yermack (1998) and Nash, Netter, and Poulsen (2003) 
examine the relation between a firm’s growth opportunities and the choice of covenants 
in public debt issues. Both studies find that high growth firms are less likely to include 
restrictive covenants, suggesting that the benefit of preserving future flexibility out-
weighs the benefit of reducing the cost of debt by including covenants. Similarly, Gilson 
and Warner (1998) find that fast growing firms that experience a performance decline 
tend to remove restrictive covenants from their debt contracts by replacing bank debt 
with junk bonds that have less restrictive covenants. The authors conclude that, by 
removing restrictive covenants, the firms were able to maintain their ability to grow. 
Consistent with this statement, based on the analysis of public issues during the period 
1989−2001, Reisel (2004) detects that high growth firms, proxied by market-to-book 
ratios, are less likely to include covenants restricting investments and asset sales and 
covenants restricting payouts in bond contracts. Additionally, Goyal (2005), though in 
a different context (examining the bank debt contracts), finds evidence of a negative 
relationship between bank growth opportunities, measured by market value of assets 
over book value of assets, and restrictive covenants included in public debt contracts 
issued by banks. 

By investigating three types of covenants (dividend constraint, the limitation on 
debt, and sinking fund), Malitz (1986) notes that larger firms have a more longstanding 
relationship with the market. Assuming that the more firm specific information bond-
holders have, the more accurate their assessment of potential wealth-expropriating de-
cisions is, thus lessens the need for offering costly covenants, Malitz (1986) finds that 
the smaller firm size is (measured by the natural log of total assets), the more likely the 
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firm is to benefit from restrictions. In spite of the conventional wisdom of negative rela-
tion between the issuers’ size and covenant protection, Nash, Netter, and Poulsen 
(2003) and later, Bradley and Roberts (2004) note that the size affects differently on 
the various types of covenant. According to Bradley and Roberts (2004), large market 
cap firms are less likely to include dividend restrictions, security provisions or equity 
sweeps in their bond agreements. Interestingly though, they reveal that large firms are 
more likely to include an asset sweep. Nash, Netter, and Poulsen (2003) also indicate 
that the larger firms are more likely include negative pledge clauses or restrictions on 
sale/leasebacks, the opposite result from the dividend and debt restrictions.  

 
Hypothesis 2. The likelihood of including covenants in domestic bond contracts be-

comes less likely, and covenant protection index will be lower for the firm that has Eu-

robonds in its debt portfolio.  

 
Lending on the Euromarket differs from lending in the domestic Russian market. 

Euromarket differs from Russian corporate bond market in four key areas: (i) all issues 
of Eurobonds contain protective covenants in bond indenture agreements in contrast to 
Russian corporate bonds, (ii) higher transparency requirements to the bond issuers, 
(iii) greater coordination among bondholders in the situation of technical default, and 
(iv) the existence of a bond trustee as a financial institution that acts as go-between for 
a bond issuer and bondholders. Russian law will introduce the concept of a bondhold-
ers’ representative, which is designed to perform a similar function to a trustee in a Eu-
robond transaction only from July 2014. According to Malitz (1986), the major deter-
minant of the need for covenants is expected to be the firm’s relationship to the capital 
market generally, and to the debtmarket in particular. The more often a firm enters 
the debtmarket the more frequently it is reevaluated, which provides implicit control of 
managers’ incentive-relation actions and thus lessens the need for explicit covenants. 
We assume if the firm simultaneously issues bonds on Russian and Euromarket, the 
covenant protection in domestic indenture agreements will be lower with the aim of 
avoiding the monitoring cost growth. 

 
Hypothesis 3. The yield of bonds will be negatively (positively) associated with the 

covenant protection.  
 
According to Cost Contracting Hypothesis (CCH), documented by Smith and 

Warner (1979) in their seminal paper, since the covenant restrictions are costly to the 
firm, they must confer some offsetting benefit. They argue that benefit is in reduction 
of agency costs, which translates into a lower cost of debt. More recently, a series of 
articles have examined the joint choice and price effect of covenants in large samples of 
debt issues. Chava, Kumar, and Warga (2010), Reisel (2004), Wei (2005) examine pub-
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lic debt issues, while Goyal (2005) adapts this methodology to study the impact of the 
covenants on the spread of bank issued subordinate bonds, and Bradley and Roberts 
(2004) use this methodology to study the impact of covenants on bank loan spreads. 
All of these articles find that including covenants reduces the cost of debt. Additional-
ly, Goyal (2005) and Bradley and Roberts (2004) find that the decision to include re-
strictive covenants and yield on corporate debt are determined simultaneously, since 
management trades-off the flexibility and other costs of covenant inclusion with the 
expected reduction in the offering yield (or cost of debt) but the equilibrium offering 
yield depends on the included covenants. 

On the other hand, covenant protection provided to investors is subject to a number 
of parameters that define the risk profile of an issuer. These in turn are likely to de-
pend on the issuer’s characteristics that will influence on the investors’ perception of 
the credit risk. Moreover, the investors may determine the terms of debt including the 
covenant protection to suit the firm’s risk profile. Thus, Tanigawa and Katsura (2013) 
by examining the corporate bonds publicly issued in Japan from January 4, 2000 to 
December 20, 2011, reveal that the relation between covenant usage and cost of debt 
varies across the segments, with incidence tending to follow the issuers’ credit rating. 
As an illustration, average yield spreads are smaller when the protective power is 
stronger both within the AAA-rated and within the AA-rated bond classes. However, 
for the A-rated, BBB-rated, and BB-rated bonds, protective power does not conform to 
the average yield spread. For instance, the average yield spread for A-rated uncollat-
eralized bonds with all three covenants clauses is the highest among A-rated uncollat-
eralized bonds. This indicates a covenant clause is endogenously chosen and could be 
appraised by investors as the signal of higher risk. Accordingly, investors require a 
higher yield to compensate the risk inherent in bonds, and the bond also needs a cen-
soring clause attached in order to place bonds successfully.  

 

Hypothesis 4. The covenant protection has a significant impact on the firm’s invest-

ment policy. 
 
An extensive body of research explains that bond issuers’ use of covenants weighs 

the benefit of mitigating agency problems and the cost of reducing flexibility in making 
investment decisions (Anderson 1999; Nash, Netter, and Poulsen 2003; Chava, Kumar, 
and Warga 2004; Kahan and Yermack 1998; Gilson and Warner 1998; McDaniel 1986; 
Begley 1994). The tradition view reflects the passive role of corporate creditors until 
firms are in defaults, which is typically associated with failure to make a payment 
(Townsend 1979; Gale and Hellwig 1985; Hart and Moore 1998). In their survey, Nini, 
Smith, and Sufi (2012) present an alternative view, one in which creditor influence over 
managerial decisions even outside of states of payment defaults or bankruptcy through 
the use of covenants and the control rights which they are associated. Under this view, 
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covenants define the circumstances under which debtholders are permitted to intervene 
in management. In such instances, the transfer of control rights can act as part of the 
incentive package offered to management: “good” behaviour by management ensures 
continued control and any benefits associated with that control; “bad” behaviour by 
management results in loss of control and any associated benefits. In other words, cred-
itors are more likely to limit firm capital expenditures in response to increase in the 
credit risk or uncertainty of the environment. This result suggests that restricting po-
tential risk-shifting investment by managers becomes more relevant as the riskiness of 
debts increase. 

