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Abstract 

 

Research concerning covenants has at large not examined what quantifiable 

relationship covenants have with yield spreads. We shed light on this topic as we 

evaluate Swedish bond indentures. By examining the relationship between 

covenants and yield spread, our results indicate whether covenants effectively 

mitigate the bondholder-stockholder conflict. The results from our OLS-model 

indicate that the poison put option and covenants restricting dividends and 

mergers have a positive relationship with the yield spread, and that the negative 

pledge has a negative relationship with the yield spread. Furthermore, our results 

indicate that some covenants are too costly for companies issuing investment 

grade bonds. Those covenants are therefore only included in bonds with higher 

yield spreads, where a conflict between bondholders and stockholders could be 

greater.  

 

Keywords: covenants, yield spread, bondholder-stockholder conflict, Swedish 

bond market, Z-score 

 

Ett kvantifierbart förhållande mellan kovenanter och räntebasmarginalen har 

överlag i tidigare forskning inte undersökts. I denna uppsats åskådliggör vi detta 

förhållande genom att undersöka svenska företagsobligationer. Genom att studera 

relationen mellan kovenanter och räntebasmarginalen kan våra resultat visa på 

huruvida kovenanter motverkar konflikten mellan obligationsinnehavare och 

aktieägare. Resultaten från vår OLS-modell visar att poison put option och 

kovenanter som begränsar utdelningar och fusioner har ett positivt samband med 

räntebasmarginalen, medan negative pledge har ett negativt samband med 

räntebasmarginalen. Vidare visar våra resultat att vissa kovenanter är för dyra för 

företag som ger ut investment grade obligationer. Dessa kovenanter finns därför 

bara med i obligationer med högre räntebasmarginaler, där en konflikt mellan 

obligationsinnehavare och aktieägare kan vara större. 
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1. Introduction 

 

Previous research on covenants and whether they actually mitigate conflicts 

between bondholders and stockholders has been extensive (e.g. Nini, et al., 2009; 

Smith and Warner, 1979; Kahan and Yermack, 1998; Nash et al., 2003). While 

there is previous research on the costs of violating covenants (Chava and Roberts, 

2008; Sweeney, 1994), and how covenants relate to management incentives 

(Begley and Feltham, 1999), there has been scarce research on how covenants 

relate to yield spread. One of the few papers on this topic was published by Reisel 

(2014), who studies whether this relationship is significant. The purpose of this 

study is to examine if there is a relationship between covenants and yield spread. 

Jensen and Meckling (1976) and Smith and Warner (1979) argue that with a 

larger conflict between bondholders and stockholders - proxied by an increase in 

yield spread - the likelihood of covenants being included in debt indentures 

should increase. By offering insight as to whether covenants are relevant factors 

to consider when explaining yield spreads, we aim to extend the empirical 

literature on the Swedish corporate bond market, which has undergone rapid 

growth (Figure 1) in the last few years (Riksbanken, 2014a). 

 

Figure 1 

Amount of bonds (units) issued 2007-2014 

The figure plots the amount of bonds (units) to the year they were issued, based on data extracted 

from Stamdata 2015-04-13. 
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The bondholder-stockholder conflict arises as the two different stakeholders have 

different interests in the performance of the company when it is in financial 

distress. In the case of risky debt, the firm can fail to maximize the separate as 

well as the combined wealth of its bondholders and stockholders. The idea of a 

scenario where maximized stockholder value does not equal maximized 

bondholder value is not unlikely (Fama and Miller, 1972). Jensen and Meckling 

(1976) argue that companies are “legal fictions which serve as a nexus for a set of 

contracting relationships among individuals”. Indeed, the management - acting in 

the interests of the stockholders - has incentives to design the operations and 

financial structure of the firm to benefit stockholders. 

 

When a conflict between the two stakeholders arises, poor decisions regarding 

investments and operations by the enterprise could be made (Brealy et al. 

2013:462). By imposing restrictions - covenants - lenders seek to limit the risk 

that they expose themselves to when lending money to firms (Brealy et al., 

2013:462). Although control of the bondholder-stockholder conflict may increase 

the value of the firm, not all means of control – i.e. not all covenants – are 

relevant for each company. Thus the costly contracting hypothesis assumes that 

the use of covenants is costly, meaning that covenants may in certain occasions 

bring more disadvantages than advantages (Smith and Warner, 1979). Covenants 

may limit the efficiency of the firm's management in running the company, as 

well as resulting in significant monitoring costs (Brealy et al., 2013:464). A 

company will therefore only include a covenant if it relates to a net positive value. 

Furthermore, arguments have been made that covenants are not effective due to 

the fact that some covenants are linked to accounting data, which can be 

manipulated (Dichev and Skinner, 2002). Studies also question the potential 

effectiveness of covenants by studying if they are written loosely with 

“boilerplate” language (e.g. Chen and Wei 1993; Nini et al., 2009). 
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The premium a company has to pay for its bonds, i.e. the yield spread
1
, derives 

from two fundamental sources. Collin-Dufresne et al. (2001) argue that spread 

can be explained by both the risk of default, and in case of a default, the 

likelihood of bondholders receiving their portion of the promised payments. 

Covenants are used to ensure lenders that there will be repayments if the issuer 

makes changes to the company that could jeopardize its ability to pay. Indeed, the 

academic opinion on the relevance of covenants is divided. 

 

In this study we design an ordinary least squares (OLS) model to analyze and 

determine if a certain covenant has a significant relationship to the yield spread, a 

method used in previous research (e.g., Reisel, 2014, Collin-Dufresne et al., 

2001). Our results indicate that the costly contracting hypothesis is valid on the 

Swedish corporate bond market, i.e. that some covenants may mitigate the 

bondholder-stockholder conflict, and not that they are viewed as “boilerplate” 

language that serves little purpose.  

 

The remainder of the paper is organized as follows. Section 2 describes the 

theoretical framework behind the bondholder-stockholder conflict. Section 3 

describes covenants used to combat those conflicts and hypotheses regarding the 

relevance of covenants. Section 4 describes the sample characteristics, and what 

limitations were applied to the data material to prepare it for analysis. Section 5 

describes the method, i.e. how we extracted relevant information from the bond 

indentures, the financial health of the company as well as the statistical approach 

to the data. Section 6 provides the results from the initial regression model and the 

parsimonious regression model. In section 7 we analyze the results, taking into 

consideration our methodology of choice. Section 8 presents conclusions and 

suggestions for future research. The content of section 9, the appendices, provides 

graphical insight to the statistical method and the assumptions that were made. 

 

                                                
1
 The yield spread is the difference between the bond yield and the yield on the government bond 

(Nash et al., 2003:217), in our study the Swedish government bond, with comparable maturity. 
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2. Theoretical framework 

In this section we discuss the theoretical framework behind the bondholder-

stockholder conflict. We also show what types of bondholder-stockholder conflicts 

that are regularly witnessed when a company is in financial distress. 

