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How to use this book

Please read the chapters in this book in any order you wish. It is not a novel, which relies on introducing the characters, building up the story and finally (hopefully) bringing it all to some exciting conclusion. Each chapter is complete in itself and does not rely on your having read an earlier chapter to make sense of it. I did think long and hard about the order of this book and maybe should have had the courage of my original convictions. However, I have opted for the more chronologically correct sequence of events: growing, grooming, selling. A large part of the book is devoted to grooming your business for sale and selling it. I make no apology for this because this is the logical end goal for most people who own a business. However, I have not entirely ignored using finance to fund value-adding growth activities.

My belief is that the best way to understand anything is to read a bit that explains how something is done, then see how another business did the same thing, and then finally reflect on your own business to see if this course of action is appropriate and how you will do it. A chapter may, for example, take as its theme equity funding. The first part of the chapter will discuss the issues, the options, the pros and cons, etc. This may then be illustrated with a real life example – what they did, where it worked for them and maybe where it did not. Finally the chapter will be rounded off with a summary and advice for your business to follow.

At the back of this book you will find a Glossary, which defines and explains the more technical words or expressions used in the book – just in case you have forgotten them. There is also a Sources of help section in which I have provided contact details for a whole raft of people and organisations that may be of use to you. You may feel confident to do most things yourself in the normal course of business but in some aspects of grooming and selling a business it does improve the process and increase your chances of success if you use the right specialists.

A few words of encouragement. I make my living helping owner-managers maximise the value in their businesses. One business that I had the pleasure of helping (it is mentioned in this book) had just over a year ago pulled out of negotiations to sell at the due diligence stage. It was a painful process and the asking price of £3 million was unachievable. Less than one year later with quite a small amount of help from me they had groomed the business for sale, prepared a killer information memorandum and sold the business for £8 million cash – all paid on completion. The sale process took less than two months and due diligence was completed painlessly in 10 days. Let this example be an encouragement to you. If this book helps you to achieve what you want from you business then we both will be very happy people. Good luck.
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Introduction

If you have suffered the misfortune of reading books on growth, finance and business planning (and for my sins I have written books on most of these) you may have wondered where the book is that shows you how to put together a strategy to grow the value of your business, and ultimately sell it. Not just a textbook that talks about the theory – there are plenty of those – but a book that tells you how it really is and how it has (or has not) been done by some real businesses. This book is almost a work of faction – it mixes fact with fiction. The facts are the in-depth knowledge of how to raise money (every conceivable method – legal and otherwise) at the right time for your business to grow its value (not just its size); how to groom your business for sale and sell it for the best price possible; the experiences of some real life businesses that have been down this route. The fiction is that the names (both company and individuals) have been changed – mostly to respect their privacy otherwise they would never have spilled the beans to me.

There are three main threads to this book: growing, grooming and selling. The first is concerned with developing a financial strategy for your growing business (growing).

There is an old expression that says that any port in a storm will do. Many UK businesses find that the storm drives them towards the same old port for money – the bank overdraft. But what do our European competitors do? Surveys have shown that they use a far wider range of finance. The survey data in Figure 0.1 were compiled by 3i/Cranfield European Enterprise Centre and compare how UK and French small and medium-sized enterprises (SMEs) were funded. They make very interesting reading.

The figures show quite clearly that while UK SMEs used predominantly bank borrowing (77 per cent) our French competitors were far less reliant on the banks (32 per cent). In difficult times, such as recessions, this gives the French a quite clear advantage – far fewer loan repayments to make when profits are low.

[image: ]

Figure 0.1How SMEs are funded in the UK and France


How then did our larger businesses compare to their French counterparts? I think you will notice quite a change. It seems to show that as our UK SMEs grow they tend to develop a more sophisticated funding spread, relying far less on borrowed money. This seems (to me) to be a better funding strategy to cope with recessions.

Figure 0.2 shows UK and French larger businesses are on a level footing, with more reliance on equity and reserves to fund their businesses – the UK 77 per cent and France 78 per cent.
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Figure 0.2How larger businesses are funded in the UK and France


Ok, so the Europeans appear to be a bit more savvy when it comes to planning the finances of their businesses, but how well do they do as a result? Well, over the last decade the number of businesses grew in mainland Europe while there has been a large decline in the UK. Also, look at the widespread invasion of European (and American) businesses into the UK to steal both market share and ownership of nearly all of our utility companies. This makes me think that they are doing something right. Maybe we can learn from both them and some of the more successful UK businesses.

The second thread is developing a strategy that adds maximum value to your business (grooming).

Many UK businesses have no strategy at all, probably because their owners do not know what they want. As a consequence they just drift along on the back of their customers and the passive support of their bankers. These businesses will for the most part fail or just cease trading – losing most of the value that the business has delivered to date. In contrast, a small number of businesses are entirely focused and do only those things that add value to the business. As a consequence these businesses do not blindly chase growth in the vain hope that it will maximise their value. They will, under the right circumstances, turn away some profitable business opportunities that other businesses would give their back teeth for. Why do they do this? Because the cost of the additional investment will far outweigh the value added to the business within the timescale set by the owners of the business.

Of course some of you may be thinking that profit growth is the only way to add maximum value to a business. You are only partly correct. The fact is that it is not always clear as to what business activity will maximise the value in a business unless you have a clear picture (vision?) of what you want to achieve. The key, therefore, to maximising value in a business is to know what end result you want and within which timescale. If a business sale is at the end of this process we call this ‘grooming for sale’. If, however, no sale is on the horizon we call this ‘building value’. Only then can you embark on the correct strategy to deliver these.

