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Expected	Learning	Outcome:	
- understand	the	important	terms	of	credit	arrangements,		

- know	the	usual	requirements	for	bank	loans,	

- be	familiar	with	standard	credit	arrangements	clauses	

- be	able	to	read	and	discuss	an	actual	credit	agreement.	

	

1.	Introduction	
	

Banks	 are	 the	 primary	 source	 of	 credit	 arrangements	 for	 most	 enterprises.	 Commercial	

credit	 by	 bank	 can	 take	 various	 forms.	 Bankers	 often	 use	 the	 generic	 term	 “facility”	 to	

describe	all	possible	forms.		

The	most	basic	facility	is	the	term	loan,	where	a	specific	maturity	date	has	been	set	for	the	

repayment	of	the	loan.		

A	 loan	 could	 also	 be	 a	 revolving	 facility,	 where	 the	 loan	 goes	 on	 as	 long	 as	 it	 is	 not	

terminated	by	one	party.	The	borrower	can	–	during	the	term	of	the	facility	–	borrow,	repay	

and	borrow	again	so	long	as	the	overall	limit	of	the	facility	is	not	exceeded.	An	example	for	

such	a	revolving	facility	is	the	overdraft	allowed	on	a	bank	account,	which	is	a	loan	facility	

enabling	a	customer	of	a	bank	 to	make	payments	 from	his	account	not	 in	excess	of	a	 set	

ceiling.	But	there	is	a	vital	difference	between	a	revolving	credit	facility	an	overdraft:	while	a	

revolving	 credit	 facility	 is	 for	 a	 fixed	 period,	 the	 account	 overdraft	 is	 generally	 speaking	

repayable	 on	 demand.	 Thus	 the	 credit	 facility	 is	 a	much	more	 certain	 and	 usually	 longer	

term	financial	backing	for	business.	

The	 three	 basic	 facilities,	 term	 loan,	 revolving	 credit	 facility	 and	 overdraft	 can	 also	 be	

combined	(multiple-option	facility).		
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2.	The	Facility	and	its	Repayment	
	

If	 an	 enterprise	 takes	 out	 a	 bank	 loan,	 the	 terms	 relating	 to	 the	 type	 of	 facility	 and	 its	

repayment	are	 central.	When	can	 the	 facility	be	drawn	upon?	 Is	 the	borrower	obliged	 to	

borrow	or	 the	 bank	 to	 lend?	 For	what	 purpose	 can	 the	 facility	 be	 used?	When	 and	 how	

must	 it	 be	 repaid?	 What	 interest	 is	 payable?	 Can	 default	 interest	 be	 imposed	 for	 late	

payment?	

	

2.1.		 Draw-Down	and	Demand	Facilities	
	

Normally	 a	 loan	 can	 be	 drawn	 down	during	 a	 limited	 period	 after	 the	 loan	 agreement	 is	

signed.	This	period	is	often	called	the	commitment	period.		If	the	loan	can	be	drawn	down	

in	tranches,	these	may	be	of	a	specified	(maximum	or	minimum)	amount.	Also	a	number	of	

days’	notice	will	be	provided	for,	so	that	the	bank	can	make	arrangements	to	have	the	funds	

available.		

By	 contrast,	 an	 overdraft	 or	 revolving	 facility	 can	 be	 drawn	 upon	 at	 any	 time.	 In	 other	

words,	the	bank	is	obliged	to	advance	funds	during	the	life-time	of	the	facility.	Remember:	

the	difference	between	a	revolving	credit	facility	and	an	overdraft	is	that	the	overdraft	is,	by	

its	 nature,	 repayable	 on	demand	by	 the	bank.	 	 This	would	 also	 be	 the	 case	with	 an	 “on-

demand”	 credit	 facility,	 there	 the	 bank	 has	 the	 right	 to	make	 an	 immediate	 demand	 for	

repayment.	The	bank	needs	no	reason	at	all,	let	alone	a	breach	or	default	by	the	borrower,	

to	be	able	to	require	the	repayment.		

	

2.2.	 Obligation	to	Lend,	Force	Majeure	and	Remedies	
	

In	general,	a	borrower	is	not	obliged	to	draw	on	a	credit	facility.	He	can	change	his	mind	and	

does	not	have	to	pay	the	interest	due	if	he	does	not	make	use	of	the	facility.		