 

2.1. The bondholder-stockholder conflict 

 

Since bondholders and stockholders have different interests in the financial 

distressed company, the conflict between the two stakeholders has long been 

documented among scholars and economists (Lehn and Poulsen, 1991). Should a 

company be liquidated, bondholders’ prioritized claim on the company’s assets 

over the residual interests of stockholders creates a conflict between the two 

stakeholders. They may hold different positions regarding policies on cash 

distributions, debt financing and investment projects (Lehn and Poulsen, 1991). In 

the case of risky debt, the firm can fail to maximize the separate as well as the 

combined wealth of its bondholders and stockholders. Fama and Miller (1972) 

argue that there are multiple possibilities when maximizing stockholder value 

does not maximize bondholder value. Jensen and Meckling (1976:310) argue that 

companies are “legal fictions which serve as a nexus for a set of contracting 

relationships among individuals”.  

 

If management acts in the interests of its owners, the stockholders, the company 

has incentives to design the operations and financial structure to benefit 

stockholders. Reisel (2014) finds that covenants might significantly mitigate 

agency problems, and in turn reduce the cost of debt. Hence there is empirical 

research that strengthens the idea of firms acting in the interests of the 

stockholders. Smith and Warner (1979) highlight four major types of conflicts 

that could arise between stockholders and bondholders.  
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Dividend payment  

Bonds are priced given the current information regarding the firm’s operations 

and financial performance, e.g. an assumption regarding the dividend policy is 

made. However, the firm could increase dividend payments and finance the 

increase with lower investments. In an extreme case, the firm could sell off all 

assets and pay out everything to the stockholders, leaving the bondholders with 

nothing of value (e.g. Smith and Warner, 1979; Brealy et al. 2013:462).  

 

Claim dilution 

The value of the bonds could depend on whether more bonds are issued. If bonds 

that are issued have the same or higher priority, the value of the bondholders 

claim may decrease (Smith and Warner, 1979; Brealy et al., 2013:462). Given 

that the management has incentives to maximize stockholder value (Begley and 

Feltham, 1999), the bondholders may be worried that the maximization of 

stockholder value may not equal the maximization of bondholder value if the 

company is in financial distress (Fama and Miller, 1972). If the management 

believes the stockholder value may increase by issuing more debt, the current 

bondholders may see their claim to the company assets diluted. 

 

Asset substitution 

Asset substitution, or risk-shifting, distributes risk from the stockholders to the 

bondholders (Reisel, 2014). Assuming that investors purchase lower risk bonds 

with the intention of engaging in lower risk projects, the firm may raise the value 

of the stockholders’ equity, and reduce the value of the bondholders’ claim, by 

engaging in higher risk projects (Smith and Warner, 1979; Brealy et al., 

2013:460).  

 

Underinvestment 

Myers (1977) argue that in comparison with firms that have no debt at all, firms 

with risky debt - assuming they act in their stockholder’s interest - have incentives 

to run their operations on different decision rules. In practice, when bondholders 
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are the primary benefiters of accepting the project, the firm may reject projects 

with positive net present values. 

 

Rational bondholders recognize the bondholder-conflict and the incentives that 

follow certain circumstances. Knowing that the firm seeks to maximize the wealth 

of the stockholders, actions to protect the bondholders’ interests will be taken 

when the bonds are issued (Smith and Warner, 1979; Brealy et al., 2013:461).  

 

 

3. Hypothesis development 

In this section we develop our hypothesis by initially describing covenants and 

their function. We proceed by examining previously stated hypotheses on the 

relevance of covenants in the bondholder-stockholder conflict. Lastly, we 

formulate the hypothesis of our thesis. 

3.1. Covenants 

 

Restrictions, often times called covenants, frequently appear in bond indentures 

(Reisel, 2014). In theory, and in alignment with the costly contracting hypothesis, 

the benefit of having a covenant in a bond indenture is to reduce the conflict 

between bondholders and stockholders (Nash et al., 2003). Covenants can, for 

example, be placed on a company‘s financing or investing activities (Smith and 

Warner, 1979). While a covenant is written to reduce the cost of a conflict 

between bondholders and stockholders, according to the costly contracting 

hypothesis the covenant itself should imply some costs due to reduced flexibility 

of the company’s activities (Nash et al., 2003). Under the costly contracting 

hypothesis, an issuer has to weigh the benefits of including a covenant with the 

costs it implies to the company. 

 

As long as the borrower does not violate the covenant, the control right of the 

capital stays with the borrower. As soon as a covenant is violated, control rights 

shifts to the creditor who can then exercise different rights to either extract value 
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from the company, or to choose the preferred course of action for the borrower 

(Chava and Roberts, 2008).  

 

There are several types of covenants, which restrict how the firm operates. In her 

study, Reisel (2014) seeks and examines the following covenants: negative 

pledge, poison put, restriction on additional debt, restriction on asset sales, 

restriction on mergers-consolidations and restriction on dividends. These 

covenants will be included in our analysis. The different covenants are used to 

mitigate different types of bondholder-stockholder conflicts (Reisel, 2014). 

 

Negative pledge 

A negative pledge ensures the bondholder that the company that has issued the 

bonds, cannot issue new bonds with a higher priority claim on the company’s 

assets. In her research, Reisel (2014) finds that the negative pledge is noted in 

82.75 % of bond indentures in the US. A negative pledge reduces the claim 

dilution problem in a bondholder-stockholder conflict and in turn lowers the 

spread of the bond (Smith and Warner, 1979; Reisel, 2014).  

 

Poison put 

A poison put option creates an opportunity for the bondholder to prematurely 

demand full redemption in the event of a hostile takeover. This is to protect 

bondholders from a company making risky investments, or any change-of-control 

event. Nash et al. (2003) writes that an inclusion of a poison-put, or change-of-

control option, is related to a company 's agency cost of debt and its potential for a 

takeover.  

 

Restriction on additional debt 

Restriction on additional debt limits the company’s possibility to issue additional 

debt other than the bond currently issued. This type of restriction limits future 

investment, and might be preferred for bondholders if the future of a firm’s 

investments is uncertain, for example in risky firms (Nash et al., 2003). While this 
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might ensure the safety of the bondholders, it ties up a company’s financing 

activities and reduces its flexibility to secure capital for future positive 

investments. This restriction is costly for high investment companies (Nash et al., 

2003). 

 

Restriction on asset sales 

When restricted by an asset sale covenant, the company is not permitted to 

dispose of assets or properties of significant value to the operations of the 

company. The restriction covers - but is not limited to - manufacturing plants and 

a majority of important assets to the business of a company division or branch 

(Smith and Warner, 1979). The asset sale covenant reduces the flexibility of the 

company, as it limits the company’s course of business (Smith and Warner, 

1979). Reisel (2014) finds that restrictions on asset sales are common, at 90.32%, 

 

Restriction on mergers and consolidations 

A merger covenant restricts the company to merge with another company without 

the approval and knowing of the bondholders. A merger could be seen as a risky 

investment since it is possible that the company’s profits and efficiency will 

decrease post-merger (Ravenscraft and Scherer, 1989). The covenant mitigates 

the asset substitution conflict, and has been recorded in 90.39 % of US bond 

indentures (Reisel, 2014). As the asset substitution conflict may increase with 

mergers, in which it can be considered a risky investment, the restriction on 

mergers adds value to the bondholders (Nash et al., 2003).  