The third strand is realising the value in your business (selling). All businesses have a finite life – especially owner-managed businesses. I would struggle to think of more than a handful of businesses that have lasted more than 200 years. Many of these have had several different owners during this time. Consequently it is right and proper to think of bringing your ownership of your business to an end – how else will you realise the value in your business? Do not confuse this with bringing the business to an end – employees, suppliers and customers will survive. In fact in many cases the business will thrive and go on to deliver improved value for its new owners.

However, selling a business needs to be managed to maximise the value you will receive. What is the correct price for your business? I have known businesses to sell for twice the original estimate of their value. Who should you sell to, to achieve the best deal – management, trade sale, venture capitalist? Who do you need in your corner to help you – accountant, lawyer, sales agent? How do you let buyers know your business is for sale – networking or an advert in the Financial Times?
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Value – what is it all about?

Some basic rules on creating value

I suppose before you embark on reading a book that has as its objective creating, maximising and realising value we ought to set down some ground rules. This book does not cover the following: business planning, strategy and finance. There are, fortunately, enough good books on these aspects of business (that’s my quick plug for the other business guides in this series out of the way early on). This book has a very narrow focus. It examines how business people create, maximise and realise value within their business. However, to achieve all of these you will need to have a plan, a valid strategy and some understanding of finance.

Let’s get back to basics. Why did you go into business in the first place? Perhaps you lost your job or thought you could do better than your old employers. Maybe you had invented something and wanted to commercialise it yourself. Whatever reason it was, you either drifted into self-employment or were pushed. Look at yourself now and the business you have. How much has it changed? How many people do you employ? Are your products and services innovative and fresh? Do you make good profits? Are you getting grief from the bank?

In an unsubtle way I guess I am asking the question: do you have a business that someone could say has some value – sufficient for them to pay good money for? I would hazard a guess that if your business has changed little over the years and still employs just you, it has no value. You make think I am being a little harsh, especially if it has made you a reasonable living over the time you have been involved in it and you have a few quid in the bank as a result. You may have friends who envy your lifestyle and the fact that you are your own boss but in reality you could not sell your business – it has no value.

Please do not be offended – I am in exactly the same boat. In fact, it frightens me because as is the case with lots of other business people, my business only has value to me and only while I am physically and mentally fit to run it. However, I think we are establishing the first two rules of value:

1.someone other than you as the business owner must be prepared to recognise that value and be prepared to hand over good money for it; and

2.if that value is still dependent on your being involved in the business this will reduce any value the business may have. In most cases it will negate most or all of the business value.

Beauty is in the eye of the beholder (in this case the buyer)

Ok, let’s move the debate on a little. What is it that creates this value in a business – sufficient for someone else to say, ‘Hey, I like your business and I want to buy it.’ To answer this I want you to have an ‘out of body’ experience – yes, I want you to imagine you are buying your own business. What value would you place on it and how have you arrived at that figure? Let me try and imagine what your thought process might be. First, you are listening to the owner telling you about the business:

•Umm – where do I start?

•Well, I know it made £20,000 profit last year so it’s got to be worth at least that.

•The business owns some computers and a car, which have a book value of £10,000 so these must be worth something.

•The business has £20,000 in the bank so someone will give me pound for pound for this.

•I have got over 250 customers who buy off me on a regular basis – surely this must be worth something, but I don’t know what. This year this has given me an annual sales figure of £500,000.

•I own my own factory/office, which is big enough for now, although I am not sure whether it would be big enough if turnover were to increase substantially. It cost me £200,000 but has a mortgage of £180,000, which will take me another 19 years to pay off.

•I have got three good people working for me who I have had for years, but without me being there I am not sure how long they could keep the business going.

•Our new product, the 611GT, has all the bells and whistles and beats the socks off the competition.

•Umm – what else can I say, and what value do I place value on that? At least £250,000 I would think. Surely that’s fair for 10 years’ hard work?

As the buyer, how do you assimilate this and place a value on this business? I do not at this stage intend to go through how to value a business – we will look at this later. However, as the buyer your thought process may be as follows:

•Umm – looks a bit small for me this business, but let’s wait and see what the owner has to say about it.

•£20,000 profit last year: looks a bit marginal to me. If it had a bad debt one year it would wipe out all the profit.

•Computers and a car, which have a book value of £10,000. If I bought this business I don’t need any more cars and computer equipment so I would have to sell them – probably make a loss on them.

•£20,000 in the bank. That’ll do nicely but I aim to get that at a discount to partly compensate for some of the other rubbish that comes with the business.

•250 regular customers producing an annual sales figure of £500,000. Oh my goodness, all those customers to service just to make a small profit. Just as I thought: turnover is a bit small for me.

•Factory/office with £20,000 apparent equity. If I were to buy this business I would want to relocate it to my site. This leaves me with a building that may be a pain to sell, especially as it is probably too small for most commercial use and change of use may not be possible to get.

•Three people working who have been there for years and no management. If I did buy the business how much would it cost me in redundancy payments to get rid of them? Bit of problem this, being an owner-managed business – how pally is he with the customers and will they walk if he is no longer part of the business? May have to employ him for 12 months as a bit of insurance – although I don’t really want him as he will not fit in with my organisation.

•New product, the 611GT, has all the bells and whistles and beats the socks off the competition. Now I do like that and to be honest it would be the only sound reason for buying the business. My concern is who owns the intellectual rights, patents, trademarks, etc – the business or the individual? Need to sort this one out.

