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an ongoing assurance about a particular matter, it should require the borrower to cover

the point in a covenant (which will have the benefit, from the borrower’s perspective, of

a cure period before it becomes an event of default). 

Covenants

purpose of clause

Covenants are promises the borrower makes to the lender about what its conduct and finan-

cial situation will continue to be after the loan is disbursed. Covenants are designed to sat-

isfy the lender that the borrower will be able to repay the loan when due and to ensure that

the lender will not be disadvantaged vis-à-vis the borrower’s other creditors in the event the

borrower runs into financial trouble. Covenants can be either affirmative (promises to do

certain things) or negative (promises to refrain from taking actions the lender believes could

undermine the ability of the borrower to repay the loan). Examples of affirmative covenants

are promises to deliver financial statements to the lender regularly, to pay taxes, and to take

the necessary steps to maintain the borrower’s legal existence. Some common negative

covenants are promises not to incur additional indebtedness, not to pledge the borrower’s

assets (a negative pledge, described above), and not to declare dividends to a corporate par-

ent or make distributions to its equity holders.16

sample language

Although a lender may propose other specific covenants,17 some common provisions (for

illustrative purposes only) are as follows:

• Use of proceeds. Borrower promises to use the loaned funds for working capital.

28 Commercial Loan Agreements

16 Financial covenants may include, for example, that the borrower maintain a portfolio at risk over 30 days of not more
than a certain proportion of its portfolio, a certain debt-to-equity ratio, profitability (commonly stated in microfinance as
operational sustainability or financial sustainability, but such terms should be defined in the agreement because methods of
calculation vary). See “Microfinance Consensus Guidelines: Definitions of Selected Financial Terms, Ratios, and Adjustments
for Microfinance” (CGAP, September 2003) (p. 10 defines operational self-sufficiency and financial self-sufficiency).

17 In many jurisdictions, there is growing concern that a borrower might use loaned funds for an illicit or illegal pur-
pose. In many cases, there will be relevant legislation in place that could subject a lender to criminal sanctions or other
severe adverse consequences if loaned funds are used illegally. (Use of loaned funds to finance terrorism is a particu-
larly widespread example.) To limit its exposure to such sanctions, lenders often include covenants specifically listing
illegal or illicit purposes that the borrower promises not to commit using borrowed funds.]



Standard Loan Agreement Provisions

• Governmental Authorization. Borrower agrees to keep in full force any authorizations

required for the continued validity and enforceability of the loan agreement.

• Financial Statements. Borrower promises to provide the lender with annual finan-

cial statements that are accurate and prepared in accordance with generally

accepted accounting principles of a specified jurisdiction. The borrower agrees that

the statements will be accompanied by a certification from an independent account-

ant and a statement attesting to the absence of an event of default during the term

of reporting.

• Inspection Rights. Borrower agrees that representatives of the lender will be able to

examine its property and records.

• Notices of Default. Borrower promises to inform the bank of any event of default or

other condition that will materially affect its ability to perform its loan obligations.

• Restrictions on Liens (Negative Pledge). Borrower agrees to not establish any liens

against its present or future property unless the borrower’s obligations to the bank is

also be secured by that property.

• Restrictions on Incurrence of Indebtedness. Borrower agrees not to incur additional

indebtedness in excess of an agreed upon amount.

• Payment of Taxes. Borrower promises to pay any taxes assessed when due.

• Asset Disposal. Borrower promises not to sell, lease, or otherwise dispose of any of its

revenues or assets through any type of direct or indirect transaction.

• Limitation on Fundamental Changes. Borrower promises not to enter into any busi-

ness combination, liquidation, dissolution, or transfer of assets except in certain cir-

cumstances that the borrower and lender agree to except.