3. Data and sample construction 

We build two different samples. The first contains data related on the characteristics of 
the bond issues, the second contains the data of the firms issuing the bonds. 

3.1. The bond issue sample 

Our main data source is Cbonds database (Cbonds.ru), which contains issue details 
on various financial market instruments (bonds, syndicated loans, stocks, mutual funds 
etc.) from Russia and the CIS, as well as Emerging markets. Cbonds.ru provides de-
tailed information including offering yield, offering amount, coupon type/rate, maturi-
ty, callability and putability features, on bonds, as well as quotes and indices. Accord-
ing to the majority of market participants, Cbonds database on CIS countries are more 
accurate than databases of other Russian and international data vendors. 

Since our objective is to examine the influence of shareholder-bondholder conflicts on 
corporate financial and investment policy, we focus on corporate public bonds out-
standing in the domestic market of Russia and Eurobonds issued by Russian compa-
nies. Although Cbonds.ru contains corporate bonds issued as early as 1999, we restrict 
the period of observation from 2008 to 2013 in which covenant clause become slightly 
more comprehensive. After excluding financial firms and finance subsidiaries and small 
number of offering with missing data, we obtain the initial samples of 814 not converti-
ble bonds issued by industrial companies and utilities over 2008 to 2013. 

 
< insert Table 1 here > 

 
Table 1 reports the distribution of domestic corporate bond issues by different cate-

gories and the average level of basic bond characteristics through time. From the year 
2008 and up to the end of 2013, 237 non-financial issuers of various industries placed 
654 issues, for total face value of about 3459.3 billion rubles (over 115 billion USD). 
Data analysis shows the fluctuation in the amount of outstanding bonds. Nevertheless 
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the significant drop by almost 32% in 2010, the face value of corporate bonds issued in 
2013 grew more than twice in comparison with 2008. The slight decrease in number of 
issuers to 62 (in comparison with 65 in 2008) was accompanied by growth in number of 
issues by almost 40% to 117 (in comparison with 84 in 2008). This indicates two main 
tendencies. Firstly, the size of an individual bond issue tends to climb. Secondly, during 
the period of observation the expansion of domestic corporate bond market in general 
was not mainly achieved due to new issuers. 

 
< insert Figure 1 here > 

 
Aggregate maturity structure of corporate bond issues was characterized by the sig-

nificant increase in the share of issues with maturity more than 5 years (Figure 1). The 
share of long-term bond issues rose from 3.57% in 2008 to 46.15% in 2013. On the 
whole, substantial growth of the share of long-term issuer (with maturity over 5 years) 
testifies to the strengthening of the market. On the other hand, negative shocks, as an 
example the economic crisis in 2009, provide heightened credit risk, which prompts is-
suers to reduce the maturity of outstanding debts. Thus, in 2009 the share of short-
term issues (with maturity less than 1 year) was 3.2%. Moreover, the average offering 
yield went up to 14.82% in 2009. 

Credit risks of major corporate bonds are measured by international (Moody’s, 
Standard and Poor’s, Fitch) and a number of domestic rating agencies (Expert RA, RA 
AK&M etc.). We focus on the international ratings. We structure the credit rating in 
the following way: (1) the investment grade – the bonds which have Standard and 
Poor’s and Moody’s credit rating over BBB-(Baa3); (2) below investment grade – with 
credit rating less than BB+(Ba1); (3) no rated and (4) bonds with withdrawn interna-
tional rating. The major (73.8%) of Russian outstanding corporate bonds did not have 
the international rating in 2008. After the economic crisis 2008-2009 the situation has 
changed dramatically. The worsening of macroeconomic situation enabled the growth in 
the number of defaults of not rated bonds and difficulties with restructuring.!Due to 
uncertainty and high volatility on financial markets the investors became more risk ad-
verse. The main direction of the change in the structure of Russian corporate bond 
market is a substantial increase in a number of investment grade rating bonds from 
3.5% in 2008 to 34% in 2013. 

 
< insert Table 2 here > 

 
Table 2 presents the distribution of 160 Eurobonds issued by Russian companies and 

the average level of basic bond characteristics through time. According to Cbonds.ru, 
during the period of observation the total volume of outstanding Eurobonds issues ac-
counts for 99.8 billion USD that seems comparable to the domestic bond market in 
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size. External corporate bond debt increased considerably in 2012. As opposed to do-
mestic corporate bond market, the volume of outstanding banks’ Eurobonds is less than 
the volume of Eurobonds floated by nonfinancial companies. The number of outstand-
ing Russian corporate Eurobond issues exceeded 40 in 2013 compared with 25 issues in 
2008. Borrowings were mostly denominated in US dollars (134 issues out of 160, worth 
a total of 83.2 billion USD). However, Russian companies borrowed by means of Euro-
bonds also in euro, pounds, Swiss francs, new Israeli shekels, and Russian rubles.  

Russian corporate borrowers placed their Eurobonds at the same five stock exchang-
es. The Irish Stock Exchange retained its leading positions in terms of the number of 
Eurobond placements. Russian corporate borrowers’ interest in Eurobond placements 
on the Irish Stock Exchange was justified. Despite the issuers’ comparable underwriting 
expenses, the total cost of placement on the Irish Stock Exchange together with other 
flotation costs (listing application fees, tranche listing fees, etc.) may be lower than the 
cost of flotation on the London Stock Exchange, which also remains popular among 
Russian issuers. Moreover, the companies established in Ireland for the purposes of 
floating securities on the local stock exchange benefit from the country’s lower taxes. 

The global investors’ persistent interest in Russian securities in the period of obser-
vation contributed to the relatively low cost of borrowing for Russian companies, while 
the average term of borrowed funds increased further from 4.5 years in 2008 to 6.4 – in 
2013. In 2009, as well as in the second half of 2011, the negative consequences of the 
international financial markets and over-indebtedness of some European countries en-
couraged shifting the investors’ preferences towards less risky instruments. As a result, 
during 2009 and 2011 the share of short-term (less than 1 year) bonds increased to 25% 
and 17% respectively (Figure 2) At the same time, a certain number of Russian corpo-
rate issuers, including borrowers with below investment grade ratings, were able to 
raise funds for a term of 10 years. 

 
< insert Figure 2 here > 

 
The main variable of interest is the inclusion of covenants clause in bond indentures. 

Therefore, we have manually collected and analyzed 654 prospectus of Russian corpo-
rate bonds and 160 indentures of Eurobonds issued by Russian overseas special purpose 
vehicles (SPVs). In Tables 1 and 2 we report the data of the mean number of covenant 
per issue for the Russian and for the Eurobond markets, respectively. We obtain this 
information from Cbonds.ru. 

3.2. The firm-year sample 

Since our objective is to examine the relation between corporate financial and in-
vestment policy and covenants, we create also a firm-year panel database that matches 
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the Cbonds issue data to issuers’ financial data reported in financial statements. 
We start by using the initial sample of 654 domestic bond and 160 Eurobonds issues 

reported in Table 1 and Table 2 to create a firm-year panel of bond issues. We trace 
individual bond issues to their issuing firms and then track the firms’ portfolios of bond 
issues over the period 2008-2013 by adjusting issue features (maturity, coupon rate, of-
fering yield, covenant provisions) to the portfolio. We then match this data to the 
firm’s financial characteristics. Requiring that firms have nonmissing values for de-
pended and independent variables, we exclude several companies with missing financial 
reports. The final panel consists of 1,174 firm-year observations to 200 different firms 
over the period from 2008 to 2013. This is a unique sample, because detailed infor-
mation on covenant protection is not publicly available. 

