
296 May 2014 Butterworths Journal of International Banking and Financial Law

EU
RO

PE
A

N
 C

RE
D

IT
 D

O
CU

M
EN

TA
TI

O
N

 T
RE

N
D

S:
 C

O
VE

N
A

N
T-

LI
TE

 O
R 

CO
VE

N
A

N
T 

EM
PT

Y? Feature KEY POINTS
�� European leveraged loan documentation increasingly includes sponsor-friendly “cov-

loose” even if not true “cov-lite” terms on a number of large acquisition and refinancing 
transactions.
�� Many institutional investors in European credits are broadly accepting of such legal 

changes in order to obtain yield, weighed against an increase in inherent risk on such 
structures.
�� Much of this trend is adopted from the US credit markets and is a consequence of large 

European credits backed by strong sponsors being placed with investors on both sides of 
the Atlantic.

Author Karl Clowry

European credit documentation trends: 
covenant-lite or covenant empty?
Karl Clowry considers the recent developments in, and issues arising under, certain 
key covenants in European credit documentation in view of the widespread adoption 
of covenant-lite terms in the US leveraged finance market.

BACKGROUND

n Corporate and private equity sponsors 
seeking funding for refinancings and 

acquisitions in Europe have been increasingly 
tapping the highly liquid and keenly priced 
US credit markets, using a combination of 
leverage loans and high yield (HY) bonds. 
Strong financial sponsors have successfully 
and consistently diluted the potency of many 
covenants in US-centric credit agreements 
by citing the equivalent precedent established 
under HY bond documents in negotiations 
with lenders competing to lend against 
a highly absorbent HY investor base. 
Additionally, the increase in debt trading 
along with open and fluid equities markets 
have provided buoyant comforts for many 
arrangers and sponsors respectively. Many 
sponsors have used this market liquidity 
to effect dividend recapitalisations, with 
CLOs and other buyside participants driving 
demand for bank debt issuance.

COV-LITE/LOOSE
European desks of many bank lead arrangers 
have, to an extent, originated leverage loans 
with lighter-touch covenants, both to maintain 
their market share of sponsor mandates 
and meet the bullish expectations of strong 
private equity sponsors seeking dividend re-
capitalisations. This has continued even while 
such lenders originating and holding these 
credits face more stringent capital maintenance 
regulation. Financial sponsors usually demand 
of any global bank seeking their mandate 
to compete on the most favourable legal, 

execution and pricing terms. In many instances 
US sponsors require bank arrangers tasked to 
deliver a European focused leveraged credit 
structure (particularly if it is likely to be well 
subscribed by investors), to do so on terms 
increasingly comparative to those in the US 
credit market, as these are generally more 
sponsor-friendly. The absence, or dilution, of 
certain key covenants gave rise to the “cov-lite” 
loan. These loans had emerged in the US by 
the mid-2000s, before being reined in for 
a brief hiatus during the credit crisis, only 
bullishly to re-emerge centre stage within the 
last three years to become “market” in US 
leveraged structures, with yet further clauses 
adjusted in favour of sponsors and borrowers.

Cov-lite in the US loan context typically 
denotes a credit agreement without the 
customary financial covenants (on cash flow 
cover, interest coverage ratio, leverage ratio and 
capital expenditure) being tested regularly. 
Sometimes one of these maintenance financial 
covenants (often the leverage ratio) is retained 
on a springing basis, for the benefit of the 
revolving lenders (applying if drawn to a certain 
percentage of their commitments at quarter-
end) only, now being called “covenant-loose” 
credits. It is now usually only those lenders 
benefiting from that covenant that may enforce 
its breach, or whose consent is required for its 
amendment. To the extent the revolving credit 
facility (RCF) can be sufficiently repaid before 
quarter-end, then a borrower may avoid being 
tested on such covenant. Such covenants are 
most frequently found on refinancings, where 
there is a proven track record of borrower 

performance. In many instances other loan 
provisions are also loosened including: 
“material adverse change” related events of 
default; financial statement reporting; the debt 
incurrence covenant; the negative pledge; and 
covenants and lender consent requirements on 
group re-organisations.