• Pari Passu: The note ranks at least pari passu with all other outstanding unsecured and

unsubordinated obligations of the issuer, existing and future, except for those preferred

by mandatory provisions of law or otherwise agreed in writing between the parties.

issues to consider

The borrower’s principal objective in negotiating the covenants section of a loan agree-

ment is to preserve flexibility. Covenants that restrict the borrower from engaging in its

normal business activities (such as prohibitions on incurring liens or additional indebted-

ness in any circumstances) may either (i) place the borrower in default under the loan

agreement or (ii) force the borrower to seek an amendment or waiver under the loan
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agreement. A borrower’s request for an amendment or waiver is sometimes treated by the

lender as an opportunity to obtain additional compensation or reciprocal concessions

from the borrower and often is not approved.18

The negative pledge covenant, under which a borrower promises not to pledge its

assets against other liabilities, can be particularly onerous because it can prevent the

borrower from future borrowing or, at a minimum, limit the borrower’s ability to

improve the financial terms of future borrowings. For example, a borrower would not

be able to pledge assets at the request of a prospective lender if the borrower has agreed

not to pledge those assets under the terms of a preexisting agreement. A borrower

should not agree to overly restrictive negative pledge clauses. For each lending arrange-

ment to which it is a party, the borrower must consider what flexibility it may need to

engage in future borrowing.19

Borrowers should note that lenders take financial covenants, including any require-

ment to provide monthly financial statements and other documentation, very seriously.

In negotiating covenants, an MFI borrower should consider carefully whether it will be

able to meet the covenants established in the loan agreement. Equally important, an

MFI borrower should implement an internal monitoring mechanism or procedure to

ensure that the financial covenants are being met. Not only does a monitoring mecha-

nism provide an MFI borrower with a measure of confidence in reporting to the lender,

but it also serves as an early warning system to prompt the MFI borrower to approach

the lender regarding any expected breach of covenant to work matters out with the

lender amicably.
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18 Within some civil law jurisdictions, certain kinds of covenants (e.g., negative covenants preventing corporate
restructuring) require prior shareholder approval. The borrower should carefully review the scope of the covenants
with the support of legal counsel to ensure proper corporate approvals are sought before executing binding loan
documents. Transformations typically raise complicated legal issues that might be affected by many different aspects
of the transforming entity’s outstanding legal agreements, including its commercial loan agreements. While a full
discussion of this topic falls beyond the scope of this Guidebook, organizations that are considering a transforma-
tion will want to consult local legal counsel about the possible ramifications that loan agreement terms may have
on their transformation plans.

19 MFIs that are contemplating transforming during the life of the loan from credit-only, unregulated institutions
into deposit-taking, regulated financial intermediaries also should pay close attention to covenants, such as the
asset disposal and limitation on fundamental changes (or any other covenant that may be affected by a change in
the legal form or transfer of a substantial amount of the MFI’s loan portfolio). In some cases, the transforming MFI
may be able to negotiate up-front the lender’s approval to permit a reorganization or transfer of assets, provided
it is to affect a transformation into a regulated, financial intermediary. However, it is more common for the trans-
forming MFI to solicit the formal approval (consent or waiver) of the lender at the time the transformation is to
take place.



Standard Loan Agreement Provisions

drafting tips  and variations

Each covenant should be reviewed carefully by the borrower before the loan agreement

is signed.

Inspection rights. The right of the lender’s representative to inspect the property and

the records of the borrower should be during normal business hours, and with advance

notice, and be subject to the confidentiality provision, as described below.

Notices of default. Sometimes the borrower’s failure to give the lender notice of a

default will result in the borrower losing any cure period for that default. This provision

may also be drafted to require that the borrower deliver, at set times, a certificate to the

lender confirming that no event of default has occurred.

Negative pledges or restrictions on liens. The covenant not to create a lien on the

borrower’s assets in favor of another creditor, or negative pledge, can come in several

forms. The most restrictive negative pledge undertaking completely prohibits the incur-

rence of secured indebtedness. It is possible, however, to draft more borrower-friendly

negative pledge clauses. A typical clause makes exceptions for a list of permitted liens

that allow the borrower to carry on its day-to-day business activities. These also may

be referred to as a basket of permitted liens or carve-outs. Another way of providing

both flexibility to the borrower and reassurance to the lender is to set limits on amounts

that can be pledged under future loan agreements. 

