
Despite those indicators, dealer financing 
opportunities are limited, mostly due to the 
lingering financial and psychological effects of 
the downturn in the housing market. This white 
paper will address what type of financing could 
be available, the cost and risks associated 
with different kinds of financing, and our 
recommendation for contacting potential 
financing sources. 

Along with a poor financing environment partly 
caused by the housing market downturn, several 
other factors contribute to business failures. 
Exhibit A lists several top reasons. When you, as 
an owner and/or operator, begin to think critically 
about your company’s shortcomings, keep in 
mind that if any of these factors apply to your 
organization, they will need to be resolved in 
your business plan. Even if they don’t currently 
exist, both policies and procedures need to be 
established to avoid them.

FINANCING TYPES/ALTERNATIVES

Fundamentally, there are two types of financing: 
equity financing and debt financing. This 
white paper will explore the advantages and 
disadvantages of both types, but before choosing 
one, you should ask yourself these questions:

•	What	is	your	appetite	for	personal	financial	 
and business risk?

•	What	is	the	expected	return	on	your	and/or	
shareholders’ investment?

•	What	is	the	company’s	credit	history	and	its	ability	
to repay debt in the event of default?

•	Are	you	willing	to	relinquish	ownership	 
and/or control in the company?

•	Does	the	company’s	balance	sheet	favor	supporting	
one type of financing over another?

Along with answering those questions, you need 
to know the company’s total debt-to-equity 
ratio, which is the number of dollars the 
company has borrowed (debt) compared with 
the dollars you and/or your shareholders have 
invested in the company (equity). Calculate 
this ratio by dividing total debt (short- and 
long-term interest-bearing debt and any leasing 
arrangements) by shareholders’ equity (including 
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Housing market indicators are being released each week that reinforce the 

sentiment of continuing sector improvement for 2012. Recently, the Census 

Bureau reported that privately owned housing starts in December rose 24.9 

percent from the December 2010 rate to a seasonally adjusted annual rate of 

657,000. Privately owned building permits in December climbed 7.8 percent to 

a seasonally adjusted annual rate of 679,000, while existing home sales rose 5 

percent that same month to a seasonally adjusted annual rate of 4.61 million. 

In February, the NAHB/Wells Fargo Housing Market Index increased for the fifth 

consecutive month to 29, its highest level since June 2007.

Exhibit A — Top Reasons for Business Failures1

1. Lack of Experience

2. Insufficient Capital

3. Poor Location

4. Poor Inventory Management

5. Overestimate in Fixed Assets

6. Poor Credit Arrangements

7. Personal Use of Business Funds

8. Unexpected Growth

1See Ames, Michael, Small Business Management (Eagan, MN: West Publishing Co., 1983).



retained earnings). There are numerous other 
ways to measure financial leverage, but in this 
paper, we will use the debt-to-equity ratio.

Generally, a high debt-to-equity ratio means a 
company has aggressively financed its growth, 
and possibly its working capital, with debt. 
Financers may consider this high risk, because it 
could hurt not only the company’s ability to cover 
its variable costs, but also its claim on the assets 
backing the debt securities should bankruptcy 
occur. Conversely, the more equity owners/
shareholders have invested in the business, the 
less risky financing sources will consider the 
investment. That’s because of the following: 

1. In the event of closure, equity holders are at the 
bottom of the hierarchy for asset claims. 

2. Higher levels of equity investment by owners/
shareholders support 
tighter governance 
controls and indicate 
commitment by the 
individual owner/
shareholder to being a 
profitable operation. 

3. Higher amounts of 
equity, coupled with 
manageable debt levels, 
provide resilience against 

industry cycles. 

Another way to think 
about financial leverage 
is the company’s 
sensitivity to economic 
conditions. Relative to 
an unleveraged company 
and all other things being 
equal, a highly leveraged 
company will perform better in a healthy 
economy and worse in a weak one.

If your firm has a low debt-to-equity ratio 
(below 0.2) and is effectively covering variable 
and fixed costs, you may want to consider debt 
financing. Conversely, if your company has a 
high debt-to-equity ratio (greater than 1.0), 
you should consider increasing your equity in 
the company for additional funding, or, prior to 
seeking debt financing, investing equity capital 
to ensure an appealing debt-to-equity ratio. 