Can	 also	 the	bank	 change	 its	mind	 and	 refuse	 to	 lend	when	 the	debtor	 gives	 a	 notice	 of	
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draw-down?	One	could	 imagine	many	situations	where	the	bank	has	an	 interest	to	do	so:	

e.g.	when	there	is	a	sudden	significant	change	in	the	creditworthiness	of	the	borrower	or	in	

the	general	economic	climate.	In	such	cases	the	bank	might	think	that	the	borrower	will	be	

less	able	 to	 repay	 the	debt.	The	courts	have	allowed	borrowers	 to	claim	damages	 from	a	

bank	that	refuses	to	pay	out	requested	draw-downs.	They	found	that	the	banks	were	in	a	

position	 to	 include	clauses	 into	 the	 contract	which	define	under	which	 circumstances	 the	

bank	may	withhold	payment.	In	the	absence	of	such	a	contractual	provision,	they	are	bound	

by	the	promise	to	lend	the	sum	agreed	upon.	

	

2.3.	 Purpose	Clauses,	Illegality	and	Ultra	Vires	

	

The	 exact	 purpose	 of	 the	 lending,	 i.e.	what	 the	 borrower	 intends	 to	 do	with	 the	money,	

shapes	the	transaction.	The	purpose	determines	the	commercial	 logic	of	the	facility,	what	

security	must	be	obtained	by	the	bank,	what	documentation	needs	to	be	used.	E.g.,	 if	the	

bank	gives	a	loan	for	the	purchase	of	a	house	and	accepts	a	charge	on	the	house	as	security,	

the	bank	would	not	 tolerate	 that	money	 earmarked	 for	 renovating	 the	house	 is	 used	 for	

buying	 a	 new	 car.	 The	 renovation	 of	 the	 house	 would	 have	 increased	 the	 value	 of	 the	

security	 given,	 whereas	 the	 new	 car	 has	 no	 value	 for	 the	 bank.	 Therefore	 many	 facility	

agreements	 will	 contain	 a	 purpose	 clause	 defining	 the	 allowable	 uses	 of	 the	 money	

borrowed.	 If	 a	 violation	of	 the	purpose	 clause	occurs,	 the	 borrower	 is	 in	 default	 and	 the	

bank	may	request	immediate	repayment	of	the	facility.	

If	the	bank	knows	that	the	the	borrower	will	make	illegal	use	of	the	money,	also	the	facility	

agreement	 is	 illegal	 and	 thus	 null	 and	 void.	 The	 bank	 may	 not	 recover	 the	 money!	 The	

theory	is	that	the	bank	participated	in	the	illegal	activity	by	giving	the	facility.	It’s	a	different	

case	if	the	purpose	of	the	loan	was	legal	in	the	beginning	and	became	illegal	later.	A	typical	

example	in	international	trade	is	that	a	government	imposes	a	ban	to	trade	with	a	specific	

country,	 like	 Iran,	 thereby	making	 the	 loan	agreement	 illegal.	 In	order	 to	obey	 this	order,	

the	bank	must	be	able	to	terminate	the	agreement	and	recover	the	money	lent.	Therefore	

banks	 insist	 on	 inserting	 illegality	 clauses	 into	 the	 agreement,	 whereby,	 if	 it	 becomes	

unlawful	for	the	bank	to	continue	the	loan,	the	borrower	must	immediately	repay.	



 5 

Banks	must	also	check	if	the	officers	of	the	companies	or	organizations	to	whom	they	lend	

have	sufficient	authority	to	sign	the	loan	agreement.	Indebting	the	company	or	organisation	

is	 not	 an	 operation	 of	 daily	 business	 and	might	 require	 special	 approval	 by	 the	 board	 of	

directors.	 If	a	credit	 facility	 is	not	authorized	properly	by	the	required	directors	or	bodies,	

the	 agreement	 may	 be	 void	 because	 it	 was	 “ultra	 vires”,	 i.e.	 beyond	 the	 powers	 of	 the	

officers.	 This	 point	 has	 been	 made	 clear	 in	 the	 so-called	 “swaps-litigation”	 in	 England,	

where	the	courts	have	decided	that	local	communes	did	not	have	the	power	to	enter	into	

agreements	 for	 complex	 financial	 instruments.	 Therefore	 the	 banks	 had	 to	 assume	 the	

losses	that	resulted	to	the	communes	out	of	these	agreements.	

