Raising funds from the banks
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Introduction

The market for lending to SME’s by banks is largely self-funding at approx £50bn, however the supply of money is restricted by the banks appetite for risk and their capital adequacy and the cost of this money is increased through fear.

Whatever the market conditions, application for finance from banks should be based on the value that the money represents to the applicant and the prospects for the applicant to repay the capital as well as the interest.
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The 4 D’s - deleveraging, deflation, depression, default

Bank lending is placed against the following backdrop:

	Credit boom
	
	Asset prices rise
	
	Borrowing rises
	
	Profits rise (for the bank)


	
	
	Credit crunch
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	Asset prices fall
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	Borrowing falls
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	Losses rise
	
	

	
	
	
	
	

	
	
	
	
	

	Capital stretched
	
	
	
	Confidence falls


Which leads to a vicious circle for the banks:

	
	
	Deleveraging
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	Default
	
	
	
	Deflation

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	Depression
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Mindset and focus

Businesses fail because they run out of cash. However, usually this is the end result of a number of other causes that will have been experienced by the company, either on their own or in tandem. These include running out of:

· Time

· Trust

· Work

· Options

In planning a business, failure is never a feature of the plan submitted to the bank, and nor do they show a cashflow that indicates that the business cannot repay its loans or interest. Therefore, the bank has to take a certain approach – one that looks behind the plan to consider the non-financial aspects of the business.

	Historic cost
	Future value

	

	
	
	
	
	

	
	
	 
	
	
	

	
	
	 
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	
	 
	
	
	

	Tangible
	Intangible

	
	
	
	
	
	

	Focus on downside risk
	Focus on upside potential

	Accountants and bankers
	Entrepreneurs & investors

	Valuation and score-keeping
	Evaluation and opportunities

	Financial information
	Non-financial information


In business planning, this mindset redefines the balance sheet into tangible, financial items and intangible, non-financial items:

	Tangible - financial
	
	Intangible - non-financial

	
	
	
	
	

	Assets
	Liabilities
	
	Advantages
	Disadvantages

	Property
	Shareholders
	
	Teamwork
	Blockers

	Equipment
	Reserves
	
	Knowledge
	Ignorance

	Stock
	Provisions
	
	Options
	Constraints

	Debtors
	Creditors
	
	Competitiveness
	Complacency

	Prepayments
	Loans
	
	Accuracy
	Mistakes

	Cash
	Overdraft
	
	
	

	
	
	
	
	

	Values fixed, based on history
	
	Values contingent, based on circumstance


In considering the financial versus non-financial balance, the following points are also relevant:

· Businesses fail because the run out of cash, time and options

· Focus on cashflow versus focus on work, idea, trust, and deal flows etc

· Profit for “accounting purposes” versus “value created”

· Financial accounting reduces many important things to zero

· Some accounting is based on cash, eg a cake shop, but still do not consider reputation

· Financial accounting fails to account for options and events, eg the accident of the discovery of viagra and the foot-in-mouth of Ratner

· Financials provide an important part of the picture, but not the whole picture.
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The elements of value

“Value” can be seen as the network of roots of a tree – they are underground, so are unseen (or intangible), but without which the tree could not survive. These sources of competitive advantage are peculiar to each individual organisation, but they can be grouped around certain key areas.
Note that there are similarities between this and SWOT Analysis.
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Qualitative analysis
This can take the form of 8 key questions that are scaled 1 – 5:

Sector review – sector rating

· Positive growth sector

· Buoyant sector

· Stable sector

· Unstable sector

· Emerging sector

Experience of the company – connection rating

· Mature customer, good financial record & clean covenant history

· Customer with the bank for less than 5 years, good financial history & clean covenant history

· New customer or customer who has breached covenants in the past

· Customer has assessed as high risk in the past

· Customer has incurred a loss in the past

Customer & supplier relationships – strength

· Customer dependant on company, close ties with customers and many stable suppliers