HY funding of European LBOs and 
refinancings generally had, between mid-2012 
and early 2014, an increasingly strong market 
share, funding many refinancings as well 
as large acquisitions. The majority of such 
European HY bond issuances are senior 
secured in nature, sharing common security 
and enforcement rights with senior secured 
lenders. Perhaps because of the anticipated 
continued low interest rates in the eurozone 
and the further loosening of loan agreement 
covenants, the ratio of loans to HY bonds 
being used to finance European leveraged 
transactions has notably increased in the first 
quarter of 2014.

Furthermore, the responsibility for 
drafting credit documentation (from 
commitment papers to definitive credit 
agreements) has largely shifted in many cases 
to being undertaken by the sponsors’ legal 
team, having been previously the exclusive 
preserve of lenders’ counsel. The practical 
impact of such a change, often invoked for 
cost-saving, execution risk mitigation, or 
continuity reasons by sponsors, should not 
be underestimated. In addition to the cov-lite 
terms propelled into the market by the pens 
of sponsors’ lawyers, other ground rules are 
being re-visited early in the drafting process, as 
mandates are being keenly sought by arrangers. 
These changes include the adoption of strict 
“certain-funds” terms in private acquisitions 
(from the public take-overs context). Leading 
law firms maintain detailed indexed precedent 
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banks of covenants in transactions for lenders 
and sponsors in order to quote “precedent” or 
cite “market” for inclusion or omission on any 
particular transaction. This has created a self-
perpetuating system, where the utilisation of 
more lax terms in particular credit agreements 
for specific or exceptional circumstances at the 
request of sponsors, has altered the boundaries 
of market acceptability in the wider loan 
documents market.

TRENDS DURING PAST 12–18 
MONTHS
Cov-lite/loose loans have become much more 
widely acceptable to European debt investors, 
having become features in the majority of US 
market loan issuances in 2013. This is in part 
explained by the return of the “originate and 
distribute” model of loan arrangement, coupled 
with renewed interest from institutional 
buyside investors seeking higher yields via such 
credits. Many larger loans also have notably 
higher leverage levels than in the previous few 
years. The increased liquidity and depth in 
the European loan trading market has given 
loan participants more confidence that such 
assets may now be more readily traded should 
a particular credit give cause for concern. 
This confidence in liquidity has facilitated 
the successful syndication of loans with more 
borrower-friendly covenant packages, arising 
as a result of the frequent, seemingly one-way 
process of attrition during negotiations.

European corporates have continued to 
raise US Dollar-denominated debt in the US 
market, either instead of, or supplementary 
to, financing in their home regional market. 
This is mainly due to constrained demand 
from many banks in European markets, 
and very often the tighter pricing offered by 
US arrangers and investors. For many years 
US based groups have facilitated funding 
of their European operations with a euro 
denominated tranche within their US law 
loan facilities. As private equity sponsors 
successfully introduced cov-lite terms then 
their European borrowers sought to apply 
the same terms to their own refinancings. 
Many European lenders investing only in the 
euro tranche of such structures broadly, if 
reluctantly, accepted these inclusions.

Increasingly borrower-friendly deal terms, 

in relation to ambitious business plans, credit 
agreement terms and overall capital structures, 
have also been sought to be introduced 
by sponsors into Europe. As an example, 
cross-default provisions are increasingly 
being loosened to become cross-acceleration 
provisions. This creates a real time-lag of many 
months from the point when a borrower’s 
other financial indebtedness becomes 
problematic to when the relevant senior 
lenders may be able to demand the borrower 
enters negotiations to redress the situation. 
This delay may result in significantly greater 
losses to senior lenders in the event there is an 
erosion in enterprise value, due to the ability 
of other creditors to realise recoveries ahead 
of the senior lenders. These losses may be 
exacerbated when the guarantee and security 
principles agreed at the commitment letter 
stage contain a cost-benefit analysis prior 
to the borrower being obliged to procure 
security in any given jurisdiction, or from 
particular subsidiaries. Customary rights of 
immediate recourse to guarantees and security 
given by any obligor on the occurrence of a 
default, or an event of default, may be further 
delayed due to the inclusion of a requirement 
to serve notice and wait a period of days 
before lenders can take self-protective action. 
This can allow a potentially uncooperative 
borrower to file for a self-managed insolvency 
procedure or otherwise take action to seek 
to avoid acceleration. These developments 
are in addition to more generous baskets for 
acquisitions and sponsor-favourable earnings 
related equity cures.

