MV Credit’s View on Cov-Lite Loans
INTRODUCTION
The main focus of a private debt manager should be capital preservation. MV Credit believes that even the best documentation
and structure cannot make up for a bad credit. A fund’s investment strategy (such as a focus on non-cyclical industries) and loan
documentation should consistently be reviewed in anticipation of economic cyclicality, whether in an up or down market, not in
reaction to ongoing events. MV Credit believes the right approach to investing is strong origination, active monitoring and
partnering with the right private equity sponsor.

DEFINING COV-LITE
Cov-lite does not mean an absence of any financial covenants. There are different types of covenants:
•
•

Maintenance covenants (e.g. leverage, interest coverage ratios) which are normally tested on a quarterly basis. Cov-lite
investments do not have these other than a leverage covenant for the benefit of RCF lenders which is only tested after a
“springing” condition (drawing RCF above an agreed level) is triggered.
Incurrence covenants which only apply when an agreed event (e.g. the “incurrence” of additional debt) occurs. In cov-lite
these covenants are generally combined with a “springing” leverage covenant as above.

In both cases, given how widely covenants are set, the borrower is likely to have a cash shortfall before breaching leverage tests.
Therefore, too much reliance on and comfort from maintenance covenants can lull managers into a false sense of security

IMPORTANCE OF INVESTMENT STRATEGY
MV Credit believes that financial covenants, even in the exceptional context of a crisis such as the current one, do not “give back
control to lenders”. Those lenders, like us, who experienced previous economic cycles did not lose money on businesses which
suffered a performance dip, even a medium-term one. Money was typically lost when:
•
•
•

The company experienced a fundamental change in market demand (resulting for example, from the emergence of a new
technology).
The company experienced capex cycles (particularly in the manufacturing industry) with a significant cash requirement to
upgrade the production tool
The company had weak credit fundamentals.

It is a misconception that lenders can force private equity sponsors to inject new money into a company as a result of covenants.
This is unlikely to be the case. Firstly, there can be a lack of visibility on the part of the lender if there is no liquidity issue and
secondly, sponsors may feel that the lenders could take the business away (after all, they also have investors and an Investment
Committee). As seen in previous cycles, sponsors and/or shareholders typically request “covenant holidays” for time to assess the
situation where there are no strong liquidity pressures.
MV Credit’s 2006 vintage fund invested through the Great Financial Crisis (“GFC”) and is as an excellent example of what can
happen during a period of severe stress. The fund invested in 63 companies, of which 24 companies experienced enough stress
to request a covenant waiver and/or reset from their lenders.
For some of these companies, the waiver/reset was sufficient to allow them breathing room through the GFC and to eventual
recovery.
The remaining companies required further restructuring. There was no standard template for restructurings as they depend on
the specific needs of each business. Restructurings included a broad range of options, from a sponsor injecting new money in
exchange for limited concessions from the group of lenders (e.g. capitalisation of the subordinated interest to PIK and no particular
amendment to the senior facilities), to more severe restructurings requiring rearranging the waterfall of the debt facilities in order
to accommodate new money. Only one restructuring resulted in a court-led process, where documentation played a part in the
result in the short-term. Notably, the underlying credit’s partial recovery post-recession may not have in any case made a material
difference, from the perspective of the junior creditors.
MV Credit’s experience in the GFC underlined that credit selection is key to minimising the risk of default in case of a downturn.
MV Credit focusses on investing in businesses in less cyclical industries such as healthcare, software as a service and subscriptionbased businesses and conducts thorough due diligence before investing. Please refer to the below graph showing that healthcare
and technology have experienced below average default rates across the market1.

1 Source: Moody’s Global Corporates Annual Default study 2019. Food, Beverage & Tobacco is Moody’s classification. However, MV Credit does not invest in Tobacco.
Default rates shown represent historical data and are no guarantee of, and not necessarily indicative of, future results.
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DOWNSIDE PROTECTION THROUGH ONGOING MONITORING
Covenants are not forward indicators of the performance of a credit and cannot predict a credit’s significant deterioration. For
example, the Financial Times has reported on S&P data which found that creditors recovered 78% of the money they originally lent
to companies with weak covenants. In comparison, loans with traditional protection performed only marginally better2. The
strength of a covenant does not necessarily correlate with credit risk and actively monitoring an investment throughout its life is
crucial to anticipating issues.
McKinsey & Company suggested that loan-loss provisions can be reduced by 10-20% by improving the effectiveness of monitoring3.
To this end, MV Credit has a dedicated Credit Monitoring Team (“CMT”) which systematically reviews and monitors each investment
on a monthly and quarterly basis (where appropriate), alongside monitoring conducted by the Deal Team.

