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The Ibis newsletter now has readers in 40 countries – some of whom have been suggested by colleagues or associates. Should you wish to be removed from the list, let us know. Should you know of anyone who should be added to the list, let us know. Suggestions (hopefully polite) always welcome. Contact: info@ibisassoc.co.uk
SIZE MATTERS IN FINANCE COSTS – BUT VARIETY DOES AS WELL 

It has long been known that within a country and a particular industrial sector that finance costs reduce as companies get larger. This can be explained in economic terms by the risk premium that lenders perceive being lower for large companies than small – it is also explained in human terms that companies get better at organising their finances as they grow and tend to have less panic borrowing – a feature of many an SME.

The finance environment is becoming more complex and varied. Recent research in the United States – often an incubator of novel financing approaches (including of course Enron) has shown a dramatic and continuing fall in traditional bank finance in favour of less traditional finance options.  

The traditional route for the SME has been a concentration on overdraft finance coupled with equity support.  As the firm grows from this narrow base, additional financial instruments are added, though firms vary considerably as to the variety of funding techniques used. What is of most interest in a sample of firms studied is that those firms using a greater variety of financial instruments had a lower overall cost of finance.  

Firms chosen were all in the euro area – concentrated in Germany, the Netherlands and Belgium, in manufacturing, and all of approximately the same size on turnover, but not in profitability.

Though the sample size, at 47, was small, the difference between those firms using one or two instruments and those using five or more was 3.1 per cent in average interest cost. This was a difference of around 86,000 euro – a not inconsiderable sum with an average of 2.8 million euro in non-equity finance in the sample firms. What was an interesting by product of the study was the fact that the firms with the lowest finance cost were those using cross border financial providers – a sign perhaps of changing patterns of financial provision now that the euro has become a reality.

What this demonstrates is that firms can improve their financing costs by shopping around, as all consumers are told to do, and that adding a benchmark for financing costs should concentrate the mind of the company on reviewing financing options – continually reviewing the options and creating an information pool of finance providers for future requirements. The broad list of options that should be considered is identified in the accompany table.  

Finance type
Application
Advantages/ weaknesses
Source

Retained earnings
General investment
Best initial step, needs considerable control
Internal

Asset sale
General investment
Improves return on capital, difficult to get realistic price
Internal

Stock reduction, move inventory to supplier
General investment
Improves return on capital, need to work closely with suppliers/ customers
Internal

Increased supplier credit
Equipment finance, soft loan for facilities, working capital
Partnership with supplier, may limit supply options
Supplier

Reduced customer credit
Working capital
Damages customer relationships
Customer

Low cost employees
Specific projects
Supervision costs
Local higher education institutions

Local loan/ grant
Specific employment or premises investment, marketing, sales development
Need to be "good neighbour", lengthy application process 
Local government, business advice centres

National loan/ grant
Training, technology development, employment
Detailed plan, application process
Business advice centres, government trade department

International loan/ grant
Employment, technology development, environmental improvement
Need to develop partnerships with other institutions, application process
Business advice centres, international organisations

Industry specific loan/ grant
Premises, equipment, training
Application process
Trade associations, business advice centres

Competition
General expenditure/ assistance
Application process, raises institutional awareness
Internet, business advice centres, trade associations, trade literature

Franchising concept for development capital
General expenditure
High start up costs, changes business model
Trade association, commercial bank specialist division

Licencing IPR 
General expenditure
Needs close control, investment in establishing IPR, difficulties in achieving sales
Customers

Overdraft
Short term fluctuations in cash flow
Quick to organise (providing that limits are not reached) High costs, need for close monitoring, charge over assets may be required, personal guarantees
National banks

Sales expansion funding (factoring)
Working capital
High costs, need to have good credit checking & quality control, difficult in seasonal businesses, may affect customer base, personal guarantees
National banks, specialist finance houses

Small business loan
Working capital, project finance
Lower costs than overdraft, good plan, can get government guarantee in some circumstances
National banks

Flexible loan
Working capital, project finance
Lower costs than overdraft, can change financing structure, variable interest rates, asset backing required
National banks

Term loan
Working capital, project finance
Lower costs than overdraft, fixed term/ fixed interest, asset backing required
National banks

Commercial mortgage
Purchase of premises
May be better option than leasing, reduces flexibility in growth phase
Specialist lenders

Contract hire
Vehicle purchase
Aids cash flow, incorporates servicing, restricts mileage, no asset value
Specialist providers

