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COVID-19 AND
COMMODITY
TRADE FINANCE:
THE WAY FORWARD

We look at the disruption caused by the
COVID-19 pandemic across commodity
markets globally and how this is
impacting financing arrangements
including ‘MAC’ clauses, financial
covenants, ‘corona clauses’, events of
default and force majeure as well as
recent guidance from the International
Chamber of Commerce (ICC) on
electronic trade documentation and
flexibilities under the ICC rules.

ISSUES AFFECTING TRADE

The COVID-19 pandemic continues
to have a significant impact on
international trade. The World Trade
Organization has estimated world
trade will fall by up to 32% in 2020 as
the pandemic disrupts the economy.1
Most commodity markets are
experiencing dramatic falls in prices
as demand and consumption have
fallen and countries have been forced
to put in place restrictive measures
to contain the pandemic. These
measures are affecting how goods
and commodities are able to flow
across the globe. The issues affecting
trade are diverse, vary between
countries and are evolving rapidly,
however, these issues can generally
be grouped into the categories
shown opposite.

Production issues
This includes shutdowns of mines and
production plants due to necessary health
measures. This is causing defaults and delays
for exports of commodities.
Transport and delivery issues
There is disruption to shipping and transport
lines meaning that producers are not able to
transport commodities to or from ports or
refineries to meet export contracts.
Other supply chain disruptions
Generally countries have kept borders open to
goods but supply chains are being disrupted by
the various restrictions in place.

How do these issues impact on
commodity trade finance?
Trade finance covers a broad range
of financing arrangements for
the production, export and sale of
commodities. In structured trade
finance, this includes pre-export
finance (PXF) facilities, prepayment
arrangements, borrowing base
facilities and other structures, all
of which aim to provide finance for
the production of goods. The issues
caused by the COVID-19 pandemic
will be different for each of these
structures and will be dependent on
the specific drafting and deal terms.
However, the COVID-19 pandemic is
likely to raise some common issues for
borrowers across most types of trade
finance facility. A number of these
issues are also relevant for corporate
loans generally.
Liquidity issues
It may seem paradoxical in an
environment where the Federal
Reserve and ECB have injected
significant liquidity into the economy,
however, one of the big issues facing
market participants is the tightening
of supply of trade finance. Trade
finance products have traditionally
had low default rates in part because
transactions are structured so that
when the underlying goods are sold,
the proceeds are applied to repay the
loan. Despite this, the impact of the
COVID-19 crisis on credit markets is
that many banks are reducing their
risk exposure. This means that new
trade finance lending will likely be
impacted over the coming months.
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Logistical issues
We are seeing a huge number of logistical
issues caused by the various lockdowns and
remote working requirements. These include
delays in processing payments and disruptions
to delivery of trade finance documents.
Payment and liquidity issues
The collapse in demand for commodities is
creating liquidity issues. Market participants
are experiencing challenges in meeting
payment obligations under loans and purchase
contracts.

It will become harder for certain
commodity players to arrange
new money deals and new client
on-boarding is likely to be more
challenging. Loan pricing will be
impacted for certain names. On the
other hand, the current environment
is creating opportunities for trading
houses who identify opportunities
and solutions amid market
dislocation and price volatility. The
volatility is itself creating a liquidity
risk for certain players who are
unable to meet margin calls under
commodity hedging contracts. We
are yet to see the full impact.
We are starting to see the tightening
of liquidity have an impact on existing
trade finance, with many borrowers
looking to draw on existing credit
facilities to ensure sufficient cash
reserves. There are several issues
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for borrowers to be aware of when
thinking about drawing on existing
facilities, whether committed or
uncommitted funding.
Financing in the commodities sector
is often provided on an uncommitted
basis. This means that the lender has
no obligation to provide funds and
where structured as an overdraft,
the bank can demand repayments
at any time. These facilities are often
used for working capital and are
intended to be flexible, for example,
enabling a borrower to purchase
spot commodities at short notice
to take advantage of arbitrage and
other opportunities. In the current
environment, borrowers need to plan
for liquidity to be tightened and for
any uncommitted facilities that they
might have to become unavailable.

