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Equity Cure Rights In Commercial Loan Transactions: 
Curing Financial Covenant Defaults
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Financial Covenants – Overview 

• Specify different financial metrics that are designed to measure a
borrower’s cash flow, leverage, liquidity or net worth.

• In general, financial covenants can be separated into two categories:
• Incurrence covenants: These covenants prohibit the borrower from taking

certain actions unless the borrower, after giving effect to the relevant action,
maintains compliance with the financial covenants included in the credit
agreement.

• Maintenance Covenants: These covenants require a borrower to meet
certain financial performance criteria periodically. A breach of a
maintenance covenant is typically an immediate default without any grace
period, unless subject to equity cure rights.

• Financial covenants can be further classified as:
• Balance Sheet Covenants: These covenants measure the borrower’s equity.
• Cash Flow Covenant: These covenants measure the borrower’s earnings

capacity.
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Financial Covenants - Perspectives

• Lender’s view:
• Serve as an important tool for monitoring changes in the borrower’s financial

health.

• Impose financial discipline on the borrower.

• Provide an early warning of decline in credit quality and encourages the
parties to consider remedial action.

• Borrower’s reservations:
• Wants flexibility to run its business and compliance with financial covenants

can be a burden.

• May prevent the taking of certain actions that otherwise make business or
financial sense.

• May result in a default even if its business is otherwise sound.
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Common Types of Financial Covenants

• Maximum Leverage Ratio:
• The borrower must not exceed a specified ratio of debt to EBITDA.
• Depending on a borrower’s capital structure, leverage tests can be based on total debt, secured

debt or first lien debt, and a combination of the foregoing may be included in a loan agreement.
• It is common for a net leverage ratio to be used, which gives credit for unrestricted cash and cash

equivalents, sometimes subject to a cap.
• The definition of “debt” used in this ratio will be a point of negotiation.
• This ratio is the most commonly used cash flow covenant in credit agreements as lenders view a

borrower’s leverage ratio as an indicator of its future financial health.

• Minimum Fixed Charge Coverage Ratio:
• The borrower must, at a minimum, meet a specified ratio of EBITDA to an agreed definition of fixed

charges, which can include interest expense, capital expenditures, permitted dividends and other
distributions and scheduled payments of principal.

• Minimum Interest Coverage Ratio:
• The borrower must, at a minimum, meet a specified ratio of EBITDA to interest expense.
• This ratio is designed to ensure that a borrower has sufficient cash flow to pay interest on

outstanding debt.

• Minimum Liquidity
• The borrower must, at a minimum, maintain a certain amount of “Liquidity”, which is typically

defined to include cash and cash equivalents (sometimes required to be held in accounts subject
to a control agreement in favor of the lenders) as well as the loans available to be drawn under the
borrower’s credit facility.
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Covenant-Lite Financings and Springing Covenants

• “Covenant-lite” or “cov-lite” describes a credit agreement which typically does not contain
any maintenance-based financial covenants on any term loans.

• However, to the extent the credit agreement includes a revolving facility, the revolving
lenders will generally require some financial covenant protection.

• Sometimes, this financial covenant will be a “springing” covenant – it kicks in only if the
revolving facility is drawn. The parties will typically negotiate a cushion allowing the
borrower to draw a certain amount under the revolving facility before the covenant springs
to life.

• A breach of the “springing” financial covenant is usually an event of default only with
respect to the revolving facility.

• Term loan lenders will typically request that the term loan be cross defaulted with the
revolving facility when it is in default due to a breach of the financial covenant. There are
two common ways for this provision to be treated:
• In some deals, the breach will not constitute an event of default under the term loan facility unless

the breach remains unremedied or unwaived for a specified period of days after notice of the
breach is given to the borrower (often 30-60 days).

• In other deals, the event of default under the term loan facility is not deemed to occur until the
revolving lenders accelerate the revolving facility.

• The “springing” financial covenant is also commonly found in ABL facilities (typically
requiring a minimum availability to avoid imposing a fixed-charge coverage test).
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Consequences of Non-Compliance with Financial
Covenants

• Incurrence Covenant:  
• It the borrower fails to satisfy an incurrence covenant it simply may not take

the proposed action that would have caused it to breach the covenant.

• Maintenance Covenant:
• The breach of a maintenance covenant typically triggers an immediate event

of default and can result in the following:
• Acceleration of loans and demand for immediate repayment;

• Increased interest costs, including the triggering of default interest and the use of a
higher index (i.e., Base rate instead of LIBOR);

• A cross-default under other material agreements; and

• Loss of access to a revolving facility.

