Debt Covenants:
An Essential
Accounting

Safeguard for the
Rent-to-Own Industry

Debt covenants are essential tools for ensuring the financial health and operational efficiency of a rent-to-own
business. These covenants, embedded within loan agreements, safeguard both the lender's investment and the
business's stability. Understanding and managing these covenants is crucial for rent-to-own (RTO) business owners.
The RTO industry, characterized by unique cash flow patterns and higher-risk customer profiles, necessitates
stringent financial controls. Debt covenants help mitigate risks by ensuring businesses maintain adequate liquidity,
avoid excessive debt, and adhere to operational benchmarks.

What is a Debt Covenant?

Debt covenants are agreements or restrictions imposed by lenders on borrowers as a part of loan or financing
agreements. They can take various forms and serve different purposes, but they generally fall into three main
categories: affirmative (or positive) covenants, negative (or restrictive) covenants, and financial covenants.

1. Affirmative Covenants: These require the borrower to actively maintain or perform certain actions. They
typically include requirements such as:

a. Maintenance of collateral.

b. Maintenance of adequate insurance coverage.

c. Submission of regular financial statements and other reporting requirements.

d. Compliance with laws and regulations.

2. Negative Covenants: These restrict the borrower from taking certain actions without the lender’s consent.
Negative covenants aim to protect the lender from actions that could increase the borrower’s risk of default.
Examples include:

a. Limitations on additional debt

b. Restrictions on dividend payments or share repurchases

c. Limits on asset sales or acquisitions

d. Constraints on changes in business operations or ownership

e. Restrictions on investments or loans to other parties
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3. Financial Covenants: These impose requirements related to the borrower's financial condition and
performance. Financial covenants are used to ensure the borrower maintains a certain level of financial health
throughout the term of the loan. Examples include:

a. Minimum liquidity ratios (e.g., current ratio, quick ratio).

b. Maximum leverage ratios (e.g., debt-to-equity ratio, debt service coverage ratio).
c. Minimum profitability measures (e.g., EBITDA margin).

d. Capital expenditure limitations.

How do Debt Covenants Impact the RTO Industry?

Debt covenants impose specific conditions on RTO companies, affecting their capital structure, liquidity, and
operational strategies. Debt covenants ensure financial discipline and mitigate risks by restricting debt levels,
requiring liquidity, and enforcing financial ratios. They also necessitate regular reporting and compliance, fostering
transparency. However, strict covenants can limit growth opportunities and strategic investments. Understanding
and managing these covenants is essential for RTO business owners to navigate financial challenges, maintain
stability, and achieve sustainable growth. Here's how:

Capital Structure and Debt Levels: Debt covenants often restrict a company's ability to take on debt relative to
its earnings or assets. For RTO companies, which typically finance their inventory and operations through debt,
these restrictions can limit their ability to expand or manage their cash flow effectively.

Liquidity and Working Capital: Many debt covenants require companies to maintain certain levels of liquidity
or working capital. In the RTO industry, where cash flow management is crucial due to the reliance on receiving
installment payments from customers, failing to meet these requirements could hinder day-to-day operations and
cash flow.

Financial Ratios and Performance Metrics: Debt covenants often include financial ratios such as debt-to-equity
ratio, interest coverage ratio, or leverage ratios. For RTO companies, which rely on a mix of revenue from rentals,
sales of leased goods, and service fees, these ratios must be carefully managed to avoid breaching covenant
thresholds and potentially defaulting on loan agreements.

Reporting and Compliance: RTO companies must provide regular financial statements and compliance reports
to lenders in accordance with debt covenants. This ensures transparency and allows lenders to closely monitor the
RTO's financial health.

Impact on Growth and Strategy: Strict debt covenants can limit the RTO company’s ability to invest in new stores
or expand inventory, which can affect long-term growth strategies and market competitiveness.

Cost of Financing: RTO companies with strong compliance with debt covenants may benefit from lower interest
rates or better terms on their debt. Conversely, breaches or close calls with covenant thresholds could lead to
higher borrowing costs or restrictions on future financing options.
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Risk Management and Default Risk: Debt covenants help lenders manage risk by imposing operational and
financial constraints. For RTO companies, adherence to these covenants reduces the risk of default, which could
otherwise occur due to volatile customer credit profiles or economic downturns affecting consumer spending.

Business Impact

Debt covenants are crucial in shaping financial strategy, operational flexibility, and risk management in the RTO
industry. Businesses must navigate these constraints while pursuing growth and profitability objectives. A CPA who
specializes in the RTO industry can help play a vital role by ensuring accurate financial reporting and monitoring
key metrics stipulated in covenants. They provide insights that help align financial strategies with covenant
requirements, optimize operational performance, and identify risks early. By managing compliance effectively,

a business can maintain lender confidence, potentially lower borrowing costs, and support sustainable growth
despite covenant constraints in the RTO sector.
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