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Investment education

Why covenants matter: 
Safeguarding investor 
interests in private credit

HIGHLIGHTS

•	 Covenants give lenders 
the right to engage 
with a borrower before 
problems reach the point 
of a payment default.

•	 When a borrower 
breaches a covenant, 
lenders can use the 
intervening period to 
understand the business, 
develop a recovery 
plan, and prepare 
for a restructuring if 
necessary. Without 
covenants, that window 
does not exist.

•	 Multiple maintenance 
covenants provide a 
more complete early 
warning system than 
a single covenant, 
capturing different forms 
of stress.

What are covenants, and  
why do they matter?
It is a bad time for lenders to start negotiations with a borrower 
when their performance has declined to the point where they have 
stopped making payments. Yet in the upper middle market and broadly 
syndicated loan markets—where covenant-lite loans are now the 
norm—that is the position lenders can find themselves in. Covenant-lite 
is generally defined as a loan with no financial maintenance covenants, 
and most lenders in those segments have come to accept it as market 
standard. But covenants are a powerful tool for protecting investors, 
and their value becomes apparent when a borrower runs into difficulty.

A maintenance covenant is a contractual requirement that a borrower 
meets a defined financial test at regular intervals, typically quarterly. 
The most common are a leverage covenant (capping the ratio of 
debt to EBITDA) and a fixed charge coverage ratio covenant, which 
requires that operating cashflow covers fixed obligations by a defined 
margin. A breach of either gives the lender the right to engage, restrict 
the borrower’s access to credit facilities, and demand a seat at the 
negotiating table. It is a fundamentally different position from that 
of a covenant-lite lender, who has no equivalent trigger until the 
borrower misses a payment, by which point the options for recovery are 
considerably narrower.

Many upper middle market lenders have been forced by competitive 
dynamics to increasingly offer covenant-lite loans and justify that by 
citing the size of the borrower. In our view, there is no size at which 
businesses stop being vulnerable, and no size at which covenants stop 
being valuable.
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Equity support
In instances where one of our loans has experienced a serious covenant default, the borrower’s private equity sponsor 
has injected additional equity to reduce leverage by paying down debt or provide liquidity to support the business. The 
covenant is what creates that outcome. Without it, there is no trigger, no formal engagement, and no power to request 
sponsor support.

The table below illustrates this. Two otherwise identical loans: each with a $25 million EBITDA borrower, 4.0x leverage, a 
$100 million total facility, and a $25 million revolving credit line. One has a leverage covenant set at 5.20x debt/EBITDA; 
the other is covenant lite. A year later, EBITDA declines 30%.

($, MILLIONS)
LOAN WITH  

LEVERAGE COVENANT
COVENANT-LITE

AT CLOSING
Closing EBITDA $25 $25

Closing leverage 4x 4x

Total facility size $100 $100

Revolving credit facility $25 $25

Covenant (Debt/EBITDA) 5.2x None

AFTER 30% DECLINE IN EBITDA
EBITDA $17.5 $17.5

Resulting leverage 5.71x 5.71x

CapEx ($4) ($4)

Cashflow before interest $13.5 $13.5

Interest ($10) ($10)

Cashflow after interest $3.5 $3.5

Tax impact ($0.77) ($0.77)

Free cashflow $2.73 $2.73

Principal payments ($1) ($1)

Equity free cashflow $1.73 $1.73

Revolver + available cash $1.73 $26.73

LENDER POSITION
Covenant breached? Yes, at 5.71x No

Revolver restricted? Yes No

Lender at negotiating table Yes No

For illustrative purposes only. There is no guarantee that actual lending transactions will have characteristics like this example. Transactions may 
differ materially from that depicted above based on numerous factors. Source: Principal Alternative Credit.

In the covenanted deal, the 30% EBITDA decline triggers a breach. The lender can immediately restrict the borrower’s 
access to the revolving credit facility and engage the sponsor. In the covenant-lite deal, no breach has occurred. The 
borrower retains full access to the revolving credit facility, funded by the lender, with no obligation to engage.

