
KEY POINTS
Unprecedented levels of covenant relief have been sought following the outbreak of 
COVID-19 and the ensuing disruptions to businesses and markets. This is despite the 
prevalence of cov-lite and more permissive loan agreements in the European leveraged 
loan market.
Lenders and borrowers/sponsors are working together to agree workable solutions in the 
current pandemic, ranging from specific short-term waivers and suspensions of obligations 
to permanent amendments of loan agreements, often with EBITDA as a focus. 
How loan documentation evolves from here will depend on the outcome for lenders 
of anticipated debt restructurings and also on the prevailing market dynamics when 
significant amounts of new leveraged loans are papered.
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Loans in the time of COVID-19: how 
loan documentation has fared in this 
challenging environment
The loan market is coming to terms with the issues being faced by both borrowers 
and lenders as a result of the current COVID-19 pandemic and covenant relief has 
exceeded the levels seen during the global financial crisis of 2008/2009. While the 
individual approach for a particular loan will clearly be borrower-specific, certain 
themes are emerging in how these issues are being addressed. We discuss how 
existing loan agreements have fared in the current situation as compared to the 
global financial crisis, the practical considerations behind key amendments currently 
being sought and what developments we may see in the future.

COVID-19 AND THE GLOBAL 
FINANCIAL CRISIS: SIMILARITIES 
AND DIFFERENCES 

■There has been some comparison 
between the loan market fallout 

from, and the aftermath of, the global 
financial crisis of 2008/2009 and the current 
COVID-19 pandemic. Both events disrupted 
markets and caused borrowers to seek waivers 
of current breaches, suspensions of certain 
obligations under loan agreements and 
longer-term amendments to the terms of their 
loan agreements. 

However, there are some material 
differences between the prevailing loan 
documentation at the start of these two 
market disruptions and many of these owe 
much to the emergence of “cov-lite” loans 
with their pared back financial covenant and 
bond-style incurrence covenants. According 
to S&P LCD, the shift to cov-lite is probably 
the most important change in European 
loans since the global financial crisis: in 
March 2020, over 86% of term loans in the 
S&P European Leveraged Loan Index were 
cov-lite, compared to just over 5% in March 
2010. As a result, a significant portion of the 

loan market now contains borrower-friendly 
features that were not present in the global 
financial crisis, such as:

Financial covenant: With a cov-lite loan 
agreement, the sole financial covenant 
is often a leverage covenant, which only 
applies for the benefit of the revolving 
facility lenders. Furthermore, it is 
typically only tested when a significant 
portion of the revolving facility, usually 
40%, is drawn. A borrower that is subject 
to a springing financial covenant that 
only applies for the benefit of revolving 
facility lenders may have both less 
concern around breaching the financial 
covenant and greater comfort that it can 
obtain covenant relief.
Incurrence covenants: Together 
with the cov-lite financial covenant 
formulation, European loan agreements 
have also seen a convergence in covenant 
style with US TLBs and high yield 
bonds. As a result, borrowers can make 
restricted payments, dispose of assets 
and incur more debt subject only to 
meeting the stated covenant at the 
point of action or incurrence (unlike 

maintenance covenants, which are 
tested and must be complied with at all 
times). Moreover, guarantee and security 
packages have also been narrowed over 
the last ten years, potentially allowing 
pools of unencumbered assets to be used 
to support new debt. 
Debt buybacks: Most loan agreements 
now contain provisions allowing 
borrowers to undertake debt buybacks 
whether through a solicitation or open 
order process. This could be used as part 
of a liability management exercise by a 
borrower to help it delever following an 
equity injection from a shareholder. 

Given this backdrop, one would perhaps 
expect to see fewer requests for covenant 
relief and other amendments and waivers this 
time around. However, according to S&P 
LCD, there were more than 145 transactions 
between April and mid-June 2020 in which 
US leveraged loan issuers are known to have 
obtained covenant relief, surpassing even 
the previous record of 25 set in 2009 as the 
global financial crisis unfolded. Covenant 
relief activity during April 2020 brought the 
year-to-date level to the second highest ever in 
both number and volume of deals, according 
to S&P LCD data. 

