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THE BIG PICTURE

The market recovery since the onset of the pandemic in 

the first quarter of 2020 has been incredible, with 2021 

being a record year for new issuance volume in both the 

European and US bond markets. The primary drivers for 

this were the high levels of liquidity in the markets and 

low interest rates, driven by monetary policy measures 

taken by various central banks in response to the 

pandemic and enabled by a low inflationary environment 

coming into the pandemic. In the second half of 2020 

and throughout 2021, investors had significant amount 

of cash to put to work and deployed capital at low 

yields relative to the historic average. Default rates also 

remained very low as COVID-impacted businesses were 

able to access enough liquidity via government measures 

or capital markets to ride out the storm. Notably, the 

financial industry as a whole proved to be much more 

resilient compared to the 2008 financial crisis, thereby 

avoiding a credit freeze.

What did this mean for high yield documentation?

n  Enhanced Covenant Flexibility: In general, sponsors 

and issuers benefited from the continued expansion 

of covenant flexibility, which may not have been 

expected during the initial stages of the pandemic. In 

particular, amongst other issuer-friendly changes, high 

yield covenant packages incorporated increased debt 

incurrence and restricted payments/investment capacity 

via larger baskets or innovative new baskets, a reduction 

in the conditionality to access restricted payments/

investment baskets, increased flexibility with regards to 

asset sales, more liberal EBITDA add-backs and 

innovative, issuer-friendly financial calculation 

language. While “top tier” sponsors have driven the 

increased flexibility, interestingly, the gap between such 

top tier sponsors and other sponsors has shrunk in this 

period.

THE CURRENT PAUSE IN THE HIGH YIELD MARKETS provides an ideal opportunity to reflect on the state of high yield 
covenant packages, which continue to receive significant investor attention during the marketing of a deal, and remain 
important to a successful syndication. This note is intended to provide underwriters and sponsors an overview of the 
key covenant trends in the European and US markets since the onset of the pandemic, with a particular focus on the 
issues that received the most attention from investors. We believe this information will be useful to effectively navigate 
future bridge to bond commitments and high yield syndications, particularly with respect to credits that are at the 
more challenging end of the spectrum.

n  Convergence Across Leverage Finance Markets: The 

trend of convergence of term loan B and high yield 

terms with respect to incurrence-based covenants 

also continued in this period, meaning new terms 

often found their way from one product to the other 

fairly quickly. Subject to a few exceptions and subtle 

differences that we have attempted to highlight below, 

a similar dynamic was at play with respect to terms in 

the US market on the one hand, and European market 

on the other.  

n  Duality Between Credit Stories: At the same 

time, we observed a duality emerge between what 

market participants perceive are strong credits—

where aggressive covenant packages were largely 

accepted without much investor pushback and 

the more challenging credits where the covenant 

package came into sharp focus. In other words, a 

“one size fits all” approach was not successful on a 

few occasions. Covenant changes often get fleshed 

out during the pre-marketing phase, but investors 

were not shy to push back on covenant flexibility 

during the public roadshow as well, leading to 

some significant covenant amendments at pricing. 

On the other hand, documented covenant flex in 

favor of the underwriters in underwritten deals 

remained relatively limited during this period, 

with underwriters generally having to rely on their 

relationships with sponsors on this aspect (commonly 

known as “trust me flex”). Sponsors also largely held 

up their end of the bargain and were willing to make 

such covenant concessions to get deals across the line 

during the roadshow.

n  ESG Focus: Another clear trend that emerged in the 

European high yield market following the onset of 

the pandemic was the emergence of ESG features, 

evidenced by the rise in sustainability-linked bonds. 
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In a continually evolving financial landscape, Ropes & Gray  
provides clients the leadership and adaptability needed to succeed 

in the public and private high yield markets.
— Ropes and Gray High Yield
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These are general purpose bonds (i.e., unlike so called 

green bonds, the use of proceeds are not restricted to 

any particular green project) and technically defined 

as instruments where the financial and/or structural 

characteristics can vary depending on the achievement 

of certain pre-defined sustainability objectives. In 

most cases, these take the form of interest rate and/or 

redemption step-ups if certain identified sustainability 

performance targets (e.g., with respect to CO2/

greenhouse gas emissions) are not achieved by a 

specified date or dates. The covenant packages of 

sustainability-linked bonds are otherwise comparable 

to non-ESG bonds, with the same structure and credit 

profile. It is fair to say that sustainability-linked 

bonds are more common in Europe than the US, with 

the US market thus far being slower to adopt the 

sustainability-linked product. 

