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I- Introduction

2

Introduction
 Why is setting an appropriate level of covenants important?
 Alert investors in case of decline of the counterparty’s
financial situation

 Mitigate agency risks (in particular between creditors and
shareholders) by increasing the discipline and respect of
limits

 Anticipate corrective actions by the investors or MFI
management

 Contributes to increasing transparency and management
discipline

 Increase chance of business continuing as a going concern
within the predefined business plan and risk appetite

 Helps Investors to take adequate actions before borrower’s
potential default (acceleration, restructuring, prepayment,…)
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II- Identifying the most relevant financial covenants
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Identifying the most relevant financial covenants
 How many financial covenants to be inserted in a Facility
Agreement?

 Best within control of the intermediary to cure

 Enough covenants (5-8, typically) to ensure that the
following risk areas are adequately covered:
a) Liquidity and Asset/Liability management
b) Capitalization
c) Portfolio quality
d) Profitability

 The number of financial covenants to be inserted in the
facility agreement will depend on:
a) The risk of the underlying counterparty
 More financial covenants for riskier counterparties

b) The type of counterparty
 MFIs, Cooperative Banks, Banks, Leasing companies,..
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Identifying the most relevant financial covenants
 Which financial covenants to select? Examples:

Liquidity
A/L Management
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Capitalization -

Portfolio quality

Profitability

B/S Liquidity Ratio

D/E Ratio

PAR 30d

Cost to Income Ratio

(Liquid assets + receivables
from gross portfolio for next 30
days) / (Total assets)

(Total debt) / (Total Equity)

(Portfolio at risk 30 days) /
(gross loan portfolio)

(Operating Expense) /
(Operating Income)

Current Ratio

CAR Ratio

PAR 90d (NPL Ratio)

Operating Expenses Ratio

(Short term assets) / (Short
term liabilities)

(Tier I Capital + Tier II Capital) /
(Risk weighted assets)

(Portfolio at risk 90 days) /
(gross loan portfolio)

(Operating Expense) /
(Average gross loan portfolio)

Liquidity to Opex Ratio

Tier I Ratio

Provision Coverage Ratio

AROE

(Liquid assets + receivables
from gross portfolio for next 30
days) / (Operating Expenses)

(Tier I Capital) / (Risk weighted
assets)

(Loan loss reserve) / (Portfolio
at risk > x days)

(Operating Expense) /
(Average gross loan portfolio)

Loans to Tot. Assets Ratio

Minimum Equity

Open Exposure Ratio

ROA

(Gross loan portfolio) / (Total
assets)

(Total Equity > x)

(Portfolio at risk > x days –
Loan loss reserve) / (Total
Equity)

(Operating Expense) /
(Average gross loan portfolio)

III- Calibrating the Financial Covenants
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Calibrating the Financial Covenants
 Basic principles, financial covenants:
 shouldn’t be set at a level below their current value

 should respect the counterparty’s strategy
 should be set at realistic levels
 can be “evolutive”
 Different methods or sources of information can be used to calibrate
the financial covenants:

 Counterparty’s expectation (Due Diligence information)
 Stress testing of the counterparty’s business plan
 Historical analysis of the counterparty’s financial performance
 Peer analysis
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Calibrating the Financial Covenants
 Example 1: Capitalisation, set of a D/E Ratio

Peers: Panel of MFI for Eastern Europe

 Assuming the Base Case is representative of MFI development
expectations, an appropriate risk capacity level for D/E
covenant would be in the range of [3 - 5]

 Peer comparison validates this expected range for D/E and
indicates that the MFI has historically been below the average
of the sector
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Calibrating the Financial Covenants
 Example 2: Portfolio quality, set of a PAR30 ratio

Peers: Panel of MFI for Eastern Europe

 Assuming the Base Case is representative of MFI development
expectations then from the peer analysis, the appropriate risk
capacity level for PAR 30 covenant would be in the range of
[9%-10%]

 Peer comparison validates such expected range for PAR30
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and indicates that the MFI has historically been in line
with/below the average of the sector

Calibrating the Financial Covenants
 Example 3: Profitability, set of an Opex to loan portfolio ratio

Peers: Panel of MFI for Eastern Europe

 Assuming the Base Case is representative of MFI development
expectations then from the peer analysis, the appropriate risk
capacity level for operating expenses to loan portfolio would be
in the range of [12%-17%]

 Peer comparison indicates that the MFI has historically been
below the average of the sector
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IV- Monitoring
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Monitoring
 Evaluate the trends per risk factor versus your risk tolerance
 Monitoring of risk factors / covenant levels against base case
(eg. PAR30), the current level and the peer level
Based on historical values, business plan and
peer comparison, a financial covenant
requiring the PAR30 to be below 10% has
been set for the financial year 2011.
• Level as of 2010: 10,2%
• Expected level end of 2011: 8,4%
• Current level end of 2011: 9%
 In such example the financial covenant
acted as early warning signal as of Q3 2011
which obliged the MFI to take concrete actions

 Rerun the stress testing model, anticipate corrective actions
and evaluate the need to review the business plan/strategy
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Monitoring
 Main monitoring pillars
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Monitoring
 Assessment of the main pillars
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V- Summary
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Summary
 Covenants Setting: set on a case-by-case basis taking into account
the risk and nature of the counterparty and ensuring an adequate
mitigation of the liquidity, capitalization, profitability and portfolio
quality risks.

 Covenant calibration: primarily derived from a combination of peer
analysis, on-going concern, results from the stress testing, financial
analysis and Due Diligence conclusions

 Monitoring: an effective an continuing monitoring contributes to long
term sustainability results for the investor and MFI.
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