 

Restriction on dividends  

A dividend covenant decreases or altogether hinders a company from making 

dividend payments to stockholders. This covenant may mitigate the dividend 

payment problem (Black, 1976), where a company in the very extreme - although 

strictly theoretical - case could issue bonds and then proceed to pay out all 

available cash in dividends and later go bankrupt. Dividend covenants might also 

mitigate the effect of underinvestment, forcing the company to invest excess cash 
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in projects rather than paying out dividends to stockholders (Myers, 1977). The 

company is more likely to prefer dividend payments than investing in projects if 

bondholders are the primary benefiters of projects with positive net present values 

(Myers, 1977).  Healy and Palepu (1990) find dividend covenants to be common. 

However, Reisel (2014) notices a significant decline in the presence of 

restrictions on payouts over the last two decades. Reisel (2014) finds that 

restrictions on dividend-related payments are only included in 5.74% of bond 

indentures, and restrictions on payments to stakeholders other than stockholders 

in 20.37% of bond indentures. 

 

Senior secured 

Issuing a secured bond could be a better solution to the bondholder-stockholder 

conflict and may also be less expensive than covenants for a company (Nash et 

al., 2003). Having a secured bond provides bondholders with a clear overview of 

their claim to the company’s assets should the company default on its bonds. In 

comparison to covenants, a secured bond does not formally restrict the operations 

of the company. A senior secured bond implies that the bond issuer have a 

primary claim on the company’s assets. A secured bond potentially limits the 

wealth transfer between bondholders and stockholders, and could be used by high 

growth firms having trouble finding fixed income investors (Nash et al., 2003) 

 

 

3.2. Hypotheses on the bondholder-stockholder conflict 

 

Some previous research indicates that covenants in use to mitigate conflicts 

between bondholders and stockholders may instead be written loosely, practically 

being ineffective (e.g. Nini et al., 2009; Chen and Wei, 1993). This school of 

literature aligns with the irrelevance hypothesis, which states that the value of the 

firm does not depend on the inclusion of covenants. The costly contracting 

hypothesis states the opposite, i.e. that the inclusion of certain covenants may 

increase the value of the firm by aligning the bondholder- and stockholder value 
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simultaneously (Smith and Warner, 1979). Furthermore, it is assumed that there 

are a set of contracts that may maximize the value of the firm, essentially meaning 

that some covenants provide value to the firm, while others do not. Covenants are 

assumed to come at a cost, e.g. by restricting the efficiency of the firm's 

management in running the company, as well as resulting in significant 

monitoring costs (Brealy et al., 2013:464). Fama and Miller (1972) state that it is 

possible that bondholder and stockholder value may not at all times align, 

highlighting the possibility that covenants may be included if there is any real 

concern of a particular conflict between stockholder and bondholders. This is 

made particularly clear by Nash et al. (2003), who state that certain covenants are 

included depending on the risk of bankruptcy. 

 

By imposing restrictions - i.e. covenants - borrowers seek to limit the risk they 

expose themselves to when lending money to firms (Brealy et al., 2013:462). 

Reisel (2014) finds that there is a negative relationship between covenants and 

yield spread. As there are two conflicting hypotheses on the subject of covenant 

relevance in mitigating conflict between bondholders and stockholders, we seek 

to examine the relationship between commonly included covenants and the yield 

spread. To conclude our hypothesis development, we hypothesize that: 

 

H1: There is a negative relationship between covenants and yield spread. 
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4. Data and sample 

In this section we provide insight into the bond database our study is based on. 

We describe how the database is adapted to our study, and why certain 

restrictions are made. Finally, we present the essential descriptive statistics 

regarding the covenants.  

 

Our focus is the Swedish bond market, and one of the reasons is that the Stamdata 

database provided by Nordic Trustee - a company offering trustee services to 

bond investors - gained access to the Swedish market in 2012. Nordic Trustee has 

data regarding bond markets in the Nordic countries. While data on the Swedish 

and Norwegian market is sufficient for statistical studies, data from the Danish 

and Finnish markets contains too few observations to be able to draw statistically 

significant conclusions. A similar study on the Norwegian market has already 

been conducted (Högnelid and Stolt, 2012). Thus we have limited ourselves to the 

Swedish market, which we have found no similar study on.  

 

Since Nordic Trustee is assigned to monitor the rights of investors according to 

the loan agreements, we believe that the information regarding the loan 

agreements provided from their database is accurate. Filtration of bonds is 

possible due to the database offering specific aspects of the bond issues such as 

country issued in, reference rate, industry, government issued or not, issue- and 

maturity date, and more. While the database did not explicitly state which 

covenants were included in the issue, electronic loan agreements were available to 

extract from the database. In certain cases only the final conditions of the loan 

agreements were attached. Final conditions of the loan agreements must be 

complemented by the general terms, which are specified in the base prospectus of 

the company. The base prospectuses are accessible through Finansinspektionens 

database. These copies provided us with information regarding included 

covenants.  
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The original data on Swedish bonds provided by Stamdata consisted of 2185 bond 

indentures. Due to the nature of our study, a number of boundaries had to be 

applied to extract the observations relevant to our objective (Table 1). The data 

was collected at April 13 2015 and no bonds issued after that date are considered.  

 

Table 1 

Adjustments of data sample 

Exclusion criteria Loss Observations 

Start (no. of Swedish bond indentures)  2185 

No reference rates other than STIBOR 3 month 1046 1139 

No companies within the sectors banks,  

finance, government, public sector, insurance 
722 417 

No finance, government guaranteed or covered bonds 33 384 

No information available in Reuters Datastream 214 170 

Wrongly labeled by Stamdata/missing documentation 23 147 

Final sample (covenants)  147 

 

Bonds with fixed rates will fluctuate with changing market rates, making it 

difficult to compare bonds issued different years. Because of time restraint of 

making this study, we decided to narrow our selection down to floating rates that 

had STIBOR 3 month (Stockholm Interbank Offered Rate) as a reference rate. 

About 50% of the bonds not filtered for a reference rate have the STIBOR 3 

month rate as reference rate. By comparing bonds with the same reference rate, it 

is easier to compare the stated yield spread (Nash et al., 2003). 

 

Further on, some sectors such as banks, government or public sector, finance and 

life insurance companies were excluded from the data. As a result of the Basel III-

rules, banks and companies within the finance sector have been forced to even 

stricter government surveillance from Finansinspektionen. Finansinspektionen 
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acts to maintain stability in the financial system and“if there are problems in a 

financial company, Finansinspektionen assesses the causes of the problems and 

may take measures against the company concerned” (Riksbanken, 2014b:15). 

Bonds issued by financial companies cannot be as easily compared as bonds 

between other industries. 

 

Government- and public sector issued bonds are in reality guaranteed by the 

Swedish government, and therefore is not in need of covenants. Furthermore, 

companies operating in other sectors, but owned by the government or 

municipalities are excluded, as they are technically guaranteed by the government. 

Although there are few insurance companies included in the sample, they seem to 

commonly issue perpetual bonds, which would drastically alter the overall 

sample, and have thus been excluded from the sample.  