To understand how bad things would have to get before the covenant-lite lender could have that same conversation, 
consider what the scenario looks like when liquidity is finally exhausted.
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($, MILLIONS) COVENANT-LITE—LIQUIDIT Y EXHAUSTION POINT
EBITDA ($10.00)

CapEx ($4.00)

Cashflow before interest ($14.00)

Interest ($10.00)

Cashflow after interest ($24.00)

Tax impact $0.00

Free cashflow ($24.00)

Principal payments ($1.00)

Equity free cashflow ($25.00)

RLOC + cash $0.00

For illustrative purposes only. There is no guarantee that actual lending transactions will have characteristics like this example. Transactions may 
differ materially from that depicted above based on numerous factors. Source: Principal Alternative Credit.

EBITDA would need to deteriorate to -$10 million before 
the covenant-lite lender reaches the same point of 
urgency. At that stage, free cashflow is deeply negative, 
the revolving credit facility has been fully drawn, and the 
sponsor—now focused on the viability of the business 
itself—is less inclined to invest new equity. The lender 
with a covenant in place has used the intervening period 
constructively. The covenant-lite lender has not had the 
same opportunity to act before enterprise value erodes.

Repricing
A covenant breach can also create economic opportunity 
for lenders, provided enterprise value remains intact. 
Between amendment fees, facility re-pricings, exit 
fees, and the economics available on priming facilities, 
covenant breaches can contribute to returns in situations 
that are managed well.

Contractual default interest rates are typically 200 basis 
points above original deal spreads. Priming facilities—
where a lender provides new money with priority claims 
ahead of existing debt—have been structured at 2x or 
more liquidity preference, meaning the priming lender 
recovers twice their investment before other lenders 
participate. Such arrangements are complex but can 
offer incremental returns in stressed situations.

Catching problems  
early and setting up  
for recovery
While many borrowers who breach a financial covenant 
do not ultimately restructure, a breach that occurs 
early on during financial difficulties allows the lender 
to negotiate for items beyond the economic benefits 
described above.

Lenders can require more frequent and granular 
reporting, including quarterly cashflow forecasts, to 
understand the business's liquidity position and identify 
additional sources of funding if required. They can 
also request information on backlogs, pipeline, and 
other key operational metrics, and enjoy direct access 
to management. This enables the lender to develop a 
turnaround plan while the business still has the time, 
resources and enterprise value to execute one.

If a restructuring is necessary and lenders need to 
transition from creditors to business owners, months 
of close engagement with management and time 
taken to understand the business make that transition 
considerably smoother. Covenant-lite lenders, kept on 
the sidelines without access to management or the same 
level of information, face a far steeper learning curve at 
exactly the moment when speed and information  
matter most.
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Source: Principal Alternative Credit.

The case for two covenants
A single covenant offers meaningful protection. In our view, two offer considerably more.

Each helps identify a different form of stress. A leverage covenant is sensitive to deterioration in earnings relative to 
debt. But a company that spends heavily on capital expenditure, or one whose interest costs have risen sharply, may 
show relatively flat leverage while its cashflow position weakens significantly. The FCCR covenant captures this scenario, 
measuring whether the business can generate sufficient cash to cover its fixed obligations, including interest, lease costs, 
and scheduled debt repayments.

Together, these covenants provide a more complete early warning system. A borrower who appears healthy on a 
leverage basis may already be showing strain on a cashflow basis, and vice versa. Requiring both gives the lender 
confidence that emerging stress will be captured from multiple vantage points, and that the lender will be at the 
negotiating table before liquidity becomes an issue.

INFORMATION  
& STRATEGY

COLLATERAL &  
CREDIT PROFILE

TURNAROUND  
& EXECUTION

Identify cause of issues, engage 
with key stakeholders, obtain 
metrics to coalesce around a 

turnaround plan

Seek additional cash equity, 
obtain additional collateral and 

credit support, possible repricing 
of the loan

Improved reporting of 
performance metrics, cashflow; 

establish key milestones to 
measure performance and/or 

develop and implement  
exit paths 

Middle Market transactions with strong covenants allow lenders to “get to the table early”:

Borrower performance showing signs of stress

Typical covenant-lite 
transactions may not 
have the opportunity 

to take action until 
much later. 

Liquidity issue or  
payment default

Lenders can now act, 
but options are more 
limited at this point
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QUESTIONS ADVISORS SHOULD ASK

When evaluating private credit, advisors should look carefully at the composition of their portfolio 
and consistency of their approach through market cycles, specially in periods when pressure to 
accept weaker terms is acute.