Depending on the perceived openness 
of markets in the US or Europe, sponsors 
have toggled between using English law and 
New York law loan and HY documentation, 
prior to launching refinancing proposals to 
potential investors. This enables sponsors to 
take advantage of pricing differentials and the 
perceived depth of investor appetites. In many 
cases, some of the more borrower-favourable 
elements from the originally intended US 
market have been retained in English law 
loan documentation where HY is included in 
the overall debt capital structure, or simply 
because the slackened covenants are not sought 
to be negotiated more tautly by European 
institutional investors.

Many lender protections have weakened 
quite meaningfully, and loans have arguably 
become more bond-like, ie by incorporating 
more incurrence-based covenants, as opposed 
to the full suite of financial covenants, so 
gaining the sobriquet “cov-lite 2.0”. While 
regulators in the US have issued guidance on 
the need for prudently arranged leverage loans 
to at least contain maintenance covenants, 
European regulatory authorities have not 
yet issued any formal guidance. Certain 
European authorities, however, have stated 
that they are monitoring these latest market 
developments in the context of ensuring 
financial market stability.

In March 2014 a €818m loan used to 
acquire Ceva Sante Animale was the first 
time a true cov-lite euro denominated loan 
originated and largely syndicated within 
Europe came to market. Originally with a US 
dollar tranche which was eventually omitted 
due to over-subscription in Europe, this was 
a credit provided to a well-regarded business 
with a long track record of performance. 
Accordingly, this was perhaps a relatively 
easy sell into a market with keen debt 
fund investors seeking more exposure to a 
reasonably yielding credit, having become 
accustomed to relatively lightly protective 
covenants in bonds over many years.

COVENANTS IN FLUX
“Fall-away covenants” that disapply on the 
occurrence of an IPO, when a significant 
de-leveraging threshold is reached, or 
investment grade status is attained, are now 
being seen in European leverage loans. These 
create forward looking flexibility on cashflow 
cover tests, capital expenditure limits, excess 
cashflow sweeps and an increase in certain 
baskets. Sponsors argue that this is quite 
appropriate as such borrowers are then far 
less likely to default, and do not need to 
be policed by such continuing strictures. 
In some instances, rather than being 
eliminated upon the qualifying event, the 
financial covenants are tested semi-annually, 
providing borrowers with much more time 
to take remedial action. In some European 
transactions, after the qualifying event the 
usual continued tightening of the leverage 
ratio will cease, and it may be reset to a fixed 
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ratio for the remainder of the tenor, while 
restrictions on investments, acquisitions 
and even dividends may also be loosened. 
Surprisingly, a small number of such loans do 
not contain reinstatement provisions if the 
borrower ceases to maintain its qualifying 
status, or may require a higher leverage test to 
be triggered before the relevant covenants are 
reinstated.

Rather than being completely free of 
maintenance covenants, in recent years 
transactions have included a financial 
maintenance covenant, tested quarterly, 
where a default may only be called by the 
revolving facility lenders. In English law loan 
agreements there has been an increase in 
the number of financial covenants without 
cashflow cover tests and/or CapEx limits. 
Allied to many more add-backs to EBITDA, 
in particular future project cost savings 
(although often capped unlike many HY 
transactions), restructuring expenses and 
management fees, many of the teeth from 
such covenants have been removed rendering 
them less biting against potentially egregious 
behaviour of certain borrowers/sponsors.

Adjustments to reduce the annual cash 
sweep requirement to pay-down senior debt 
means borrowers retain more cash, even if 
the headline sweep percentage (being 50 per 
cent or 66 2/3 per cent of excess cashflow) is 
retained.