 

As we seek to maximize comparability among bonds, we excluded covered bonds 

from the sample. Covered bonds are backed by cash flows from mortgages or 

public sector loans to which the investor has a preferred claim in the event of an 

issuer default (Avesani et al., 2007).  

 

Finally, financial data was not easily accessible through Datastream for all 

companies and the amount of bond indentures listed as relevant for our study was 

further decreased by another 214 observations. Certain key ratios were lacking for 

some companies. In those cases, we complemented the data collection by 

manually extracting accounting data from relevant financial statements. 

 

4.1. Descriptive statistics  

 

Companies in some industries seem more prone to issue bonds than companies in 

other industries. Although Figure 2 does not reveal the share of companies per 

industry issuing bonds, Figure 2 provides an idea of the relevance of bond 

financing per industry. The heavy and automotive industry has historically been 
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important for the Swedish economy, and real estate sector is on the rise. Those 

three industries are capital intensive and issue most of the Swedish corporate 

bonds.   

 

Figure 2 

Amount of bond issues (units) per industry 2007 – 2014 

The figure plots the final sample of 147 bonds depending on the issuers corresponding sector, 

based on data extracted from Stamdata 2015-04-13.  

 
 

Furthermore, among the many features of the Stamdata database, it was possible 

to filter for whether the specific bond was determined as an investment grade 

bond or a high yield bond. The two categories roughly divide bonds into two 

groups depending on how large the yield spread is – high yield bonds corresponds 

to a relatively large yield spread, and vice versa. When analyzing the relationship 

of covenants on the yield spread, it might be interesting to note whether the 

specific covenant occurs more frequently in the indentures determined to be high 

yield bonds or investment grade bonds. Reisel (2014) argues that covenant 

structure ought to be different between the two categories due to perceived 

difference of agency problems between stockholder and bondholders. Similar to 
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Reisel (2014), we find that restrictions on additional debt and dividends do not 

exist for investment grade companies (see Table 2). This is not surprising, as the 

costly contracting hypothesis states that it is costly to use covenants (Smith and 

Warner, 1979). The cost and benefit perspective was important in the analysis of 

Smith and Warner (1979), highlighting the possibility that companies seek to 

include covenants only if there are net positive effects of doing so.  

 

Table 2 

Covenant frequencies 

This table provides an overview of the frequencies of covenants included in the final sample, 

based on data extracted from Stamdata 2015-04-13. 

  Investment grade bond  High Yield bond 

Covenants  Observations 
Frequency 

(%) 
 Observations 

Frequency 

(%) 

Total  102 100  45 100 

Negative Pledge  87 85  28 62 

Res. on Additional Debt  0 0  13 29 

Res. on Asset Sales  65 64  41 91 

Res. on Mergers  74 73  40 89 

Res. on Dividends  0 0  13 29 

Poison Put  23 23  39 87 

 

Furthermore, Table 3 provides an oversight to the average yield spreads for the 

bond indentures including certain covenants. The descriptive statistics concerning 

restriction on additional debt and dividends seem to deviate from the other 

covenants. 
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Table 3 

Central tendencies  

This table shows central tendencies on yield spreads, based on data extracted from Stamdata 2015-

04-13. 

Variable  Mean (%) Median (%) Std. Dev. 

Negative Pledge 1,79 1,55 1,13 

Restriction on Additional Debt 4,15 4,00 1,14 

Restriction on Asset Sales 2,03 1,87 1,20 

Restriction on Mergers 2,05 1,85 1,22 

Restriction on Dividends 4,21 4,00 1,04 

Poison Put 2,62 2,45 1,28 

 

 

5. Method 

This section elaborates on the methodology, starting with what statistical tests are 

applied to the dataset and its necessary assumptions. We proceed by examining 

the methodology of choice and by specifying the OLS-model.  We finalize by 

describing how we extract information regarding covenants and how we 

determine the risk of bankruptcy. While elaborating on the methodology, we 

continuously apply a critical mindset. 

 

5.1. Statistical tests 

 

In our study we examine how covenants relate to yield spreads. As there are 

different types of covenants, and more factors than just covenants affecting the 

yield spread, a multiple regression analysis enables us to weigh the variables 

according to their relation to the yield spread. Gujarati and Porter (2009) stated 

that the relevance and accuracy of an OLS-model depend on numerous 

assumptions. Some assumptions are often taken for granted in statistical analysis, 

e.g. that the number of n observations must be greater than the number of 

variables estimated. Some assumptions, however, are often further elaborated on 
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in literature on econometrics. These central assumptions (Gujarati and Porter, 

2009) are 1) there is no multicollinearity among the independent variables in the 

regression model, 2) the variance of the residuals are homoscedastic and 3) the 

residuals are normally and independently distributed. 

 

Tests will be made to ensure that the data sufficiently meets the assumptions 

(Appendix 1). To measure how strongly the independent variables seem to covary 

as they explain the dependent variable, we apply the Variance Inflation Factor 

(VIF) in SPSS. Montgomery et al. (2006) suggests that a VIF > 5 is of concern, as 

it would then highlight a high degree of multicollinearity. We will also examine 

the Pearson correlations, to determine to what degree the variables correlate with 

each other (Appendix 2). Cohen (1988) proposes the following levels for 

determining the effect a variable has on another: (r = 0.10) accounts for a small 

effect, (r = 0.30) accounts for a medium effect and (r = 0.50) accounts for a large 

effect.  

 

We test the residuals for heteroscedasticity by plotting the predicted values of the 

dependent variable (x-axis) to the residual values (y-axis), which will result in a 

scatter plot revealing patterns in the variance of the residuals. 

 

To identify if the residuals are normally and independently distributed, we 

examine the frequencies of the residuals in a histogram.   

 

A number of supplementary robustness tests will be applied to the finalized OLS-

model. Billet et al. (2007) argue that the types of covenants included in the 

indentures are partly determined as an effect of bond characteristics, which in turn 

are likely to be a function of firm characteristics. We therefore examine the 

sensitivity of our results given some commonly stated bond characteristics - 

maturity, offering amount and the exclusion of secured bonds - similar to the 

research of Reisel (2014). Furthermore, maturity was adapted to a logarithmic 
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scale, seeking to align more closely with the theoretical and decreasing normal 

yield curve.  

 

Previous studies on the effect of covenants on yield spreads have used the OLS-

method (e.g., Reisel, 2014; Collin-Dufresne et al., 2001). According to the costly 

contracting hypothesis, firms weigh their costs and benefits of whether to include 

covenants in the bond contracts (Smith and Warner, 1979). As stated earlier, the 

benefits of covenants relate to the reduced cost of debt by mitigating the 

bondholder-stockholder conflict. However, there is also a possibility of substantial 

costs by reduced managerial flexibility (e.g., Kahan and Yermack, 1998; Nash et 

al., 2003). As such, only firms who see net positive benefits of covenants will 

include them in bond indentures.  

 

Using the OLS-method to estimate the price effect of covenants may thus produce 

biased estimates. As noted in Table 2, and also in the research of Reisel (2014) 

and Nash et al. (2003), there is a discrepancy in covenant inclusion between 

investment grade and high yield bonds. The idea of effectively measuring the 

price effect of an individual covenant is perhaps limited by our data sample, 

where some companies are bound to include covenants based on firm 

characteristics, e.g. size and risk.   