There are numerous factors that play into 
this, including:

Even with cov-lite loans, the financial 
covenant is tested when the revolving 
facility is sufficiently drawn, and liquidity 
is clearly a priority for many borrowers at 
this time as recent reports indicate that 
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a number of borrowers are drawing fully 
on their revolving credit lines. 
Borrowers with a weather eye on the 
loan markets have also been approaching 
lenders for liquidity financing or requests 
to extend the maturity of existing loans, 
which might otherwise have been due 
later this year or in 2021. 
Borrowers are further looking to mitigate 
the impact of COVID-19 on other aspects 
of their loan agreements, thereby reducing 
the likelihood of triggering certain 
events of default. While current loan 
documentation may afford borrowers more 
latitude than ever before, amendments are 
still needed to extend delivery periods for 
financial statements, incur certain types 
of debt and perhaps grant security or 
enhanced priority for that debt. 

Below we consider in more detail the 
primary practical considerations behind the 
key amendments currently being sought.

FINANCIAL COVENANT AND 
EBITDA(C) 
With a significant decline in EBITDA being 
faced by some borrowers, their primary 
concern is usually the financial covenant. 
However, EBITDA usually also plays into 
the applicable margin, grower baskets and 
other loan agreement provisions. There have 
been two main ways to address financial 
covenant issues: 

adjusting the financial covenant itself 
– whether by waiver, suspension, 
amendment or a mixture of the 
foregoing; and 
adjusting what constitutes EBITDA.

Some of the key changes to the financial 
covenant and EBITDA proposed by 
borrowers (and being considered by the 
market) are described below:

Interim financial covenant suspension: 
In a number of cases, testing of the 
financial covenant has been suspended 
for an interim period. The specific time 
frame will depend on the borrower’s 
business but we have seen suspensions 
that will last for the remainder of 2020 
and, in some cases, into 2021.

Financial covenant reset: A number of 
amendment requests at the start of the 
COVID-19 pandemic only provided for 
an initial covenant suspension as, among 
other things, there was limited visibility 
on the length of the business disruption 
and therefore the medium term impact 
on EBITDA. As time progressed, 
visibility improved and amendment 
requests started to contemplate an initial 
covenant suspension followed by  
a covenant reset.
EBITDA adjustments: It may not be 
necessary to adjust EBITDA when a 
financial covenant is suspended, but 
adjustments are still an important 
consideration when loan parties are 
contemplating a covenant reset, not least 
because EBITDA is typically calculated 
on a last twelve months (LTM) basis. 
Therefore, a financial covenant tested 
at the end of the first quarter in 2021 
is tested by reference to EBITDA that 
includes three quarters falling in 2020, 
which may well include affected periods. 
Some options contemplated by the 
market for EBITDA adjustment include 
the following:

Annualisation: EBITDA for the 
quarter(s) falling after the financial 
covenant suspension expires is 
annualised. The advantage of this 
approach is that LTM EBITDA 
is solely comprised of “actual” and 
current EBITDA of the business. 
However, annualising EBITDA 
(especially at the start of testing) 
increases the volatility of LTM 
EBITDA and it is not likely to be 
appropriate for businesses where 
EBITDA has material seasonality.
Substitution: EBITDA for any 
quarter(s) falling before the financial 
covenant suspension expires is 
replaced with the corresponding 
quarter from 2019, or a historical 
average quarterly EBITDA figure. 
For example, in the former approach 
a financial covenant that is tested 
for the first time at the end of Q1 
2021 would use financial covenant 
EBITDA comprising EBITDA for 

the following quarters: Q1 2021,  
Q4 2019, Q3 2019 and Q2 2019. 
These approaches address the 
volatility and seasonality issues 
present with annualisation. However, 
using EBITDA from 2019 or 
historical EBITDA for a financial 
covenant test in 2021 could be 
perceived to be somewhat artificial 
and may not accurately reflect the 
business since there could have 
been material changes during the 
intervening period that are not 
related to the COVID-19 pandemic. 
EBITDA(C): Over and above the 
usual add-back for exceptional, non-
recurring items, some parties have 
considered including an EBITDA 
add-back that negates the effect of the 
COVID-19 pandemic on EBITDA. 
This would allow a borrower to 
include revenue lost as a result of the 
current extenuating circumstances. 
However, a general add-back of this 
nature is hard to quantify given 
the broad reach of the pandemic 
and is perceived by some to be 
more artificial than the alternatives 
mentioned above.

It is clear that, where there has been a 
significant decline in EBITDA, borrowers 
have been required to adjust their financial 
covenants (whether directly or through 
its constituent elements). This does not 
mean that existing loan documentation 
has been inadequate to weather the shocks 
being faced by borrowers as one would not 
expect a material decline in EBITDA to be 
without any consequence. Indeed, this is the 
type of situation where a borrower and its 
lenders should be discussing and agreeing an 
alternative way forward.