INVESTING IN SPONSORED, UPPER MID-CAP COMPANIES
Another lesson of 2008 was that money can be lost where an investor does not partner with the right private equity sponsor (the
“wrong” private equity sponsor being either uncollaborative or not up to the task). Working with the right private equity sponsor
is key to originating good credits and for downside protection. MV Credit has built strong relationships with such sponsors since
its inception in 2000. The benefit of investing in sponsored transactions is partnering with private equity firms who are also
incentivised to support their investment companies, even in a downturn.
MV Credit targets sponsored upper mid-cap companies (EBITDA €30mn - €100mn). Small cap and lower-mid-cap companies,
particularly sponsor-less ones, by nature need more restrictive covenants and undertakings, in addition to more conservative
leverage, given their higher inherent credit risk. Please refer to the below graph4 which shows default and recovery rates within
global private debt during 2000-2018. Companies larger than €30mn EBITDA exhibit lower default rates and higher recovery rates
than those with EBITDA €30mn and less. This could be because small-cap companies are likely more sensitive to external shocks
given their regional nature, have less market share and face more competition and pricing pressure within their sector, amongst
other things.

2 Source: Financial Times, 15th February 2019, “Why ‘covenant lite’ loans are not the menace they seem”, Available at: https://www.ft.com/content/7f80d354-311b-11e98744-e7016697f225. Analysis quoted is based on loans issued before 2010. It is reported that the data set post-2010 is insufficient to draw firm conclusions.
3 Source: McKinsey & Company, October 2012, McKinsey Working Papers on Risk, Number 37, “First-mover matters: Building credit monitoring for competitive
advantage”, Available at:
https://www.mckinsey.com/~/media/mckinsey/business%20functions/risk/our%20insights/a%20better%20way%20for%20banks%20to%20monitor%20credit/credit_mo
nitoring_for_competitive_advantage(1).ashx, page 2.
4 Source: Cepres. Default and recovery rates of global private debt from 2000-2018. Default rates shown represent historical data and are no guarantee of, and not
necessarily indicative of, future results.
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SHIFTING THE FOCUS FROM COVENANTS
Instead of the discussion on covenants, MV Credit believes in paying attention to conservative market standards. In terms of
investments, investors should seek the strengthening of lenders’ ability to monitor its portfolio investments as well as impose
some limits on borrower companies after the investment is made. For example, monitoring can be further strengthened by more
timely access to monthly financials from investment companies. Restrictions on new debt issuance and potential leakage to
shareholders can strengthen an investment company’s downside protection and greater limitations on EBITDA adjustments can
assist lender transparency (after all, investors are meant to lend based on cash flows).
Aside from financial covenants, undertakings are important requirements negotiated by fund managers which, if they are not
honoured as agreed, constitute a covenant breach. They include budgets, monthly/quarterly reporting, increased indebtedness
and dividend restrictions. Given its excellent relationships with private equity sponsors, MV Credit can negotiate strong reporting
packages and undertakings to strengthen its monitoring capabilities. Rather than requesting control through financial covenants,
MV Credit believes investors’ key focus should be an investment strategy rooted in strong due diligence and monitoring.
Finally, it is incumbent on fund managers to construct private debt portfolios with appropriate diversification to take into account
the ability of the portfolio to self-heal through its performing investments, as well as service any debt within the fund. After all, no
one can predict which portfolio companies are likely to under-perform, so outsized bets can lead to a disproportionately negative
effect on the returns to investors.
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Disclaimer
This White Paper (this “White Paper”) is being provided by MV Credit Partners LLP (“MV Credit”), a firm authorised and
regulated by the UK Financial Conduct Authority (the “FCA”).
This White Paper is not intended to create any right of a legally binding or enforceable nature between MV Credit and the
recipient in respect of the provision of services or products. It does not purport to be a comprehensive review of any
recipient’s investment objectives, financial situation or particular needs. The contents of this White Paper do not constitute
legal, tax or investment advice.
Recipients of this White Paper should make their own investigations and evaluations of the information contained herein and
investors should consult their own legal, tax or relevant professional advisor or attorney with regard to their specific
situations.
No representation or warranty is or will be made or given, express or implied, and no responsibility or liability will be
accepted by or on behalf of MV Credit nor any of their affiliates or respective members, directors, officers, employees,
advisers, agents, representatives, subsidiaries or corporate parents or by any other person as to, or in relation to, the
accuracy, fairness, correctness or completeness of the preliminary information contained in this White Paper, the information
or opinions contained herein or supplied herewith or any other written or oral information made available to any person,
which all remain subject to amendment and updating and which may not be complete. No liability whatsoever (for negligence
or otherwise) is accepted by MV Credit nor any of their affiliates or respective members, directors, officers, employees,
advisers, agents, representatives, subsidiaries or corporate parents for any loss howsoever arising, directly or indirectly,
from any use of this White Paper or otherwise arising in connection therewith.
This material is communicated in accordance with Article 14 (Investment Professionals), Article 21 (Certified high net worth
individuals) and Article 22 (High net worth companies) of the Financial Services and Markets Act 2000 (Promotion of
Collective Investment Schemes) (Exemptions) Order 2001, or pursuant to the permitted exemptions made available by the
FCA in section 4.12 of its Conduct of Business Sourcebook and is not intended for retail clients (as defined in the FCA Rules)
who should not, and cannot, rely on information here. Any offering or solicitation will be made only to such qualified
prospective investors at a later date pursuant to the relevant offering documentation and/or investment agreement of a
relevant investment product, all of which should be read in their entirety.
The distribution of this White Paper in other jurisdictions may be restricted by law, and persons into whose possession this