 

The endogenous treatment effects model was preferred by Reisel (2014) as it 

effectively takes in consideration the endogeneity of covenant choice in 

estimating the price effect of covenants. Although that might be the case, we use 

the OLS-method for its comparative simplicity to the treatment effects model. 

While some of the results of the OLS regressions in previous studies were 

significant, the OLS results appear to underestimate the price effect of covenants 

(Reisel, 2014). More importantly for our study, using the OLS-method still results 

in significant outcomes (Reisel, 2014), that may successfully explain the yield 

spread. 
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5.2. Specification of OLS-estimation 

The OLS-model applied for our dataset seeks to encompass the covenants stated 

as relevant according to previous research.  

 

                                                    

 

Where the dummy-variables are coded according to whether there is a presence of 

the following covenants: 

 

NP = Negative Pledge,  

AD = Restriction on Additional Debt,  

AS = Restriction on Asset Sales,   

M = Restriction on Mergers 

D = Restriction on Dividends 

PP = Poison Put 

Z = Z-score 

 

See Appendix 5 for what content in the bond indenture relates to the presence of a 

covenant. 

 

When an OLS-model takes into consideration a number of independent variables, 

it has been argued that it is important that a researcher select a subset of variables 

that provide a parsimonious model for the dependent variable (Dobson and 

Barnett, 2008). A parsimonious model is described by “the principle that no more 

causes should be assumed than will account for the effect” (Dobson and Barnett, 

2008:36). In practice, this means that we seek to construct a model with only 

significant variables. We will start off with the initial regression model (Equation 

1), with variables stated as interesting according to theory and previous research. 

Following our initial model, we seek to establish a parsimonious model that is 

found to be relevant for our dataset. 
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5.3. Covenant data 

 

By reading both the terms and conditions together with the final conditions - 

gathered from Finansinspektionen and Stamdata - we have complete information 

regarding the covenants included in the bond indenture. Stamdata also provides 

information regarding the relevant yield spread. 

 

One weakness of our data collection is that we had to manually collect 

information regarding the presence of covenants. We might have misinterpreted 

the bond indentures. To mitigate the misinterpretation risk, we independently 

examined the agreements to determine a common understanding. Although not all 

covenants were written with exactly the same words, we matched the covenants 

with a standardized list of examples (Appendix 5). 

 

Another weakness of our data collection is the difficulty to weigh how extensively 

a covenant restricts a company’s operations, especially since we treated covenants 

as dummy variables. Similar to the study of Reisel (2014), a great disadvantage of 

our data is that we only control for the presence of a covenant, not the tightness of 

each covenant.  

 

Finally, although the covenants “risky investment” and “sale-leaseback” were 

commonly present in the loan agreements studied by Reisel (2014), we found 

them to be nearly non-existent in our sample. Those covenants have thus been 

excluded from our data analysis.  

 

5.4. Financial data 

 

Not all bonds or companies have been rated by a credit institute and we must 

therefore take in consideration the effect financial distress, i.e. the risk of default, 

has on the spread by substituting the credit ratings. Altman’s Z-score is commonly 

used when testing a company’s credit-strength (e.g., Nash et al., 2003; Summers 
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and Sweeney, 1998; DeFond and Hung, 2003), and we will therefore use the same 

measure of financial distress. The Altman Z-score is defined as: 

 

                                              

 

Where the variables in Equation (2) are identified by: 

 

    
               

            
 

    
                 

            
 

     
                                

            
 

    
                      

                 
 

    
     

            
 

 

The Z-score was designed by Edward Altman, who sought to create a bankruptcy 

predictor by using financial ratios (Altman, 1968). In effect, the bankruptcy 

predictor may serve as a reasonable substitute for credit ratings. The variables 

derive from the income statement and the balance sheet. The variables are 

weighted according to Altman’s idea of perceived importance in measuring 

financial distress (Scott, 1981). The model takes a number of parameters into 

consideration, seeking to quantify the effect liquidity, profitability, productivity, 

solvency and sales generating ability have on financial performance. 

 

In our OLS-model, Z-score is defined as a scale variable. The higher the Z-score, 

the more financial sound the company is. The cut-off point for defining that an 

company is in financial distress is if the Z-score is less than 1.23. The gray area 
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(or ignorance zone) stretches from 1.23 to 2.9. Figures above 2.9 indicate that the 

firm is in financial health (Altman, 2000). 

 

Stamdata provides no information regarding company financial data, and we had 

to complement our database by extracting relevant information from Thomson 

Reuters DataStream to calculate the Z-score. While most financial ratios were 

easily accessible through DataStream, retained earnings had to be estimated. Our 

proxy for retained earnings – total stockholder equity less common stock – should 

be treated with care since total stockholder equity also includes other items listed 

in the financial statement.   

 

The use of the Z-score to predict bankruptcy has not passed by without criticism. 

Scott (1981) argues that the estimation of the Z-score model was due to a potential 

search bias in the selection technique used by Altman, i.e. Altman examined 

financial ratios due to their perceived popularity rather than on a theoretical basis. 

Grice and Ingram (2001) find that the model only had an accuracy rate of 57.8 %, 

significantly lower than 83.5 % that Altman recorded. Furthermore, Grice and 

Ingram (2001) argue that the Z-score model seemed to more accurately describe 

the bankruptcy rates of manufacturing firms rather than non-manufacturing firms. 

The criticism in general highlights a concern that the effectiveness of our 

regression model may weaken. 
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6. Results 

We begin this section by testing the variables that theoretically should have a 

relation to the spread, and see how much they explain the yield spread. After this, 

we run tests again but remove the non-significant factors to determine a 

parsimonious regression model. We finalize by performing robustness tests on the 

results. 

 

6.1. Initial regression model 

 

Our initial regression model explains 58.5% of the spread, as indicated by the 

adjusted goodness-of-fit (    
 ) of 0.585 (Table 4). The coefficients stated under 

the “Model 1” column (Table 4) represent the relationship the variable has with 

the dependent variable, the yield spread. 

 

Our normally distributed sample (see Appendix 1, figure 1), allows us to use the 

t-test to determine the significance of each variable. All variables but two - 

restriction on additional debt and restriction on asset sales - are significant at the 1 

% level (Table 4).   
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Table 4 

Initial regression model (Model 1) 

The table presents the relationship between yield spreads and covenants, and is run on the 

dependent variable spread calculated by the regression model: 

 

                                           

 

The sample consists of 147 Swedish corporate bonds issued between 2007 and 2014. Financial 

data was made available through Datastream. Covenant data was extracted from Stamdata and 

Finansinspektionen. *** indicate significance of 1 %. 

 

Furthermore, the VIF values of the covenants restricting dividends and additional 

debt are larger than 5, highlighting the concern of multicollinearity. The tolerance 

statistics indicate the same concern. The Pearson correlation matrix (Appendix 2) 

shows that restrictions on dividends and additional debt are highly correlated 

(0.92), as well as restriction on mergers and asset sales (0.50), according to the 

thresholds suggested by Cohen (1988). This further indicates that we ought to 

reconsider the variables used in Model 1.  