How are committed funds likely to
be impacted?
For committed funding, borrowers
need to be aware of the drawstop
events under their existing facilities.
These are events that give the lender
the right to refuse further drawdowns.
If the effects of the COVID-19
pandemic trigger a drawstop event,
this may leave a borrower at risk of
losing access to a crucial revolving
credit facility or working capital line.
If a drawstop event has occurred, or
looks likely, then urgent discussion
will be advisable with the lender in
order to agree terms of a waiver or
amendment.
One of the key conditions precedent
that a borrower must meet for a
drawdown is that there is no default
under the existing facility. The
definition of ‘default’ will vary but it
will generally include potential as
well as actual events of default. In the

case of a rollover loan, the conditions
for rolling over funds are generally
less onerous and a borrower will
typically be able to rollover a loan
even if a potential event of default is
outstanding (but not an actual event
of default).
Another condition precedent to a
drawdown will generally be that all
repeating representations are true
in all material respects. Repeating
representations will generally include
representations that:
•

there has been no material adverse
change in the assets, business or
financial condition of the borrower/
obligors since its most recent
financial statements; and

•

there is no default which has,
or is reasonably likely to have, a
Material Adverse Effect.

The meaning of ‘Material Adverse
Change’ and ‘Material Adverse

Effect’ are discussed in further detail
below. The key point is that if there
is a severe impact on a borrower’s
business from issues relating to
COVID-19 it might make it more
difficult to give these representations.
This will make it more difficult to
draw down under an existing facility.
Producers of commodities might
also have existing borrowing base
facilities. These are loan facilities
where the amount that can be
borrowed will depend on the value
of a pool of assets or ‘borrowing
base’. As the mark-to-market value
of the borrowing base changes, the
amount that can be borrowed will
adjust. Because the value of most
commodities has fallen significantly
since the start of the pandemic,
this might create shortfalls in the
borrowing base. Borrowers might
then have to prepay the facilities
to avoid defaults; this in turn might
create short-term liquidity issues.

WHAT ARE THE KEY TERMS OF LOAN FACILITIES
THAT BORROWERS SHOULD CONSIDER?
For existing loans in the commodity sector, the disruptions to supply chains,
payment mechanisms and production are making it harder for some borrowers to
comply with the terms of their historic loan facilities. Borrowers will need to be
aware of the key terms of their funding arrangements so they can start engaging
with lenders early if waivers or restructuring are needed.
Representations
As mentioned above, key
representations will likely need to
remain true to avoid a drawstop
to further drawdowns. Certain
representations will also be repeated
at other times, including on the first
day of each interest period. As an
example, a PXF facility will usually
include representations about any
export contracts. The borrower will
need to confirm that there are no
material breaches under any export
contract. If there are payment or
delivery issues resulting from the
COVID-19 pandemic, it might be
difficult to give these representations.
Financial covenants and cover
ratios
Loan agreements will often contain
financial covenants which allow
a lender to monitor financial
performance of the borrower.
Financial covenants are often tested
on a quarterly basis with reporting 30
days after the quarter end. Borrowers
will therefore need to check their
financial covenants closely. It might
be possible to ‘add back’ certain
losses resulting from the impact of
COVID-19 to EBITDA, if they can show
that these amounts are exceptional
items. This will need to be carefully
looked at depending on the drafting
of the particular covenant.
New loans are already starting to
include so-called ‘corona clauses’
which give borrowers more flexibility
to allow them to ‘add back’ amounts
for coronavirus related losses. If a
breach of a covenant is likely then
a borrower should start discussions
with their lenders as soon as possible
to discuss the options, including
looking at waivers and prepayments.
PXF and prepayment facilities are
also likely to contain cover ratios.
These monitor whether commodities
to be sold under an export contract

will generate enough cash to make
loan payments. With prices falling
across a number of commodities,
we are seeing cover ratios put under
strain for a number of borrowers. This
means borrowers will need to think
about how to ‘cure’ any breaches by
prepaying or topping up the volume
of exports (if there is sufficient
production capacity).

•

Insolvency. Events of default
relating to insolvency are usually
widely drafted. This gives
lenders the ability to call an
event of default on the basis of
early warning signs about the
borrowers solvency. Such early
warning signs might include, for
example, the borrower’s entry into
negotiations with its creditors.