· Few competitors & limited exposure to specific suppliers

· No over-reliant on any specific customers or suppliers

· Some reliance on specific customers or suppliers

· Dependant on a few customers or suppliers

Financial flexibility – access to finance

· Actively uses public markets & has access to a range of top tier banking relationships

· Capability to access public markets & range of banking relationships

· Maintains a range of banking relationships

· Maintains few banking relationships

· Maintains a sole banking relationship

Prospects – outlook rating (short to medium term)

· Very strong business with good outlook, expected to significantly exceed historic performance

· Outlook more positive than historic figures / performance suggest

· Outlook stable, prospects reasonable. No significant structural / operational change expected

· Outlook less positive than historic figures suggest. Significant change needed / expected

· Outlook & prospects poor. Company unlikely to survive

Industry standing – peer group rating

· Market leader, constantly setting market standards

· Well-positioned 2nd tier player with strong market franchise / competitive advantages

· Average player in the market

· Below average player in the market with no great competitive advantages

· Disadvantaged player held in poor regard by its peers

Management – rating of the management team

· Well-spread management team, highly experienced in the market. Succession planning

· Well-spread management tea, but lacking in depth of experience of marketplace

· Average management team. Some succession planning, good employment relations

· Limited market experience but no gaps in the team. Heavy reliance on a few individuals

· Inexperienced management team – one or more key functions missing. Secretive

Financial reporting – rating quality & timeliness

· Comprehensive reporting with budgets and forecasts – respected auditors

· Comprehensive & timely finance management reporting – accounts unqualified

· Adequate reporting of financial information and forecasts – accounts audited & unqualified

· Poor reporting and inadequate MIS – accounts qualified / unusual accounting methods used

· Missing or overdue reporting. No reliable management information. Accounts qualified.
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Warning signs

· General
· Working capital
· Management
General

There are a number of warning signs that the bank should look out for:

· Overdraft at or near the limit

· Cheques issued in round sum amounts

· Increased status enquiries r special presentations

· Post-dated cheques

· Cheques stopped by “orders not to pay”

· Cheques returned by the bank – refer to drawer

· Accounts or annual return produced late

· Bank refuses an increase / requests a decrease in facilities

· Bank wants increased security or parental guarantees

· Bank wants more information, cashflow forecasts, balance sheet forecasts or quick figures

· Bank wants investigating accountants appointed

· Bank worried about debtors, creditors, stock or pipeline

Working capital

· Failure to pay creditors on time

· Failure to get stock

· Failure to produce on time

· Failure to get new credit / increase existing credit

· Failed deals with creditors

· Telephone calls / warning letters / legal action

· Don’t know what total debtors are

· Failure to agree specific terms for payment

· Failure to manage the process of giving credit and getting paid

· Failure to invoice on time

· Failure of debtors to pay on time

· Concentration on a small number of debtors

· Issue of credit notes

Management

· Management – Clarity – MOST (Mission, Objectives, Strategy, Tactics)
· Fire-fighting, in-fighting, blaming others, unable to sleep, personal relationship breakdown
· Lack of business plan & lack of management action
· Management does not have a clear picture of:
· Gross profit, fixed & variable costs, break even volumes

· Bank balance & cheques outstanding

· Cash generation, sources & uses

· Cost increases / decreases & the reasons for them

· Sums owing & overdue to creditors, including VAT, PAYE, NI, tax

· Sales, order book, where 80% of sales are coming from, where income is coming from

· Sales enquiries, bids & quotations, conversion rates, customers gained & lost

· Production figures, lead times, down times

· Accuracy of accounts, management accounts & reconciliation between the two

· Accuracy of MIS

· Effectiveness of KPI’s, incentive schemes etc
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Risks and mitigations

The credit crunch is made up of the combination of financial risks, market risks and operational risks. However, risks increase with innovation risk, whether this is a new product, new process, new market or new technology: the more “news” the greater the risk.

To analyse risks and mitigations, analyse critical success factors.
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