 

A more simple method that still adequately describes the data is preferred to a 

more complicated model (e.g., Dobson and Barnett, 2008; Andersson et al., 

2007). Thus we test whether the model including the two insignificant variables 

adds significantly more to the goodness-of-fit than a more neatly defined model. 

Although both the variables “restriction on additional debt” and “restriction on 

 

 

Variable 

 
Model 1  Collinearity Statistics 

 Coefficient t-statistic  Tolerance VIF 

(Constant) 

 

          6.947 

 

  

   Negative Pledge              2.864 0.762 1.312 

   Res. On Additional Debt           1.231 0.160 6.247 

   Res. On Asset Sales           0.609 0.721 1.387 

   Res. On Mergers                  5.158 0.678 1.475 

   Res. On Dividends                  2.709 0.160 6.248 

   Poison Put                  4.015 0.797 1.255 

   Z-score               2.799 0.799 1.252 

    
    0.        
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dividends” indicate worrying levels of multicollinearity, we have chosen only the 

former to be included in the F-test of the two models, since the latter variable is 

significant at the 1 % level.  

 

Although two variables were not significant, we will nonetheless describe their 

appearance. However, due to the statistical insignificance of the variables, we will 

not analyze them in section 6 as it would be too speculative to draw conclusions 

based on insignificant results. 

 

Restriction on additional debt 

The coefficient of the variable is 0.704, a number that indicates that a bond with 

restriction on additional debt should have an average of 70.4 basis points higher 

spread than a bond without restriction on additional debt. The results are not 

significant at the 5% level with a t-value of 1.231. 

 

Restriction on asset sales 

The coefficient of the variable is 0.104, a number that indicates that a bond with 

restriction on asset sales should have an average of 10.4 basis points higher 

spread than a bond without restriction on asset sales. The significance of the 

results is non-existent with a t-value of 0.60 

 

6.2. The parsimonious regression model 

 

When removing the two variables that are not significant, our final regression 

model explains 58.5 % of the spread, as indicated by the adjusted goodness-of-fit  

(    
 ) of 0.585 (see Table 5).  

 

The F-test of the two models indicates that the model including the two 

insignificant variables do not significantly contribute better to the adjusted 

goodness-of-fit in comparison to the parsimonious regression model (Appendix 
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3). We proceed by examining the parsimonious regression model, which only 

includes significant variables. 

 

Table 5 

The parsimonious regression model (Model 2) 

The table presents the relationship between yield spreads and covenants, and is run on the 

dependent variable spread calculated by the regression model: 

 

                                 
 

The sample consists of 147 Swedish corporate bonds issued between 2007 and 2014. Financial 

data was made available through Datastream. Covenant data was extracted from Stamdata and 

Finansinspektionen. *** indicate significance of 1 %. 

 

When examining our final regression model we find no significant 

multicollinearity, as indicated by the low VIF values and relatively high tolerance 

values (Table 5). The scatterplot covering the standardized residuals suggests that 

there is a satisfying random displacement of residuals that do not cluster or show 

any obvious systematic pattern (Appendix 1). Thus the assumption of 

homoscedasticity is met. The assumptions required for efficient OLS estimates 

have been fulfilled and the data material is fit for statistical analysis.  

 

Negative Pledge 

The coefficient of the variable is -0.504, a number that indicates that a bond with 

a negative pledge should have an average of 50.4 basis points lower spread than a 

 

 

Variable 

 Model 2  Collinearity Statistics 

 Coefficient t-statistic  Tolerance VIF 

(Constant) 

 

  1.3 1     7.145 

 

  

   Negative Pledge      0. 0             0.765 1.308 

   Res. On Mergers        1.022        6.105 0.864 1.157 

   Res. On Dividends        2.200        8.763 0.830 1.205 

   Poison Put         0. 11        4.163 0.804 1.244 

   Z-score     0.222            0.809 1.237 

    
       0.        
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bond without a negative pledge. The result is significant at the 1 % level with a t-

value of -2.798. 

 

Restriction on mergers and consolidations 

The coefficient of the variable is 1.022, a number that indicates that a bond with 

restriction on mergers and consolidations should have an average of 102.2 basis 

points higher spread than a bond without restriction on mergers and 

consolidations. The result is significant at the 1 % level with a t-value of 6.105. 

 

Restriction on dividends 

The coefficient of the variable is 2.200, a number that indicates that a bond with 

restriction on dividends should have an average of 220 basis points higher spread 

than a bond without restriction on dividends. The result is significant at the 1 % 

level with a t-value of 8.763.  

 

Poison put option 

The coefficient of the variable is 0.611, a number that indicates that a bond with a 

poison put option should have an average of 61.1 basis points higher spread than a 

bond that does not include a poison put option. The result is significant at the 1 % 

level with a t-value of 4.163.  

 

Z-score 

The coefficient of the variable is -0.222, a number that indicates that a bond 

should have an average of 22.2 basis points lower spread for each additional score 

added to the cumulative Z-score. The result is significant at the 5 % level with a t-

value of -2.175. 

 

6.3. Robustness tests 

Our regressions were run on maturity excluding the observations beyond two 

standard deviations from the mean. The regression is therefore tested specifically 

for a more homogenous group of bond indentures, an approach that is relevant 

since it has been argued that there is a relationship between maturity and bond 



28 

covenants (Rajan and Winton, 1995). We find that our results from the 

parsimonious regression model are robust when taking maturity into consideration 

(Appendix 4). Furthermore, we find that including offering amount as a variable 

in the regression and by excluding secured bond both indicate that our results are 

robust (Appendix 4). 

 

 

7. Analysis 

In this section, we initially describe how methodological errors may affect the 

results. We proceed by analyzing our hypothesis and the results from the 

parsimonious regression model and examine whether they contradict or align 

with theories and previous research.  

 

Our findings that some of the covenants may relate to a higher yield spread may 

seem perplexing. A number of reasons could explain this phenomenon. Firstly, 

our measuring tool for determining if a company is in financial distress, Altman’s 

Z-score, may not accurately describe the risk of bankruptcy. As the Z-score is 

entirely based on accounting data, the number may be skewed depending on 

whether the company manipulates accounting information and, in effect, company 

performance. Furthermore, the measurement itself may not align perfectly with 

bankruptcy rates. As elaborated on in section 3, the Z-score model has been under 

criticism (Grice and Ingram, 2001), and if this critique is valid our results might 

be skewed.  

 

Secondly, while the OLS-model has been used in similar studies on covenants 

(e.g., Reisel, 2014; Collin-Dufresne et al., 2001), the method itself has faced 

critique for producing biased results (Reisel, 2014), mainly because only firms 

finding net positive effects of covenants will include them in bond indentures 

(Smith and Warner, 1979). In effect, this means that using the OLS-model does 

not entirely measure the effect the inclusion of a particular covenant has on the 

yield spread of any given bond. Although some of our results may easily be 
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explained by theory, and in accordance with more robust statistical methods 

(Reisel, 2014), some results may in fact be explained by the biased effects of the 

OLS-model.  