 
< insert Table 3 here > 

 
Table 3 presents the sample distribution by industries and by sectors we use in our 

analysis. Regarding the number of issuer, the dominant industries are the following: 
power (the largest issuers: Atomenergoprom, FGC UES, RusHydro); construction and 
development (Glavnaya Doroga, LSR Group, Western High Speed Diameter); engineer-
ing (Borets, OPK Oboronprom, Power Machines, United Aircraft Corporation). Among 
200 firms, 69 have outstanding Eurobonds. Moreover, 54 of them issue Eurobonds dur-
ing the period of observation and 29 issuers place their public debt on both markets. 

3.3. Covenant index and variables 

In order to capture the covenant protection we decide to use a covenant index in our 
analysis. Index construction has been used as a promising methodology in recent re-
search to capture the strength of protection of the total covenant set of a bond issue 
(Bradley and Roberts 2004; Chava, Kumar, and Warga 2004; Wei 2005; Billett, Dolly 
King, and Mauer 2007). One possibility is follow the method of Bradley and Roberts 
(2004) by counting the number of covenants included in each contract. We obtain this 
information from Cbonds.ru. We have manually analyzed prospectus of Russian corpo-
rate bonds and indentures of Eurobonds issued by Russian firms. However, this method 
ignores the probable correlation among the covenants, suggesting complementary effect 
between different covenants, especially from the same type. To partially solve this 
problem, we decide to implement the method of Billet, King and Mauer (2007). We use 
seven covenant groups (see Table A in the Appendix) to create firm-year index of cov-
enant protection. We obtain this information from Cbonds.ru. In our preliminary re-
sults, for issuing firm in a given year, we start by creating variables that equal 1 if at 
least one bond issue in its debt portfolio has the given type of covenant and zero oth-
erwise. Afterwards, we sum the indicators and divide by seven (the maximum number 
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of types) to create the covenant protection index (Covindex). By definition, Covindex 
ranges between 0 (no covenant protection) and 1 (maximum covenant protection). We 
assume that all types of covenants are equally important in restricting firm behavior, 
and therefore a higher index value means more covenant protection. 

 
< insert Table 4 here > 

 
Table 4 reports the sample frequency of covenant usage for the initial sample of 

Russian corporate bonds. The covenant protection on Russian corporate bond market 
remains steadily low. Thus, the mean of Covindex scarcely reached 0.18 in 2009 and 
50% of the sample debentures have only one covenant clause in the indenture agree-
ment. As a rule, it’s so-called “boiler plate” covenants which are included in general 
terms but their presence does not play a significant role in restriction corporate finan-
cial and investment policy. Accounting-based covenants are registered as single cases. 
Meanwhile, from 10% to 25% of Russian corporate bond issues do not offer any restric-
tive covenants. As a result of volatility on financial markets and relatively weak insti-
tutional environment, direct constraints on issuer’s behavior are difficult to enforce and 
likely to be inefficient ex post. Consequently, firms are likely to desire flexibility while 
potential investors are unlikely to value protective covenants. 

 
< insert Table 5 here > 

 
Interestingly, the results presented the usage of covenant in Russian corporate Eu-

robonds are strikingly different (Table 5). The number of covenant clauses in Eurobond 
indenture agreements varies from 1 to 22 indicating that all issuers of Russian corpo-
rate Eurobonds include covenants in their debt contracts. Covindex fluctuates from 
0.58 in 2008 to 0.59 in 2013, furthermore, 50% on Eurobond issues contain at least 8 
covenants from 4 different groups. In general, the difference in the level of development 
between domestic financial market and Eurobonds market defines financial contracting 
features including covenant provisions. In addition to firm-year covenant protection 
indices (Covindex) we build the separate indices for Russian domestic bond issuers 
(CovindexR) and for Eurobond issuers (CovindexE). 

We model the firm-level covenant protection as a function of issue-specific and bor-
rower-specific characteristics. To test our hypotheses, we grouped the variables into 
four main categories: (i) issue-specific variables, (ii) firm-specific variables, (iii) market 
variables, and (iv) macroeconomic variable (Table 6). The definition and sources of 
each variable are shown in Table B in the Appendix. 

 
< insert Table 6 here > 
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The first group of variables consists of two bond-specific factors: Maturity and Yield. 
Maturity measures amount weighted average maturity in years of firm’s bond portfolio 
issued in a certain year. The choice of debt contract terms including maturity and cov-
enant provisions can be used to reduce adverse-selection and moral hazard costs or to 
signal a firm’s quality when information asymmetry about its future prospects exists. In 
highly asymmetric information environments, firms favour the issuance short-term debt 
or debt with protective covenants as such provisions promote a reduction in agency 
costs. To this extent, we expect short-term debts and covenant clause to be substitutes 
for one another, and therefore, the coefficient of maturity is predicted to be positive. As 
a proxy of the cost of debt, Yield, we use the weighted average nominal yield to ma-
turity of firm’s bond portfolio issued in a certain year, obtained from Cbond database.  

With respect to firm-specific factors, we include five proxies as characteristics of is-
suers’ risk profile (leverage, debt coverage ratio, size, growth opportunities and rating) 
and investment. We compute all variables on basis of firms’ financial statements which 
were taken from the information disclosure system Interfax. 

Highly leveraged firms have more incentives to risk-shifting behavior. In order to 
test the predicted interdependency between borrowers’ financial risk and protective 
covenants we use Leverage as the ratio of the firm’s total debt to the firm’s book value 
of assets similar to Bradley and Roberts (2004), Paglia and Mullineaux (2006), Park, 
Wang and Zou (2013). Nevertheless, an extensive body of empirical research (Billett, 
Dolly King, and Mauer 2007; Correia 2008; Frankel, Seethamraju, and Zach 2008) 
computes the proxy for financial leverage as the total debt divided by the book (or 
market) value of equity. We focus on the first method mainly because some firms in 
our panel have accumulated losses from prior years which according to accounting 
standard provide negative equity in their balance sheet. To overcome the problem of 
negative sign in leverage total assets instead of equity is used as the denominator of the 
leverage.  

Additionally, in order to achieve the goal to find evidence of relation between cove-
nant protection and a firm’s risk profile we compute the firm’s size (Size), and growth 
opportunities (Growth). Conventional wisdom to measure a firm’s size in empirical evi-
dence of agency theory of covenants is using the log of market cap as a proxy (Nash, 
Netter, and Poulsen 2003; Adam and Goyal 2008; Bradley and Roberts 2004). In con-
sideration of the fact that significant part of our panel are not public traded companies 
and their shares do not have public market price, we make a decision to determine the 
issuers’ size as a logarithm of a firm’s book value of assets. For the same reason, we 
evaluate growth opportunity with a backward-looking measure of sales growth comput-

ed as 
   
logSalest − logSalest+1 , using the natural logarithm of sales revenue in years t 

and t-1, respectively.  
Since shareholder–bondholder conflicts are more severe when debt is risky, and since 

the liquidity risk is more important for lower quality firms, we might expect that the 
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likelihood of financial distress affects the offering yield of bonds. We use issuer credit 
ratings (Rating) as a proxy for financial distress risk. We focus on Moody’s and S&P 
credit ratings. We structure the rating in the following way: (1) the investment grade – 
the bonds which have Standard and Poor’s and Moody’s credit rating over BBB-
(Baa3); (2) below investment grade – with credit rating less than BB+(Ba1); (3) no 
rated and (4) bonds with withdrawn international rating. 

