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term loans and lines of credit are common and 

useful, but typically used for different reasons at 

different points in your business. 

Most businesses require some kind of outside 

capital as they grow, 

whether in equity or debt, and when it comes to debt, 

term loans and lines of credit are common and useful. 

In this paper, we will walk you through the 

differences between the two loans options and help 

you understand when you might choose one over 

the other. 
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Small and medium-sized businesses (SMBs)—
defined as companies with fewer than 500 
employees—account for nearly 99% of all 
businesses in the United States and employ 
roughly 49% of all private sector workers. SMBs 
comprise more than half of the U.S. non-farm gross 
domestic product making them a crucial part of a 
sustainable economy.

To maintain growth and profitability, SMBs have a 
persistent need for affordable financing, regardless 
of the markets they serve or the specific product 
they offer. While a few businesses may chug along 
based on owner investment alone (known as 
“bootstrapping”), most depend on external funding 
of some kind to grow, expand, invest in sales 
and marketing, support operations, and hire key 
employees. Acquiring the funds, however, can be 
extremely taxing when it comes to raising capital 
from investors, and many business owners wish to 
avoid equity dilution altogether. This is when debt 
financing, which is cheaper than equity in the long 
run, comes in handy. 

When it comes to securing outside financing, SMBs 
face unique challenges—limited assets to pledge 
as collateral, an inability to raise funds through 
public equity offerings, and small or inconsistent 
revenue streams—that sometimes leave them with 
no reasonable debt options in terms of structure 
and pricing. Fortunately, a number of modern 
lenders have emerged since the last recession 
that offer funding relief to SMBs and can compete 
on things like pricing thanks to technology-driven 
models that improve efficiency.

Term loans and business lines of credit are the 
most common non-equity financing options 
available to SMBs in the current marketplace. 
The two options are often (and mistakenly) used 
interchangeably causing some confusion as to 
which type of financing is truly in an organization’s 
best interest. Whether you choose a line of credit or 
a term loan will depend on your business’s lifecycle 
stage, how you intend to use the cash, and several 
other factors. Entrepreneurs need to understand 
the characteristics of each loan structure in order 
to choose the option best suited for their particular 
financing needs. 

introduction
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A business or commercial term loan is a financing 
agreement in which a bank or other financial 
institution lends a lump sum amount of funding 
to an enterprise. The borrower repays the total 
amount borrowed over a set period of time plus 
any interest accrued and closing costs. Term loans 
have amortization schedules similar to a mortgage 
or vehicle loan, and collateral may be pledged to 
mitigate some of the risk taken on by the lender.

Repayment terms for intermediate commercial 
term loans vary by lender, but can be as short 
as a few months or extended up to three years. 
Long-term loans typically have a repayment period 
of 5 to 10 years, but may extend to 20 years for 

substantial amounts. The required payment is due 
daily, weekly, monthly, or quarterly depending on 
the structure of the loan, and in some instances 
a balloon payment at the end of the term is due 
to pay off the outstanding balance. Term loans are 
characteristically offered with a fixed interest rate 
that is locked in at the time the financing agreement 
is approved and applied to the full amount borrowed 
from day one.

SMBs can use a business term loan for whatever 
they deem necessary, be it equipment, commercial 
real estate, or growth capital. 

What is a Term Loan?
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A commercial line of credit is a financing 
arrangement between a lender and a business in 
which a maximum credit limit is established and 
the borrower may draw funds as needed. In many 
ways, a commercial line of credit functions like a 
credit card. A financial institution provides the line 
of credit and sets the maximum funding amount 
based on different factors such as revenue, assets, 
and financial health. The borrower can access 
funds up to the limit at any time, and interest isn’t 
charged on unused funds.

A business line of credit differs from a term loan in 
that repayment can be flexible. Recurring payments 
are still required as they are with a term loan, but 
repayment may be interest-only and is limited to 
the total amount drawn. As you pay back what 
you borrowed, those funds become available to 
you again. Be sure to read the fine print in any 
term sheet or contract, as many lenders charge 
minimum usage fees among other fees that may 
be hidden or hard to calculate.

When a bank or other lender provides a line of credit 
to a business, it is either secured or unsecured. 
When a line of credit is secured, assets are used 

to collateralize the line of credit and in the case of 
default, the lender would seize the assets to try to 
recoup the lost funds. Assets can include inventory, 
accounts receivable, and other kinds of balance-
sheet assets. Depending on the lender, a line of 
credit can be tied to a variable or a fixed interest 
rate. Most borrowers prefer fixed rates as the total 
cost of borrowing is more predictable. However, a 
fixed rate on a line of credit may be slightly higher 
than that of a term loan given the additional benefits 
including flexibility in drawing and repayment. 