DEBT FINANCING 

Debt financing means borrowing money that must 
be repaid over time, usually with interest. It can be 

short-term, with full repayment due in less than 
a year, or long-term, with repayment due over a 
period greater than one year. The lender does not 
gain an ownership interest in the business, and 
debt obligations are typically limited to repaying 
the loan principal along with interest on the 
principal. Loans are often secured by some or all 
of a company’s assets. Lenders could require the 
borrower’s personal guarantee. Such a guarantee 
ensures that the borrower has sufficient personal 
interest at stake in the business. If default occurs, 
this grants the lender the right to claim personal 
assets, should the company’s assets be insufficient 
to satisfy the outstanding debt.

Loans may be obtained from a variety of 
sources, including commercial and retail banks, 

savings and loans, 
commercial finance 
companies, private 
investment groups, and 
government-sponsored 
loan programs. In 
recent years, state and 
local governments have 
recognized the positive 
economic impact 
of small businesses 
and have developed 
programs to encourage 
their growth. Family 
members, friends, and 
former associates can 
be potential sources, 
too, especially when 
capital requirements 
are smaller.

• Asset-Backed Loan/Secured Debt — 
Normally, an asset-backed loan (ABL) is 
obtained from a commercial bank. It is secured 
or backed by specific assets and allows an 
asset-heavy company to obtain financing 
for growth or working capital. If the loan is 
not repaid or default occurs, assets used as 
collateral are claimed by the creditor. Typically, 
ABLs are collateralized by real estate, inventory, 
accounts receivable, machinery, and other 
types of rolling stock and equipment. Usually, 
the amount of the loan or revolving credit line 
is based on a percentage of the value of the 
collateralized assets and varies according to the 
quality of those assets. 
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• Unsecured Debt/Credit Lines —  
This is short- or long-term debt that is not 
collateralized by certain company assets. In the 
event of bankruptcy, the unsecured creditor will 
have a general claim on company assets only 
after specific collateralized assets are assigned 
to any secured creditors. Credit card debt and 
credit lines with vendors are typical types of 
unsecured debt for smaller companies.

• Capital and Operating Leases —  
Due to the contractual obligation, specific 
time, and fixed cost of a lease payment, capital 
and operating leases should be considered 
debt financing. Capital leases provide an 
alternative to more traditional debt financing 
if the company has a more immediate need 
for equipment. While certain conditions must 
be met for a lease to be defined as a capital 
lease, the main points to remember are that 
the company has legal ownership of the asset, 
resulting in that asset being recorded on the 
balance sheet along with depreciation and 
interest expenses associated with the lease 
payments booked to the income statement. 
Once the term of the capital lease has expired, 
the company usually has the option to purchase 
the equipment. For operating leases, the lessor 
transfers the right to use the asset — often real 
estate. At the end of the lease term, however, 
the company returns the asset to the lessor, 

resulting in the asset not being recorded on the 
balance sheet and the lease expense treated as 
an operating expense. 

• Convertible Debt — Convertible debt is 
a loan that may be converted into shares of 
common stock (equity) in the company or 
potentially cash, if certain criteria are met. 
Typically, convertible debt has a lower interest 
rate than an ABL or unsecured debt for two 
reasons: The security carries an additional upside 
return for the investor through the option to 
convert the value of the principal to equity, while 
the stream of cash from interest-rate payments 
provides the investor with downside protection. 
The major benefit to the company is a lower 
interest payment today; however, the potential 
cost tomorrow could be the dilution of the 
stake held by owners and other investors. As 
a result, the blended cost of convertible debt 
makes it more expensive than more “vanilla” 
debt instruments. Likely sources for convertible 
debt financing will be from more nontraditional 
financing institutions, such as private equity 
groups that also have debt investment 
capabilities, merchant banks, hedge funds, family 
offices, and other private, wealthy individuals.

• Factoring — Factoring is financing provided 
to the company by selling its accounts 
receivable to a third party at a discount to 
the face value. Many commercial banking 

institutions have receivable funding groups, 
and there are also a number of companies that 
focus only on factoring receivables. There are 
four major differences between a bank loan, 
such as an ABL, and factoring:

1. The amount of cash advanced depends upon 
the creditworthiness of your customers, not the 
creditworthiness of the company. 

2. The amount advanced is based only on receivables. 

3. Under most circumstances, the cost and fees 
associated with factoring could exceed other types 
of financing. 

4. Factoring receivables is the sale of a financial asset. 
Once the advance is made, the company no longer 
has a claim to the invoice. 