	

2.	4.	 Repayment	

	

Repayment	 of	 a	 term	 loan	 will	 of	 course	 take	 place	 on	 a	 specified	 date.	 Payment	 by	

instalments	 during	 the	 lifetime	 of	 the	 loan	 provides	 the	 bank	 with	 a	 greater	 degree	 of	

assurance	than	payment	of	the	whole	amount	at	the	end	(the	so-called	“bullet”	loan).	Very	

often,	the	borrower	is	not	able	to	repay	at	the	specified	date	and	needs	refinancing,	i.e.	a	

new	loan.	Under	English	law,	if	dates	are	specified,	the	bank	does	not	need	to	give	notice	in	

order	to	claim	repayment.	The	rationale	 is	 that	the	borrower	should	know	what	he	owes.	

However	 the	 bank	 needs	 to	make	 a	 demand	 for	 repayment	 before	 the	 borrower	 falls	 in	

default.	 In	other	countries,	 like	 in	 the	US,	Canada,	Australia,	 the	 lender	needs	 to	give	 the	

borrower	a	reasonable	period	within	which	to	meet	a	demand	for	repayment,	both	under	

an	on-demand	facility	or	otherwise.	The	same	is	true	for	the	civil	law	countries.	The	notice	is	

thought	 to	warn	 the	borrower	of	 the	 repayment	due	and	 the	possible	consequences	of	a	

default.	

With	a	demand	facility,	the	demand	can	be	made	by	the	bank	any	time	and	repayment	can	

be	demanded	immediately.	English	law	foresees	that	only	the	time	necessary	to	arrange	the	

payment	 needs	 to	 be	 allowed	 by	 the	 bank.	 This	 could	 be	 as	 little	 as	 two	 hours!	 The	

importance	of	such	short	notice	periods	is	that	the	bank	can	exercise	rights	on	the	securities	

very	 fast.	 The	 reason	 given	 for	 this	 ultra-fast	 procedure	 is	 that	 the	 banks	will	make	 such	

demands	only	when	the	situation	is	totally	out	of	hand.	Then,	when	the	borrower	 is	most	
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likely	insolvent,	speed	is	of	the	essence	in	taking	the	securities.	

There	is	no	right	at	common	law	to	repay	a	credit	facility	early.	The	bank	might	not	want	to	

allow	an	early	repayment	of	a	term	loan,	since	they	lose	the	interest	on	the	loan	for	the	rest	

of	 the	 loan	 term.	 Especially,	 if	 the	 interest	 rates	 have	 been	 lowered,	 the	 bank	 loses	 an	

attractive	investment.	In	such	a	case,	the	borrower	may	be	required	to	make	an	additional	

payment	 in	order	 to	 compensate	 the	bank	 for	 the	 loss	of	 interest.	 Therefore	 it	 is	wise	 to	

state	 in	 the	 credit	 facility	 agreement	 that	 early	 repayment	 (prepayment)	 is	 possible	

“without	premium	or	penalty”.	

With	 overdrafts	 and	 revolving	 facilities,	 the	 agreement	 will	 lay	 down	 exactly	 when	

payments	for	interest	and	repayment	of	the	principal	will	be	due.	Moreover,	the	agreement	

will	require	payment	free	of	any	present	or	future	taxes,	fees,	withholdings	and	without	the	

any	 set-off	 or	 counterclaim	 by	 the	 borrower.	 Remember	 that	 the	 right	 to	 set	 off	 can	 be	

excluded	 by	 a	 clear	 contract	 clause.	 This	 is	 also	 called	 the	 obligation	 to	 gross-up:	 if	 the	

borrower	 needs	 to	 make	 deductions	 for	 taxes,	 banking	 fees	 etc.,	 he	 must	 add	 all	 those	

amounts	to	his	payment,	so	that	the	bank	receives	the	full	(net)	amount	of	what	it	had	lent.		