• Generally, a breach of a maintenance covenant is not capable of being cured
given that is based on historical financial performance unless the credit
agreement includes an equity cure provision.
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Equity Cure Right – What is it?

• An equity cure is a mechanism in the credit agreement that allows
the parent company of the borrower, or a private equity sponsor, to
contribute cash to the borrower, in the form of an equity investment
in most instances or subordinated debt in others, to increase the
borrower’s calculated historical EBITDA in order to satisfy a financial
maintenance covenant.

• Once the cash is contributed, the financial covenant is recalculated
and if, after giving effect to the recalculation, the borrower is in
compliance with the financial covenant, the default is deemed to be
cured.
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Equity Cure Right - History

• Initially, equity cure provisions were only found in large-cap
sponsored financings with relatively few limitations on the sponsor’s
ability to exercise such right.

• During the financial crisis, an equity cure provision was rarely
included in new deals.

• The provisions had a reemergence after the financial crisis and have
migrated down to sponsored deals in the middle market but often
with tighter controls and limitations.
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Why do parties agree to include an Equity Cure 
Provision?

• For a sponsor, it provides a way to avoid:
• The time and expense of seeking a default waiver or forbearance;

• Paying waiver and amendment fees to the lender;

• Being forced back to the table to renegotiate the basic terms, conditions and
economics of its existing loan agreement; and

• Uncertain outcomes.

• For lenders, it signals a sponsor’s commitment to the growth of the
borrower. However, while lenders have grown comfortable with the
inclusion of these provisions, lenders will impose certain controls and
limitations to prevent any unintended use by the borrower.
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What is EBITDA and Why is it Important?

• EBITDA is a rough proxy for the borrower’s cash flow from operations.

• In general, EBITDA represents consolidated net income (derived from the income
statement) plus interest, expenses, tax, depreciation and amortization expenses.

• However, credit agreements typically use a modified definition of EBITDA (i.e.,
“Adjusted EBITDA”), which includes a list of adjustments to reflect a “normalized”
income stream.

• Examples of such adjustments include :
• Restructuring charges and business optimization expenses;
• Extraordinary, nonrecurring or unusual losses and expenses;
• Cash expenditures related to a current acquisition or future specified transactions;
• Cost savings and synergies;
• Fees and expenses paid to a Sponsor (i.e., management fees), and director costs and expenses;
• Gain (or loss) resulting from events covered by insurance (i.e., business interruption insurance) or

otherwise indemnified; and
• Non-cash items (such as, non-cash stock-based compensation expenses, unrealized foreign currency gains

or losses, non-cash charges attributable to the application of purchase accounting principles or gain or loss
arising from reappraisal or write-up or write-down of assets).

• The definition of EBITDA is critical as it is used throughout the credit agreement,
including the calculation of financial covenants, grower baskets and pricing (to the
extent that interest rate margins are determined with reference to a debt ratio that
incorporates EBITDA as one of its elements).
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Effect of Equity Contribution on EBITDA

• In the ordinary course of business, an equity contribution would not
bolster the revenue of the borrower and would have no impact on
EBITDA. It would traditionally be categorized as additional paid-in-
capital and would only increase the owner’s equity on the balance
sheet, having no impact on the income statement.

• The equity cure mechanism in the credit agreement specifically
permits the borrower to use such paid-in-capital to increase EBITDA
on a dollar-for-dollar basis, allowing the borrower to “turn back the
clock” and upwardly revise its financial results.
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Structure of Equity Cure Right – Type of Equity

• Generally, an equity cure provision will prescribe the exact type of equity
that may be issued by the borrower or its parent, as applicable.

• Typically, it will be limited to the issuance of common stock and/or cash
contribution based on existing equity.

• The lender may be willing to allow the issuance of qualified preferred equity
interests; provided that such equity interests are subject to terms acceptable
to the lender.
• The lender will want to ensure that convertibility, redemption, maturity, etc. are

not triggered prior to an agreed upon period after the maturity date of the credit
facility.

• The borrower may also be able to negotiate the use of subordinated
intercompany/affiliated debt in addition to equity interests.
• The lender will generally require the execution of a subordination agreement, the

terms of which are acceptable to it.
• Similar to preferred equity, the lender will also want to ensure such debt does not

require payment in cash of principal or interest thereof, and does not mature and
cannot be accelerated, in each case, prior to a agreed upon period after the
maturity date of the credit facility.
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Structure of Equity Cure Right – Source of Capital

• Proceeds may be received from equity/subordinated debt issued (i)
directly by the borrower or (ii) by the parent company, which is then
contributed to the borrower.