•Umm – a bit difficult this but on balance, despite the 611GT, I think this could be more trouble than it’s worth. Walks off saying, ‘Sorry, but I don’t think I can make you an offer that reflects the value you may think the business has and I don’t want to insult you with what you may think is a derisory offer.’

Do you see the picture? Obviously the owner is just too close to the business and cannot take a dispassionate view of its value. He places value on those things that he has toiled over the years to build up. Let’s not be critical – we would all be just as guilty under similar circumstances. That’s why it makes sense to get an outsider to assess the value of a business – it is helpful to get a truly independent expert opinion. They will assess the value in a clinical way and according to a tried and tested process. As a result you will get consistency since they will use predetermined measures to value the business – profitability, customer base, balance sheet strength, etc.

This is a great starting point as it will give you a guide price as to what an average buyer might pay for your business today in its current state. You can then decide whether this matches up with your expectations or not and make an appropriate decision. However, at the end of the day, independent experts (valuers) do not usually buy businesses. They can be a bit like estate agents – they believe they know the current market place for businesses like yours and can place a value on it that, a) matches up with what you want to hear (ie high) to get your business, or b) is on the low side to ensure a quick sale to get their commission. So be careful.

I know it is blindingly obvious but buyers buy businesses and they are all, by and large, different. If they are serial buyers then they have established a model that is successful for them – usually based on previous failures. My experience is that when you buy your first business you generally get it wrong – pay too much and it is the wrong business for you. The second business that you buy does not go so badly wrong – maybe bought at a better price, but you fail to capitalise on the opportunity. It is not until about your fourth business acquisition that you get it right. This means most buyers have a clear idea of what constitutes value to them and it is different for all of them according to their circumstances and experiences. It is also argued that a trade buyer will usually pay a higher price than an investment buyer. This is usually attributed to the fact that a trade buyer is familiar with the industry and can see the potential within a business and will make the changes needed to improve its value. It is said that an investment buyer is merely a collector who buys as seen and makes no significant change to its value, hence the need to buy at a ‘good price’.

This leads us to understanding the third and fourth rules of value:

3.unless you are brutally honest you cannot truly place a true value on your own business; and

4.the value of your business is ultimately dependent on the characteristics of your buyer.

When to sell?

At this stage you may well be saying to yourself that maximising the value of your business is an impossible task because you are likely to focus on the wrong things and that you can have no influence over your buyer’s attitudes. Do not be so pessimistic: I have given you some very valuable clues. First, do not forget all the usual good business practice – customer focus, efficiency, healthy pricing, investment analysis, people management, etc. These must be universal truths under all circumstances. However, when it comes down to the very narrow business of maximising the value of your business, we are looking at a further refinement. You need to understand where your business is in its value lifecycle. It’s quite simple, because a business will go through the following stages:

•start-up business – little value but plenty of potential;

•early/late growth business – low to moderate value with potential more clearly identified;

•established business – potentially maximum value with reduced potential for growth;

•failing business – low value with some potential;

•terminal business – little value with questionable potential.

Start-up business

Sorry to disappoint you, but by and large there is not much of a market for second-hand start-up businesses – especially those that failed in the dotcom stock market fiasco. There is a market for some businesses that succeed start-up but which have not got past the first rung of early growth. However, valuing them is very subjective since there is no real market or financial performance data on which to make a reasoned judgement. In this case the value is entirely based on what the buyer believes they can do with the business. As a value-maximising strategy I cannot recommend planning to sell at start-up.

Early/late growth business

If your objective is to sell your business within the next one to three years, then you should aim to get it to somewhere between an early growth and an established business. You could almost call this late growth. Table 1.1 shows the historic financial performance for a business for 2005 to 2007 together with some estimates for 2008 and 2009.


Table 1.1Financial performance for a ‘late growth’ business 2005–2007 and estimates for 2008–9





	

	2005 

	2006 

	2007 

	2008? 

	2009? 




	Sales

	250,000

	500,000

	1,000,000

	2,000,000

	4,000,000



	Gross profit

	100,000

	210,000

	430,000

	900,000

	1,840,000



	Overheads

	100,000

	150,000

	200,000

	250,000

	300,000



	Net profit

	0

	60,000

	230,000

	650,000

	1,540,000






Of course you will notice that on the face of it you will not have maximised the value at this stage. On the basis of 2007 profits and using a profit multiple of, say 10, then a valuation of the business could be £2,300,000 (10 x £230,000). Not bad you may say. However, assuming continued sales growth at the same rate together with some slight improvements in gross and overhead escalation, the same business could be valued at £15,400,000 (10 x £1,540,000) based on 2009 estimates. Wow, you may think – but remember the business has yet to achieve the 2008 and 2009 levels of performance anticipated. As the seller you may happily sell the business for £5 million – that is at least twice what it was worth at the end of 2007. Since there is unlikely to be any significant net asset position due to low profitability this looks a pretty good deal.

Fortunately this is not usually a problem, as most buyers prefer to buy businesses at this stage. Why? Because it gives them an excellent way in which to justify it to their board, bank, external investors, etc. They can say that they are buying a great business at a good price from which they can extract even more value. In effect they will say they have bought a £15 million business for £5 million – not bad. They will claim that they can do this through good management, synergy, etc. The truth is that like a good stock market investment, they have bought at the lower end with plenty of growth potential left. As long as they do not completely balls it up, they should benefit from the growth and value improvement that mildly competent management should bring.

