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3d. Restrictions on affiliate transactions

Transactions between the borrower and affiliated entities entail the risk that such dealings may not
be conducted on an arm’s length basis, allowing an affiliated entity to take financial advantage of the
borrower, or for assets to be moved out of the borrower without appropriate compensation. This
clause may also be framed as an affirmative covenant that permits only arm’s length transactions with
affiliated entities.

3e. Restrictions on incurrence of new foreign currency liabilities

Fluctuating exchange rates can make foreign currency-denominated liabilities more expensive to repay
if the MFT’s local currency weakens, given the frequent mismatch of foreign currency debt and local
currency loans to the MFI’s clients. Like the foreign exchange exposure limits clause in the Financial

Covenants section, above, this clause seeks to reduce the borrower’s foreign currency exposure risk.

3f. Restrictions on loan portfolio exposure to any one borrower, any group of borrowers, any

industry sub-sector, geographically, etc.

This negative covenant attempts to avoid concentration risk. It seeks adequate diversification of the
MFT’s microcredit portfolio, protecting it against risks that are likely to occur seasonally or to strike
only certain client segments. Some local laws and regulations of regulated, deposit-taking MFIs specify
similar limitations. Lenders may impose more conservative diversification rules than the bank regulator
applies, and impose the regulator’s, or more conservative, diversification rules on unregulated MFIs

as well.

3g- Restrictions on borrower’s ability to dispose of assets outside the ordinary course of business or

in an aggregate amount over [XXX] in any year

In standard due diligence, the lender considers the borrower’s assets prior to extending credit; this
covenant addresses the conditions under which an MFI may dispose of its assets. Because few businesses
can operate without some transfers of assets, lenders often allow some standard exceptions to this
restriction. They may allow transfers that take place in the ordinary course of business. They also may
allow transfers or sales of assets that are below an aggregate value in any given year. In the microfinance

context, this restriction would limit sales or transfers of a microcredit portfolio.
3h. Restrictions on borrower’s ability to declare dividends or make other distributions to shareholders

The lender needs to ensure that the borrower retains an adequate level of liquidity. If the lender deter-
mines that shareholder disbursements would harm the MFI’s financial health, this clause would restrict
the borrower’s actions. In the event of MFI distress and particularly in a workout, the clause ensures
that equity stakeholders are not enriched at the expense of lenders. Some local laws and regulations
impose similar “dividend blockers” on regulated, deposit-taking MFIs should those MFIs fail to meet

certain financial ratios.
3i. Restrictions/prohibitions on consolidations and mergers

Lenders typically seek to restrict the ability of the borrower to engage in mergers or consolidations
because the assets of the borrower would become subject to the debt obligations and other liabilities
of the merger partner. Similarly, the resulting change in the MFI’s corporate entity may adversely
affect the borrower’s contracts, licenses, regulatory approvals, etc. In some cases, lenders will allow

a borrower to merge if I) the borrower is the surviving entity and 2) there is no event of default before

or after giving effect to the merger.
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3j- Restrictions on liens

This is the so-called “negative pledge” covenant. It is designed to prevent the borrower from, in effect,
subordinating the lender’s unsecured loan to that of others by granting priority security interests over
the MFT’s assets and revenues under circumstances that could reduce the pool of assets available to satisfy
claims of general unsecured creditors. By preventing the borrower from encumbering assets, the
lender preserves them as a source of repayment. Some unsecured lenders allow exceptions for certain
categories of liens, such as I) liens for purchase money indebtedness (e.g. liens attached to to-be-
acquired assets), 2) liens operating by provision of law and 3) certain small amounts of liens (a
permitted basket of secured debt).

4. Affirmative Covenants

Affirmative covenants, like negative covenants, are highly negotiated and customized to the unique
credit, reputational or legal risks posed by the transaction. As noted above, some affirmative covenants
are framed as negative covenants (and vice versa) depending upon the contract. Reporting covenants

often are considered a subset of “affirmative covenants.”
4a. Use of proceeds of loan

This covenant describes the intended use of the loan and requires the borrower to apply the loan
proceeds only for specified purposes. There typically is a corresponding event of default if the loan
proceeds are not so used. Cash is fungible so this can be a difficult provision to enforce, but lenders
generally include it to 1) improve the overall likelihood of loan repayment (i.e. by requiring the pro-
ceeds of the loan to be invested in income generating assets like a microcredit portfolio), 2) change
the capital structure of the borrower (by permitting loan proceeds to be used to refinance pre-existing
debt obligations) or 3) in the microfinance context, ensure that the borrowing MFI adheres to the
lender’s social mission. Some loan agreements put the use of proceeds clause in a separate part of the

agreement, outside of the affirmative covenants.