Portable capital terms (usually enabling 
debt to remain outstanding on a specific 
change of control rather than being 
mandatorily prepaid) are now seen in a 
minority of European HY bonds and been 
more restrictively transposed into a small 
number of leveraged loans. This provision 
applies only for a single change of control 
(provided a ratio of approximately one-third 
in equity value to overall enterprise value is 
maintained), to a permitted list of investors, 
that occurs within one or two years of closing, 
and after which a leverage test must be 
satisfied. The change of control provisions 
are made more flexible by widening the 
permitted investor carve-outs to enable more 
affiliates, limited partners and other persons 
related to the sponsor/borrower (including 
management) to take significant stakes in the 
equity of borrowers. Leverage lenders may 

also only be given a put option on a change 
of control (akin to investment grade credits), 
and in a few cases, it being exercisable only if 
majority lenders require a prepayment.

There has also been some convergent 
evolution in certain covenants under HY 
bonds and term loans so borrowers may have 
consistent financial testing/restrictions across 
its different debt issuances. The concept of 
“Restricted Subsidiaries” subject to covenants 
and “Unrestricted Subsidiaries” that are not, 
which is typical in HY bonds, is now more 
frequently seen in loan agreements.

OUTLOOK FOR 2014
Only a small number of prospective European 
refinancing borrowers, with proven track 
records, will be likely to obtain truly cov-
lite terms in their European-only credit 
agreements. Otherwise, such borrowers 
may be able to obtain cov-loose terms or 
seek cov-lite terms in the HY bond market. 
Despite a higher ratio of loans to HY bonds 
in Europe in the early months of 2014 than 
in the previous two years, riskier debtors 
(attracting yields in the low double digits) 
will likely still need to utilise the HY market 
for their refinancings. Some new leveraged 
loans may resemble low-margin fixed-rate 
instruments to borrowers rather than 
floating rate liabilities likely to increase in 
the near term, if eurozone base rates remain 
low into 2015. Demand by both sponsors 
and avid debt investors (including CLOs 
seeking scarce floating rate paper, even if 
priced nearer 300bps over than 400bps 
over) will likely mean several more cov-lite 
transactions and many more cov-loose loans 
will be placed successfully in the coming 
months. The likelihood of looser covenants 
gaining further market acceptance will also 
increase if the number of IPOs of currently 
leveraged transactions returns cash to debt 
funds that need to reinvest in European debt 
issuances. A number of sponsors in pure 
European transactions are now offering some 
quid pro quo in cov-loose transactions in the 
form of US style IBOR floors and soft call 
protections.

For European cov-lite loans to gain 
further traction, investors will expect to see 
a well-known leveraged borrower/issuer that 

has consistently performed well with a track 
record of deleveraging. Any such loan should 
be large/liquid enough that investors can 
exit quickly on the secondary markets. In 
addition to true financial cov-lite provisions 
the expectation is that sponsors will demand 
increased latitude to incur further financial 
indebtedness usually linked to future 
permitted acquisitions, as they expand their 
portfolio companies, rather than incur the 
expense of refinancing such expansions.

As with pre-crisis trends, the concern 
may be that arrangers will reluctantly accept 
looser covenants on an increasing number of 
perceived weaker credits that may have strong 
potential to be syndicated among institutional 
investors. This sets up risks for the future if 
borrowers’ ambitious business models are not 
realised, exacerbated by an increase in interest 
rates over the next five years. Another factor 
in the emergence of cov-loose transactions 
in Europe has been the demand by sponsors 
and/or arrangers for syndication to be 
completed ever more quickly. This is leading 
to the view that some institutional investors 
commit to invest prior to all usual credit 
reviews being completed. If the final sponsor-
led credit documentation contains overly lax 
covenants then these investors may swiftly 
place their commitments in the secondary 
market, while sponsors and arrangers are 
content that the launch of a cov-loose credit 
was nevertheless well received in the primary 
market.

Many bullish institutional investors might 
observe that even where financial covenants 
in European credits have been breached 
during the post-2007 downturn, many senior 
lenders re-set the covenant ratios for a fee 
rather than demand more fundamental capital 
restructurings. Consequently, such investors 
would reason that it may be better to seek a 
slightly higher margin on cov-lite/loose loan 
terms than a low margin on a fully covenanted 
loan that will be unlikely to be defaulted in any 
event. Interestingly, many US based CLOs 
may invest in term loan tranches of credits with 
a springing financial covenant, only benefiting 
the RCF lenders on the basis that the overall 
credit is deemed to be covenanted. Time 
will tell if European CLOs seek such similar 
interpretative leeway.  n
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