We will look at an early/late growth business later in the book, which was sold purely on expectation and greed based on one good year of trading profit.

Established business

Of course those of you who are sitting on established businesses will be closing the pages of this book now, thinking you have missed the boat – don’t, because you haven’t missed it. The challenge is that you have is to demonstrate that it has consistently deliverable value. In other words, you trade off potential improved value for demonstrable repeatable value. Table 1.2 shows the historic financial performance for a business for the years 2005 to 2008 together with some estimates for 2009.


Table 1.2Financial performance for an ‘established’ business 2005–2008 and estimates for 2009





	

	2005 

	2006 

	2007 

	2008 

	2009? 




	Sales

	2,000,000

	2,100,000

	2,205,000

	2,315,250

	2,431,013



	Gross profit

	800,000

	861,000

	926,100

	995,558

	1,069,646



	Overheads

	100,000

	105,000

	110,250

	115,763

	121,551



	Net profit

	700,000

	756,000

	815,850

	879,795

	948,095






Unless one has some insider knowledge both of the business and the industry, one would conclude that this business has settled into middle age and essentially stopped growing – annual sales growth has levelled off at 5 per cent. There has been some modest improvement in gross profit and overheads have crept up by 5 per cent each year. This business would appear to have little apparent potential so a buyer would not be paying for this. This would be reflected in a lower profit multiple of, say, 7. On the basis of 2008 profits and using a profit multiple of 7 then a valuation of the business could be £6,158,565 (7 x £879,795). Not bad you may say. Looking just one year on, this business could quite easily be valued at £6,636,665 (7 x £948,095). You might well sell this business for £6.5 million based on profits alone.

However, there is another factor to be taken into account in a business at this stage of its value life – the balance sheet. A business that has made over £3 million in profits over four years is a big business. It will have net assets of at least £3 million, more if we take into account the previous years of profit generation. These net assets will comprise, possibly, land and buildings, equipment, debtors, stock, cash in the bank, etc. These all have a value to a purchaser. Let’s say that these are absolutely essential to the running of the business, in which case a buyer may well offer 90 per cent value on them. This adds another £2.7 million plus to the selling price. In total the business may well be worth just over £9 million.

The buyer has no problem justifying this purchase. There is very little risk – the business has a proven track record of strong profit and (probably) cash generation. About a third of the purchase price is acquiring assets, which the banks will like. The remaining two-thirds will be recovered out of about six years’ profits – even if the new buyer does nothing much to improve it. However, chances are that as part of a bigger group some synergy exists – common salesforce, centralised accounting, group senior management, etc. This could reduce the payback period to four or five years. Very nice indeed!

Later in this book we will look at an established owner-managed business, which was very carefully marketed and snapped up by a competitor.

Failing business

Essentially this covers businesses that are not profitable but have been trading for some years. The net asset position could be quite significant, especially if the decline has happened only in the last couple of years. Again these businesses can have considerable value based on what a buyer can do by merging the target business into their own to improve overall profit generation and asset stripping. While a declining business is usually a sign of business failure, to the right buyer it can have a value in excess of a profitable business. Extracting this value is difficult and usually requires the help of a specialist intermediary to find a buyer.

A modern day example of this type of business could be Marconi, whose troubles have been widely publicised. One could argue that by diversifying and selling off what had now become ‘non-core’ (unexciting some might say) but nevertheless profitable activities, the board of directors have unwittingly destroyed the value of the business. Those of you with reasonably long memories of the old GEC under Lord Weinstock and his renowned cash mountain will understand the tragedy that has occurred to this once proud and long-established business.

We will look at a failing business later in the book, which was quite quickly devoured by a competitor at a good price – certainly far in excess of its apparent value.

Terminal business

This includes a wide range of potential business failures. Essentially these may be businesses that are sound but have too much debt or have reached the end of their natural life, for example the product/service is no longer viable, or a skilled workforce is no longer available. If failure is due to poor financing then value can be protected, or at least not totally lost, by replacing all or some of the debt with fresh equity.

We will not be covering terminal businesses in this book because by and large the value in them is quite negligible (from an outsider’s perspective) and most funding options are not available to this type of business. However, if your business falls into this category then may I suggest that you read The Bottom Line (see Sources of help). You should specifically read the sections on profitability, cash flow and short-term funding. You may find some of the chapter on debt-bound and failing businesses helpful.

A few final thoughts on value

In the Introduction I stated that much of this book is about getting your business ready to sell. I would like to adopt one of Covey’s Seven Habits: ‘Begin with the end in mind’, which is very appropriate. The end in mind for most business owners must be to ultimately sell their business. To this extent everything you do in your business must be targeted at achieving this objective. Timescales suddenly take on a new importance – if you want to sell up in, say, two years, make sure that all your business decisions have maximum payback within this time. This does not totally mean thinking short term – it means being realistic.

However, what you must remember is that most businesses need to go through some form of evolution to get to the stage at which they can maximise the value in the business. Small businesses seldom offer maximum value. This means that some degree of growth is probably implicit in most businesses’ plans to maximise value. In many cases the use of external financing may help accelerate this process – something that is covered in this book.