EQUITY FINANCING 

Because equity financing creates little or no 
impact to the income statement (excluding 
one-time expenses that could be associated 
with the equity raise), it may seem like the 
cheapest way for your company to finance 
operations. Under normal circumstances, the 
cost of equity will always be higher than the 
cost of debt, because if a company fails, its 
shareholders will be the last to claim its assets. 
In addition to a higher expected return, some 
equity holders may also have the right to be 
involved with the operational and management 
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decisions affecting the company. Depending on 
the percent ownership stake in the company 
and the terms of the investment agreement, 
the equity investor’s involvement can range 
from being a silent partner to overseeing the 
day-to-day operations.

Sources of equity financing include current 
shareholders, private equity groups, hedge 
funds, employees, and vendors. Generally, the 
larger, more financially sophisticated an investor, 
the more rigorous the requirements will be to 
oversee the investment. Two types of equity 
financing are available for funding needs: 
common equity and preferred equity.

• Common Equity — This is financing in 
which the investor provides the issuer 
with cash or other assets in exchange for 
ownership or voting shares in the company. 
In the event of closure or bankruptcy, 
common equity investors receive any funds 
remaining after creditors, accrued liabilities, 
accounts payable to vendors, and preferred 
stockholders are paid. Although highly 
dependent on the shareholders’ agreement, 
common equity usually gives the investor the 
right to vote on certain matters, such as the 
election of directors; strategic and operational 
objectives; and other capital structure 
decisions. Common equity does not carry with 
it a guaranteed or fixed dividend. As a result, 
returns are highly dependent on the financial 
performance of the company and the ability 
of the holder of the common equity to exit or 
sell the investment.

• Preferred Equity — Preferred equity 
has certain characteristics in common with 
both debt financing and common equity. 
First, preferred equity is senior in the asset 
claim hierarchy to common equity, but still 
subordinate to creditors and other balance-
sheet liabilities. Second, preferred equity 
usually has a dividend payment associated 
with it, similar to that of an interest payment 
on debt. Finally, because of preferred 
equity’s higher likelihood of return relative 
to common equity, holders of preferred 
equity generally have no voting rights. Some 
offerings may involve warrants —  the right 
to purchase additional common equity in 
a company at a particular price during a 
specified period of time. Sometimes, warrants 
are included as part of the issuance of debt 
or preferred equity shares to attract investors 
by increasing the potential yield or rate of 
return on the investment.

CAPITAL SOURCING CONSIDERATIONS

When the time comes to begin seeking potential 
financing sources, take a pragmatic approach 
to where you look and whom you contact first. 
While there is no defined set of rules for which 
financing sources should be contacted first, 
there are tactical reasons for contacting them in 
a certain order. Here are our recommendations:

1. Executive management and owners should always 
consider internal sources of capital first. Existing 
debt and equity holders, current management, 
employees, landlords, and suppliers could be 
considered as possible funding resources. Existing 

assets that are underutilized could also be sold, 
and if the company currently owns the facility and/
or property, liquidity might be available through 
a sale-and-leaseback transaction. Each of these 
groups is a known entity that is familiar with the 
company and should be given first consideration 
when seeking potential investors. 

2. As a secondary resource, consider the company’s 
professional support team, including accountants, 
legal counsel, financial advisors, and consultants. 
They should be able to provide a point of contact 
for potential sources of funds.

3. Contact local banks that are outside your 
lending group. Other local banks will be familiar 
with your business already, and may be willing 
to offer superior terms or invest additional 
capital and resources. 

4. Contact local public institutions, wealthy 
individuals, and real estate investors. Often, many 
local government entities, county and state entities, 
local politicians, and some national entities can 
provide some type of assistance. Two excellent 
resources are your local Chamber of Commerce 
and the Small Business Administration. 

5. Contact private equity investors. Although highly 
dependent on the firm’s investment strategy, 
private equity investors may be willing to purchase 
an ownership stake in the company or offer the 
company debt financing to help fund operations 
or future growth. In exchange, most private equity 
investors will seek active roles in the company’s 
operations, governance, and financial management. 

CONCLUSION

Despite our industry being poised for a 
long-term recovery, financing sources continue 
to resist investment in the building materials 
segment. This means that preparation and 
planning become even more critical to position 
your company for growth and success.

Whether seeking debt or equity capital, 
it is critical that you take steps to create 
a thoughtful and complete business plan, 
prepare a comprehensive financial history and 
projections for the coming years, and identify 
what steps can be taken to improve the 
financial performance of your company. Just 
as important is that you, as a business owner, 
take stock of your goals for the company and 
your willingness to make any necessary trade-
offs, depending on which type of investment 
you ultimately seek to attract.