	

2.5.	 Interest	on	the	Credit	Facility	

	

Interest	 is	 the	 compensation	 for	 the	 bank	 for	 lending	 out	 the	 money.	 One	 of	 the	 key	

questions	is	whether	the	interest	is	payable	for	moneys	which	have	not	been	drawn	down	

or	which	have	been	 repaid.	 The	argument	 for	payment	of	 interest	on	moneys	not	drawn	

down	 by	 the	 borrower	 is	 that	 the	 bank	must	 hold	 it	 at	 its	 disposal	 and	 cannot	 invest	 it	

otherwise.	On	the	other	hand,	even	for	very	short	time	periods,	banks	can	invest	the	funds	

not	used	(money-markets).	The	courts	have	decided	that	in	the	absence	of	clear	clauses	in	

the	 agreement,	 no	 interest	 is	 payable	 for	moneys	 which	 have	 not	 been	 drawn	 down	 or	

which	have	been	repaid.	

In	 commercial	 lending,	most	 interest	 rates	 are	 variable.	 Such	 a	 variable	 interest	 rate	will	

normally	be	at	a	specified	margin	over	a	certain	market	rate	for	interests,	such	as	the	rates	

paid	on	the	money-market	or	the	interbank	loan	market	(such	as	LIBOR,	the	London	Inter-
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Bank	Offered	Rate,	which	is	published	in	different	currencies).		

If	a	borrower	fails	to	pay	the	interest	or	to	repay	the	principal	on	time,	he	will	usually	have	

to	pay	a	default	 interest,	 in	other	words	 an	 interest	 rate	higher	 than	normal.	 This	higher	

rate	 is	 justified	 because	 now,	 upon	 default,	 the	 borrower	 is	 a	 worse	 credit	 risk.	 The	

borrower	can	avoid	paying	default	interest	rates	by	bringing	his	payments	up	to	date.	

Additionally,	the	bank	may	be	entitled	under	the	contract	to	fees	for	arranging	the	loan	and	

for	costs	and	expenses	resulting	from	negotiating,	amending	and	enforcing	the	agreement.		

	

2.6.	 Conditions	Precedent,	Representations	and	Warranties,	Covenants	

	

Conditions	 precedent	must	 be	 performed	 by	 the	 borrower	 before	 the	 facility	 agreement	

comes	into	force.	Typically,	such	conditions	precedent	are	that	certain	company	documents	

must	be	produced	to	the	bank,	for	example	a	resolution	of	the	board	of	directors	approving	

of	 the	 credit	 facility,	 a	 written	 consent	 of	 the	 authorities,	 legal	 opinions	 from	 relevant	

lawyers	on	 the	validity	of	 the	agreement	etc.	 The	bank	will	 not	make	 the	 funds	available	

before	all	these	conditions	precedent	are	met.	

Representations	and	warranties	both	are	promises	of	 the	borrower,	usually	regarding	his	

status.	Such	could	be	the	lawfulness	of	him	entering	the	agreement,	the	absence	of	default,	

that	the	borrower’s	accounts	are	accurate	and	that	his	financial	situation	has	not	suffered	

any	 material	 deterioration	 since	 the	 signing	 of	 the	 agreement.	 In	 other	 words,	 the	

representations	and	warranties	perform	an	investigative	role	–	the	aim	is	to	make	sure	the	

bank	has	all	relevant	information	regarding	the	financial	situation	of	the	borrower.		

Representations	and	warranties	concern	existing	facts	on	the	side	of	the	borrower.	They	are	

like	 a	 checklist	 of	 information	 that	 the	 bank	 must	 have	 in	 order	 to	 assess	 the	 financial	

situation	of	the	borrower	and	the	legal	validity	of	the	agreement.			

Covenants	 are	 promises	 as	 to	 what	 it	 will	 or	 will	 not	 do	 in	 the	 future.	 For	 example	 the	

borrower	agrees	to	regularly	provide	financial	information	to	the	bank,	that	he	will	maintain	

certain	financial	ratios	(maximum	level	of	indebtedness,	minimal	level	of	equity	capital	etc.),	
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that	he	will	not	sell	assets,	change	 its	business	strategy,	enter	 into	a	merger	with	another	

company	or	will	not	fall	into	bankruptcy.	The	reason	for	these	undertakings	of	the	borrower	

is	that	the	bank	must	be	sure	that	the	borrower	will	maintain	a	good	financial	health	and	

will	keep	its	levels	of	income	and	the	assets.	