Since we test how covenant intensity affects on a firm’s investment policy, the 
measurement of investment expenditures is a crucial step in our analysis. Following 
recent work, such as Niskanen and Niskanen (2004), Chava and Roberts (2008), Nini, 
Smith and Sufi (2012), we gauge fixed investment (Investment) as annual capital ex-
penditures divided by average book value of assets. We obtain capital expenditures as 
the expenditures on property, plant, and equipment (PPE) reported in cash flow 
statement. 

DummybondR and DummybondE are dummy variables that are set to 1 if a firm 
places bonds on Russian domestic market or on Eurobond market, respectively and are 
0 otherwise. Additionally we use DummyE which takes the value 1 if a firm experienced 
Eurobond placement (i.e. a firm has outstanding Eurobonds) and takes the value 0 
otherwise. To control systemic credit risk we compute credit spread (Creditspread) as 
the difference in yield between corporate bonds and credit risk-free benchmark, in our 
case Russian Government bonds (OFZ). Finally, to control for macroeconomic condi-
tions we use GDP, measured as the per cent rate of increase in gross domestic product 
(GDP). 

4. Methodology and empirical analysis 

We estimated all the regression models using ordinary least squares. Given the exist-
ence of heteroskedasticity in the models, inference is based on robust standard errors 
obtained using the Huber/White/sandwich estimator of variance as proposed by White 
(1980). 

With the first hypothesis we want to verify the use of covenant as a protection 
against the risk of the issue. As discussed in Section 2 we identify three most important 
sources of risk in a bond issue: (i) the maturity of the bond, (ii) the size of the firm, 
and (iii) the growth of the firm. The model we test is thus the following: 

 

    

Covenant protectioni,t = α+ β1Maturityi,t + β2Sizei,t + β3Growthi,t +

+ ′γ Xi,t + φt ×yeart
t=2010

2012

∑ + ϕs ×sectors
s=2

5

∑ + εi,t
  (1) 

where X is the set of control variables, Maturity is the maturity of the bonds in years, 
Size is the natural logarithm of the assets of the firm, and Growth is the time difference 
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in the natural logarithms of the sales. As control variable we use Creditspread that is 
the spread of corporate bonds over the average value of yield on Russian government 
bonds. We test the model using two different specification of the dependent variable: 
the covenant index for all the issues (Covindex), and for the Russian issues only 
(CovindexR). The empirical results are showed in Table 7, column (1) and column (2), 
respectively. 

 
< insert Table 7 here > 

 
The F-test leads us to reject the null hypothesis of jointly null coefficients. The val-

ues of corrected R2 confirm that the explanatory power of the models is good. The sign 
of the Maturity variable is as expected, the higher the maturity, the higher the risk of 
the bond, the higher the covenant protection by the market, but the sign of the Size 
variable contradicts previous result in the literature (Malitz 1986; Nash, Netter, and 
Poulsen 2003; Bradley and Roberts 2004). Assuming that larger firms have more offer-
ing debts, thus more likely to include covenants that can reduce risk and make the 
bonds more attractive for investors. Moreover due to the lack of variety of covenants’ 
types using in Russian financial market and weak institutional environment, we sup-
pose that large firms could have incentives to offer more covenants protection to the 
bondholders without relatively significant restriction of the ability to make future in-
vestment and financial decisions. This is also consistent to the evidence provided by 
Niskanen and Niskanen (2004) that large firms are more likely to have covenants in 
their loan contracts. Furthermore, the authors examine the use and determinants of 
covenants in Finish corporate loans which are defined the weak covenant protection 
(only 72 out of 642 loans include at least one covenant) as well as Russian domestic 
bond market. Additionally, low level of external investor protection in Russian institu-
tional framework accompanied by developing internal corporate governance in large 
companies encourage them to include covenant protection in their indenture agree-
ments. This is important in the situation of uncertainty, and high volatility on financial 
markets. 

With the second hypothesis we want to verify the possibility that the covenant pro-
tection in a bond issue can move also in the other issue of the same firm. Therefore we 
expect if a firm simultaneously issues bonds on Russian and Euromarket, the covenant 
protection in domestic indenture agreements will be lower. To test out this hypothesis 
we use the following model: 

 

    

CovindexRi,t = α+ β×Covenant protectioni,t +

+ ′γ Xi,t + φt ×yeart
t=2010

2012

∑ + ϕs ×sectors
s=2

5

∑ + εi,t
  (2) 

where we use Maturity, Size, Growth, and Creditspread as control variables. Because 
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we want to verify the impact of issuing a bond in the Eurobond market to the covenant 
protection in the Russian market, we use two different specification of the independent 
variable Covenant protection: CovindexE, the covenant index (Covindex) for Eurobond 
issuers, and a dummy (dummybondE) if the firm has outstanding Eurobond. These em-
pirical results are indicated in Table 8, column (1) and column (2), respectively. In col-
umn (3) of the same table we test if similar effect exists only for the Russian market. 

 
< insert Table 8 here > 

 
Also in this case The F-test leads us to reject the null hypothesis of jointly null coef-

ficients. The sign of the variable is as expected: the covenant protection in Eurobond 
market has a positive role in signaling the risk reduction for the issue in the Russian 
market. Therefore Russian firms that issue bonds on the Euromarket can reduce the 
covenant protection when placing bonds on the domestic market. This signaling effect 
is valid only from the Eurobond market to the Russian market, as pointed by the non 
significance of the lagged dummybondR variable in column (3) of the Table 8. 

With the third hypothesis we test the cost contracting hypothesis of Smith and 
Warner (C. W. Smith Jr and Warner 1979). The two authors argue since the covenant 
restrictions are costly to the firm, they must confer some benefit in reduction of agency 
costs, which translates into a lower cost of debt. This results has been found in some 
recent empirical papers (Chava, Kumar, and Warga 2010; Reisel 2004; Wei 2005). Con-
sidering the difference between Russian financial market and Euromarket, we expect to 
find negative relation between covenant protection and cost of debt (or yield) on Eu-
romarket, and on the contrary, the positive – on the Russian debt market. The follow-
ing is the model we test: 

 

    

Yieldi,t = α+ β×Covenant protectioni,t +

+ ′γ Xi,t + φt ×yeart
t=2010

2012

∑ + ϕs ×sectors
s=2

5

∑ + εi,t
  (3) 

where we use Maturity, Size, Rating, and Creditspread as control variables. We intro-
duce Rating as control variable because of its significant relation with the yield of the 
issue. We test this hypothesis using three specifications for Covenant protection: (i) 
covenant protection for all the bond issues (Covindex), (ii) covenant protection for the 
Russian issues (CovindexR), and (iii) covenant protection for the Eurobond issues 
(CovindexE). The empirical results are showed in Table 9, column (1), column (2), and 
column (3), respectively. 