Selling your business can make you feel like a nervous bridegroom (or bride for that matter) approaching the finality (as it seems to some) of the wedding day. Wedding day nerves can creep in and perhaps there is just the chance that either you or your intended spouse might not turn up on the day – a change of heart perhaps? It is the same with selling your business, especially one that you have created and lived with for many years. Do not underestimate the wrench and mental turmoil that surround selling your business. Questions like, ‘Have I got the best price?’ and, ‘What will I do with my life now I have no business to run?’ will spring to mind. I can help you with the first of these but sorry, you are on your own when it comes to life after business – although I can give you some basic guidance on making sure you have met your likely income and capital requirements.

A final thought for now. I heard someone pose a very good question to a client of mine who is looking at selling his business. My client asked, ‘How do I know if I have got the best price for my business?’ The other person thought for a moment or two and responded, ‘When you would not buy back your own business for the amount you have just sold it for.’ What an excellent answer, I thought.
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Start-up financing

Small and medium-sized enterprise (SME) start-ups
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Case study: advertising agency

I recall the first business that I was involved in setting up. There were three of us, and our objective was to build a small regional advertising agency servicing the needs of what we believed to be a ‘captive’ market. We already knew our customers – they were the clients of our associated business. We already had most of the people that we needed; what we did not have was very much money or any premises. To all intents and purposes we were a typical start-up except that we had another business – some might dispute whether that was a help or not. Without going into all the business details we had a rough ride for about three years. Our business could feature in almost all the chapters of this book – start-up, growth, financial collapse, recovery, and ultimately disposal.

So how did we get this business going? We did the boring thing – we produced a very brief business plan. Effectively it was a budget or profit forecast for the next 12 months and a ‘guestimate’ of what years two and three might look like if we grew the business as we anticipated. We listed all the known customers we had (or assumed we would get) and the amount of business we thought they would put our way in the first 12 months. I have to say it looked pretty good. Even with just this known business we were on course to make a healthy profit in year one.

The real problem was that our set-up costs were too much for us to finance ourselves. If I remember correctly, we needed about £20,000 for equipment and about £10,000 to acquire and set up a basic office. Later we realised we needed some money for working capital – about £15,000 by our estimates. We were bringing to the pot expertise, hopefully some clients, some key people, and about £10,000 in cash.

Acquiring premises

I don’t want to bore you with the detail but there were costs that suddenly appeared as we got further down the road. We thought that getting a lease on a small office nearby would be quite straightforward. Since none of us was a solicitor we used a local solicitor to check out the lease being offered to us by the landlord. This was to cost us £1,000 – and to this day we are not sure whether it was worth it. The landlord wanted to tie us in for five years. In addition there was a rent review after three years with upward-only increments. This meant that there was a good chance that after three years our rent could go up by between 20 and 50 per cent based on current (at that time) rental rises. Then just for good measure the landlord wanted personal guarantees from the directors, because the limited company that we had set up was new. We did not fully understand it at the time but the landlord wanted us to undertake a personal guarantee that was ‘jointly and severally’ on all three directors.

Let me just take a brief moment to tell you about the horrors of the true nature of the words ‘jointly and severally’. Some of you may think (as did we at the time) that this means that we would all equally share the responsibility to pay the landlord if the business could not pay the rent. Well that’s just the start of it. The real twist, is what if one or more of my co-directors could not pay their share – because they had gone bust or had no spare cash? The answer is that the other director(s) remain fully liable for the full amount. In the worst-case scenario, if my co-directors could not pay up I would end up being responsible for paying the landlord in full. This can be a severe test of any friendship.

Oh, and by the way, the landlord imposed a few other restrictions on us that did not appear to be so important at the time. Initially we were not permitted to sub-let any part of the premises, but after some negotiation we were allowed to do so – but even then we were still responsible for the rental payments (just in case the sub-tenant did not pay up). We were not allowed to assign the lease, which meant that even if we had found another tenant who would pay the rent we as a company, and ultimately the three of us as guarantors, were still liable if the new tenant did not pay up. Finally, for good measure we had to pay a premium of £5,000 to get this wonderful property under these terms! A word of advice – be careful when you are taking up a lease: learn from our mistakes.

We hoped that our bank would help us with financing all the costs of acquiring our offices.

Capital equipment

This was the easy bit because we pretty much knew what we wanted. We had prepared our shopping list and all the equipment was going to cost us £50,000. This included a small telephone system, tables and chairs, computers, printers, software, etc. Even though we knew that these were one-off expenses we were horrified at the cost. This stopped us in our tracks and forced us into a re-think. Could we buy some of these things second-hand? In the end we bought our tables and chairs from a furniture auction and picked up a second-hand telephone system. The computer system was too critical to our business to buy used – we needed the latest specification equipment and that was unlikely to be available used. Also, we needed the security of a warranty just in case anything went wrong (and it did!)

We also questioned our needs. Did everyone need a computer? Could some people have lower spec computers? Could we cut down on phones? This got us looking at the value that this spend was going to bring to the business. Remember that there must be a value payback for every penny spent. What we did was look more closely at our plan to see when we expected to grow and take on more business – this would be the driver for taking on more people. We saw that from day one there would just be three of us but that this would rise to five in between six and nine months’ time. We had been lulled into thinking we needed computers, tables, chairs, phones, etc for five people all in one go – hence our original budget of £50,000. But now we knew that we could put off a significant amount of this spend – two persons’ worth – for six months. Why spend all the money now when there was no immediate payback, no value created? We also knew that in six to nine months’ time when we took on another two people that things would change again – computer specs improve, possibly become cheaper, our needs change, etc. It made sense not to commit ourselves today for a future need that might change.

In the end we cut down our capital budget to £20,000 – a worthwhile saving. This was going to be split as shown in Table 2.1.