Exhibit B — Financing Alternatives by Increasing Cost of Capital and Investor Risk
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The current economic challenges have 
impacted the construction business in 
many ways. New home starts are down, 
stricter financial requirements make it 
difficult to borrow money, and high fuel 
prices are driving up costs. To get ahead, 
LBM dealers have to work smarter and find 
a unique advantage in the market. 

The right technology can provide market 
advantage. It manages sales and margins, 
provides information to help increase sales 
to existing customers and lower overhead, 
manages inventory levels, and includes 
e-commerce. With competition more 
prevalent than ever, the following can add 
up to a big advantage: 

•	Access	to	accurate	information 
Businesses need accurate information to 
make decisions that drive sales, profits, 
and customer retention. The dealer needs 
to know where to buy products at the 
lowest cost and effective ways to sell those 
products and reduce overhead.

•	Providing	accurate	cost	estimates	
A sales management tool that allows 
quotes and other details to be entered 
once and then carried through the entire 
process provides accurate estimates and 
better customer service. 

•	Minimizing	costs	
Reporting helps business activities to be 
analyzed, understood, and made cost-
efficient. Inventory is kept at appropriate 
levels instead of there being too much 
or too little on hand. Comparing prices 
between vendors and suppliers is another 
way to minimize costs. 

Sponsored by ECi Advantage

HOW TECHNOLOGY CAN HELP STREAMLINE  
LBM OPERATIONS BY INCREASING EFFICIENT  
USAGE OF MANPOWER, MONEY, AND TIME

•	Maintaining	a	positive	cash	flow	
Knowing cash flow requirements 
is important. A true picture of the 
business lets you maintain inventory 
at appropriate levels so that cash isn’t 
overcommitted to inventory. The impact 
of increases in pricing or sales relative 
to expenditures can be predicted, and 
expenditures can be planned.

•	Providing	excellent	customer	service	
An integrated system saves time in 
the “back office,” allowing you to sell 
product and satisfy customers. Providing 
information online is a win-win. Customers 
don’t have to depend on you to access 
account information. Likewise, good 
customer service doesn’t require staff and 
time, improving efficiency.

THE SOLUTION: A FULLY INTEGRATED, 
BUSINESS MANAGEMENT SYSTEM 
THAT’S AFFORDABLE

Running a successful LBM business today 
means managing multifaceted operations. 
It’s not practical to use several software 
systems to manage operations. A business 
system must meet all of the challenges 
mentioned above and remain affordable. 

THE BENEFITS OF ECi ADVANTAGE
ECi Advantage offers the business 

management, analysis, and productivity 
tools needed — all at an affordable cost that 
includes more standard features than any other 
software and free upgrades for life. In addition, 
Advantage provides these differentiators:

Flexible	platform: Java-based and n-tier 
technology that can run on Microsoft 
Windows®, Mac® or Linux® lets you choose 
computers that best suit your business. From 
one store to 100, from five POS stations to 
5,000, it is suitable for the needs of small 
enterprises while offering medium and 
complex businesses functionality.

Shortest	implementation	time	in	the	
industry:	Advantage technicians are onsite 
working with you and your employees to get 
your business up and running — translating 
to less downtime. 

Fully	integrated:	Advantage is a fully 
integrated system comprised of an 
accounting package, POS system, inventory 
management, purchasing, vendor 
communications, business intelligence, 
customer relationship management, 
delivery/truck management, estimating/
quoting, advanced reporting, document 
management for a paperless environment, 
and more. 

Web	tools	for	an	interactive	online	
presence: The ECinteractive storefront lets 
customers place orders and maintain their 
accounts online. Providing online access 
improves customer satisfaction and creates 
a professional image. 

Training: A variety of training options 
are available, including onsite training, 
individual phone sessions, live training, 
and webinars. 

Customer	service:	ECi is renowned for 
its customer service. All support staff is 
versed in the software and respond quickly. 
Support is available 24/7/365.
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About ECi Advantage
ECi Advantage software reflects 30 years of 
experience in LBM, hardlines, and related 
industries. It offers the lowest total cost of 
ownership and the shortest implementation 
time in the industry plus unparalleled 
technical support. Advantage adapts to the 
way you do business — we never require you 
to change to fit the software. Scalable from 
one store to 100, from five terminals to 5,000, 
Advantage gives you the ability to grow. As 
part of the ECi family of business solutions, 
Advantage is committed to providing the 
most current technology, serving the LBM 
industry, and helping our customers succeed. 
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