A DEEPER DIVE

We have described certain features below that are 

now more commonly included in top tier sponsor high 

yield covenant packages compared to the periods prior 

to the pandemic. However, these are not ubiquitous 

and are often the subject of investor pushback. While 

this is not a laundry list of points that could be up 

for negotiations during marketing (for example, 

leverage levels for incurrence and individual and 

cumulative basket sizes are very important), these 

terms are generally the subject of heightened attention 

and amongst the first to get investor pushback in 

challenging syndications.

Debt and Lien Incurrence

n  Ratio Test Optionality: This is a feature that was 

previously more common in US deals, but has now 

firmly made its way into the European market as well. 

It enables the issuer to choose to incur debt either in 

compliance with a fixed charge cover ratio test (“FCCR 

test”) or a consolidated net leverage ratio test (“CNLR 

test”), whichever is more favorable, thereby potentially 

increasing debt incurrence capacity.

n  More Priming Secured Debt: This is achieved by 

increasing the number and size of the baskets for 

Permitted Liens, which represents the amount of 

debt that can be secured on assets that do not 

constitute collateral for the bonds (which debt is 

thereby effectively senior to the bonds with respect 

to such assets). These large Permitted Liens baskets 

increasingly include numerous specified debt baskets, 

including in some aggressive cases ratio debt subject 

only to a CNLR test or FCCR test rather than a 

total secured leverage test. For secured bonds, this is 

particularly relevant in Europe where security packages 

are usually more limited than the “substantially 

all assets” security package typically provided in 

the US and often limited to certain share pledges, 

bank account pledges and security over structural 

intercompany loans. This structural distinction 

significantly increases the scope for the incurrence of 

effectively senior debt in a European capital structure. 

The same issue arises in unsecured bonds in the US, 

where it is becoming more common for junior lien debt 

to be permitted subject only to a FCCR test.

n  More Structurally Senior Debt: There has been an 

increase in capacity to incur debt at non-guarantor 

subsidiaries, which is structurally senior to the bonds. 

This has occurred via increasing the basket capacity 

under the provision intended to limit total non-

guarantor subsidiary debt and reducing the number 

of debt baskets that are subject to such non-guarantor 

subsidiary incurrence limitation in the first place. In 

fact, it is not unusual now for only ratio debt to be 

subject to the non-guarantor incurrence limitation 

(and even in such cases, subject to a sizeable basket), 

implying that other debt incurrence baskets, including 

the credit facilities, acquisition and general debt 

baskets, can be incurred at structurally senior levels. 
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“They show strong counsel and grit and know how to get  
a deal done while also being commercial, creative and constructive” 

— Client quoted in Chambers UK 2022
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With increasing frequency, we are also observing the 

elimination of any limitation on the incurrence of 

non-guarantor debt altogether. Further, there is now 

customarily a separate non-guarantor subsidiary debt 

basket, which should not be confused with the above-

mentioned limitation, as it is typically in addition 

to the amount of debt that can be incurred by non-

guarantor subsidiaries under such limitation.

n  “Pick Your Poison” Optionality: This feature allows 

the conversion of Restricted Payments capacity under 

specified baskets to be foregone and automatically 

converted into debt incurrence capacity. This 

provision started to make an appearance well before 

the pandemic, but it is included more regularly now 

– although it remains controversial. The theoretical

underpinning of this provision is that if the issuer can

distribute value to its shareholders as a Restricted

Payment, the same amount could then be contributed

back to the issuer as equity, and build equivalent

debt incurrence capacity via the “contribution debt” 

basket. Therefore, the “pick your poison” feature

merely eliminates the need for such round tripping.

