
www.globalturnaround.com I March 201910

Finding a heavyweight 
solution to Cov Lite

The next crisis will be silent

No figurative explosions, no 
metaphorical munitions going 
bang.

Instead, for long periods lenders will 
just be peering at their borrower across 
a bleak no-man’s land. 

For their part, the borrower will 
pay no heed whatsoever. There will be 
no hands slamming tables, no pencils 
snapped in rage, no walkouts from 
meetings, because there will be no 
meetings, no independent business 
reviews, simply a shutout, a shut down. 

All because there are no financial 
maintenance covenants (FMCs). 

Welcome to the world  
of Cov Lite finance
It’s become a huge market; in the last ten years 
the European leveraged market has grown to 
over US$2.4 trillion. Currently, only 20 per cent 
of this lending has FMCs. 

And a good number of the lenders involved 
have precious little experience engaging up-close 
with borrowers whose business is spiralling into 
crisis, simply because they’re newbies to the 
business. 

Pension funds and insurance companies, 
feeling a desperate need for yield since the 
financial crisis of a decade ago, have piled into 
the leveraged finance market. With all the new 
players and the liquidity with which the central 
banks have hosed the market, the competition 
for deals has been ferocious. So fierce that lower 
quality borrowers have been able to negotiate 
away FMCs. 

The market has even devised the ‘Security 
Lite’ deal, meaning that the secured lender’s 
collateral is just intra-group loans, security 
over the shares in key group companies and 
sometimes bank accounts. 

Where’s the trigger?
Restructuring professionals and investors in 
distressed corporate debt need an ‘event’, a 
fulcrum moment that compels the borrower to 
engage with its lenders. 

Breach of a covenant or, far more often, an 
impending breach, is the usual event, the trigger 
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Analysis

to get the borrower’s attention. 
Now, with precious few covenants, it will 

likely only be failure to pay interest or repay 
principal that can serve as an event. 

The English Eighteenth Century writer and 
thinker Samuel Johnson once remarked that 
there is nothing like imminent hanging to 
concentrate the mind ‘wonderfully’. 

But without the financial equivalent of a rope, 
experience tells us that borrower management 
will not be concentrating much. In all likelihood 
they’ll be more like Dickens’ Mr Micawber, 
hoping ‘something will turn up’. 

Many won’t begin to look for a solution to 
the company’s problems until it is too late. 

See you in court
Can lenders turn to the courts? Pacta sunt 
servanda — contracts are meant to be kept — 
and the courts won’t rewrite a bargain struck 
at arm’s length. Could lenders argue for terms 
to be implied, terms requiring the company to 
behave prudently, constraining it? 

Only if a term is a necessity in order for a 
contract to work will the court be prepared to 
imply it, however ‘disadvantageous – or even 
terrible [the] commercial bargain for one party’ 
is otherwise (Arnold v Britton [2015]). 

What’s a lender to do?
So, what’s a lender who, seeing value ebbing 
away, to do? 

The directors are marooned 
in a world of their own, 
clinging to the hope that a 
misconceived strategy will 
come right. 

Creditors write stern letters to each director, 
reminding them of their potential personal 
liability for wrongful trading and breach of 
fiduciary obligations with which, the creditor 
says, they’re playing fast and loose. 

But this huffing and puffing, this threatening 
a possible liability, perhaps far in the future, 
seldom succeeds in getting more than a 
token response. The directors simply don’t 
comprehend that they’re steering the company 
wrongly, and would be reluctant to change 
course even if they did. It appears that without 

the looming risk of covenant breaches, there’s 
no way to make them. 

The balance sheet test
What lenders need to have is a convincing threat, 
a loaded weapon to level at the borrower. So it’s 
time to look, again, at the balance sheet test of 
insolvency in Section 123(2) of the UK Insolvency 
Act, so that liquidation or administration become 
credible actions in the hands of the creditors.

Since the Eurosail decision of the UK’s 
Supreme Court ([2013] All ER (D) 107), creditors 
have largely given the balance sheet test of an 
inability to pay debts a wide berth. 

Eurosail showed the test isn’t a pure audit 
accounting exercise.  

The further out the final determination of the 
debtor’s liabilities, prospective and contingent, 
the more uncertain is the final tally. This means 
the court can’t, as it must under the statute, be 
‘satisfied’ on the balance of probabilities, that 
there will be a deficiency.  

In Eurosail the court was asked to look ahead 
over 30 years. In the event it simply couldn’t 
satisfy itself of the company’s deficiency at a 
date so far in the future.  

On the other hand, if the court is asked to 
consider a company’s ability in a year or two years’ 
time to repay a loan or a bond on its due date, 
then the creeping uncertainty of time is much less.  

The balance sheet test is forward-looking, 
because it calls for prospective and contingent 
liabilities to be considered, as opposed to 
the existentialist cash flow test. It’s just that a  
30 year look forward is too uncertain.

Carry a big stick
A credible threat, such as the realistic possibility 
that a creditor can successfully compel a debtor 
into administration or liquidation, ought to be 
enough to bring the parties to the table.  

This is, of course, not a panacea to the  
Cov Lite problem.  

Lots of investors and lawyers will be looking 
at how, in the Cov Lite wilderness, the borrower 
may nonetheless be compelled to focus on its 
real problems and work with its lenders to find 
a restructuring solution.  

For this, there’s no raw material better 
than the wonderful law of England, its ability 
to innovate and respond to changing needs 
provides a number of tools that can be used. 
Eurosail is just one.

Steve Akers, Grant Thornton Howard Morris,  
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