 
< insert Table 9 here > 

 
The F-test leads us to reject the null hypothesis of jointly null coefficients, and the 
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values of corrected R2 confirm that the explanatory power of the models is good. The 
signs we obtain are as expected. The higher the covenant protection, the lower the 
yield for the issue in Eurobond market, as indicated with the negative sign of 
CovindexE in column (3). This result is consistent with the costly contracting hypothe-
sis (CCH) and the available empirical examination of the agency cost approach. On the 
contrary, for the Russian market the covenant protection could be interpreted as a sig-
nal for the risk of the issue, as showed by the positive sign of CovindexR in column (2). 
The outcome of researches of Zhang and Zhou (2013) and Tanigawa and Katsura 
(2013) register the effect of covenants on yields differs for bonds with different credit 
ratings. Thus, average yield spreads are smaller when the protective power is stronger 
within the investment-grade bond classes. However, for the non-investment-grade 
bonds, protective power does not conform to the average yield spread. Moreover the 
average yield spread for debt with the strict covenant protection clauses is the highest 
among B-rated bond classes. Whereas, that the major part of issuers (over 70%) on 
Russian domestic debt market have below-investment rating or not rated we assume 
that investors can interpret covenant provisions in indenture agreements as a signal for 
high risk and  require a higher yield to compensate the risk inherent in bonds.   

With the last hypothesis we test the relation between investment and covenant pro-
tection. In particular we want to test the theoretical result by Bazzana and Broccardo 
(2013). They demonstrate that the firm selects the covenant strength in bond issue to 
balance the loss of flexibility and the reduction in the cost of debt. Therefore we expect 
a non linear relation between investment and covenant protection as showed by the 
following model: 

 

    

Investmenti,t = α+ β1×Covenant protectioni,t + β2×Covenant protectioni,t
2 +

+ ′γ Xi,t + φt ×yeart
t=2010

2012

∑ + ϕs ×sectors
s=2

5

∑ + εi,t
  (4) 

where we use Leverage, Size, Growth, and GDP as control variables. The dependent 
variable (Investment) is the capital expenditure scaled by average asset. We introduce 
the Leverage and Growth because the strictly relation with the investment policy by 
the firm. For similar reason we use also the GDP to control for the economic cycle. Re-
garding the specification of covenant protection we use Covindex and CovindexR. The 
results are showed in Table 10. 

 
< insert Table 10 here > 

 
Even in this regression the F-test leads us to reject the null hypothesis of jointly null 

coefficients. The coefficients of the regression on all firm sample and for the firm-year 
with bond issue are not significant as showed in column (1), and column (2) of Table 
10, respectively. These results were expected, in the first case because the relation be-
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tween covenant protection and investment can be valid at the issue only. In the second 
case, based only with firm-year with bond issue, because the covenant protection in the 
Eurobond market is not decided by the firm, but imposed by the market, the results of 
the regression are not significant. If we reduce the sample only to firm-year with bond 
issue in the Russian market the coefficient of the regression becomes significant and 
with the expected sign, as showed in column (3). The inclusion of covenant in domestic 
market can increase the probability of issuing the bond, but, with higher covenant pro-
tection the flexibility of the firm will be reduced with a negative impact on investment. 
It partly provides the evidence of the research of Bazzana and Broccardo (2013) that 
models the optimal covenant tightness which is affected by firms’ characteristics. 

5. Robustness checks 

The empirical validation of hypothesis 1 and hypothesis 2 is presented in the previous 
section as an OLS regression. A necessary robustness check that has to be implemented 
is related with the nature of the dependent variable we use. Indeed, Covindex and 
CovindexR are indicators that can assume only 7 values equi-spaced. Under this condi-
tion an ordered logit model (Ologit) can be considered more appropriated.  

 
< insert Table 11 here > 

 
Table 11 presents the results of the robustness checks proposed using the ordered 

logit specification of the regression. The list of independent and control variables in-
cluded in the models mimics those used in Table 7. The Wald-Chi statistic confirms the 
goodness of the model for Covindex and CovindexR, respectively, rejecting the hypothe-
sis of jointly null coefficients. Pseudo R-squared is above 0.26 in both models. The col-
umn (1) presents 7 significant values for the cuts of the distribution (categories). Thus, 
the main result concerning the sign and the significance of the variable Maturity is con-
firmed. The column (2) presents only 4 significant cuts because for this group of firms 
only 4 values of the indicator are observed. Also in this case the comparison of the re-
sults of OLS and Ologit reveals strong similarities both in the size of the coefficient and 
its significance. The variable Maturity is always positive and significant in both models, 
confirming the main results of Table 7. Also the results of other control variables, 
namely Creditspread, Size, Growth, year and sector dummies follow the patterns high-
lighted in the main results of Table 7. 

Regarding hypothesis 2, the Ologit model results (Table 12) confirm the robustness 
of our estimations. 

 
< insert Table 12 here > 
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The overall statistics affirm the goodness of fit of the models. Indeed, the Wald Chi 
test rejects the hypothesis of jointly null coefficients and the pseudo R-squared is 
around 0.30 in the three models. The first model (column 1) relating to the investiga-
tion of the relationship between CovindexR and CovindexE confirms the main result: 
negative and significant correlation between the two variables (b=-2585, p<0.01). The 
second model (column 2) confirms the negative relationship between CovindexR and 
the dummybondE (placement of bonds in Euromarket): b=-2.178, p<0.01. The last 
model (column 3) shows that the history does not count as a determinant of the num-
ber of covenants used on bonds as measured by the variable Covindex. In the three 
models estimated in Table 12 Maturity confirms its positive and significant effect on 
CovindexR. The other control variables (Creditspread, Size, Growth) present signs and 
significant levels that confirm the result of Table 8. 

Table 13 reports the main results of the robustness checks of the evidences proposed 
in Table 9 about the empirical validation of hypothesis 3. 

 
< insert Table 13 here > 

 
In particular, given the panel nature of the data we estimate a series of panel data 

regression models in order to fully capture the additional source of between firm and 
time section variability. In this respect the Breusch-Pagan multipliers test is significant 
for all the model suggesting the variance across firms is not zero. Hence, we need to use 
panel data regressions (test values range from 28 to 32 with p<0.01 in all three cases). 
To discriminate between  fixed effect and random effect regressions we run a series of 
Sargan tests that allow us to choose the fixed effect model as the preferred one (all the 
statistics are above 30 rejecting the null of consistent random effect model). 

The R-squared is high and similar to those presented in Table 9. The Wald Chi test 
rejects the null hypothesis of jointly null coefficients. The rho values show that from 
27% to 29 % of variability is explained by across firm variations. The first model (col-
umn 1) confirms that it does not emerge any significant relationship between the yield 
and the Covindex. The second model (column 2) shows that yield is positively and sig-
nificantly related to CovindexR (parameter value 7.26, p<0.01). The last model (col-
umn 3) confirms the negative and significant relationship between yield and CovindexE 
(parameter value -2.09, p<0.01). The variable Maturity presents similar patterns re-
ported in Table 9 for model (1) and (3), while in model (2) the coefficient has the right 
sign but loses significance.  The other control variables (i.e. Size, Growth, Rating and 
Creditspread) present results robust with respect to Table 9 estimations. 

6. Conclusion 

The conflict of interest between bondholders and shareholders results in actions under-
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taken by managers that have a negative impact on the firm’s value. One way to miti-
gate these conflicts is including appropriate covenants in debt contracts. However, cov-
enants may reduce flexibility in the corporate policy by restricting future financing and 
investment decisions. Therefore the firms optimally tradeoff the cost of restrictions im-
posed by covenants with the lower cost of debt due to reduced agency risk. 