Asset disposal. The purpose of the asset disposal clause is to restrict the sale, lease, or

disposal of the borrower’s assets or business. It is also the vehicle through which the lender

restricts the borrower from transferring funds up the corporate chain to its parent com-

pany or equity holders. This clause often is broken down into several provisions that

address more specific limitations, such as restrictions on fundamental changes (see below),

capital expenditures, investments, transactions with affiliates, sale and leaseback, and div-

idend payments and distributions. As with the negative pledge, the borrower should nego-

tiate exceptions to these restrictions to retain as much flexibility as possible for conduct-

ing its normal operations.

Limitations on Fundamental Changes. This covenant forbids the borrower from com-

bining with another entity (unless the borrower itself is the surviving entity) or from taking

actions that would result in its liquidation or winding up. The lender wants to be sure that

the borrower will continue to be substantially the same entity with which the lender entered

into the loan agreement. Certain exceptions allow mergers of a subsidiary into the borrower.
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Events of Default 

purpose of clause

This provision specifies the circumstances that entitle the lender to pursue its various reme-

dies for default, such as acceleration (where a lender demands immediate repayment of

the entire principal and interest amounts outstanding), set-off (when a lender obtains

the money owed to it from an alternative source, such as a cash collateral account meant

to serve as security for a loan), or litigation. The events listed in this section alert the lender

to a deteriorating situation and give the lender the ability to take timely remedial actions.

As noted, defaults under one loan agreement also can trigger cross-default provisions that

will cause defaults under other indebtedness. Although a default releases the lender from

its obligations under the loan agreement and allows it to take advantage of specified reme-

dies, the lender’s objective in drafting this clause is typically to ensure its ability to bring

the borrower to the negotiating table as early as possible if problems develop. Accordingly,

lenders often try to define events of default as broadly as possible, while borrowers aim

to minimize the list of events of default and define the events as narrowly as possible.20

sample language

Typical events of default (for illustrative purposes only) are as follows:

• Payment Default. Borrower fails to pay when due any amount of principal or

interest.

• Breach of Nonpayment Covenant. Borrower fails to perform any covenant or agree-

ment contained in the sections of this agreement pertaining to the use of proceeds,

notices of default, liens, and encumbrances or payment of taxes.

• Breach of Representation or Warranty. A representation by borrower proves to be

untrue, incomplete, or misleading at the time made.

32 Commercial Loan Agreements

20 Lenders and borrowers generally rely on the event of default provision to enforce the performance of obliga-
tions under a loan agreement. Indemnification and “liquidated damages” terms, however, are additional means of
enforcement that an MFI might encounter. Indemnification provisions may be used to allocate responsibility for any
third-party legal claims arising from performance or breach of a loan agreement. The resulting allocation of risk
tends to reflect the parties’ assessment of who is in the best position (because of better control or better information)
to take responsibility for the conditions and circumstances to which the indemnification applies. Liquidation dam-
ages are predetermined penalties that the borrower and lender set as compensation for any future breach of loan
agreement covenants, representations, warranties, and other performance obligations. Liquidated damage terms also
constitute a form of risk allocation.



Standard Loan Agreement Provisions

• Cross-default. Borrower defaults on the payment of or performance under debt owed

to another lender such that the default results in the acceleration of the maturity of

such debt obligation.

• Dissolution or Bankruptcy. Borrower is dissolved or becomes subject to voluntary

or involuntary bankruptcy proceedings.

• Judgment Liabilities. Aggregate amount (excluding amounts that may be subject to

appeal and amounts for which the borrower has set aside reserves) of unsatisfied judg-

ments, decrees, or orders for the payment of money against the borrower exceeds

[specified amount].