FINANCIAL STATEMENTS
Borrowers have also been looking to adjust 
the terms in their loan documents relating 
to annual audited financial statements in 
two ways. First, the alternative working 
arrangements and general business disruption 
has affected the ability of borrowers to 
deliver audited annual financial statements 
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within the prescribed time periods, and 
extensions have been generally forthcoming 
from lenders. Second, some borrowers have 
been concerned that, in these uncertain 
times, auditors may be more likely to qualify 
their audit opinions and have therefore, 
proactively sought waivers to mitigate any 
potential issue on the horizon. Whether this 
is acceptable to lenders will depend on various 
factors including the pre-existing viability 
of the business, the availability of liquidity 
to the borrower and the anticipated impact 
of the pandemic on its business. Given the 
importance of having independently verified 
financial statements that speak to the viability 
of a business which are delivered with 
minimal delay, we anticipate that deviations 
like these would be the subject of a specific 
limited waiver, rather than a wholesale 
relaxation of delivery obligations in advance. 

DEBT INCURRENCE
As mentioned previously, the covenants  
in many European loan agreements now 
share more in common with US TLBs  
and high yield bonds than traditional LMA-
style loan agreements. These covenants tend 
to provide more flexibility for borrowers 
to incur additional debt but other 
developments since 2009 also facilitate  
debt incurrence. Key developments in this 
area that are not impacted by declining 
EBITDA include:

Incremental facilities: Long a feature of 
sponsor transactions, the ability to incur 
incremental pari passu debt is included 
in almost all European loan agreements 
these days – the LMA even updated 
their recommended form of leveraged 
finance facility agreement in 2016 to 
include incremental debt mechanics. 
When coupled with a material “freebie” 
basket, these provisions provide 
significant scope for incurring pari 
passu secured debt even when EBITDA 
is declining. Moreover, in some 
transactions the term debt is provided 
alongside a revolving credit facility that 
has super senior priority status. In these 
deals, there may be capacity to incur 
additional super senior debt where the 
basket was not fully utilised at closing.

Debt Baskets: Over time the range of 
permitted debt baskets has increased 
and some of these may not be linked to 
pro forma ratio compliance, permitting 
debt incurrence even when EBITDA is 
weaker than anticipated:

Contribution debt: A contribution 
debt basket allows a borrower to 
incur an amount of debt that is equal 
to the amount of equity contributed 
to the group.
Local lines of credit/non-guarantor 
debt baskets: A local lines basket 
permits certain local facility debt 
to be incurred by a non-guarantor 
restricted subsidiary. In addition, 
a general basket for non-guarantor 
debt may also provide capacity for 
structurally senior debt.

Unrestricted subsidiaries: Designating 
a subsidiary as an “unrestricted 
subsidiary” releases that group company 
from the restrictions under the relevant 
loan agreement, including restrictions 
on incurrence of debt and on granting 
security over their assets.
Security jurisdictions: This extension 
of the agreed guarantee and security 
principles limits the jurisdictions in 
which guarantees and security  
are required to be granted to a  
defined list, thereby increasing the  
scope of unencumbered assets and 
unfettered group companies that may 
potentially be used as credit support  
for additional debt.

As a result, a borrower typically has 
more options than ever before to incur debt 
and secure that additional debt. There are 
still situations where a borrower may still 
approach its lenders for a consent in relation 
to debt incurrence – for example, a sponsor 
affiliate may wish to provide incremental 
facility debt and it may be precluded 
from doing so, or the existing covenant 
package may not permit a specific form of 
government support. However, the flexibility 
afforded by the current covenant packages 
means that borrowers are more likely to 
be able to raise additional debt without 
requiring specific consents than before, 

which may be helpful for all stakeholders in 
the current situation.

EVENTS OF DEFAULT AND OTHER 
AFFECTED PROVISIONS
In addition to the above, there has been focus 
from some market participants on whether 
an event of default or drawstop could be 
triggered as a result of: 

the definition of “Material Adverse 
Event” primarily due to its role in the 
material adverse change event of default; 
the cessation of all or part of a borrower’s 
business; and 
complying with new government 
legislation that could in some way 
conflict with the borrower’s other 
obligations under its loan documents. 