Using a hand-collected database of Russian firms that issue bonds both in domestic 
and Eurobond market, we test four hypotheses. Firstly we find that, as expected, the 
higher the covenant protection, the higher the risk of the issue, both for the bond and 
firm characteristics. We verify also that the covenant protection in Eurobond market 
has a positive impact for those firms that issue in Russian market, with a reduction in 
covenant protection. With the third hypothesis we find, only for Eurobond market, a 
negative relation between the yield of the bond and the covenant protection. Lastly, we 
find a non linear relation between investment and covenant protection for the firms 
that issue in Russian market, indicating a possible optimal covenant protection for a 
bond issue. 

All these results suggest some policy implication. Firstly, Russian firms should in-
crease the issue in Eurobond market, because they can obtain significant benefit with a 
reduction in yield, and also with a reduction in covenant protection for the issue in 
domestic market. Covenant provisions included in Russian indenture agreements should 
be tailored with the covenant intensity in outstanding Eurobonds which companies 
have in their debt portfolio. Secondly, given the importance of covenant in control of 
risk, Russian rating agencies could include a careful analysis of covenant protection 
contained in bond indentures as the criteria in credit rating assessment. Finally, our 
results could help Russian issuers to design optimal covenant set included in debt in-
denture agreements that takes into account the needed flexibility in their future in-
vestment decisions.   
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Tables 

Table 1 

Issue characteristics: domestic corporate bond market 

Variables 
Issuance period Full 

sample 2008 2009 2010 2011 2012 2013 
Firm 65 56 64 61 58 62 237 
Issues 84 93 104 157 99 117 654 
Mean of issues per firm 1.3 1.7 1.6 2.6 1.7 1.9 2.8 
Mean of covenant per issue 0.8 1.8 1.8 1.1 1.5 1.2 1.35 

Issue characteristics 

       Yield (%) 12.98% 14.82% 9.65% 8.95% 10.09% 9.79% 10.88% 
Amount (mln rub) 300,142 706,173 482,113 617,478 493,493 859,894 3,459,291 
Amount per issue (mln rub) 3,573.1 7,593.3 4,635.7 3,908.1 5,035.6 7,349.5 5,289.4 
Aver. time to maturity (yrs) 3.41 4.64 4.92 4.54 6.42 8.99 5.55 
Average coupon rate (%) 12.47% 14.19% 9.21% 8.79% 9.83% 9.48% 10.48% 

Rating 

       Not rated 73.81% 35.48% 39.42% 25.48% 30.30% 32.48% 37.31% 
Withdrawn 9.52% 6.45% 9.62% 0.64% 44.44% 3.42% 4.43% 
Below investment grade 13.10% 24.73% 37.50% 23.57% 2.02% 29.91% 28.90% 
Investment grade 3.57% 33.33% 13.46% 50.32% 23.23% 34.19% 29.36% 

Status 

       Early redeemed 8.33% 11.83% 4.81% 5.73% 1.01% 0% 5.05% 
Outstanding 5.95% 47.31% 43.27% 62.42% 98.99% 100% 62.23% 
Redeemed 82.14% 40.86% 50.96% 31.85% 0% 0% 32.11% 
Redemption default 3.57% 0% 0% 0% 0% 0% 0.46% 
Restructed 0% 0% 0.96% 0% 0% 0% 0.15% 

Type of coupon 

       Fixed 100% 86.02% 97.12% 95.5% 90.91% 85.47% 92.27% 
Floating 0% 13.98% 2.88% 4.5% 9.09% 14.53% 7.73% 

!
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Table 2 

Issue characteristics: Russian corporate Eurobonds market 

Variables 
Issuance period Full 

sample 2008 2009 2010 2011 2012 2013 
Firm 17 11 18 10 16 26 61 
Issues 25 27 24 18 25 41 160 
Issues per firm 1.5 2.5 1.3 1.8 1.6 1.6 2.6 
Mean of covenant per issue 7.6 7.9 7.8 7.8 9.5 9.3 8.5 

Issue characteristics        

Yield (%) 10.51% 8.73%  6.83% 6.32% 5.11% 4.84%  6.81%  
Amount (mln usd) 14,075 12,781 12,952 11,440 18,710 29,792 99,751 
Amount per issue (mln usd) 563.01 473.37 539.70 635.56 748.41 726.65 623.45 
Aver. time to maturity (yrs) 4.54 2.99 6.09 6.31 5.33 6.40 5.31 
Average coupon rate (%) 10.18% 9.13% 7.01% 6.51% 5.58% 5.06% 7.04% 

Rating        

Not rated 24% 3.70% 16.67% 0% 8% 4.88% 9.38% 
Withdrawn 28% 7.41% 8.33% 0% 48% 0% 6.88% 
Below investment grade 28% 33.33% 50.00% 66.67% 40% 43.90% 43.75% 
Investment grade 20% 55.56% 25.00% 33.33% 4% 51.22% 40.01% 

Status        

Early redeemed 4% 11.11% 16.67% 0% 0% 0% 5.00% 
Outstanding 16% 33.33% 75.00% 83.33% 72% 95.12% 64.38% 
Redeemed 60% 55.56% 8.33% 16.67% 24% 4.88% 26.88% 
Redemption default 20% 0% 0% 0% 4% 0% 3.75% 

Type of coupon        

Fixed 100% 92.59% 91.67% 94.44% 100% 100% 96.88% 
Floating 0% 7.41% 8.33% 5.56% 0% 0% 3.13% 

!
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Table 3 

Number of firms: Industry and sectors distribution 

Industry Number of firms Sectors Number of firms 

Agriculture 5 Agriculture 5 
Construction materials production 5 Construction 27 
Construction and development 22   
Mining industry 10 Mining 10 
Communication 8 Services 36 
Retail 14   
Transportation 14   
Oil and gas service companies 1 Manufactuting 122 
Textile industry 1   
Non-ferrous metals 3   
Food industry 9   
Ferrous metals 11   
Chemical and petrochemical industry 13   
Oil and gas 15   
Engineering industry 21   
Other sectors 22   
Power 26   

Total 200 5 200 
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Table 4 

Covenant and covenant index: Domestic corporate bond market 

This table presents the descriptive statistics of the number of covenants and of the covenant index 
(Covindex) for the bond issue in in domestic bond market for all the years of the sample. Covindex is com-
puted as the number of covenant groups included in indenture agreements divided by seven. 

Variables 
Issuance period Full 

sample 2008 2009 2010 2011 2012 2013 

Number of covenants        
Mean 0.8 1.8 1.8 1.1 1.5 1.2 1.35 
Min 0 0 0 0 0 0 0 
10% percentile 0 0 0 0 0 0 0 
25% percentile 0 0 1 0 1 1 0 
50% percentile 1 1 1 1 1 1 1 
75% percentile 1 3 3 1 2 1 3 
90% percentile 2 3 3 3 3 3 3 
Max 4 9 5 6 6 5 9 

Covindex        
Mean 0.1 0.18 0.18 0.12 0.16 0.13 0.14 

!
! !
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Table 5 

Covenant and covenant index: Eurobond market 

This table presents the descriptive statistics of the number of covenants and of the covenant index 
(Covindex) for the bond issue in Eurobond market for all the years of the sample. Covindex is computed as 
the number of covenant groups included in indenture agreements divided by seven. 