4b. Compliance in all material respects with all applicable laws, Central Bank/bank supervisory

requirements and any other regulatory requirements

Violations of legal requirements may cause substantial penalties, may require the borrower to ter-
minate operations or may expose the borrower to significant claims from third parties. Any of these
events could have a significant and adverse impact on the borrower’s ability to repay the loan. This

covenant attempts to protect the lender from such an event.

4c. Maintenance of all necessary consents (either such consents will remain in effect or are

promptly renewed or replaced)

This covenant, like the compliance with local law covenant above, ensures that all consents remain in
effect or, if they expire, are promptly renewed or replaced. This is predicated on the assumption that
such consents are necessary in order for the borrower to continue operating as an MFI. Any invalid

consents may affect the MFI's ability to conduct business and thus impair its capacity to fulfill its loan

obligations.
4d. Compliance with anti-corruption, anti-terrorism and anti-money laundering laws

International concern over transparency in cross-border financial transactions is growing, and investors
making foreign direct investments are subject to the laws of the various jurisdictions their activities
touch. This covenant addresses risks that the lender’s activities (and the onlending activities of the
MFI borrower) may cause by requiring the MFI to comply with all applicable anti-corruption, anti-
terrorism and anti-money laundering laws and regulations, including “Know Your Customer” (KYQC)
requirements. U.S. lenders may include specific mention of U.S. laws and regulations such as the
Foreign Corrupt Practices Act, the Trading with the Enemy Act, the Patriot Act and, potentially,

export/import and anti-money laundering regulations.
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4e. Maintenance of insurance in such amounts and covering such risks as is usually carried by com-

panies in similar business in borrower’s country of operations

This covenant requires the borrower to maintain customary insurance against risk of loss. The chal-
lenge with this covenant is that in some countries where MFIs operate insurance is not available. Some-
times loan agreements include a related provision, which requires a prepayment of the loan to the
extent that an insurable loss takes place and the loss is not replaced with the insurance proceeds. This
would be unusual in a microfinance context, however, since the most valuable assets of a MFI are

microcredits, not physical assets.
4f. Maintenance of protection against interest rate risks and mismatches

The lender wants to ensure that the borrower maintains adequate protection against interest rate risk
so that there is no material mismatch between the interest rate yields on its assets (the microcredit
portfolio) and the interest rates charged on its liabilities (the MFI’s loan obligations). A significant
mismatch in the rates charged could cause liquidity or cash flow problems for the MFI.

Modified Covenants Once a Problem Arises

Once an MFI is in financial distress, the lender may decide to modify its loan agreements. The two

following covenants may prove helpful in a voluntary debt workout and are being used or contemplated

by lenders to distressed MFIs.
5a. Standardizing timing and content of MFI reports and notifications to lenders

Once lenders become aware that a borrower is in financial distress, they may consider amending their
loan agreements to standardize the borrower’s reporting and notification requirements for all of the
MFT’s debt obligations. This would ensure that no lender is getting more or faster information than
others. Additionally, it would ease the MFI's administrative burden of multiple reports and notice
requirements at a time when more pressing challenges should take priority. Reporting covenant modi-
fications may also increase the frequency (e.g. from quarterly to monthly) of cash flow statements,

management reports, lists of current liabilities, company reports, etc.
5b. Prohibiting any early redemption or prepayments by MFI of any debt obligations

If the borrower is in financial distress, the lender may consider adding a negative covenant against
prepayment or early redemption of any of the MFI's debt obligations in the event that it encounters a
liquidity issue. (Note that this is different from a prohibition on prepayment of a particular lender’s
outstanding loan.) This general prohibition on prepayments of any debt obligations is the lending
equivalent of a “dividend blocker” and is aimed at preserving the MFI’s net cash flow. This provision
also can protect the lender against a moral hazard, namely that the borrower will cherry pick among its
debt obligations and make early repayment on the most expensive or otherwise onerous obligations to

the disadvantage of lenders that have provided more borrower-friendly terms and conditions.
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