Table 2.1Capital budget





	Tables and chairs (used)

	£1,000



	Telephone system (used)

	£750



	Software (new)

	£5,000



	Computers, printers, network, etc

	£13,250





We congratulated ourselves on cutting our capital spend from £50,000 to £20,000. The next problem was, who was going to help us fund this? Our immediate thoughts yet again fell to the bank – although we also thought that hire purchase or leasing might be possible.
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Working capital


I was asked by John O’Donell to contribute to an article he was writing for the business section in the Sunday Times – it’s always nice to get your name in the papers. He asked me, ‘What are the usual mistakes that people make when preparing a business plan?’ and as a second question, ‘What advice would you have for anyone writing a business plan?’ To the first question I responded something like this. I find that people are over-optimistic about two things – when sales will be achieved, and when they will be paid. These are big mistakes. I explained to him that usually people start by making some sort of estimate of what they may sell for the following year – nothing wrong with that because you have to start somewhere. However, what is wrong is the way they expect these sales to come in – in a linear method. The sales forecast in Table 2.2 gives a good example of this. All figures are in £000s.


Table 2.2Usually wrong sales trend





	Month

	1

	2

	3

	4

	5

	6

	7

	8

	9

	10

	11

	12

	Total



	Sales

	10

	10

	10

	10

	10

	10

	10

	10

	10

	10

	10

	10

	120





Here you can see that an annual sales figure of £120,000 has been spread evenly over the next 12 months ahead – does this look right for a start-up business? My experience is that you cannot just turn on the tap and expect sales to march along to some rigid order like that shown in the table. I bet that in the first month of a new business, sales will be minimal – unless you have some already contracted. Certainly they will be well below break-even and it may take four to six months to achieve good levels of sales. In reality the picture should be more progressive, something like that shown in Table 2.3.


Table 2.3Nearer the truth sales trend





	Month

	1

	2

	3

	4

	5

	6

	7

	8

	9

	10

	11

	12

	Total



	Sales

	2

	4

	6

	8

	10

	10

	11

	12

	13

	14

	15

	15

	120





Here you can see that there is a gradual build-up in sales, which is how it works in reality. It is not until the fifth month that better than break-even sales can be achieved. Sales growth then goes through a slower phase until it plateaus in months 11 and 12. Some businesses may operate in a market that has strong seasonality, eg Christmas hampers, firework sales, overseas holidays, Easter eggs. In each of these cases the sales forecast will have its own progressive and peaking sales trend.

Perhaps now you can see why I believe that those people who prepare their sales forecast, and hence their subsequent profit forecast, on a linear basis, will almost inevitably get it wrong and be too optimistic about when their sales come in.

My second observation was to do with cash flow – the fact that cash always comes in slower than you think. Let me give you an example. In many business situations 30 days from date of invoice is the common terms on which credit is given. (By the way, do make sure to tell your customers what your terms of business and credit terms are – otherwise they will dream up their own, like paying you when they get round to it.) So on, say, 15 June, you sell something to your customer. If you are really quick on your invoicing then you send your invoice out within seven days – well done you, give yourself a pat on the back. If, however, you are like 75 per cent of businesses, your invoice goes out at the end of the month.

What do you do next? You get on with your normal business life and forget about this invoice. Some time later, probably a month after you sent out the invoice, you think that you could really use that cash. Only then do you start the process of debtor (cash) collection. You find out (after several phone calls) that the invoice went astray and you are asked to send a copy invoice – you are back to square one in the payment cycle. Perhaps you get my drift. Cash always takes longer to come in than you originally planned – unless you are absolutely red hot on sending out your invoices early (with the job, ideally) and begin chasing the debt before it becomes overdue.

Just as a point of interest, there have been numerous surveys on how long UK companies take to get paid – especially SMEs. It is getting better, thanks to an improving economic climate, low interest rates and government pressure. However, on average it still takes your typical SME in the UK around 60 days to get paid – almost twice their normal credit terms.

Perhaps you can now see why I told John O’Donell of the Sunday Times that I thought most people preparing business plans were too optimistic about when their cash would be coming in. In fact I suggested that people should prepare an A and B plan and assume that plan B would happen. Plan A is based on the hoped for situation – sales come in as planned and cash follows accordingly. Plan B is based on no business coming for three months and the cash for that taking a further two months to come in. This is not quite the worst-case scenario but it is really unpleasant – no cash for five months.
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Case study: advertising agency (contd)

So, coming back to our business and the plan we were putting together, we did some of this. Unfortunately sales were even slower in coming in – but that’s another story. We added to our sales forecast our running costs to show a profit forecast. We also prepared a cash flow forecast that showed when we would get paid, when we would have to pay suppliers, staff and the VAT man, and the effect this would have on our bank balance (or overdraft, as it was looking). Our figures showed that despite thinking our business was ‘self-funding’ we reckoned we needed about £15,000 to tide us over – to pay the rent, wages, etc before the money came rolling in. Let me tell you something – there is no similarity between the profit forecast and the cash flow forecast. If they look similar, ie profit = cash, then you have almost certainly made a mistake. In all probability your profit forecast will be about right but your cash flow forecast (if it shows bags of money in the bank towards the end of the year) is almost certainly wrong. I could spend a whole chapter on forecasting – but I won’t: read my book The Bottom Line.