The counterargument to this is that the conversion

of Restricted Payments capacity into debt capacity

occurs without the need for cash on hand or dividend

capacity under applicable corporate laws, which

would generally be required to make the Restricted

Payment in the round tripping scenario. Note that

the contribution debt basket which grows with every

dollar/euro of equity contributed to the issuer is often

sized at 200% of the equity contributed in US deals

versus 100% in European deals. The Pick Your Poison

basket is therefore similarly sized.

Restricted Payments and Permitted Investments

n  Fewer Hurdles to Access the Builder Basket: Access to 

the Restricted Payments “builder basket” historically 

required the ability to incur at least a dollar/euro of 

debt under the ratio debt incurrence test and was 

subject to a default blocker. These conditions are 

now occasionally excluded when it comes to making 

Restricted Investments from the builder basket. 

Default blockers may also be limited to a payment or 

insolvency event of default. In a handful of the most 

aggressive deals, which tend to be large-cap US and 

cross-border deals, the ratio debt incurrence test has 

been removed altogether for any Restricted Payment 

using the builder. Builder baskets also now customarily 

come with a starter amounts basket (dollar/euro basket 

with an EBITDA grower) and a zero floor for the 

Consolidated Net Income builder component so that 

negative Consolidated Net Income will not reduce the 

other components of the builder.

n  Limited Deleveraging to Access Leverage Based 

Baskets: The CNLR test for access to the leverage-

based general Restricted Payments basket is being 

pushed ever closer to opening leverage (generally 

ranging from 25bps to a full turn of deleveraging 

required). At the same time, covenant packages 

now commonly include a leverage-based Permitted 

Investments basket set at a higher leverage (usually at 

or around opening leverage), and a similar basket for 

the prepayment of subordinated debt has also cleared 

the market (usually 25bps to 50bps higher than the 

leverage based general basket test). Leverage-based 

Permitted Investment baskets have been a feature 

of the US market for a few years and a more recent 

import to the European market.

n  Available Amounts and Cumulative Credit: Recently, 

the market in Europe has on several occasions accepted 

provisions enabling Restricted Payments to be made 

subject to a higher CNLR, so long as a specified 

percentage (typically starting from 50% and stepping 

up to 100% based on CNLR step ups) of the payments 

are funded from an “Available Amounts” basket. 

We have also come across a handful of examples 

where there is no CNLR test applicable for Permitted 

Investments or prepayments of subordinated debt 
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so long as 100% of the investment or prepayment is 

funded with the proceeds from Available Amounts. The 

Available Amounts concept is an import from the term 

loan B world and typically includes retained cash after 

any required repayment under an excess cash flow test 

applicable to credit facilities, closing overfunding, IPO 

and other equity proceeds, returns on investments and 

proceeds of permitted debt. In effect, this provision 

creates an alternative, incremental builder basket to 

the original builder basket and therefore the applicable 

CNLR levels need to be carefully examined. In 

particular, the ability to use proceeds of permitted debt 

to make Restricted Payments or Permitted Investments 

is controversial, especially when it is not subject to a 

leverage test (and sometimes this is included within 

the concept of “Permitted Funding” as opposed to 

Available Amounts).  In the US, where the Available 

Amounts concept in the form described above is not 

very common, the original builder basket in some cases 

builds based on the greater of 50% of CNI, 100% of 

Consolidated EBITDA minus 1.5x fixed charges or 

cumulative retained excess cash flow not required to 

prepay credit facilities (“Cumulative Credit”).

n  Permitted Investment Baskets, J. Crew Blocker and 

Two-Step Dividends: Permitted Investment baskets 

have continued to provide significant investment 

capacity, including with respect to investments in 

Unrestricted Subsidiaries. While investors are very 

focused on so called “J. Crew blockers,” these have 

typically taken the form of a separate prohibition 

on the ability to transfer material intellectual 

property to an Unrestricted Subsidiary, rather than 

eliminating the Unrestricted Subsidiaries investment 

basket completely. A related controversial provision 

that has faced stiff investor resistance is the explicit 

ability to transfer value to shareholders via a “two 

step dividend” by first transferring value to an 

Unrestricted Subsidiary, followed by a transfer of 

such value by the Unrestricted Subsidiary to the 

shareholders, thereby converting investments capacity 

into dividend-paying capacity. 

n  Asset Sale Proceeds: An increasing number of deals 

now permit Restricted Payments with “declined 

proceeds” (i.e., proceeds from asset sales that have 

been offered to purchase the bonds or other pari passu 

debt but have been declined by holders), either via 

growing the builder basket or a separate permission. 