• Governmental Authorization or Action. Governmental authorizations necessary for

the continued enforceability and validity of the loan agreement fail to remain valid

or become invalid.

• Change of Control. Borrower ceases to exist because of a business combination or the

sale of a substantial part of its business.

• Change of Condition. Borrower has a change in financial condition or business that

the lender determines may be reasonably expected to materially and adversely affect

the borrower’s ability to perform its obligations.

• Depreciation of Collateral. Collateral the borrower has posted has depreciated

below a certain predetermined threshold value (often set at the initial value of the

collateral).

• Responses to Lender Information Requests for Financial Statements. Failure to sub-

mit any reasonably requested financial, operational, and institution information to the

lender within 10 business days.

drafting tips  and variations 

When negotiating the events of default clause, the borrower should be aware of the fol-

lowing issues:

• Grace period and opportunity to cure. Borrowers frequently ask that the loan

agreement provide for a cure period or a grace period following an event that

would, but for the grace period, constitute an immediate event of default. The loan

agreement may specify that written notice must be given to the borrower, inform-

ing the borrower of the day the grace period began running and of its end date. The

advanced notification and grace period may not be of much use if the problem is
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that the borrower simply does not have the funds to meet a payment obligation.

However, if the event of default is because of an error, a period to cure gives the

borrower a chance to correct the error. The borrower may support this request by

reminding the lender that an immediately triggered event of default in the loan

agreement may entitle lenders under other instruments to exercise their rights under

cross-default clauses, an event that a lender would not welcome. So, one could

argue that extending a grace period to the borrower also benefits the lender. (See

“Cross-default.”)

If a lender is prepared to consider cure periods, the cure period applicable to

payment defaults (i.e., not meeting a payment obligation) is likely to be short (per-

haps two to three days)—just enough time to allow the borrower to correct any mix-

up in the payment process. Often, lenders accept cure periods for interest payments,

but not principal payments. Defaults other then payment defaults (covenant

defaults), on the other hand, are typically given cure periods of 15 to 30 days. The

borrower also may ask for the cure period for a covenant default to start only after

the lender has notified the borrower of the default, which provides the borrower

with even more time to cure.

• Cross-default and cross-acceleration. If a borrower is in default under one loan agree-

ment, cross-default provisions in other agreements may be triggered. A cross-default

clause puts a borrower in default under the terms of one agreement if the borrower

defaults on another obligation. This can have a dangerous domino effect, and can result

in a borrower’s having to pay back several loans all at once. The reason for these provi-

sions is that if a lender has reason to believe that a borrower may not have sufficient funds

to pay back all of its creditors, that lender wants to ensure it is able to get in line at the

same time as other creditors, to maximize the chance that its loan is repaid before the bor-

rower runs out of money. A widely used (and more borrower-friendly) approach is to

draft the clause as a cross-acceleration rather than a cross-default. Under a cross-accel-

eration clause, another creditor must actually accelerate its loan before an event of default

is triggered under this agreement.

• De minimis exceptions to cross-defaults. Borrowers often seek to include in the

cross-default clause a de minimis provision, specifying that failure to pay or other

defaults that permit or cause acceleration of relatively small amounts under the

other loan agreements will not trigger a default under the clause. Alternatively,
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Standard Loan Agreement Provisions

the borrower may wish to negotiate a threshold amount that would trigger a

cross-default.

• Demand loans and cross-defaults. As mentioned in the discussion of demand loans,

one of the risks of demand loans is that the lender can demand repayment of its

money at any time. Thus, the borrower always must be prepared to pay back the

sum on short notice. If the lender demands repayment and the borrower cannot

make the repayment on time, then not only will the borrower be in default, but

its failure to pay may also trigger the cross-default clauses of other loan agreements,

which could result in the borrower having to repay multiple loans simultaneously.

Demand loans can be particularly dangerous because the timing of the repayment

obligations can be unpredictable.