Once again we looked to the bank for financial support – probably a bank overdraft. You don’t have to be too bright to see that we were relying an awful lot on the bank – either for an overdraft or loans. In total we needed £45,000 to start up our business – we could put in £10,000 so we needed to borrow about £35,000. We’ll look at the options we considered in a bit more detail, and some of the ones we did not. But first we should just briefly look at another type of start-up that is comparatively rare but does occur.
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Large-scale start-ups

So far we have looked at what might be termed a modest start-up – most businesses are like this. However, some business start-ups do not fit into this mould – they are large. This is usually because the start-up costs reflect the size of the potential market (national or even international); the service (high costs to set up and provide); or the uncertainty of income (hence the need to provide working capital, for several years in some cases). Recent examples of these have been the well-known internet companies – there do not seem to be any notable manufacturing start-ups to speak of.

These are by their nature high-risk propositions. Of course the same process of business planning must be gone through as for a SME – it’s just that the numbers (funding, people, resources) are bigger. In these start-up situations almost all the money is raised as equity funding – or risk capital as it is known. This comes either in the form of venture capital or IPO (Initial Public Offering). In the former case shares are not offered to the public but are bought by an investment organisation (the venture capital company). In the latter case the shares are made available to the public via either a prospectus (for a listing on the full Stock Exchange) or a placing document (for a listing on AIM, which is the second-tier Stock Exchange). These types of funding strategy are covered in Chapter 4 in this book.

The credit crunch

Before we look at the full range of funding options in this and later chapters, it would be grossly negligent not to mention recent events in world financial markets that have changed the rules of personal and corporate borrowing.

The first that most people would have known of any problem was when the newspapers started to report on the US subprime mortgage crisis. Subprime lending (also known as B-paper, near-prime, or second chance lending) is lending at a higher rate than the prime rate. The term ‘subprime’ refers to the credit status of the borrower (being less than ideal), not the interest rate on the loan itself. When US property prices started to go into freefall, large numbers of borrowers simply walked away from their properties – leaving the financial institutions with a big problem. The property – their security on the loan – did not cover the amount still outstanding.

Over the weeks and months that followed, the true size of this problem started to emerge – it was massive, and it was not just a US problem. These subprime loans had been bundled with other loans and sold on to UK financial institutions. By December 2007 most US and UK financial institutions were reporting massive losses from defaulting subprime loans.

As a result banks stopped lending to each other. The old rules went out of the window because the banks were waiting for one of their number to go bust – and they did not want to get caught out by not being repaid on an inter-bank loan. This meant that LIBOR (London Interbank Offered Rate, the rate of interest charged by banks on loans to one another) rose dramatically. A concerted support action by the world central banks was undertaken to attempt to shore up the banks and keep money flowing.

In late 2007, Northern Rock was the first UK casualty. In essence, it borrowed money which it sold on to its customers, making a margin. To make matters more complicated, it also borrowed short-term and lent long-term. This meant that when it could not get any more money from the other banks, it did not have any depositors’ funds to continue trading. This vulnerable business model made collapse almost inevitable. In the weeks following, the papers were full of league tables showing how safe (or not) the other UK banks were. After some months of central bank support and trying to get a buyer for Northern Rock it was nationalised in early 2008. It is estimated that up to £100 billion of public money will have been used to shore up the bank.

At the time of writing this book, further news of imminent collapse of such wonderfully named financial institutions as Fannie Mae (a US publicly quoted mortgage corporation) are rife.

Throughout this whole period, the US central bank (The Fed) has aggressively cut base rates. As at mid March 2008 it stood at 3 per cent, but it is confidently expected to fall by as much as another 1 per cent over the next few months. The US is widely regarded as being in recession and inflation is growing there. Meanwhile, the UK central bank has made marginal reductions in the UK base rate. As at mid March 2008 it stood at 5.25 per cent. Unfortunately, because of mounting inflationary pressures in the UK the central bank has little scope to reduce the base rate much further. Set against this a steady fall in house prices and concerns about the UK and world economy, and you can start to understand what a nervous world we find ourselves in early in 2008.

So how does this affect your financing plans? Despite falling base rates, the banks have not passed these savings on to borrowers. They have increased lending margins and are therefore making more money – presumably to recoup the losses from the subprime fallout. Any money they borrow via the interbank lending facility is also very expensive, so they will find it difficult to fund expanded lending. Consequently, banks have become very selective about who they will lend to at both the personal and corporate level. If it was difficult for marginal businesses to borrow before, it is impossible now. For the foreseeable future we have a tight lending regime (or ‘credit crunch’ as it has become known) – AND YOU NEED TO FACTOR THIS INTO YOUR PLANS.

The funding options

Let’s look at the funding options available. Remember, you should be looking to have a funding strategy, even as a start-up business. The principle is that you should match the funding type (loans, overdraft, HP, etc) to the appropriate funding need (capital, other one-off start-up costs, working capital, etc). My experience is that when you are starting up a business any port in a storm will do, and that storm usually leads to the port called ‘bank overdraft’. It makes sense to look at this first. Just as an aside I should point out that these funding options are not exclusively for start-up businesses – they can and are used by businesses at all stages in their lives.