Hire purchase
Vehicle, equipment purchase
Higher costs than contract hire, tax implications, asset value left at end of contract, no mileage restriction
Specialist providers

Sale and lease back
General finance
Will undervalue vehicle fleet, high costs
Specialist providers, national banks

Asset loan
Using owned equipment for working capital, project finance
Reduces asset base, low valuation of equipment
National banks, specialist finance providers

Business asset finance
Equipment purchase
Reduces cash requirement for new equipment, high finance cost
Supplier, specialist finance provider, national banks

Finance lease
Equipment purchase
More expensive than business asset finance, reduces asset base, guarantees required
Supplier, specialist finance, national banks

Loan against documents
Export/ import financing
Credit risk, cost, good documentation
National banks, specialist trade finance

Debenture
Project finance
First call on assets, lower cost than term loan, commission rates on raising finance
Specialist trade finance

Convertible loan
Project finance
Established company, good links with large scale finance providers, commission rates on raising finance
Specialist trade finance

Equity (voting and non-voting)
Project finance
Loss of control, commission rates on raising finance, exit route,  no fixed dividend required
Business angel, traded market, specialist finance house

Information gathering is still a problem for the majority of firms studied – most did not look outside a fairly narrow band of advice. This will be the subject of another review in later newsletters. Cross border financing appears to be closely linked to the use of the Internet as a source of information – and this may be the sign that financing options will be following the route of insurance with more and more companies looking across suppliers and borders for the best type of supply. The policy certainly seems to work. 

Ibis are currently adding the finance benchmark throughout the network – and including it in the "model plan" requirements.

�   MK

GOOD CORPORATE GOVERNANCE YIELDS IMPROVED RETURNS

Research by Standard & Poors on the links between the quality of corporate governance and valuation suggest that companies with quality corporate governance can achieve significantly higher valuations than their poorer counterparts (5-15 per cent). The company has developed a quantitative model which enables them to provide an overall score of performance against an ideal corporate governance model, and has been tested in a number of countries. 

The S&P system builds on the general guidance on corporate governance provided by the OECD. There is excellent documentation available on the OECD web site at www.oecd.org/daf/governance/principles 

Recent problems in the US (Enron, Tyco, Global Crossing, WorldCom, etc, etc) are concentrating attention on corporate governance, and all adviser, investors, managers should review the current structure of corporate governance in their linked organisations to ensure that best practice is being achieved. It is of particular relevance to the SME. As the SME grows it tends to have a steadily greater contact with external stakeholders – but procedures to deal with this new environment do not often develop in line.

Ibis have upgraded their standard operating procedures on corporate governance to take account of these new guidelines on best practice. The SOP on corporate governance is  part of the now 29 standard operating procedures which are part of the Ibis monitoring programme. 

The work of S&P underlines yet again the need to approach corporate value maximisation on a very broad front – the continual Ibis message !

�   AW

RISK MANAGEMENT – THE NEED FOR A CHECK LIST

The quality of implementation is one of the two most important drivers in the success or failure of early stage/ start up operations (coupled with revenue guarantees it is the  single most important driver in Ibis research). 

The start up plan obviously has to make assumptions about the speed of task completion and the cost of each task. Very rarely are these assumptions either displayed in the plan or the assumptions tested. This can lead to massive variances between what the likely outcome will be and the planned delivery. 

What planning needs to identify is the probability of outcomes on the critical path and in major areas of resource allocation off the critical path. This data can then be analysed using specific software based around Monte Carlo simulations to identify what is the best fit, based obviously on the assumptions that are made about the probabilities of outcomes.

When companies are questioned about the structure of the critical path and the probabilities of outcomes on the path, only one in five come close to the final structure of the implementation plan put forward in their own plan. The worst time variance was 5.5 years – an indication of how dramatically likely reality can vary from the proposed outcome in the plan.  

Transparency of risk analysis is what needs to be demanded, and the application of more sophisticated approaches in large scale projects (we feel that any investment above 0.5 million euros). A check list such as this is of considerable value in questioning whether the  risk has been properly approached or whether the entire project is questionable. This approach does not entirely remove the garbage in, garbage out problem – but it makes it clear what assumptions have been made and gives managers and investors access to the raw data where necessary for them to make their own judgments.

Item
Status
Comments

Risk manager
Has one been appointed?


Tasks with associated risks identified
Has it been completed?