• If the source of the equity proceeds is the parent company of the
borrower (typically through the equity investment vehicle formed by
the sponsor and its co-investors at closing), a review of such
investment vehicle’s organizational documents is required to
determine procedure for raising additional equity. The sponsor may
encounter contractual limitations in raising such additional equity.
Typically, advance notice to stockholders will be required and such
stockholders may have rights of first refusal and/or pre-emptive
rights which may result in the sponsor having to obtain waivers from
numerous parties. Such process may be time-consuming and will
need to be considered when evaluating the required timeframe for
the equity injection.
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Timing and Notice of Cure Right

• The equity cure provision typically requires that the equity contribution be received
by the borrower within a specified period of time following the date the financial
statements and/or compliance certificate are due for the fiscal quarter in respect of
which an equity cure right is intended to be exercised. This time period may vary
across different credit agreements but is typically 10 or 15 business days.

• If a borrower intends to exercise its cure right, it must deliver written notice (“Cure
Notice”) to the lender prior to the date such financial statements and/or compliance
certificate are due for such fiscal quarter.

• Generally, the window to make the equity contribution will start at the end of the
fiscal quarter. Disputes may arise as whether a “preemptive” equity contribution
would constitute an equity cure. To the extent a borrower intends to make a
preemptive equity contribution, it should notify the lender in advance to ensure its
treatment as an equity cure.

• The equity cure provision will generally include a standstill period. Upon receipt of a
Cure Notice, the lender will typically not be permitted to accelerate the loans or
exercise any remedies against the collateral on the basis of the breach of financial
covenant unless such breach is not cured within the specified period of time.
However, a default shall be deemed continuing for all purposes under the credit
agreement and the lender will not be obligated to make any additional advances or
loans during such period.

19



www.alston.com www.bhfs.com

Application of Equity Contribution Proceeds

• As noted above, an equity cure right operates by recalculating the
breached financial covenant on a pro forma basis to include the
equity cure proceeds. The question arises as to how the equity cure
proceeds will be treated.

• Increased EBITDA:
• In most cases, the equity cure provision will specify that EBITDA will be

increased by the proceeds of the equity contribution. The provision will also
typically state that EBITDA is increased solely for purposes of recalculating
the financial covenant and not for any other purpose (i.e., interest rates,
grower baskets, incurrence test to use negative covenant baskets, etc.).

• It is established market practice that cure amounts received in respect of a
specific fiscal period should be included going forward for any financial
covenant calculation that includes such fiscal period.

• Reduce Indebtedness:
• The lender may also require the borrower to use the proceeds to reduce

indebtedness.
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Special Note – Minimum Liquidity Covenant

• To the extent a credit agreement also includes a minimum liquidity
covenant, the parties may include an equity cure provision specific to
such covenant and separate from the cure provision addressing the
financial covenants that include EBITDA as a component.

• This liquidity cure provision will share similar controls and limitations
but the proceeds will be applied to increase the cash position of the
borrower.
• Lenders will often require that that the cash proceeds cannot simultaneously

be used to increase EBITDA or reduce indebtedness.
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Amount of Equity Cure

• Generally, the equity cure provision will specifically limit the amount
of equity proceeds to the amount required to cure the specific
default.

• The equity cure provision may also place a hard cap on an individual
cure amount as well as the cure amounts in the aggregate.

• Borrowers may be able to negotiate the ability to “over-cure” – use a
single cure to inject more cash than is needed to cure the specific
default, and carry any excess forward for future test dates.
• Lenders are more willing to allow an over-cure to the extent all or a portion

of the cure amount is required to be used to prepay the debt.
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Frequency

• The most common limitation on equity cure rights is a hard cap on (i)
the number of times that the cure right can be used during any
consecutive four fiscal quarter period and (ii) the number of times
that a cure right can be exercised during the term of the credit
agreement.

• Why is frequency limited? - Lenders want to ensure that the cure
right is being used to remedy a period of abnormal
underperformance and not to mask an ongoing, systematic
underperformance.

• Equity cures are typically permitted to be exercised twice in respect
of any four consecutive fiscal quarters. However, in certain deals, a
borrower may be further restricted from exercising a cure right in
respect of consecutive fiscal quarters.