Important	covenants	are	the	so-called	negative	pledge	and	pari	passu	clauses.		

In	 the	negative	pledge,	 the	borrower	simply	promises	 that	he	will	not	grant	security	 to	a	

third	 party	 (another	 lender).	 In	 the	 pari	 passu	 (“equivalent	 Security”	 clause,	 the	 lender	

promises	to	give	the	bank	the	same	security	in	his	assets	as	he	gives	to	third	parties.	 	The	

reason	behind	these	clauses	 is	 that	 the	bank	wants	 to	be	sure	 that	no	other	 lender	 takes	

security	away	from	it.	In	the	case	of	the	bankruptcy	of	the	borrower	the	bank	wants	to	be	

sure	that	it	has	exclusive	or	at	least	equivalent	security	in	the	main	assets	of	the	borrower.		

As	 a	 side	 result,	 as	 the	 borrower	 cannot	 give	 security	 to	 another	 lender,	 he	 cannot	 take	

additional	 credit	 from	other	borrowers.	Neither	 is	 additional	 lending	possible,	nor	 can	he	

change	his	bank	client	relationship	to	another	bank.	But	the	borrower	may	still	use	means	

of	 giving	 the	 lender	 quasi-security,	 which	 is	 not	 treated	 as	 security	 under	 the	 negative	

pledge	and	pari	passu	clauses.	However,	in	practice	the	application	of	the	pari	passu	clause	

fails	if	the	security	given	by	the	borrower	to	the	third	party	is	one	that	needs	registration	or	

possession	by	the	lender:	as	the	bank	will	normally	neither	know	about	the	security	given	

and	 therefore	 cannot	 register	 it	 own	 equivalent	 security	 rights	 nor	 be	 able	 to	 take	

possession	of	the	goods,	its	security	rights	will	be	void.		

	

2.7.	 Default	
	

If	any	of	the	representations	and	warranties	or	the	covenants	are	breached,	the	borrower	

will	be	in	default.	This	allows	the	bank	to	demand	repayment	and	the	higher	default	interest	

rates.	 Also	 further	 commitments	 of	 the	 bank	 regarding	 the	 credit	 facility	 (e.g.	 to	 allow	

further	draw-downs)	may	be	cancelled.		

Under	the	general	 law,	default	of	 the	borrower	enables	the	bank	to	terminate	the	credit	

facility	and	to	sue	the	borrower	for	eventual	losses	and	damages.		
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Additionally,	 each	bank	 credit	 facility	 agreement	will	 also	 contain	 a	default	 clause,	which	

defines	the	exact	events	that	trigger	default	and	the	consequences	of	default.		

Further	 to	 the	 breach	 of	 representations	 and	 warranties	 or	 covenants,	 non-payment	 of	

interest	and	principal	are	usually	defined	as	events	of	default.	Also	certain	events	indicating	

insolvency	of	 the	borrower	 (appointment	of	a	 receiver,	 restructuring	etc.)	 are	 included	 in	

the	list	triggering	default.		

Default	 in	 important	 credit	 facilities	 can	 be	 the	 last	 nail	 in	 the	 coffin	 of	 the	 borrower:	

repayment	is	due	immediately	or	on	short	notice	(“acceleration”),	interest	rates	jump	up	to	

the	level	of	default	rates,	security	is	taken	by	the	bank	which	disrupts	normal	operations	of	

the	 borrower.	 The	 borrower	 could	 find	 itself	 in	 immediate	 bankruptcy.	 Because	 of	 these	

traumatic	consequences,	which	can	also	be	very	detrimental	to	the	lender,	default	clauses	

often	provide	that	the	default	is	not	triggered	automatically	but	first	the	lender	has	to	give	

notice	of	default,	that	the	borrower	is	given	a	“grace	period”	to	redress	his	situation	or	that	

the	 default	 event	 must	 be	 material	 (i.e.	 the	 default	 event	 must	 severely	 reduce	 the	

borrowers	ability	to	repay	the	loan).		

