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The small business funding reality

Small business finance should be approached as part of an integrated plan to move the company forward. Far too often financing options are chosen as part of a short term reaction to either problems or opportunities. This means that the company relies on a concentration of short term (often expensive funding) or long term equity investment which reduces control and overall returns to the founding members of the organisation. By contrast, a broadly spread finance plan will at least consider many of the 30 or more options which exist to meet the financial requirements of the company. Lesson one – looking at all the financing options will mean less concentration of control and lower finance costs.

Towards multi sourcing of finance 

A systematic approach to the understanding of the future funding requirement of the business is obviously essential and this demands a significant forward planning input and continued effective monitoring of the business to seize opportunities and become aware of problems before they become acute. Lesson two – Marry or finance at haste, repent at leisure (and at significantly higher cost).  

Effective forward planning and control also tends to reduce the overall requirement for funding, and lowers its cost. A company generating higher than average industry profits on sales with a lower cost base will have a better cash flow and a higher level of retained profit – and will therefore require less investment; because it is better managed it will be seen as a lower risk, and therefore will tend to face lower finance charges.  Better planning also builds in the necessary contingency element, important in the established business, but completely vital in the start up or early stage.  Lesson three – planning may be everything, but Murphy's law is there - conservative forecasts need to be combined with effective financial reserves. 

The finance ladder

The skills base for a structured and low cost approach to financial planning will not arise automatically within any organisation. Most personnel trained in finance will be coming from an environment where one or two alternatives are all that is considered. This TINA (There Is No Alternative) needs to be challenged. Creating an effective, integrated basic business planning platform enables the company to put finance in context and evaluate the different options.

What businesses need to try and develop is an effective methodology of incorporating all available finance options into a coherent management information system which is consistent with both the planning and monitoring function. Lesson four – finance like everything else needs to be incorporated into a perception of the overall needs of the business which understands the effect of changing financial structures on the operation.

This suggested approach enables the company to build in the necessary competences; to identify the alternative potential finance options; to measure their impact on the business and to compare their effectiveness, and to continue to monitor their impact on the organisation once the decision has been reached.

Step one – Allocate responsibility of building the finance plan. Make individual departments responsible for creating systems which can provide management control and integrate with overall business plan. Ensure that an individual are made responsible for the collection of all funding information from all sources – specialist suppliers, local trade development organisations

Step two – Ensure that corporate governance is clarified (responsibility of directors, minutes, reporting systems)

Step three – computerise accounts

Step four – complete a detailed asset/ liability register

Step five – incorporate relevant ratios into the accounting system – debt equity ratio, quick ratio, interest cover, break even analysis, return on capital employed, current ratio. Benchmark against competition

Step six – Establish an effective spreadsheet system broken into key revenue areas (perhaps existing customers, expanding sales to existing customers, new customers, new products) and into key cost centres, which generates reliable cash flow estimates.

Step seven – Develop an effective forecasting system which will enable the trends in the data to be effectively analysed and understood. 

Step eight – Agree on methodology of reviewing the return on alternative investments

Step nine – Identify the base revenue lines and cost lines in each area if the company takes no action

Step ten – Identify required investment to maintain continued business and improve operating efficiencies

Step eleven  –  Complete a detailed business plan which incorporates general objectives, strategic components and key objectives (gross profit, return on capital employed, customer satisfaction levels, employee skills, new product or service development) 

Step twelve – Evaluate the best routes to achieve these objectives and the investment required for each route

Step thirteen – Forecast the impact of these funding options on the overall operating environment of the company – debt equity ratio, interest cover, current and quick ratios

Step fourteen – Evaluate the risk of each route and the level of contingency funding required, completing a sensitivity analysis  

Step fifteen -  Choose the lowest cost finance for each route, building in contingency fund requirements

Step sixteen – Have finance agreements checked very carefully to identify problems/ issues. Incorporate all agreements into corporate governance.

Step seventeen – Monitor impact of finance agreements against continuing business objectives, and deal with problems when necessary. Review contingency plan continuously.

Collecting the information on available finance

Each market will have different institutions. The range and variety of institutions are changing rapidly in many European countries as single currency and Internet delivery make market penetration much easier. Each institution is also changing its service mix on a regular basis. This altering environment means that the the collection of information on the funding environment needs to be continuous; otherwise significant opportunities will be lost.

As a loose guide, the following overall options are available, though research will clarify the exact nature for specific markets.

Table 1 Finance options for the growing company 

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