More controversially, some covenant packages include 

the ability to make Restricted Payments with “retained 

proceeds”, i.e., proceeds that, as a result of the 

application of the leverage-based step downs explained 

in more detail below, are not deemed to constitute 

excess proceeds out of which an asset sales offer must 

be made to bondholders. 

Asset Sales

n

n

  75% Cash Requirement: While far from the norm, the 

customary provision requiring that at least 75% of 

the total consideration from an asset sale (excluding 

permitted asset swaps) must be in the form of cash has 

been deleted in a small number of European deals. This 

would correspondingly reduce or even eliminate the 

requirement for the issuer to apply net cash proceeds 

from the asset sale, in accordance with the permitted 

application of proceeds, or to make an asset sale 

offer per the asset sale covenant. The more common 

approach, however, is for the 75% cash requirement 

to be included, although occasionally, subject to a 

specified basket amount (with an EBITDA grower).

  Leverage-Based Step Downs: This feature reduces the 

percentage of net cash proceeds from an asset sale that 

is required to be applied in accordance with the 

permitted application of proceeds or that would 

constitute excess proceeds requiring an asset sale offer 

to be made, based on achieving specified leverage 

ratios 

“Excellent. R&G has long been one of the best law firms  
to work with due to the high level of competence and teamwork, 

willingness to work all hours to meet tough deadlines and  
lack of internal barriers between its regions and experts.” 

— IFLR 2020
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(often there are two step downs, first to 50%, typically 

based on a 25bps-50bps deleveraging from opening 

leverage and then to 0%, typically based on a 50bps-

100bps deleveraging from opening leverage). In some 

cases, such retained proceeds are also permitted to be 

distributed as a Restricted Payment.

n  Excess Proceeds: Once again, although far from the 

norm, we have seen a few deals where the threshold 

for “excess proceeds” (i.e., the net cash proceeds from 

an asset sale that have not been applied towards the 

specified application of proceeds), upon which the 

requirement to make an asset sale offer is triggered, is 

applicable to each individual asset sale rather than for 

all asset sales on an aggregated basis, or is drafted as 

an annual basket.

Financial Calculations

n  EBITDA Add-Backs for Revenue Items: Historically, 

EBITDA add-backs have been limited to non-recurring 

costs and expected future cost savings and synergies, 

rather than add-backs for expected future revenues 

or lost revenues due to extraordinary circumstances. 

However, we are noticing a growing trend in certain 

covenant packages to include the explicit ability for 

issuers to add expected future revenue increases or 

synergies, although this is still only in a minority of 

cases. More commonly, there is a narrower range of 

revenue-like items that can be added back (e.g., run rate 

effect for contracted price increases). Similarly, sponsor 

precedents now often permit add-backs of the nature 

or type included as EBITDA adjustments in the offering 

memorandum. Depending on the nature of these 

adjustments, these could be another potential source 

for revenue add-backs. At the start of the pandemic in 

March 2020, there was some debate around the ability 

to add back lost revenues. Most covenant packages 

would not allow this without specific language. 

However, while not unheard of in situations where this 

is very relevant, add-backs for lost revenues that were 

never earned in the first place due to extraordinary 

circumstances have not taken hold across the board.

n  Synergies Caps: This is a point investors can get 

fixated on and is highly deal-specific. When included, 

synergies caps typically range between 25% and 30% 

of EBITDA. However, these are often drafted so the cap 

does not apply to certain add-backs, such as those that 

are of the type included as EBITDA adjustments in the 

offering memorandum, meaning the synergies cap may 

not always function as a cap on overall synergies or 

similar adjustments to EBITDA.

