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Financing a business acquisition in today’s market
Katrina Loftin-Winkel, 2/6/2012

Buying a business can be challenging in today’s market, yet there are still several financing
options for business acquisitions. If you’re considering buying or selling a business in the near
future, it’s a good idea to understand the different financing options that exist.

SBA: SBA recently raised its limits for business acquisitions to $5 million, so this opens SBA
financing toa wide range of businesses. Despite news that banks are not lending, there are a lot of
SBA deals coming together right now. The key factors are a profitable business, a buyer with
strong experience and 10-20 percent cash asa down payment. Most lenders are requiring the
sellers to offer seller financing for a portion of the purchase price, usually 10-20 percent. In
addition, buyersare required to personally guarantee the loan and they may have toprovide
additional security in the form of other assets they may own. Experience and down payment are
the key components of an SBA deal. The upside is it ischeap money for the buyer, and the seller
will usually get 80 percent of the purchase price up front in cash. The bad news for sellersis they
usually won’t see payments on the seller note for a year or twoand they are only secured by the
business assets in second position tothe bank. For buyers, the downside isthey may have to
pledge everything they own in addition to a personal guarantee. Ratesvary by bank but
generally range from prime-plus-2 to prime-plus-2.75 percent floating or 5.25 percent to 6
percent. It isalways a good idea talk tomore than one lender for an SBA loan. Some banks like
certain ty pes of businesses better than others.

401(k)/retirement plan rollover: Thisisa great way to fund all or part of the purchase price. In
essence, the buyer becomes the bank. There are a lot of rules associated with this ty pe of funding,
so it isim perative to contact a professional for this ty pe of transaction. In sim ple terms, y ou
transfer your retirement account to a service company (much likea 1031 exchange
intermediary). They will act asyour trustee and purchase shares of the new company. By doing
thisyou can accessyour retirement account without having to take a taxable distribution. You
can also mix this capital with other sources of funds. Thisis an interesting option particularity in
light of the volatility of the stock market. The buyer isin control of his own financial success and
this allows the buyer tocome intothe acquisition with decreased or no debt. The downside of this
type of financing isthat in the event the business fails, the buyer may lose hisretirement funds.
Traditional bank financing: Basically very similar to SBA financing as far asrequirements. Banks
like to see a strong buyer with an adequate down payment, usually 10-20 percent of the purchase
price. Having real estate in the deal is helpful a traditional commercial loans. A/R funding: This
can be helpful in bridging the gap between the seller’s expectations and the buyer’s available
cash aswell as provide the buyer operating capital they may need to operate the business once
they take over. Thisisnot A/R factoring. A company will purchase some of the receivables
(usually 60 percent or less) and charge a daily fee until they are paid. The cost of this ty pe of
financing is high, however these are usually very short term loans so depending on the cash
needs of the parties, A/R funding is a good way to obtain cash in aslittle as four to five days. Seller
financing: Over the past few years, seller financing has been a key element in getting businesses
sold. There is a lot of upside to this type of financing. 1. The seller is the bank, the seller makes the
decision on who they will finance, how much down they will accept, the interest rate, and the

term. 2. They are in first position. If the buyer defaults they can take business back quickly
without delay from other lender and get it back on track if necessary. 3. This option may offer a
tax benefit tothe seller. The seller can defer some of the tax due on the sale of the business until
full payment is received, which could be several years down the road. 4. This will usually result
in a faster sale; a ty pical SBA loan could take 45 daysor longer. Seller financing sends a strong
message to the buy er that the seller is confldant in the business. Of course, there are down51des If
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the seller has debt that needs to be paid ott, this option may not work and in the event the buyer
defaults the business could be damaged. The only downside for buyers is seller financing usually
comes at a higher rate than SBA or traditional financing and may require a larger down
payment. Earn-outs: Earn-out financing involves a certain dollar amount agreed on by the buyer
and seller to be paid to the seller based on the performance of the company after the transaction is
com pleted. Earn-outs can be structured in a variety of waysand can be based on different
financial benchmarks such asa company’srevenues, gross profits or net income. Earn-out
financing is often used for com panies that are in a turnaround situation or when buyers are
purchasing on potential, rather than on historical cash flow. Earn-outs are tricky and can carry
risk for both parties. It is essential tohave earn-outs written properly by a qualified professional
and make sure they are thoroughly understood by all parties.

Buying a businessis more than likely one of the most expensive and im portant purchase y ou will
ever make, it isimperative to have qualified professionals guide you through the process. A
knowledgeable business broker can guide you through the options and help you chose the method
of financing that isright for your particular situation.

Katrina Loftin-Winkel ismanaging director of BTI Mergers & Acquisitions. Contact her at 828-
5400 or kwinkel@att.net.
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