SMBs can use a business line of credit for generally 
any reason—to finance growth, shore up lumpy 
cash-flow, increase available inventory, or deal with 
slow-paying customers.

What is a line of credit?
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Term loans for SMBs offer certain advantages over 
lines of credit, including:

 + Steady interest rate: Term loans are 
most commonly issued with an interest rate 
that will not fluctuate over time, offering a 
predictable, stable financing solution.

 + Fixed repayment: The amortization of a 
term loan allows SMBs to secure funding with 
a known principal and interest payment that 
remains consistent in amount and due date 
for the duration of the loan. 

 + Full funding: Term loans are paid in a single 
lump sum at the time a company’s application 
is approved, providing the total amount of 
funding necessary to meet operational needs. 

 + No ongoing fees: Term loan borrowers 
are assessed an initial funding or processing 
fee from most lenders, but no ongoing fees 
above and beyond principal and interest 
payments are charged. 

While there are some distinct advantages to term 
loans, drawbacks do exist. The disadvantages of 
term loans include:

 + Restrictive future borrowing: 
Financial institutions may place certain 
restrictions on collateral used to secure a 
business term loan, restricting the availability 
of future borrowing opportunities.

 + Over-borrowing: Because term loans 
are funded in a single sum, companies have 
a tendency to borrow far more than is actually 
required to fund growth or for other business 
needs. This leads to unnecessary interest 
costs associated with carrying the loan to its 
full term. Under-borrowing can be a problem 
as well.

 + Required collateral: A number of 
financial institutions offering term loans require 
collateral such as equipment, real estate, or 
inventory to be pledged in order to offset the 
potential for financial loss should the borrower 
default. 

 + Substantial repayment burden: 
Fixed monthly payments can be relatively high 
depending on the total amount funded, which 
can cause repayment issues should cash-
flow challenges arise at any time during the 
loan.

 + Fees on early payback: Common in 
the payday lending world, some term lenders 
charge a fee when you pay back your loan 
early.

Term Loan : Pros and Cons
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A business line of credit is advantageous for SMBs 
because it offers the following:

 + Flexible repayment: Unlike the rigid 
repayment schedule of a term loan, lines of 
credit only require repayment when funding is 
used. Repayment is based on the total amount 
borrowed in a given period as opposed to the 
full credit line available. 

 + Interest-only terms: Some financial 
institutions offer business lines of credit 
with interest-only repayment requirements, 
ultimately leaving the borrower with more cash 
on hand to use for growth or shoring up cash 
flow. 

 + Revolving access to funding: Lines 
of credit are revolving accounts, meaning 
they are available to the borrower as long as 
payments are made and credit is available. 
This provides ongoing access to financing 
unlike the one-time funding available through 
term loan solutions. 

 + No over-borrowing: Lines of credit 
offer flexible and ongoing access to funding 
that typically has a limit. Each repayment 
makes more cash available on the line, so 
businesses rarely find themselves in the 
position of borrowing too much. 

Commercial lines of credit have disadvantages as 
well. They include:

 + Potentially higher interest rates: 
This varies greatly among lenders, but fixed-
rate lines of credit may carry higher interest 
rates than term loans depending on the 
credit quality of the borrower and the lender 
providing the funding. 

 + Fees: Lines of credit may carry certain fees not 
associated with term loans, including charges 
for accessing the line of credit or initial funding 
expenses. Some hide additional fees in their 
contracts.

 + Not a great reactive solution for 
some borrowers: Lines of credit are 
best suited for companies that have yet to 
need financing, but know the need will arise in 
the future. Lines of credit (or debt solutions in 
general, for that matter) are not always a smart 
solution for businesses already experiencing 
cash-flow issues.

Line of Credit : Pros and Cons
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One of the most substantial differences to SMBs 
that take on a term loan versus a line of credit is 
true cost. To help you fully understand the variance 
between term loans and lines of credit in terms of 
actual cash outlay, let’s take a look at an example. 

The term loan option provides you with the full $1 
million in a single lump sum with an origination fee of 
1.5% (or $15,000) and a fixed interest rate of 12%. 
Alternatively, the line of credit option provides a 
credit limit up to $1 million with the same origination 
fee and an interest rate of 19%. Seems obvious that 
12% is less than 19%, right? But wait, not so fast. 