 

Given that covenants are more likely to be included in a bond indenture the closer 

the company is to financial distress (Nash et al., 2003), a perhaps faulty credit risk 

proxy in terms of the Z-score, and biased OLS-model, might make an accurate 

approximation of the effect the covenant has on the yield spread difficult. 

Nonetheless, we do find a significant relationship between covenants and the 

yield spread.   

 

Analysis of Hypothesis 

H1 There is a negative relationship between covenants and yield spreads 

  

Negative pledge 

With 85 % of investment grade bonds and 62 % of high yield bonds including the 

negative pledge, we find it to be one of the most commonly included covenants in 

Swedish bond indentures (Table 2). The find closely aligns with previous 

research. Reisel (2014) finds that the negative pledge is common among firms 

with difference in perceived credit risk. It has also been found that the negative 

pledge relates significantly to lower yield spreads (e.g. Reisel, 2014; Nash et al., 

2003). Others have stated that the negative pledge is of “great importance” 

(Simpson, 1973:1181). Smith and Warner (1979) argue that restrictions on 

financing activities, e.g. a negative pledge, are less costly to monitor, and would 

imply less conflict between bondholders and stockholders. It is therefore not 

surprising that we that the negative pledge relate to an average of 50.4 basis point 

lower yield spread, a find that is significant at the 1 % level. 

 

Restriction on mergers 

Restrictions on mergers protect the bondholders from, in their perspective, 

unsecure investment activities (e.g. mergers), by allowing the bondholders to 
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divest themselves from the bond prematurely (Nash et al., 2003). The covenant 

seems to be common in our sample, with 73 % of investment grade and 89 % of 

high yield bonds including the covenant in the bond indentures (Table 2). The 

high frequency of this particular covenant has been noted in previous research 

(e.g. Reisel, 2014; Nash et al., 2003). The high frequency of this covenant may 

indicate a considerable concern of the asset-substitution problem between 

bondholders and stockholders, since covenants are included when there is a 

perceived risk of conflict between the two stakeholders (e.g. Jensen and 

Meckling, 1976; Smith and Warner, 1979). Our results indicate that the restriction 

on mergers relates to an average of 102.2 basis points higher yield spread, which 

is the opposite of our hypothesis. This result seems intuitively difficult to 

comprehend. Nash et al. (2003) observes that the yield spread is an average of 44 

basis points higher for bonds with a merger restriction. Reisel (2014) finds that 

the merger restriction relates to a lower yield spread, although this was by using 

the more statistically robust endogenous treatment effects model. When using the 

OLS-model, Reisel (2014) produced non-significant results. The inconsistent 

results may perhaps be explained by the OLS-model being particularly weak for 

this specific kind of covenant.  

 

Restriction on dividends 

As seen in Table 2, the frequency (%) of restrictions on payouts, e.g. dividends, 

differs between investment grade and junk bonds. This result is not surprising 

according to theory (e.g. Black, 1976). The result that primarily high yield bonds 

include dividend restrictions is similar to the findings of Reisel (2014), who found 

that 5.92 % of investment grade companies and 81.75 % of high yield bond 

companies include restrictions on payouts. Restriction on dividends strongly 

explains the spread in our data sample, although the analysis of this particular 

covenant should be treated with care. Since only the most financially distressed 

companies include this costly covenant, it is not surprising to find that the 

inclusion of a dividend restriction relates to an increase in yield spread of an 

average of 220 basis points, a finding that is the opposite to our hypothesis. Nash 
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et al. (2003) observes that the yield spread for bonds with restrictions on 

dividends have an average of 200 basis points higher than bonds without these 

restrictions. Reisel (2014) made statistically significant and similar findings 

regarding the relation to the spread with the OLS-method, but highlighted that the 

finding was not significant with a more statistically robust treatment effects 

model. According to theory and previous findings, it therefore seems like the 

results from the OLS-method produce biased findings of this particular covenant. 

Although dividend restrictions may make the lenders safer, it might not align with 

the maximum firm value, as the restriction may force the company to make 

investments in negative NPV projects (Nash et al., 2003). In regards to the 

underinvestment problem (Myers, 1977), in which a dividend restriction 

drastically reduces the possibility of freely allocating capital, a possible 

explanation for our finding is that the reduced managerial freedom (Kahan and 

Yermack, 1998) - and the resulting negative impact on the maximum firm value - 

implies higher costs of financing. 

 

Poison put option 

We find that 23 % of investment grade bonds and 87 % of high yield bonds 

include the poison put option (Table 2). This is consistent with earlier studies, e.g. 

Nash et al. (2003), who found that firms including poison put options in bond 

indentures are more likely to be in financial distress. Nash et al. (2003) further 

argue that the inclusion of a poison put option indicates that conflicts between 

stockholders and bondholders are enhanced. That our results show that a majority 

of bond indentures with poison put options are high yield bonds further supports 

this argument. This could also explain why the results show that the existence of a 

poison put in the bond indenture relates to an increase in the yield spread by an 

average of 61.1 basis points. As with restriction on dividends and restriction on 

mergers, the results of the poison put option is the opposite of our hypothesis.  
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Z-score 

Financial distress commonly relates to higher borrowing costs (e.g., Nash et al., 

2003; Summers and Sweeney, 1998; DeFond and Hung, 2003). Although credit 

ratings provide a solid presentation of the financial condition of the company, 

credit ratings are not easily calculated by oneself, a fact that makes the use of the 

Z-score more convenient for studies like ours. The accuracy of the Z-score to 

determine bankruptcy rates has been criticized (Grice and Ingram, 2001), but is 

nonetheless a popular tool for calculating the risk of bankruptcy. Our results 

indicate that a unit increase in the Z-score relates to an average of  22.2 basis 

point lower yield spread, i.e. the lower the financial distress, the lower the yield 

spread. Our results align with theory that states that the risk of bankruptcy affect 

bond pricing.  

 

 

8. Conclusion 

 

The purpose of this thesis was to find empirical evidence as to if, and to what 

extent, there is a relationship between covenants and yield spread. We compiled 

data from Nordic Trustee’s database Stamdata as well as Thomson Reuters 

Datastream to construct a database of 147 bond indentures, enabling us to conduct 

a study on the Swedish bond market. Using the OLS-model we tested our 

hypothesis whether there is a negative relationship between covenants and the 

yield spread. We performed statistical tests to determine whether our data met the 

assumptions required for regression analysis, and our results are robust to a 

couple of parameters. 

 

We find that some covenants – poison put, restriction on mergers and restriction 

on dividends – relative significantly to a higher yield spread, and companies with 

higher yield include more covenants in their bond indentures. While this might be 

seen as peculiar, we believe that the OLS method cannot accurately measure the 

impact on the yield by having a covenant in the bond indenture.  
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The frequent inclusion of covenants and the statistically significant relationship 

between yield spreads and covenants indicate that bondholders believe covenants 

to be an important instrument in mitigating the bondholder-stockholder conflict. 

