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If you’re in the market to buy a business, 
consider arranging your financing options 
well before you’ve identified a target 
and drafted your letter of intent. Early 
preparation could help you refine your search 
by showing how much you’re able to borrow 
on your own cash flow and assets, and the 
approximate financial health required in a 
target acquisition. It also may strengthen 
your position as a credible buyer with sellers and 
eliminate the embarrassing possibility of needing to 
cancel your bid because of a financing problem. 

Financing Sources 

For a prospective buyer, the four main sources of financing are: 1) banks, 2) private equity firms, 3) an initial 
public offering (IPO), and 4) seller financing. If you want to retain full control of your business, you probably 
want to rule out a private equity firm or IPO. While private equity and IPOs offer certain advantages, they 
require you to transfer equity to outsiders. 

Seller financing offers advantages, especially if you can’t find financing elsewhere. But if you have other options 
and don’t want to depend on seller credit, which might not be available, bank financing is a convenient, cost-
effective alternative.

Your existing bank is the best place to start financing discussions. However, if your bank doesn’t understand your 
business or industry, or doesn’t do much acquisition financing, consider finding another one that’s better suited 
to your long-term needs. Many banks specialize by industry, so investigate your options and take the time to find 
a lender that understands your company.

Bank Loans 

Once you’ve found a bank that’s interested in working with you, it will look at two aspects of your business and 
the acquired business:

1. Unsecured assets. These are assets that aren’t already held as collateral for an existing loan and will serve 
as collateral for the new loan or loans you seek.
  
2. Cash flow. The most common measure of cash flow is earnings before interest, taxes, depreciation, and 
amortization (EBITDA). Cash flow is relevant because it will be the source of funds to cover periodic interest and 
principal payments on any loans.
 
Bankers don’t make loans unless they’re comfortable with their recourse (collateral) in the event of default and 
the borrower’s ability to meet borrowing costs. In the case of loans to small and midsize businesses, banks often 
ask for personal guarantees from owners as well.
 
Multiple Loans

Your business’s assets may be able to support multiple bank loans. To determine how much to lend, the bank 
will look at asset classes separately, because each class has its own lending criteria. The bank’s policy might be 
to lend no more than 50% of the value of your inventory. It may, however, be willing to lend up to 80% of the 
market value of equipment.
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The interest rate will depend partly on the ratio of the borrower’s EBITDA to its senior funded debt, also known 
as the debt service “coverage ratio.” The higher the ratio, the lower the risk to the bank, and, therefore, the 
lower the borrower’s interest rate. The interest rate for small to midsize companies is typically one to two 
percentage points over the prime lending rate.  
 
Convincing the Seller 

Once you’ve identified a lender and an acquisition target, and performed your initial analysis of the potential 
deal, you’ll sign a letter of intent with the seller. The letter will state an asking price, and describe your financing 
strategy and other material deal terms. Even if the funds you’ve borrowed don’t cover the entire asking price, 
the letter will make a stronger case to the seller that you’re serious.

Indeed, the seller won’t have much incentive to let you proceed with due diligence if your financing ability is in 
question. And having lined up financing could be important if you’re competing with other prospective buyers. 
In the event of partial financing, the seller - and your bank - will understand that any remainder of the purchase 
price will be financed based on the assets and cash flow of the acquired business. 

Finally, if you line up financing beforehand, you reduce the remote possibility that your bank will significantly 
delay financing approval - or even deny the loan at the last minute because of a perceived problem with your 
financial position. If your bank has an issue with your assets or cash flow, it’s better to know about it sooner 
rather than later.

Key Step 

The advantages gained by positioning yourself with the seller as a well-qualified buyer could make the deal a 
reality. Ultimately, this can move the process along by accomplishing a key step early in the game. 
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