n  Exclusion of Certain Debt Items: Debt incurred to 

finance working capital needs under any revolving 

facility is now, in certain cases, excluded from the 

issuer’s net leverage, thereby increasing debt incurrence 

capacity under the leverage ratios.

n  High Watermarking: This feature results in the dollar/

euro component of baskets rising with the EBITDA 

grower, but never falling in the case of a decline in 

EBITDA. This has been particularly controversial and 

met with some resistance from investors, although they 

have found their way into European and cross-border 

covenant packages from time to time (and it is probably 

a matter of time before they similarly appear in the US).

n  Carry Back and Carry Forward: Another recent feature 

that has become increasingly common is the ability 

to look backward and forward to determine current 

basket capacity for annual baskets, meaning every 

dollar/euro of capacity that has not been used under 

the relevant basket in the previous period as well as 

every dollar/euro of capacity that could be used in the 

next period can be aggregated to determine current 

basket capacity (whilst depleting the basket availability 

for the next period).

“Exceptional team of highly skilled practitioners advising  
on complex financings for borrowers and sponsors,  

with regular work for investment banks and private equity funds.” 
— Chambers UK 2020
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Others

n  Change of Control Portability: In Europe, portability 

remains a hot topic and this feature is often included in 

top tier sponsor deals based on a CNLR test. The market 

has evolved such that leverage levels at which portability 

is permitted are now closer to, or often even at opening 

leverage, and may not require a step down after a period 

of time, as was commonly the case earlier. Separately, 

deals sometimes include backdoor portability features 

such as widening of the definition of permitted holders or 

providing that an acquisition of control by a widely held 

public company will not constitute a change of control. 

Interestingly, since the latter half of 2021 we have seen a 

few US deals clear the market with portability, whereas 

previously that was quite uncommon.

n  Net Short Disenfranchisement: Anti-net short 

certification and disenfranchisement provisions have 

continued to remain relatively common in the US and are 

occasionally now included in Europe as well, albeit in a 

minority of deals. A contractual shortening of the statute 

of limitations with respect to a breach of covenants or 

cross-acceleration, typically to two years from the date 

of public reporting of such breach or default, has also 

become more common. Interestingly, we have seen a 

handful of deals in the US with a voting cap applied to 

an individual holder and its affiliates. 

n  Payments for Consent: This provision, which provides 

that, subject to limited exceptions, any consent fee needs 

to be paid to all holders who consent to an amendment 

or waiver, is now routinely excluded from covenant 

packages. On occasion though, they do come back into 

focus, particularly as investors have been spooked by the 

ability to complete a Serta-like priming transaction (i.e., 

transactions where the issuer seeks an exit consent from 

only a majority creditors in exchange for priming debt) 

if this provision is omitted from a covenant package.

OUTLOOK

This is a tricky time to proffer an outlook on the future 

of high yield covenant packages. A rising interest 

rate and high inflationary environment combined 

with tighter monetary policy measures is a seismic 

shift for the leveraged finance markets. To add to 

this, the uncertainty caused by Russia’s invasion of 

Ukraine in February 2022 has also roiled the global 

financial and commodities markets, and high yield 

has been no exception. When the high yield markets 

open up for business again, it is likely that pricing 

will be higher to reflect these two factors. It is also 

possible that we will witness the wresting back of 

some of the leverage from sponsors and issuers to 

high yield investors compared to what we have seen 

over the last few years. However, it is still difficult to 

predict a significant tightening of high yield covenant 

packages. Sponsors are likely to continue to drive 

covenant flexibility, although the pace of further 

sponsor-friendly changes may be more limited. That 

said, the duality between strong credits and those at 

the more challenging end of the spectrum is likely 

to be more pronounced, leaving market participants 

to be more focused on documentation points. Prior 

experience has shown that it is ideal to avoid covenant 

negotiations with investors during roadshows, as 

they tend to open up a much wider conversation on 

the covenant package than would ordinarily be the 

case, and it can also detract from keeping investors 

focused on the investment thesis and achieving best 

execution. To this end, sponsors and underwriters 

should be aware of the hot button issues in a given 

covenant package and be prepared for more pushback 

from investors during marketing.
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