Four questions are worth asking:

•	 Does the manager require financial maintenance covenants on every deal? If not, what share 
of their portfolio is covenant-lite?

•	 Does the manager typically require two covenants rather than one?  

•	 Has that approach been maintained through periods of intense competition?

•	 What does the manager’s track record look like when covenants have been breached?  

What the data shows: Covenants and recovery rates
The importance of covenants to recovery outcomes is supported by data. In a September 2025 report, Moody’s found 
that lenders recovered an average of 57% on first-lien covenant-lite loans between 2023 and mid-2025, compared to 
66% on loans that included financial maintenance covenants.*1 That is consistent with the longer-term trend, with S&P 
analysis showing that between 2010 and 2023, covenanted loans saw recovery rates of 72%, 11% higher than recoveries 
for covenant-lite loans.*2

Size is also a factor, with the prevalence of one or more covenants in core middle and lower-middle market transactions 
boosting recoveries. According to S&P, loans extended to lower middle market firms (with less than $175 million in debt) 
recovered an average of 83% versus 76.4% for core middle market loans (debt between $175 million and $350 million) 
and 68.4% for larger transactions (over $350 million in debt).*3 

*1	 Moody’s, ‘No relief in sight for cov-lite loan recoveries,’ September 2025
*2	 S&P Global, ‘Is covenant-lite really a drag on loan recoveries,’ February 2024
*3	 S&P Global, ‘US recovery study: Supportive markets boost loan recoveries,’ December 2025
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Risk Considerations

Past performance is no guarantee of future results and should not be 
relied upon to make an investment decision. Investing involves risk, 
including possible loss of principal. Private market investments, unlike 
publicly traded stocks, involve various risks due to illiquidity, lack of 
transparency, and higher minimum investment requirements. These 
risks include liquidity risk, market risk, capital risk, and regulatory risk. 
Additionally, private market investments often involve higher fees and 
expenses and may have longer investment horizons. Infrastructure 
investments are long-dated, illiquid investments that are subject to 
operational and regulatory risks. Infrastructure companies are subject 
to risk factors including high interest costs, regulation costs, economic 
slowdown, and energy conservation policies. Asset allocation and 
diversification do not ensure a profit or protect against a loss. The risk 
management techniques discussed seek to mitigate or reduce risk but 
cannot remove it.

Important information

This material covers general information only and does not take 
account of any investor’s investment objectives or financial situation 
and should not be construed as specific investment advice, a 
recommendation, or be relied on in any way as a guarantee, promise, 
forecast or prediction of future events regarding an investment or 
the markets in general. The opinions and predictions expressed are 
subject to change without prior notice. The information presented 
has been derived from sources believed to be accurate; however, we 
do not independently verify or guarantee its accuracy or validity. Any 
reference to a specific investment or security does not constitute a 
recommendation to buy, sell, or hold such investment or security, 
nor an indication that the investment manager or its affiliates has 
recommended a specific security for any client account.

Subject to any contrary provisions of applicable law, the investment 
manager and its affiliates, and their officers, directors, employees, 
agents, disclaim any express or implied warranty of reliability or 
accuracy and any responsibility arising in any way (including by reason 
of negligence) for errors or omissions in the information or data 
provided. All figures shown in this document are in U.S. dollars unless 
otherwise noted.

This material may contain ‘forward looking’ information that is not 
purely historical in nature. Such information may include, among 
other things, projections and forecasts. There is no guarantee that any 
forecasts made will come to pass. Reliance upon information in this 
material is at the sole discretion of the reader.

This material has been prepared for informational purposes only, and 
is not intended to provide, and should not be relied on for, tax, legal 
or accounting advice. You should consult your own tax, legal and 
accounting advisors before engaging in any transaction.