Some borrowers have sought to address 
these issues by carving out the effects of the 
COVID-19 pandemic from the operation 
of these provisions; others have looked to 
include a more generic carve-out which would 
cover other potential future events. 

While borrowers try to waive existing 
defaults and avoid inadvertently triggering 
future ones, some lenders are looking to 
focus the scope of these exceptions. We have 
seen specific waivers limited to the present 
circumstance only and subject to a time 
limit and carve-outs that only apply if the 
relevant borrower is not disproportionately 
affected, when compared with other 
businesses in the same industry. The scope 
of amendments and waivers relating to these 
issues will be influenced heavily by individual 
borrower’s businesses and related impact 
of the pandemic, but it is possible that, as 
documentary terms continue to evolve, some 
borrowers may look to future-proof loan 
documentation against the occurrence of 
similar events.

LENDER REQUESTS
The preceding paragraphs have addressed 
some borrower requests originating from 
the immediate aftermath of the COVID-19 
pandemic. In return for, and to facilitate, the 
acceptance of these requests by lenders, some 
amendment requests have also included the 
following:
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Liquidity covenant: Liquidity 
covenants used to be the preserve of 
debt restructurings but, in the current 
climate, they have been re-purposed on 
some transactions to provide comfort 
to lenders during the period in which 
the financial covenant is suspended. 
From both borrowers’ and lenders’ 
perspectives, maintaining liquidity 
as the business trades through the 
current market volatility is of primary 
importance. For lenders, a liquidity 
covenant has an ancillary benefit in 
ensuring that additional liquidity 
sourced by the borrower (whether 
funded by a shareholder or a third party) 
is not depleted too quickly. 
Information: Additional financial 
information provides lenders with 
greater visibility on the business and how 
it is adapting to these unprecedented 
trading conditions. This information 
could include monthly financial 
statements (if not already required) 
or other financial information such as 
tailored key performance indicators. 
Additional reporting on a business’ 
available liquidity and cashflow needs 
may also be considered, especially if a 
liquidity covenant is part of the overall 
consent package.
General covenants: Certain “permitted” 
behaviours may be suspended or reduced, 
or access to them may be tightened. 
In particular, there is usually a focus 

on restricted payments, dividends and 
distributions (depending on the style of 
the loan documentation) being made, 
the ability to implement investments 
or acquisitions and the designation 
of unrestricted subsidiaries. There 
may also be more focus on mandatory 
prepayments using the proceeds from, 
for example, disposals or insurance 
claims, which borrowers have been free 
to use in recent years.

WHAT DOES THE FUTURE HOLD?
While the flexibility afforded by cov-lite 
financing terms is allowing some affected 
borrowers to raise liquidity without 
needing to approach their existing lenders, 
a significant number of other borrowers 
are approaching their lenders for consents 
primarily in connection with their financial 
covenant, where they have one. This is 
likely to be consistent with what market 
participants expected of the current loan 
documentation and the restrictions on the 
activities of a borrower. Looking ahead, it is 
possible that a version of the event of default 
carve-out mentioned above gains some 
traction in the market, but in the round it is 
harder to see the market adopting a broad 
EBITDA add-back that covers all the impacts 
of future pandemics and similar events.

While less of a focus at the moment, the 
increasing difficulty with which loans may be 
transferred in the European loan market has 
been widely discussed in recent times. This 

is one area that has not converged with high 
yield bonds or US-style loan documentation. 
Common transfer restrictions seen in 
European loan documents include having 
to seek borrower consent to transfer and 
transferring only to a prescribed list of 
pre-approved potential lenders, as well as 
other restrictions pertaining to competitors, 
“loan to own” and “net short” investors. Such 
transfer restrictions limit an existing lender’s 
ability to manage its exposure in volatile 
times and could play a role in adversely 
affecting secondary market liquidity. It will 
be interesting to see if this often keenly 
negotiated area is the subject of renewed focus 
going forward.

Ultimately, how loan documentation 
evolves from here will depend significantly 
on the outcome for lenders of the anticipated 
debt restructurings triggered by COVID-19 
and also on the market dynamics that prevail 
when significant amounts of new leveraged 
loans are papered. 

Further Reading:

Coronavirus: the impact on financing 
transactions (2020) 5 JIBFL 287.
COVID-19 and the impact on 
financial covenants (2020) 5 JIBFL 
337.
LexisPSL: Banking & Finance: 
Coronavirus (COVID-19) and 
Banking & Finance – overview.
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