Some covenants - restriction on dividends and additional debt - only appear in 

high yield bonds, a result supporting the costly-contracting hypothesis that 

companies seek to include covenants if there is a net positive effect of including 

covenants. Restrictions on dividends and additional debt may therefore be seen as 

too costly for companies with lower risk of bankruptcy, who perhaps value the 

benefits of managerial flexibility. Furthermore, this also promotes the idea that 

the bondholder-stockholder conflict is greater in riskier bonds, explaining why 

covenants are included to mitigate the conflict. The costly contracting hypothesis 

could therefore explain why we see covenants more frequently included in high 

yield bonds than in investment grade bonds, which in turn explain the positive the 

relationship between covenants and yield spreads. 

 

As to why not all covenants are significant could be told in part because the 

covenant itself is so costly that few companies use it and therefore it is difficult to 

draw any conclusions. As an example, putting restrictions on a company not to 

raise any additional debt could severely impact a company’s activities, as they 

might not be able acquire capital needed to start up new investments or 

production with positive NPV. Another part could be that the OLS-method is not 

robust enough when testing the covenants impact on the yield spread, and should 

be complemented with other statistical methods, e.g. the endogenous treatments 

effects model. 

 

Our findings are partly consistent with earlier findings of Reisel, who found that 

covenants do have a statistically significant relationship to the yield spread - in 

alignment with the costly contracting hypothesis. As a majority of the covenants 

examined in this study are significant, it may indicate that covenants are in fact 

included as a way to maximize firm value. At the same time, our findings seem to 
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contradict the irrelevance hypothesis, as we could not find support for covenants 

being written loosely and not relating to yield spread.  

 

8.1. Recommendations for future research 

In our research, we have provided insight into the relationship between covenants 

and the yield spread. Future research on the topic of the relationship between 

covenants and the yield spread may benefit from three methodological 

improvements. The first is to approximate the bankruptcy risk not only with the 

Z-score, but perhaps also with credit ratings, as to provide a more accurate picture 

of the financial distress the company is facing. The second is to conduct a similar 

study with more advanced statistical tests, such as the endogenous treatment 

effects model (Reisel, 2014). The third is to determine a way to define the 

tightness of each covenant, as we have only noted the presence of covenants with 

dummy variables. Furthermore, our sample is based on a newly and hastily 

developed corporate bond market in Sweden and is therefore not comparably 

mature to the US market, which has been the subject of similar studies (e.g. 

Reisel, 2014, Chava and Roberts, 2008, Nash et al., 2003). Conducting a similar 

study on the Swedish market as the bond market has matured might indicate more 

stable results.  
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9. Appendices 

 

Appendix 1. Testing the assumptions of the parsimonious regression model 

 

Figure 3 

Normal distribution of yield spread residuals 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 4 

Residual scatter plot of yield spread 
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Appendix 2. Pearson correlation matrix 

Table 6 

Correlation among covenant types. 

The table reports the Pearson correlation between the variables in the the final sample (Table 1). 

Covenant data is based on data extracted from Stamdata 2015-04-13.   

 

Covenants 1 2 3 4 5 6 

1. Negative Pledge 1           

2. Additional Debt 0,05 1         

3. Asset Sales 0,22 0,09 1       

4. Merger-consolidations 0,31 - 0,06 0,50 1     

5. Dividends 0,05 0,92 0,09 -0,06 1   

6. Poison Put -0,12 0,36 0,10 0,10 0,36 1 
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Appendix 3. Test of a subset of β-parameter 

 

 

 

Model 1 (“the initial regression model”): 

                                                  

                  

Where: 

                                  

                              

 

 

 

 

Model 2 (“the parsimonious regression model”): 

                                                   

           

                                 

 

Two restrictions     

        

n = 139 

Test function: 

   
    

    
  

      
            

                

Where     = amount of independent variables in the original (unrestricted) 

model. 

   is rejected when                     

 

   
             

                   
             

                         

 

   is not rejected at the 5% significance level. We conclude that the parsimonious 

model is preferable for our data sample.  
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Appendix 4. Robustness tests of the parsimonious regression model 

 

Table 8 Parsimonious regression model (model 2) 

The model is tested by including the variable “offering amount” and by taking days to maturity 

into consideration. The sample consists of 147 Swedish corporate bonds issued between 2007 and 

2014. Financial data was made available through Datastream. Covenant data was extracted from 

Stamdata and Prospektregistret. *** indicate significance of 1 %. 

Variable 

 

 
Model 2 

 

 
 Collinearity Statistics 

 Coefficient t-statistic   Tolerance VIF 

(Constant) 

 

       1.894     7.578 

 

 
 

  

Negative Pledge    .654***   3.589 .711 1.308 

Res. On Mergers      .968***     5.869 .850 1.157 

Res. On Dividends    2.221***     9.082 .831 1.205 

Poison Put      .461***     3.081 .744 1.244 

Z-score    .206***   2.640 .809 1.237 

Offering Amount     .002-10***   3.123   .811 1.233 

 

Table 9 Parsimonious regression model (model 2) 

The model is tested by including the variable “offering amount” and by excluding senior secured 

bonds. The sample consists of 147 Swedish corporate bonds issued between 2007 and 2014. 

Financial data was made available through Datastream. Covenant data was extracted from 

Stamdata and Prospektregistret. *** and ** indicate significance of 1 % and 5 %, respectively. 

 

Variable 

 

 
Model 2  Collinearity Statistics 

 Coefficient t-statistic  Tolerance VIF 

(Constant) 

 

        1.939     6.922 

 

  

Negative Pledge   .786***   3.774 .683 1.465 

Res. On Mergers     .989***     5.641 .932 1.073 

Res. On Dividends   2.476***     9.446 .806 1.241 

Poison Put     .487***     3.013 .706 1.416 

Z-score   .217***   2.694 .768 1.302 

Offering Amount    3.320-10**   2.400  .867 1.154 
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Appendix 5. Covenant description in bond indentures 

 

Variable Bond indenture content Quoted from 

ISIN 
Coding  

(dummy) 

Additional 

debt 
"The Issuer shall not [...] incur any 

new, or maintain or prolong any 

existing, Financial Indebtedness [...]." 

SE0005906849 1 

Asset sale "not to enter into a transaction […], 

transfer or otherwise dispose or permit 

any Group Company to sell […] any 

assets that are material for the general 

operations of the Company." 

SE0004649747 1 

Dividend 

restriction 
"As long as any Bonds remain 

outstanding, the Company undertakes 

all times procure that each Group 

Company […] does not make any 

Distributions". 

SE0004649747 1 

Merger-

consolidations 
”as long as any Bonds remaining 

outstanding […] not to enter into any 

merger or other business combination 

[…].” 

SE0004649747 1 

Negative 

Pledge 
The Issuer shall not […] retain, 

provide, prolong or renew any 

guarantee or security over any of 

its/their present or future assets to 

secure any Financial Indebtedness 

[…]. 

SE0005906849 1 

Senior 

Secured 
” The Notes are senior secured debt of 

the Issuer.” 
SE0005906849 1 

Senior 

Unsecured 
“The Bonds constitute […] unsecured 

obligations [...].” 
 0 

Poison Put "Upon the occurrence of a Change of 

Control Event […] each Noteholder 

shall have the right to request that all, 

or some only, of its Notes be 

repurchased […]" 

SE0005036092 1 
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