“Cliffwater,” “Cliffwater Direct Lending Index,” and “CDLI” are 
trademarks of Cliffwater LLC. The Cliffwater Direct Lending 
Indexes (the “Indexes”) and all information on the performance 
or characteristics thereof (“Index Data”) are owned exclusively by 
Cliffwater LLC and are referenced herein under license. Neither 
Cliffwater nor any of its affiliates sponsor or endorse or are affiliated 
with or otherwise connected to Principal Life Insurance Company, 
or any of its products or services. All Index Data is provided for 
informational purposes only, on an “as available” basis, without any 
warranty of any kind, whether express or implied. Cliffwater and 
its affiliates do not accept any liability whatsoever for any errors or 
omissions in the Indexes or Index Data or arising from any use of the 
Indexes or Index Data, and no third party may rely on any Indexes or 
Index Data referenced in this report. No further distribution of Index 
Data is permitted without the express written consent of Cliffwater. 
Any reference to or use of the Index or Index Data is subject to 
the further notices and disclaimers set forth from time to time on 
Cliffwater’s website at https://www.cliffwaterdirectlendingindex.com/
disclosures.

This material is not intended for distribution to or use by any person 
or entity in any jurisdiction or country where such distribution or use 
would be contrary to local law or regulation.

This document is issued in:

•	 The United States by Principal Global Investors, LLC, which is 
regulated by the U.S. Securities and Exchange Commission.

•	 Europe by Principal Global Investors (Ireland) Limited, 70 Sir John 
Rogerson’s Quay, Dublin 2, D02 R296, Ireland. Principal Global 
Investors (Ireland) Limited is regulated by the Central Bank of 
Ireland. Clients that do not directly contract with Principal Global 
Investors (Europe) Limited (“PGIE”) or Principal Global Investors 
(Ireland) Limited (“PGII”) will not benefit from the protections 
offered by the rules and regulations of the Financial Conduct 
Authority or the Central Bank of Ireland, including those enacted 
under MiFID II. Further, where clients do contract with PGIE or PGII, 
PGIE or PGII may delegate management authority to affiliates 
that are not authorised and regulated within Europe and in any 
such case, the client may not benefit from all protections offered 
by the rules and regulations of the Financial Conduct Authority, or 
the Central Bank of Ireland. In Europe, this document is directed 
exclusively at Professional Clients and Eligible Counterparties and 
should not be relied upon by Retail Clients (all as defined by the 
MiFID).

•	 United Kingdom by Principal Global Investors (Europe) Limited, 
Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, 
No. 03819986, which is authorized and regulated by the Financial 
Conduct Authority (“FCA”).

•	 This document is marketing material and is issued in Switzerland by 
Principal Global Investors (Switzerland) GmbH.

•	 United Arab Emirates by Principal Investor Management (DIFC) 
Limited, an entity registered in the Dubai International Financial 
Centre and authorized by the Dubai Financial Services Authority 
as an Authorised Firm, in its capacity as distributor / promoter of 
the products and services of Principal Asset Management. This 
document is delivered on an individual basis to the recipient and 
should not be passed on or otherwise distributed by the recipient to 
any other person or organisation.

•	 Singapore by Principal Global Investors (Singapore) Limited 
(ACRA Reg. No. 199603735H), which is regulated by the Monetary 
Authority of Singapore and is directed exclusively at institutional 
investors as defined by the Securities and Futures Act 2001. 
This advertisement or publication has not been reviewed by the 
Monetary Authority of Singapore.

•	 Australia by Principal Global Investors (Australia) Limited (ABN 
45 102 488 068, AFS Licence No. 225385), which is regulated by 
the Australian Securities and Investments Commission and is only 
directed at wholesale clients as defined under Corporations Act 
2001.

•	 Hong Kong SAR by Principal Asset Management Company 
(Asia) Limited, which is regulated by the Securities and Futures 
Commission. This document has not been reviewed by the 
Securities and Futures Commission. This document may only be 
distributed, circulated or issued to persons who are Professional 
Investors under the Securities and Futures Ordinance and any rules 
made under that Ordinance or as otherwise permitted by that 
Ordinance.

•	 Other APAC Countries/Jurisdictions, this material is issued for 
institutional investors only (or professional/sophisticated/qualified 
investors, as such term may apply in local jurisdictions) and is 
delivered on an individual basis to the recipient and should not 
be passed on, used by any person or entity in any jurisdiction or 
country where such distribution or use would be contrary to local 
law or regulation.

Principal Global Investors, LLC (PGI) is registered with the U.S. 
Commodity Futures Trading Commission (CFTC) as a commodity 
trading advisor (CTA), a commodity pool operator (CPO) and is a 
member of the National Futures Association (NFA). PGI advises 
qualified eligible persons (QEPs) under CFTC Regulation 4.7. 
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