Critical path identified
Has it been completed?
Software is a must in more complex projects

Simulation of task outcomes
Has it been completed?
Monte Carlo simulation appears to be best solution

Simulation of budget outcomes
Has it been completed?
Monte Carlo simulation appears to be best solution

Risk sharing and mitigating
Has it been completed?


Probability/ impact matrix
Has it been completed?


Action plan to manage key risk
Has it been completed?


Contingency plan to deal with key risk
Has it been completed with trade offs in the critical path?
Budget issues are very important and link with quality risk assessment

Ibis have now carried out 37 simulations for project plans using this methodology, which provides much greater understanding of the way in which implementation will occur, and enables the management/ investor to concentrate on the key risk components.

It is also a standard part of the "model" plan – for either an established company requiring project finance, or for the larger start up/ early stage operation.

�   KP

A NEW TRADING SITE FOR TECHNOLOGY

CORDIS (Community Research and Development Information Service) has now launched its Technology Marketplace web site. Users can either list their available technology and/ or have e-mail alerts of technology offers which match their interests. The service is free and accessible at www.cordis.lu/marketplace  It is available in French, German, Italian and Spanish as well as English.

The system is in its early days, but it hopefully will add to the existing range of sites where companies can promote their existing IPR which is not central to company activities. Few companies effectively use such listing services as a means of developing new strategic links, generating ideas for new product or service development, or to generating additional revenue. Including such links should be a standard part of any corporate new product development structure.

�   DB

WHY A STRUCTURED APPROACH?

Investors, advisers and business managers are faced with common problems in business planning and development. What should we concentrate on? What are key issues which drive success and reduce failure? How can we create a framework in which performance is enhanced? Though plans come in all shapes and sizes with different objectives and audiences, certain common ground is easily established.

· It is clear that start/ up and early stage operations must be separated from established.  The focus of attention for start up operations, and their planning, should be on structure – how the organisation is structured to deal with product, market, customer, stakeholder, resource access (money, personnel, production/ service delivery), and implementation. For the established company, the emphasis, and the focus of their planning, must be on operations – how the organisation will drive forward its existing interaction of market, product/ service and organisational delivery. 

Start up operations

· Start up and early stage operations have key drivers for success and failure which can be measured and evaluated. Applying these criteria means that:

(1) The business does not receive resources until key questions are resolved.

(2) That the chances of success are substantially increased once this initial hurdle is completed

All studies (not just Ibis) indicate that a disciplined and detailed stage of business development yields enormous benefits.

The Ibis model provides one such framework for evaluating start up and early stage plans, which involves an overall view of the organisation outside the financial analysis. This includes a much greater understanding of the risk management environment than is normal. As 50 per cent of businesses fail for non-financial reasons any business plan review  methodology should involve this broader assessment. Ibis can mentor plan development – but the plan must retain the conviction of the founding members.

·  Most start up and early stage companies lack key skills and a broad understanding of the business environment. To make the company successful it will need:

(1) Early identification of potential problems in operational as well as financial performance


  (2) Additional advice and support from the outside

Studies support the value of a range of support functions and the potential for improved monitoring to build skills, and reduce the potential for problems.

The introduction of Ibis monitoring modules into the growing early stage company provides one such mechanism. By making early stage companies (providing sufficient management is in place) create firm foundations in each area of operation it enables them to focus on key opportunities or problems. The introduction of standard operating procedures (SOP's) is also central to this building programme. SOP's cover the entire range of procedures in the organisation and are continually reviewed to ensure best practice.

Established businesses

·  Established businesses have different success and failure drivers from start up early stage which can also be evaluated in the plan. Applying these criteria will:

(1) Ensure that the business has solid foundations prior to the injection of additional finance

(2) Improve the ability of the business to add value in a controlled way

Non-financial factors continue to be as important in the established business as the start up. Traditional evaluation methods focus on a small proportion of the key factors.

The Ibis model provides one such framework for analysing  established business plans. The Ibis approach of building the plan from a bottom up (customer, product, divisional achievements) identifies operational performance in businesses as a basis for project/ expansion finance.

·  Established businesses need to create targets for performance throughout the organisation so that efficiencies can be maximised, growth enhanced, and problems rapidly resolved.

The introduction of Ibis style monitoring modules linked to benchmark targets devolve responsibility within the organisation and set clear realistic goals for performance. Building better than benchmark performance throughout the organisation creates world class companies. Standard operating procedures (SOP's) also help in identifying best practice in entire areas of company operations.
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