Question	for	discussion:	

If	 the	 borrower	 falls	 into	 bankruptcy	 and	 is	 liquidated,	 why	 should	 this	 be	

detrimental	to	the	lender?	

	

A	 clause	 feared	 in	practice	 it	 the	 so-called	cross	default.	 This	means	 that	 if	 the	borrower	

defaults	in	a	credit	facility	with	another	lender,	this	will	lead	automatically	to	the	default	of	

the	credit	facility.	In	other	words,	if	we	assume	that	the	borrower	has	credit	facilities	with	

banks	A	and	B,	if	he	misses	the	interest	payments	to	the	bank	A,	he	not	only	defaults	in	the	

agreement	 with	 bank	 A,	 but	 automatically	 with	 bank	 B	 as	 well.	 This	 may	 be	 potentially	

catastrophic	because	much	 if	not	all	of	the	borrower’s	outstanding	debt	then	 is	 in	default	

and	triggers	all	 the	negative	consequences.	Cross	default	of	 important	credit	 facilities	can	

lead	 to	 the	 sudden	 bankruptcy	 of	 a	 borrower	who	 is	 otherwise	 still	 able	 to	 continue	 his	

operations.	The	borrower	may	face	a	number	of	demands	for	immediate	repayment	but	be	

unable	to	meet	any	of	them.	Certainly,	even	in	this	event,	the	banks	and	other	lenders	may	
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not	have	an	interest	of	driving	the	borrower	into	bankruptcy	and	liquidation.	But	they	have	

such	an	influence	on	the	business	of	the	borrower	that	they	might	actually	take	control.		

Example:		 Press	Release	of	23	March	2010	by	OC	Oerlikon	Corp.	

	Pfäffikon	SZ,	23	March	2010	-	Oerlikon	Group's	negotiations	with	its	lending	banks	on	the	
restructuring	of	the	Group's	finances	are	progressing.	The	Company	has	submitted	to	its	
lenders	a	recapitalization	plan	to	ensure	long-term	and	sustainable	financing	for	the	
Company.	The	cornerstones	of	the	plan	provide	for	a	reduction	of	the	Company's	capital	to	
approximately	5%	of	today's	share	capital	and	a	subsequent	increase	to	the	original	amount.	
The	new	shares	according	to	such	plan	would	be	issued	for	a	total	consideration	of	
approximately	CHF	1bn	with	subscription	rights	for	the	present	shareholders.	The	Company's	
plan	furthermore	foresees	that	some	debt	be	cancelled	and	other	debt	to	be	converted	into	
equity.	The	Coordination	Committee	of	the	Lending	Banks,	Non	Bank	Lenders	and	Renova	
Group	indicated	their	support	of	the	recapitalization	plan.	The	Company's	recapitalization	
plan	is	subject	to	approval	by	all	Lenders	and	also	has	to	be	approved	by	the	Company's	
shareholders	meeting.	

	

If	it	can	be	assumed	that	the	borrower	will	be	able	to	repay	a	significant	portion	of	the	debt	

when	he	 is	allowed	to	continue	his	operations	and	(hopefully)	 to	make	profits,	 the	 lender	

will	normally	try	to	avoid	bringing	the	borrower	to	bankruptcy.	 In	 liquidation,	most	of	the	

assets	 of	 the	 borrower	 lose	 their	 value,	 e.g.	 expensive	machines	 are	 nothing	more	 than	

scrap	metal,	 land	and	premises	must	be	sold	at	a	 time	when	the	economy	 is	bad	anyway	

and	when	 there	 are	 no	 buyers.	 In	 such	 a	 case,	 the	 lenders	would	 try	 to	 reschedule	 and	

rearrange	the	credit	facilities	in	such	a	way	that	the	borrower	could	continue	its	operations.	

Such	measures	 could	 include	a	voluntary	acquittal	of	a	part	of	 the	debt,	 reduction	of	 the	

interest	rates,	the	swapping	of	debt	into	equity	of	the	borrower	etc.		

	

	

	

	

	

Annexes:	

1. Text	:	«	Negotiate	a	business	loan	on	your	terms	»	by	Andrew	J.	Goldberg	
2. Example	for	Credit	Facility	given	by	a	non-bank	
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