To prevent a simultaneous multiple loan repayment scenario, the borrower must

be careful with the wording of the default and cross-default clauses of each of its

loan agreements. In any loan agreement, a borrower should pay particularly close

attention to both the definition of “default” and the terms of the cross-default or

cross-acceleration clause. In most situations, a cross-acceleration clause is more bor-

rower friendly than a cross-default clause. Also helpful is a de minimis provision.

Even better would be to define “payment default” in such a way as to not apply to

amounts demanded back by the lender under a demand loan, though such a defi-

nition may be difficult to negotiate.

• Definition of indebtedness. The reach of the cross-default provision depends, in

large part, on the definition of “indebtedness.” A narrower definition makes it

less likely that any adverse developments regarding the borrower’s other obliga-

tions will constitute a cross-default under this loan. For example, a narrower def-

inition of “indebtedness” might be limited to indebtedness for borrowed money,

whereas a more expansive definition might also include a borrower’s accounts

payable. In such a case, a borrower’s failure to make a payment when due to a

provider of goods or services might constitute a cross-default under the more

expansive definition of “indebtedness,” but not necessarily under the more lim-

ited definition.

• Material adverse change clauses. Lenders sometimes seek broad protection through the

inclusion of a material adverse change (MAC) event of default. Such a clause might pro-

vide that an event of default will arise if any MAC shall occur in the condition (financial
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or otherwise) of the borrower that gives the lender grounds to believe that the borrower

may not, or will be unable to, perform or observe its obligations under the agreement.21

Borrowers may resist the inclusion of MAC clauses on the ground that the enumer-

ated events of default should sufficiently protect the lender from circumstances that

increase the risk of nonrepayment, and that the subjective nature of the MAC clause in

effect turns the loan into a demand note despite the fact that the borrower is paying the

fees and pricing for a term loan agreement. If a lender insists on a MAC clause, the bor-

rower may seek to limit the scope of the clause by incorporating standards for determin-

ing materiality that are relevant to its particular business circumstances and requiring that

the lender make the determination in its reasonable (rather than sole) discretion.

• Depreciation of collateral. When a loan is secured with collateral, the loan agreement

may require that the collateral be reappraised periodically to ensure it maintains a par-

ticular minimum value. If the collateral depreciates below a certain minimum value,

it may constitute an event of default or the borrower may be required to provide the

lender with additional collateral or assurances. In the microfinance context, agree-

ments governing loans secured by the borrowing MFI’s loan portfolio occasionally

define as an event of default the increase of the borrowing MFI’s portfolio-at-risk ratio

above an established threshold value (for example, if the amount of loans overdue

more than 30 days were to increase to more than 20% of the overall loan portfolio)

such that the loan portfolio and prospects for repayment would appear to be deteri-

orating significantly. As a general rule, this clause should be drafted with a notice pro-

vision that gives the borrower a grace period in which to restore the collateral’s value

before default is triggered. Borrowers may prefer an infrequent reappraisal period,

so as not to be unduly burdened with frequent recalculations.

Remedies

purpose of clause

The remedies section sets out the lender’s remedies following a default. The most impor-

tant remedy is the right to accelerate the loan or demand repayment of the entire outstand-

36 Commercial Loan Agreements

21 In civil law jurisdictions, where courts typically employ a high standard for materiality, lenders are less likely to seek
MAC clauses. The high standard limits the range of circumstances in which a MAC can constitute an event of default. 



Standard Loan Agreement Provisions

ing amount due immediately rather than on the scheduled maturity date. By accelerat-

ing payment of the loan when a borrower defaults on a loan, the lender hopes to get its

principal (and accrued interest) back immediately. This also positions the lender to pur-

sue other remedies, such as set-off and litigation, for the full amount due under the loan

(in contrast to a remedy for only the amount of a missed payment, for example).

Potential Risks. Contrary to the blustery language contained in most loan agreements,

lenders do not relish the prospect of having to sue their borrowers in the event of default.