Variables 
Issuance period Full 

sample 2008 2009 2010 2011 2012 2013 

Number of covenants        
Mean 7.6 7.9 7.8 7.8 9.5 9.3 8.5 
Min 1 1 2 1 2 1 1 
10% percentile 4 1 2 4 4 4 2 
25% percentile 4 4 4 4 5 4 4 
50% percentile 8 8 8 8 8 10 8 
75% percentile 10 10 11 12 13 13 12 
90% percentile 12 12 14 13 19 18 14 
Max 13 22 15 18 20 21 22 

Covindex        
Mean 0.58 0.49 0.53 0.55 0.64 0.59 0.56 

!
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Table 6 

Summary statistics 

This table presents the summary statistics of all the variables used in the empirical test. The definitions of 
the variables are showed in Table B in the Appendix. 

Variable # Mean Std. dev. Min Max 

Covenant protection 

Covindex 1,174 0,0776 0,1775 0 1 
CovindexR 1,174 0,0393 0,0871 0 0,7142 
CovindexE 1,174 0,0430 0,1664 0 1 

Issue characteristics 

Maturity 1,174 1,6155 3,0819 0 33,1660 
Yield 1,174 3,0883 5,0631 0 19,3 

Firm characteristics 
Leverage 1,138 64,3322 32,5752 0,0716 297,8683 
Coverage 1,029 0,0790 1,0279 -21,0859 2,6995 
Size 1,139 17,0835 2,1105 7,6029 23,2534 
Growth 912 0,1228 0,9569 -7,6634 6,7205 
Rating 1,174 0,7018 1,1306 0 3 
Investment  1,139 6,5512 8,3393 0 80,2146 

Market characteristics 
dummybondR 1,174 0,2512 0,4339 0 1 
dummybondE 1,174 0,0655 0,2476 0 1 
dummyE 1,174 0,2614 0,4396 0 1 
Creditspread 6 3,5643 2,0383 1,9164 6,9652 

Macroeconomic variable 
GDP 6 101,8333 4,4716 92,2 105,2 

!
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Table 7 

Estimation results: Hypothesis 1 

This table presents OLS regression results regarding the relation between covenant protection and risk. All 
variables are defined in Table B. Robust standard errors in parentheses. ***, **, and * denote significance 
at 1%, 5%, and 10% level, respectively. Control for Year and Sector as indicated. 

Dependent variable 
Covindex 

(1) 
CovindexR 

(2) 

Issue characteristics   

Maturity 0.0303*** 0.0158*** 
 (0.004) (0.002) 

Firm characteristics   

Size 0.0103*** 0.0042*** 
 (0.003) (0.001) 
Growth -0.0116** 0.002 
 (0.005) (0.002) 

Control variables   

Creditspread 0.0008 0.0047*** 
 (0.004) (0.002) 
Year Yes Yes 
Sector Yes Yes 
Constant -0.1332*** -0.0474 
 (0.051) (0.031) 

Observation 912 912 
R-squared 0.346 0.369 
F-test 16.27 12.93 
 (0.000) (0.000) 

!
  



28 

Table 8 

Estimation results: Hypothesis 2 

This table presents OLS regression results regarding the relation between covenant protection in the Euro-
bond market and covenant protection in the Russian market. All variables are defined in Table B. Robust 
standard errors in parentheses. ***, **, and * denote significance at 1%, 5%, and 10% level, respectively. 
Control for Year and Sector as indicated. 

Dependent variable 
CovindexR 

(1) 
CovindexR 

(2) 
CovindexR 

(3) 

Covenant protection    

CovindexE -0.0799***   
 (0.023)   
dummybondE  -0.0718*** -0.0718*** 
  (0.017) (0.017) 
dummybondR(t-1)   -0.0073 
   (0.005) 

Control variables    

Maturity 0.0172*** 0.0173*** 0.0174*** 
 (0.002) (0.002) (0.002) 
Size 0.0049*** 0.0049*** 0.0051*** 
 (0.001) (0.001) (0.001) 
Growth 0.0008 0.0007 0.0005 
 (0.002) (0.002) (0.002) 
Creditspread 0.0043*** 0.0041** 0.0040** 
 (0.002) (0.002) (0.002) 
Year Yes Yes Yes 
Sector Yes Yes Yes 
Constant -0.0577* -0.0571* -0.0573* 
 (0.030) (0.030) (0.030) 

Observation 912 912 912 
R-squared 0.389 0.403 0.404 
F-test 12.02 13.36 13.66 
 (0.000) (0.000) (0.000) 

!
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Table 9 

Estimation results: Hypothesis 3 

This table presents OLS regression results regarding the relation between yield and covenant protection. 
All variables are defined in Table B. Robust standard errors in parentheses. ***, **, and * denote signifi-
cance at 1%, 5%, and 10% level, respectively. Control for Year and Sector as indicated. 

Dependent variable 
Yield 

(1) 
Yield 

(2) 
Yield 

(3) 

Covenant protection    

Covindex -0.7561   
 (0.694)   
CovindexR  6.5973***  
  (1.423)  
CovindexE   -1.7617*** 
   (0.618) 

Control variables    

Maturity 0.1641*** 0.0951*** 0.1755*** 
 (0.045) (0.035) (0.043) 
Size 0.0895*** 0.0495 0.0955*** 
 (0.030) (0.030) (0.031) 
Rating 3.8575*** 3.6158*** 3.8387*** 
 (0.105) (0.128) (0.103) 
Creditspread 0.1131*** 0.1213*** 0.1058** 
 (0.043) (0.044) (0.043) 
Year Yes Yes Yes 
Sector Yes Yes Yes 
Constant -1.7157*** -1.1038 -1.7999*** 
 (0.658) (0.680) (0.666) 

Observation 1.139 1.139 1.139 
R-squared 0.863 0.869 0.865 
F-test 280.7 318.8 285.4 
 (0.000) (0.000) (0.000) 

!
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Table 10 

Estimation results: Hypothesis 4 

This table presents OLS regression results regarding the relation between investment and covenant protec-
tion. Column (1) is with all the firm, column (2) only for firm-year with bond issue, and column (3) only 
for firm-year with bond issue in the Russian market. All variables are defined in Table B. Robust standard 
errors in parentheses. ***, **, and * denote significance at 1%, 5%, and 10% level, respectively. Control for 
Year and Sector as indicated. 

Dependent variable 
Investment 

(1) 
Investment 

(2) 
Investment 

(3) 

Covenant protection    

Covindex 4.7221 10.0521*  
 (3.569) (5.666)  
Covindex2 -3.9829 -9.1139  
 (5.23) (6.945)  
CovindexR   23.3871*** 
   (7.976) 
CovindexR2   -40.8001*** 
   (13.255) 

Control variables    

Leverage -0.0400*** -0.0603*** -0.0777*** 
 (0.008) (0.018) (0.023) 
Size 0.4414*** 0.2183 0.0705 
 (0.143) (0.227) (0.285) 
Growth 0.1458 0.1322 0.2094 
 (0.287) (0.461) (0.554) 
GDP 0.0442 0.2542** 0.2304* 
 (0.069) (0.112) (0.130) 
Year Yes Yes Yes 
Sector Yes Yes Yes 
Constant -8.7188 -28.1735*** -23.7702** 
 (6.838) (10.540) (11.514) 

Observation 911 299 237 
R-squared 0.111 0.189 0.221 
F-test 13.84 12.07 8.935 
 (0.000) (0.000) (0.000) 

!
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Table 11 

Robustness check: Hypothesis 1 

This table presents Ordered Logit results regarding the relation between covenant protection and risk. All 
variables are defined in Table B. Standard errors in parentheses. ***, **, and * denote significance at 1%, 
5%, and 10% level, respectively. Control for Year and Sector as indicated. The thresholds across categories 
of dependent variables given by Cut_1 to Cut_7. 

