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In general, a buyer would like to receive 100% of the cash 
proceeds at close. That being said, a seller could benefit from a 
more flexible structure by being able to attract more potential 
buyers and possibly obtaining a higher price. This article will 
explore several financial structures that can be used to bridge 
the gap between buyers’ and sellers’ pricing expectations. 

Vendor takeback or preferred shares
When buyers lack sufficient capital to pay the full purchase price 
on closing, a vendor takeback (“VTB”) may be an option to 
consider. A VTB can be structured several ways. Typically, 
payments are made over a number of years. The debt owed by a 
buyer to the seller is subordinated to any debt issued by the 
primary lender and; therefore, can be at risk if the business fails. 
If the seller requires access to the full purchase price upon 
closing, it may be prudent to obtain funding from third-party 
lenders instead.

While financial institutions generally have an appetite to lend to 
new owners of a business, a buyer must be able to contribute 
some equity to the transaction. This equity may come from 
savings, refinancing personal assets, or family contributions. 
Sellers should be weary of buyers who approach them with 
offers to acquire the business with minimal equity, a large VTB, 
or a VTB paid over a very long period, as these significantly 
increase the seller’s risk.

Cash flow lending and leveraged loans
In a business transition context, qualifying cash flow lending 
transactions represent a unique opportunity to provide financing 
for acquisitions. In this case a lender will finance a portion of the 
acquisition price using specific parameters, mainly based on the 
profitability of the business. The main difference when compared 
with typical senior loans is that cash flow loans rely on the 
business’ ability to deliver cash flows rather than on the collateral 
(or assets pledged). For example, a mortgage uses a property as 
collateral, whereas cash flow lending uses the business’ ability to 
generate stable future cash flow.

As such, additional due diligence is generally required by lenders 
to assess this risk. Cash flow loans are frequently employed in 
connection with mergers and acquisitions, leveraged buyouts 
and balance sheet recapitalizations. These loans generally 
contain higher risk than other loans, as the borrowers carry high 
levels of debt relative to cash flow and asset values – making 
them more vulnerable to economic downturns, poor business 
performance, and rising interest rate environments.

Risks
The level of financing available will depend on the inherent risks 
related to the business. 

The purchase and sale of a business is a complicated and challenging process. Once a price has 
been agreed on, an important hurdle that buyers and sellers often face is the financing of the 
purchase price. This is primarily driven by the financial capacity of the buyer, and willingness of 
the seller to accommodate the buyers.

Financing Options 
When Buying or 
Selling a Business 



Financing Options When Buying or Selling a Business  

  2 of 2

April 2021

The main criteria assessed by lenders are: 

Stability of cash flow 
Since cash flow is the primary source of servicing and repayment, 
lending will be based on maintainable Earnings Before Interest, 
Taxes, Depreciation, and Amortization (“EBITDA”). As such, lenders 
will assess the cash flow stability by reviewing the industry 
cyclicality, business seasonality, vulnerability to fluctuations in 
commodity prices, foreign exchange and rising interest rate 
environments. In addition, potential payment obligations such as 
earn-outs, contingencies, vendor takeback, shareholder 
compensation and other payout arrangements will be considered.

Enterprise value 
Since there is often an asset coverage shortfall (lending value vs. 
fair market value of assets), leverage levels will be sized with 
the “Enterprise Value” in mind.

Capital structure and timeline 
De-leveraging is an important factor in successful cash flow 
transactions. Loans generally have a five to seven-year term and, 
as such, the company must have the capacity to repay.

Access to alternate forms of capital
Financial flexibility and access to alternate sources of capital 
(e.g., equity or subordinated debt sourced from an owner’s 
personal net worth or third-party investors/lenders) can be an 
important factor.

Covenants and guarantees
There are generally financial covenants required by the lenders 
and guarantees (personal and corporate) in the event of default. 
Structural features such as cash flow sweeps, limitations on 
debt, third-party guarantees, distributions, capital expenditures, 
etc., and debt service coverage covenants will be required.

Seek advice
There are several key considerations for financing a business 
transaction. The financing process should be given adequate 
attention and structured in context of the seller’s willingness to 
finance a portion of the sale (i.e., with a VTB), the risks related to 
the business and its capacity to borrow and repay. A BMO Business 
Advisory and Transition Planning Specialist can be a trusted 
resource in helping you understand the financing options for 
buying or selling a business.

For more information, speak with your BMO financial 
professional.
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BMO Private Wealth provides this publication for informational purposes only and it is not and should not be construed as professional advice to any individual. The information 
contained in this publication is based on material believed to be reliable at the time of publication, but BMO Private Wealth cannot guarantee the information is accurate or complete. 
Individuals should contact their BMO representative for professional advice regarding their personal circumstances and/or financial position. The comments included in this publication 
are not intended to be a definitive analysis of tax applicability or trust and estates law. The comments are general in nature and professional advice regarding an individual’s particular 
tax position should be obtained in respect of any person’s specific circumstances.

BMO Private Wealth is a brand name for a business group consisting of Bank of Montreal and certain of its affiliates in providing private wealth management products and services. Not 
all products and services are offered by all legal entities within BMO Private Wealth. Banking services are offered through Bank of Montreal. Investment management, wealth planning, 
tax planning, philanthropy planning services are offered through BMO Nesbitt Burns Inc. and BMO Private Investment Counsel Inc. If you are already a client of BMO Nesbitt Burns Inc., 
please contact your Investment Advisor for more information. Estate, trust, and custodial services are offered through BMO Trust Company. BMO Private Wealth legal entities do not 
offer tax advice. BMO Trust Company and BMO Bank of Montreal are Members of CDIC.  
® Registered trademark of Bank of Montreal, used under license.

All rights are reserved. No part of this publication may be reproduced in any form, or referred to in any other publication, without the express written permission of BMO Private Wealth.