Let’s say you company is in need of $1 million to 
fund extensive growth over the next 24 months and 
is considering a term loan vs. a line of credit. Here 
is a look of your true cost of capital over the first 
year. 

The initial cost of financing—the origination fee—is 
equal for both the term loan and line of credit, but 
the variance in true cost comes into play over time. 

Business Case Study

Term note Interest Only

Desired Credit Amount

Origination Fee
Charged / Utilization
Interest Rate
Aggregate Cost

$1,000,000

$15,000

$120,000
$135,000

$1,000,000

$15,000
varies based on funds deployed
$190,000
$88,627

1.50%
100% on the loan
12%

1.50%

19%

        revolving credit line
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In the term loan scenario, you are charged 
interest on the full $1 million for the duration of the 
loan, which means that each time a payment is 
made it includes the principal payback amount plus 
interest. Thus, each month, you have to make a 
payment of $11,250 regardless of how much of 

In the line of credit scenario, interest 
accrues only on the amount borrowed and payment 
is due only when funds are drawn from the line. 
Over time, if you only use a portion of the full credit 

the total $1 million in funding was actually used for 
business operations or growth. Throughout the first 
year of the term loan, an aggregate cost of $135,000 
is spent to repay the financing agreement. 

line each month, the aggregate cost of repaying 
the line of credit is less than that of the term loan, 
without the risk of borrowing too much.

1

1

month

month

Cash cost $

Percentage

Cash cost $

Percentage

100%

65%

11,250

10,952

11,250

10,952

100%

75%

11,250

12,637

56,250

37,068

100%

65%

11,250

10,952

101,250

65,881

100%

20%

11,250

3,370

33,750

16,849

100%

35%

11,250

5,897

67,500

41,281

100%

45%

11,250

7,582

123,750

82,730

100%

15%

11,250

2,527

22,500

13,479

100%

25%

11,250

4,212

78,750

47,178

100%

55%

11,250

9,267

112,500

75,148

100%

45%

11,250

7,582

45,000

24,432

100%

46%

11,250

7,751

90,000

54,959

100%

35%

11,250

5,897

135,000

88,627

Aggregate cost $

Aggregate cost $
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2

2

8

8

3

3

9

9

4

4

10

10

5

5

11

11

6

6
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Instead of taking on a full $1 million debt obligation 
and fixed monthly payments, your Company can 
utilize a business line of credit to meet its funding 
objectives with a total cash benefit at the end of year 
one equal to $46,373. That amount equates to the 
difference between the cumulative fixed monthly 
payments of the term loan minus the cumulative 
payments due for actual amount utilized from the 
line of credit. 

Even though the interest rate on the fixed term loan 
seems more appealing at first glance, the line of 
credit offers more flexibility at a lower cumulative 
cost over the long term, as seen below. 

1month

cash cost $

72 83 94 105 116 12

20,000
40,000
60,000
80,000
100,000
120,000
140,000
160,000

P2Bi Ex Factor Aggregate Cost

Term Note Aggregate Cost
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Both term loans and commercial lines of credit are 
sound financing solutions for SMBs across a wide 
range of industries and markets, but one funding 
option is not always more appropriate than the 
other; it depends on the SMB’s situation and goals.

Term loans offer predictability in repayment 
schedule and seemingly low fixed interest rates 
when compared to lines of credit. Term loans also 
afford a business the opportunity to receive a large 
cash inflow at one time. However, term loans can 
lead to over-borrowing, a higher aggregate cost 
over the course of the loan, and inflexibility to 
borrow more funds until repayment.

Business lines of credit often have a higher initial 
interest rate at the onset, but provide flexible 
access to funding for businesses with fluctuating 
cash needs. Lines of credit also allow borrowing 
SMBs the ability to repay under more flexible terms, 
but this funding solution should be secured prior 
to a cash-flow emergency taking place. The total 
cost of financing should be fully considered prior to 
committing to a new debt obligation, regardless of 
the type of funding received. 

conclusion
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For more information about term loans, lines 

of credit and alternatives to these financing 

solutions for SMBs, 

contact   today. 

Our lending specialists can offer information 

relative to your situation and share some 

options that might make sense for you.

P2Binvestor  |  hello@P2Bi.com  |  (720) 361-1500  |  P2Bi.com
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