Dependent variable 
Covindex 

(1) 
CovindexR 

(2) 

Issue characteristics   

Maturity 0.4649*** 0.4289*** 
 (0.030) (0.031) 

Firm characteristics   

Size 0.2379*** 0.1708*** 
 (0.050) (0.053) 
Growth -0.1429 0.0496 
 (0.088) (0.094) 

Control variables   

Creditspread 0.0157 0.1511** 
 (0.055) (0.063) 
Year Yes Yes 
Sector Yes Yes 
Cut_1 5.2767*** 4.8825*** 
 (0.985) (1.045) 
Cut_2 6.8617*** 6.7580*** 
 (1.005) (1.069) 
Cut_3 7.8407*** 9.8791*** 
 (1.021) (1.168) 
Cut_4 8.3157*** 11.6767*** 
 (1.029) (1.482) 
Cut_5 9.0818***  
 (1.041)  
Cut_6 9.7687***  
 (1.056)  
Cut_7 10.4084***  
 (0.088)  

Observation 912 912 
Pseudo R-squared 0,26 0,275 
Wald Chi-test 474 351.2 
 (0.000) (0.000) 
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Table 12 

Robustness check: Hypothesis 2 

This table presents Ordered Logit results regarding the relation between covenant protection in the Euro-
bond market and covenant protection in the Russian market. All variables are defined in Table B. Stand-
ard errors in parentheses. ***, **, and * denote significance at 1%, 5%, and 10% level, respectively. Con-
trol for Year and Sector as indicated. The thresholds across categories of dependent variables given by 
Cut_1 to Cut_4. 

Dependent variable 
CovindexR 

(1) 
CovindexR 

(2) 
CovindexR 

(3) 

Covenant protection    

CovindexE -2.585***   
 (0.584)   
dummybondE  -2.178*** -2.1745*** 
  (0.409) (0.408) 
dummybondR(t-1)   -0.2196 
   (0.222) 

Control variables    

Maturity 0.4740*** 0.4787*** 0.4796*** 
 (0.033) (0.033) (0.033) 
Size 0.2129*** 0.2084*** 0.2189*** 
 (0.055) (0.055) (0.056) 
Growth 0.0137 0.011 0.0058 
 (0.095) (0.094) (0.093) 
Creditspread 0.1252* 0.1107* 0.1059* 
 (0.064) (0.064) (0.064) 
Year Yes Yes Yes 
Sector Yes Yes Yes 
Cut_1 5.4514*** 5.2858*** 5.3604*** 
 (1.071) (1.067) (1.071) 
Cut_2 7.4319*** 7.3380*** 7.4155*** 
 (1.098) (1.097) (1.101) 
Cut_3 10.6678*** 10.6212*** 10.6992*** 
 (1.204) (1.207) (1.210) 
Cut_4 12.4653*** 12.4182*** 12.4960*** 
 (1.511) (1.513) (1.515) 

Observation 912 912 912 
Pseudo R-squared 0.294 0.302 0.303 
Wald Chi-test 375.3 386.2 387.2 
 (0.000) (0.000) (0.000) 

!
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Table 13 

Estimation results: Hypothesis 3 

This table presents Panel regression with fixed effects results regarding the relation between yield and cov-
enant protection. All variables are defined in Table B. Standard errors in parentheses. ***, **, and * de-
note significance at 1%, 5%, and 10% level, respectively. Control for Year and Sector as indicated. 

Dependent variable 
Yield 

(1) 
Yield 

(2) 
Yield 

(3) 

Covenant protection    

Covindex -0.421   
 (0.488)   
CovindexR  7.2586***  
  (0.891)  
CovindexE   -2.0915*** 
   (0.440) 

Control variables    

Maturity 0.0899*** 0.0331 0.1034*** 
 (0.032) (0.031) (0.031) 
Size 0.1169 0.121 0.1061 
 (0.086) (0.083) (0.085) 
Rating 3.9980*** 3.7329*** 4.0072*** 
 (0.080) (0.079) (0.075) 
Creditspread 0.2147*** 0.2177*** 0.2089*** 
 (0.029) (0.028) (0.028) 
Constant -2.5906* -2.7133* -2.3549 
 (1.507) (1.455) (1.489) 

Observation 1.139 1.139 1.139 
R-squared 0.875 0.883 0.878 
Number of id 200 200 200 
F-test 1309 1413 1344 
 (0.000) (0.000) (0.000) 
Rho 0.268 0.295 0.269 
Breusch-Pagan test 28.04 32.33 28.88 
 (0.000) (0.000) (0.000) 
Sargan test 29.99 32.75 31.08 
 (0.000) (0.000) (0.000) 

!
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Figures 

Figure 1 

Maturity structure of issues, number of outstanding issues in Russian corporate bond market 

 

Figure 2 

Maturity structure of issues, number of outstanding issues in Eurobond market 
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Appendix 

Table A 

Types of covenants 

Covenants’ group Types of covenants 

Restrictions on the investment policy Restrictions on investment 
Restrictions on the disposition of assets 
Restrictions on a consolidation or merger 
Requirements of the maintenance of assets 

Restrictions on dividend payments  
Restriction of financing policy  Limitations on debt and priority 

Limitations on rentals, lease and sale-leaseback 
Default-related covenants 
 

Cross default 
Cross acceleration 

Specifying bonding activities 
 

Required reports  
Specification of accounting techniques 
Officers’ certificate of compliance 
Required purchase of liability insurance 

Event-related covenants  
 

Hostile takeover 
Capital structure change 
Rating downgrade 

Financial covenants 
 

Coverage ratio 
Leverage 
Net worth 
Current ratio 
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Table B 

Variables definitions and sources 

Variable Definition Source 

Covenant protection  

Covindex Number of covenant groups included in indenture agreements 
divided by 7 

Cbonds.ru 

CovindexR Covindex for Russian domestic bond issuers Cbonds.ru 
CovindexE Covindex for Eurobond issuers Cbonds.ru 

Issue characteristics 

Maturity Maturity in years Cbonds.ru 
Yield Nominal yield to maturity Cbonds.ru 

Firm characteristics  
Leverage The ratio of the firm’s total debt to the firm’s book value of as-

sets 
Interfax 

Size Natural logarithm of assets Interfax 
Growth  logSales(t)-logSales(t+1), where logSales(t) and logSales(t+1) are 

natural logarithm of sales revenue in years t and t-1, respectively 
Interfax 

Rating Issuer’s credit rating: 1 is equal to “investment grade”, 2 to “be-
low investment grade”, 3 if a firm is not rated or the rating was 
withdrawn 

Cbonds.ru 

Investment  Capital expenditures scaled by average assets Interfax 

Market characteristics  
dummybondR  Dummy = 1 if the firm places bonds on Russian domestic market 

in the certain year and zero otherwise 
Cbonds.ru 

dummybondE   Dummy = 1 if the firm places Eurobonds in the certain year and 
zero otherwise 

Cbonds.ru 

dummyE Dummy = 1 if the firm has outstanding Eurobonds and zero oth-
erwise  

Cbonds.ru 

Creditspread  Credit spread of corporate bonds over the average yield of OFZ 
market 

Cbonds.ru 

Macroeconomic variable  
GDP The percent rate of increase in gross domestic product World Develop-

ment Indicators 
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