Other covenants

•

Cross-default. Subject to
applicable thresholds being
breached, this will be relevant
where defaults are triggered under
other lending arrangements.
There may be a cascade effect as
‘cross-default’ clauses are
triggered in other loans.

•

Material Adverse Change (MAC).
This is a commonly included event
of default in loan documents
entered into prior to COVID-19.
We are seeing many borrowers
asking if the effects of COVID-19
might trigger this. If there is a MAC
clause, a borrower will need to
look very closely at the wording as
these clauses tend to be heavily
negotiated. A typical MAC event
of default will be triggered if “any
event or circumstance occurs
which the lender reasonably
believes has or is reasonably
likely to have a Material Adverse
Effect”, where Material Adverse
Effect means “…a material adverse
effect on the business, operations,
property, condition (financial
or otherwise) or prospects of
the borrower… or the ability of
the borrower to perform its
obligations under the loan”.

As well as the usual covenants in
corporate loan documents, trade
finance facilities will often contain
bespoke covenants which are
specific to the commodity contract.
For example, a PXF facility will likely
include a covenant that the borrower/
exporter complies with the terms
of the export contract. This will
likely include an obligation to make
all export deliveries on time. If the
borrower has production or transport
issues resulting from the COVID-19
pandemic then it might be difficult to
meet these contractual obligations.
This in turn might create a risk of a
breach of undertaking under the
financing.
Events of default
Events of default are often heavily
negotiated and borrowers will need
to look closely at the exact terms
in their facilities to fully assess the
impact of the issues arising from the
COVID-19 pandemic. A few of the key
events of default that are likely to be
relevant are as follows:
•

Non-payment. This is relevant
where a borrower fails to make
a payment under a loan. A
temporary suspension or shutdown of a mine, for example,
might impact revenue and a
borrower’s ability to repay. If a
payment default is likely then
borrowers need to engage with
their lenders as early as possible to
seek extensions to payment dates.
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Lenders are generally very
reluctant to call an event of default
on the basis of a MAC event alone.
In previous market disruptions,
it was very rare to see this used.
There is very limited guidance
from case law on MAC clauses.
In addition to the BNP Paribas v

Is force majeure relevant?

Yukos case2, one of the leading
decisions is the Carey case3
which held that for the lender
to rely on the MAC clause, the
adverse change had to have a
lasting impact rather than be
temporary and that general
external economic or market
changes were not enough to
constitute a MAC. We are yet
to see whether lenders will
try to test the MAC clause in
light of the issues caused by
COVID-19 for many businesses.
Borrowers should be prepared
by reviewing the exact terms of
any MAC clause in their facility
documents.
•

Cessation of Business. An
event of default may also be
triggered by a temporary
suspension of business. For
commodity producers this
could be a risk where, for
example, they are forced to shut
down mines or production or
they experience supply chain
disruptions that stop operations
in other ways.

•

Failures to meet production
targets. There may be an event
of default included in some
loans that will be triggered if
production targets are missed.

•

Non-compliance with
financial covenants and
other covenants. Breaches of
financial covenants and general
undertakings will typically
be one of the first events of
default to be triggered, even
though they do not provide
a real-time picture of the
company’s financial position.
This will be relevant in the
current environment for many
borrowers whose business
operations are under strain.

Generally, loan agreements that
are governed by English law will
not contain force majeure clauses.
English law will also not imply a
force majeure clause into a contract
that otherwise does not include
one. This means that a borrower
will not generally be able to assert
force majeure if it finds itself unable
to perform under a loan due to the
impact of COVID-19.
The closest concept to force majeure
in a typical loan agreement will be
the grace period for non-payment.
This clause generally allows a short
grace period for a borrower if they
find themselves unable to make a
payment because of an event outside
of their control. This is generally
limited to events that impact the
treasury function of a business. This
might be relevant in the current
environment, however, the grace
period is usually very short, typically
2 to 5 days.
Force majeure may be relevant
under a related trade agreement
that a borrower has entered
into. For example, many Chinese
importers have already declared
force majeure in relation to a wide
range of commodity trade contracts.
The particular wording of any force
majeure clause and the specific
circumstances will need to be
carefully considered in relation to any
assertion of force majeure. For further
information please see the briefings
published by HFW on this area.4
What about other trade finance
instruments?
What about issues in relation to more
vanilla trade finance instruments,
such as letters of credit, bonds and
guarantees? These are instruments
that are generally used to make sure
payment or performance happens
in international trade. Can the issues
caused by the COVID-19 pandemic
be considered a force majeure event
under these types of trade finance
documents?
An underlying sale contract will
need to be looked at separately from
the trade finance instrument itself.
For letters of credit and demand
guarantees that are governed by
4