Litigation is a last resort: it is expensive, messy, and unpredictable (particularly in coun-

tries with unpredictable judicial machinery), and it involves a reputational issue for the

lender, because other borrowers may be less likely to borrow from that lender if it is per-

ceived to be quick to declare a default and/or litigate. Lenders usually want the ability to

force the borrower to negotiate appropriate measures to protect the lender’s interests and

to ensure the lender will not be disadvantaged vis-à-vis the borrower’s other creditors.

The lender is normally free to choose its remedies. For example, it may elect to exer-

cise its right of set-off to recover an overdue payment but not its right to accelerate the

maturity of other amounts due.

drafting tips  and variations

The remedies clause of a standard loan agreement may appear alarming to the borrower,

and it is intended to leave that impression. In practice, however, most lenders are cautious

in exercising the remedies afforded to them by the loan agreement. Courts in some juris-

dictions have held lenders liable for damages to the borrower if the lender was determined

to have acted precipitously or in bad faith in pursuing its legal remedies. If a default does

occur under a loan agreement, the best advice for the borrower is to talk to the lender

(and its other lenders), and to keep talking, until the matter is resolved.

Enforcement

purpose of clause

The enforcement provisions of a loan agreement govern how disputes regarding the loan

agreement will be handled. Some of the most important enforcement provisions are those

that pertain to governing law, submission to jurisdiction, and waiver of right to trial by jury.
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drafting tips  and variations

When drafting the enforcement provision, the borrower should consider the following issues:

• Submission to jurisdiction or arbitration. Where there is uncertainty about the inde-

pendence or honesty of the local judiciary, or there is reason to believe that litigation

of disputes might be unnecessarily expensive, a contractual provision for resolution

of disputes by arbitration may be an attractive alternative.

• Waiver of right to trial by jury. It is common for lenders to seek to require that bor-

rowers and guarantors waive any right they might otherwise have to jury trials.

Historically, juries have shown more sympathy to down-on-their-luck debtors than to

prosperous bankers.22

Confidentiality

purpose of clause 

A confidentiality provision prevents any sensitive information the borrower provides

to the lender from being disclosed to other parties. A borrower can suffer serious dam-

age if commercially sensitive information is leaked. The confidentiality clause of the

loan agreement is intended to reduce the risk of inadvertent disclosure of sensitive

information.

drafting tips  and variations

The borrower should ensure the confidentiality provision specifies in detail: (i) the

information that must be kept confidential, (ii) the parties that may access such infor-

mation and the circumstances under which they may access it, (iii) the obligation

the lender has to monitor the handling of the information and to notify the borrower

of potential disclosures in appropriate circumstances, (iv) the circumstances under

which previously confidential information is no longer deemed confidential, and (v)

the borrower’s right to participate in any proceedings that affect the confidentiality

38 Commercial Loan Agreements

22 Bench trials (i.e., by judge only) are the standard means of adjudicating contractual disputes in civil law jurisdic-
tions. A waiver of trial by jury is, therefore, unnecessary in most civil law jurisdictions.



Standard Loan Agreement Provisions 39

of such information. The borrower also may wish to include a clause that provides

that, in the event of breach of the confidentiality provisions, money damages may

be insufficient and that the borrower is entitled to seek other remedies available under

local contract laws.

Entire Agreement

purpose of clause 

Also known as a merger clause, this provision states that the terms appearing in the agree-

ment represent the entire understanding of the lender and borrower and supersede any

earlier agreement or understanding. By including a merger clause, the borrower and lender

agree that any term sheet, previous or subsequent document, email, or conversation that

may exist or occur separate from the loan agreement is not part of the agreement and can-

not be enforced against either party unless the substance of those additional communi-

cations specifically appears in the agreement. 

drafting tips  and variations

In the agreement, the borrower and lender should require that any change in the terms of

the loan agreement be made in writing as an amendment and that both parties must con-

sent to any such amendment as evidenced by their respective signatures. This ensures that

any understanding reached subsequent to the signing of the loan agreement becomes prop-

erly integrated and enforceable.