• The maximum number of equity cures during the life of the financing
is typically four to five.
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Impact of Prepayment

• One point of negotiation in credit agreements is whether the
borrower will be required to make a prepayment with the cure
proceeds.
• The Lender will argue that the purpose of the cure is to bring the capital

structure back in line so there should be some de-leveraging.
• The borrower will argue that the funds should stay to cover any liquidity

needs.

• If the borrower is required to prepay the indebtedness in the amount
of the cure proceeds, language is typically included that specifies that
any indebtedness prepaid shall be deemed outstanding for the fiscal
quarter with respect in which the equity cure was made and any
subsequent fiscal quarters in which the calculation of EBITDA
includes the cure proceeds. If the credit agreement does not include
this language, it creates the potential for double counting, where the
borrower tries to apply the cure proceeds to reduce the
indebtedness while also increasing the EBITDA.
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Sample Provision:

[Section ABC]. Equity Cure. In the event that Borrower fails to comply with the Total Leverage Ratio (a
“Financial Covenant Default”) as of any “Testing Date” (as defined below), Borrower shall have the limited right to cure such
Event of Default on the following terms and conditions (such right, the “Cure Right”):

• If Borrower desires to cure the Financial Covenant Default, then Borrower shall deliver to the Administrative Agent irrevocable written notice of its
intent to cure (an “Equity Cure Notice”) no later than three (3) Business Days after the date on which financial statements and a Performance
Certificate as of and for the period ending on the last day of the Fiscal Quarter as of which such Financial Covenant Default occurred (the relevant
“Testing Date”) are required to be delivered under the Loan Documents. The Equity Cure Notice shall set forth the calculation of the applicable
Financial Covenant Cure Amount (as defined below).

• If Borrower delivers an Equity Cure Notice to the Administrative Agent, Borrower shall obtain a Specified Equity Contribution in an amount not less,
nor more, than the Financial Covenant Cure Amount no later than fifteen (15) days after the date on which financial statements and a Performance
Certificate for the relevant Testing Date are required to be delivered under the Loan Documents (the relevant “Required Contribution Date”). The
“Financial Covenant Cure Amount” shall equal an amount equal to the amount which, when added to EBITDA for such Fiscal Quarter then ending,
would result in Borrower being in pro forma compliance with the Total Leverage Ratio as of such Testing Date; and

• The Borrower shall have the right to exercise the Cure Right only four (4) times during the term of this Agreement and the Cure Right shall not be
exercised more than twice during any four (4) consecutive Fiscal Quarters.

• From the date of delivery of an Equity Cure Notice until the earlier to occur of the Required Contribution Date and the date on which Agent is
notified that the required contribution will not be made, the Event of Default resulting from the Financial Covenant Default for which the Equity
Cure Notice was delivered shall be deemed to exist for all purposes of the Loan Documents, including, without limitation, conditions to funding
(provided, that neither Administrative Agent nor any Lender may impose default rate interest, accelerate the Obligations, terminate any
Commitment or exercise any enforcement remedy against the Credit Parties or Unrestricted Subsidiaries solely as a result of such Financial
Covenant Default); and in the event the required contribution is not made by the Required Contribution Date, the default rate of interest may be
charged against the Obligations in accordance with the Loan Documents retroactive to the date the applicable Financial Covenant Default first
arose and the Administrative Agent and the Lenders shall have all rights and remedies available to them in respect of the outstanding Financial
Covenant Default as provided in this Agreement and the other Loan Documents and under Applicable Law.

• Upon the contribution of the Financial Covenant Cure Amount in cash to Borrower (through Parent), the Financial Covenant Default, and only the
Financial Covenant Default, shall be deemed to have been cured; provided, that, under no circumstances shall any Financial Covenant Cure
Amount be considered in determining (A) whether or not Borrower is in pro forma compliance with financial covenants to determine whether or
not an action that is conditioned upon such pro forma compliance may be taken by Parent, Borrower or any of its Subsidiaries or (B) any applicable
margin or interest rate.

• 100% of the proceeds of all Financial Covenant Cure Amounts shall be immediately applied in accordance with the waterfall for mandatory
prepayments under [Section XYZ] of this Agreement.

• “Specified Equity Contribution” shall mean, for any Fiscal Quarter, any cash equity contribution (other than through the
issuance of Disqualified Equity), made to the Borrower after the end of such Fiscal Quarter and on or prior to the day that
is fifteen (15) days after the day on which financial statements are required to be delivered for such Fiscal Quarter.
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Thank You
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