White Paper comes should inform themselves about, and observe, any such restrictions.
Neither MV Credit nor any of its directors, officers, employees, advisers, agents, representatives, subsidiaries, corporate
parents and affiliates undertake any obligation to update or revise this White Paper, the information or opinions contained
herein or supplied here with or any other written or oral information made available to any of the prospective investors and
their respective directors, officers, employees, advisers, agents and representatives.
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This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors
and, when required by local regulation, only at their written request. This material must not be used with Retail Investors.
Please read the prospectus and Key Investor Information carefully before investing, available, if registered in your jurisdiction, from Natixis Investment Managers’
offices (im.natixis.com) and the following Paying Agents/Representatives: France: CACEIS Bank France, 1-3, Place Valhubert, 75013 Paris. Germany:
Rheinland-Pfalz Bank, Große Bleiche 54-56, D-55098 Mainz. Italy: State Street Bank SpA, Via Ferrante Aporti, 10, 20125, Milano. Switzerland: RBC Investor
Services Bank S.A., Esch-sur-Alzette, Zurich Branch, Bleicherweg 7, CH-8027 Zurich.
In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment
Managers S.A. is a Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under
Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand
Duchy of Luxembourg. Italy: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3).
Registered office: Via San Clemente 1, 20122 Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number:
HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers,
Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers,
Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden.
Spain: Natixis Investment Managers, Sucursal en España. Serrano n°90, 6th Floor, 28006 Madrid, Spain. Belgium: Natixis Investment Managers S.A., Belgian
Branch, Louizalaan 120 Avenue Louise, 1000 Brussel/Bruxelles, Belgium.
In France: Provided by Natixis Investment Managers International – a portfolio management company authorized by the Autorité des Marchés Financiers
(French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris Trade and Companies
Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris. In Switzerland: Provided for information purposes only by
Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6,
8001 Zürich. In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority
(register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. When permitted, the distribution of
this material is intended to be made to persons as described as follows: in the United Kingdom: this material is intended to be communicated to and/or directed
at investment professionals and professional investors only; in Ireland: this material is intended to be communicated to and/or directed at professional investors
only; in Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Guernsey
Financial Services Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of Man:
this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Isle of Man Financial Services
Authority or insurers authorised under section 8 of the Insurance Act 2008.
In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA.
Related financial products or services are only available to persons who have sufficient financial experience and understanding to participate in financial
markets within the DIFC, and qualify as Professional Clients or Market Counterparties as defined by the DFSA. No other Person should act upon this material.
Registered office: Office 504-D, 5th Floor, South Tower, Emirates Financial Towers, PO Box 118257, DIFC, Dubai, United Arab Emirates.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated
by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan
(R.O.C.), license number 2018 FSC SICE No. 024, Tel. +886 2 8789 2788. In Singapore: Provided by Natixis Investment Managers Singapore (name registration
no. 53102724D) to distributors and institutional investors for informational purposes only. Natixis Investment Managers Singapore is a division of Ostrum Asset
Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment Managers Singapore: 5 Shenton Way, #2205 UIC
Building, Singapore 068808. In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.
In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general
information of financial advisers and wholesale clients only. In New Zealand: This document is intended for the general information of New Zealand wholesale
investors only and does not constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is
only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment Managers
Australia Pty Limited is not a registered financial service provider in New Zealand.
In Latin America: Provided by Natixis Investment Managers S.A. In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered
investment advisor, authorised and supervised by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of
any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627. In Colombia: Provided by Natixis Investment Managers
S.A. Oficina de Representación (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of 2010. Any products,
services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is
addressed to less than 100 specifically identified investors. In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial
entity or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered with the Comisión Nacional
Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to herein that require authorization or license are
rendered exclusively outside of Mexico. Natixis Investment Managers is an entity organized under the laws of France and is not authorized by or registered with
the CNBV or any other Mexican authority to operate within Mexico as an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado
de Valores). Any use of the expression or reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of the
investment management subsidiaries of Natixis Investment Managers, which are also not authorized by or registered with the CNBV or any other Mexican
authority to operate within Mexico as investment managers.
The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised
investment management and distribution entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated
activities only in and from the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not available to all investors
in all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party investment services
to its clients complies with the relevant national law. The provision of this material and/or reference to specific securities, sectors, or markets within this material
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distributed, published, or reproduced, in whole or in part.
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