English law, the ‘autonomy principle’
will apply. This means that a letter
of credit is a standalone contract;
it is a separate agreement to the
underlying sale contract and even if
there are performance issues under
the sale contract this is not relevant
for the letter of credit. The bank
will deal only with the documents
that are presented and not with
the goods or the underlying sale. In
short, the question of whether there
is a force majeure event under the
sale contract is separate to any force
majeure event under the terms of the
trade finance instrument.
Almost all international trade
transactions involving documentary
credits are carried out on the basis of
the ICC Uniform Customs & Practice
for Documentary Credits (UCP 600)
and as such, must be examined
through the prism of the chosen
governing law.
Under Article 36 of the UCP 600, a
force majeure event is an event “such
as those arising out of the interruption
of a bank’s business by Acts of God,
riots, civil commotions, insurrections,
wars, acts of terrorism, or by any
strikes or lockouts or any other causes
beyond its control”. This offers banks
some protection from events that
are outside of their control. Article 36
further provides that when business
resumes, a bank would not need
to honour a credit that has expired
during the interruption of its business.
However, force majeure under a letter
of credit is still a high bar to meet
and it is not clear whether banks will
seek to test this protection in light of
disruptions to their operations caused
by COVID-19. Rejection by an issuing
bank on this basis would certainly
have severe reputational consequence
in the interbank market for the
institution concerned.
The ICC’s other model rules in relation
to trade finance instruments all
contain concepts of force majeure. If
the relevant instrument incorporates
the ICC rules, force majeure may
therefore be relevant. Parties will
need to look at the terms of the
instrument and the ICC rules to
understand whether the specific
issues they are facing as a result
of the COVID-19 pandemic may
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constitute a force majeure event
under the documents.
Are there any flexibilities under the
ICC rules?
The UCP 600 rules entered into force
in 2007, before the global financial
crisis and COVID-19. In April 2020, in
response to exceptional difficulties
faced by market participants, the ICC
issued new guidance on flexibilities
under the ICC rules for trade finance
documents. 5 This guidance recognises
that some banks are facing difficulties
processing trade finance transactions
due to the current public health
measures required to contain the
COVID-19 pandemic. The guidance
reminds market participants that
the ICC rules can be modified by
agreement. For example, the five
banking day examination period
imposed by UCP 600, Article 14(b) may
be extended provided that the parties
agree.

Next steps for borrowers?
Borrowers will generally need to
be pro-active in thinking about
their trade financing needs in
light of the continued disruption
caused by the COVID-19
pandemic to their business and
to global trade. As a starting point
borrowers should consider taking
the following steps:

What about electronic trade
documentation?

Review their current trade
financing arrangements

For more information
please contact:
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Look at their liquidity options
and consider drawingdown on existing facilities or
discounting their receivables7
Review the specific terms
of their facilities with their
advisers
Engage with lenders and
counterparties early

OLIVIER BAZIN
Partner, Geneva
M +41 (0)79 582 6648
E olivier.bazin@hfw.com

Prepare their businesses for
a more restrictive financing
environment

The ICC has also recognised that
most trade finance instruments still
require paper documentation to
process payments. The back-office
staffing to process transactions
is significant for banks and the
disruptions caused by COVID-19
are causing processing delays. The
ICC has urged governments to
take emergency measures to allow
electronic trade documentation.6 We
are yet to see how this will impact
the market but any reform towards
digitisation of trade finance will be
an unintended and positive legacy of
COVID-19.
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