Bank overdraft

Despite what most business people think, an overdraft is not forever – or so the banks believe. An overdraft:

•is a form of loan that has no formal capital repayments – the business only has to make interest payments for the period that it has the loan. Interest is payable on a daily basis at a rate that fluctuates according to the bank’s base rate plus a mark-up (profit for the bank). This gives uncertainty over the cost – it will go up if interest rates go up. The interest paid is an allowable expense against business profits;

•is short term – to cover a temporary shortage of cash, eg start-up/ongoing working capital;

•is quick and relatively cheap to set up. As a guide, if you just want a couple of thousand pounds then a phone call will usually suffice. If, however, you wanted £20,000 then a written application and business plan (usually using the bank’s pack) will be needed. Please remember that each manager (or grade of manager, more importantly) has ceilings on how much they can lend;

•is annually renewed by the bank. Your overdraft facility will be reviewed by the bank and a renewal fee charged;

•is repayable on demand. In theory and in practice (when banks get nervous) all overdraft facilities can be withdrawn. There has been a move recently for some banks to ‘guarantee’ overdrafts, ie if you do not abuse the facility the bank cannot withdraw it;

•may involve fees. Usually a bank will charge you a flat fee for setting up an overdraft according to a sliding scale – this would certainly be applicable for larger overdraft facilities. However, many banks will offer free overdrafts when you move to them, say for two years, up to a certain limit;

•is usually secured on business or personal assets. Banks are in the business of secured lending – they are not risk-takers. Consequently, if you wanted to borrow, say, £50,000 then they will want to know that if you cannot repay the loan they can sell off your assets for at least enough to pay off the loan;

•is not very flexible when businesses are trying to grow – it can be very difficult to increase an overdraft limit once it has been agreed with the bank.

Ok, so that’s the bare bones of your typical bank overdraft facility, but what are some people’s experiences of using an overdraft? I remember someone saying that if you owe the bank £20,000 they have got you by the b***s, but if you owe them £10 million you have got them by the b***s. There is some sort of truth in this statement so I will give you two examples that I know of.
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Case study: car restoration business

Baroque was a small specialist car restoration business (American cars predominantly) based in a small industrial unit in Stratford upon Avon. Run by a husband and wife team and three mechanics/bodywork restorers they struggled for all the time that I knew them to make a profit and manage their overdraft. Throughout the two years that I worked with the business, the bank (no names, no pack drill) was constantly on their back – wanting figures (cash flow and profit projections); asking them daily what value of cheques were going to be paid in; asking them to come into the branch to interrogate them about the business (during business hours), etc.

They had what I would call a pitifully small overdraft, of just £7,500 – they had no other source of external funding and little remaining owners’ equity. It was secured only on debtors because that was the only business asset – there were no personal assets. Most of the time the business really needed an overdraft closer to £12,000 and was constantly over its agreed limit. A regular feature of life was that the bank bounced cheques, charging a fee for this and constantly (so it seemed to us) to question how the owners were running the business. At the same time the bank was trying to force them to buy their products – pensions, critical illness cover, etc – which seemed an irrelevancy when the business was in trouble.

Not a happy ship. The tragedy was that just as the business was beginning to make a profit and grow, the bank pulled the plug – they got nothing back. We blamed the bank manager because he did not have the power to make the decisions we wanted – he always said that he would have to run things past his boss for a decision. We sensed they were not prepared to go the extra yard with the business.

How do you think the bank saw the situation? The manager was a small (or local) business manager so he had limited support (no assistant), had a lending ceiling of £7,500, and had failed to meet the bank’s security requirements. He was feeling uncomfortable and things were getting worse – the business wanted more money. This would mean filling in forms and sending the matter ‘upstairs’, and since he could not put forward a good business case he was not going to do it – why put your head on the block for a hopeless case? He was working on containment and hoping against hope that somehow the situation would get better. If things got worse he would have to pull the plug, which was the only sensible banking option.
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All in all a sorry tale, but what can you draw from this? I think the key points are as follows.

•The lowest tier of bank manager is a powerless messenger – he or she processes information and passes it to centralised risk assessment departments. The manager then has to tell the customer the good or the bad news.

•Most bank managers are sales people – they all have performance contracts to meet based on selling bank product/services. If they do not meet their contract targets they do not get pay rises or bonuses, and in tough times they are the first to lose their jobs.

•Most bank managers do not have any real understanding of what is going on in their customers’ businesses – all they see is the daily cash movements. Based on this limited information they try to make lending decisions.

•The bank manager in the case study does not feel comfortable with the business and does not trust the judgement of the owners. The lending was ‘hard core’ with no movement, ie at the beginning, middle and end of the month the account was always in overdraft and at, near or above the agreed limit.

•Banks are extremely risk-aversive and subject to changing policies as the economy changes – any sniff of a recession or poor trading and they want their money back. In this business they felt very vulnerable since it had no other form of funding – the bank is on its own in their eyes.

•At this level you always feel very conscious of the fact that the bank wants asset cover for all lending – eg if they have lent you £7,500 they want to be sure that you have business or personal assets worth at least £15,000 to cover this.
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Case study: marketing business

As a contrast I know a marketing business employing just over 30 people, which enjoys an entirely different relationship with its bank. Their size dictates that they have a corporate manager, who has an assistant who performs analysis on their customers’ businesses. They have far greater scope to make lending decisions and they understand their customers better. Even though turnover of the marketing company is under £2 million (they have no significant media business) they have an overdraft facility in excess of £100,000 and use a wide range of other financing facilities. This business had won regional awards for its creativity and had been rated highly in a recent financial survey of regional advertising agencies by a leading firm of accountants. It had always been profitable and was going through a period of exciting growth, while other agencies, both regional and national, were suffering.

On a day-to-day basis they do not really notice their bank exists. There is no evidence of interference. The directors are keen to involve the bank and each year send the manager (who they like and trust) a fresh business plan. Every year (at least) he comes out to see how they are doing and the annual overdraft review appears to be a formality. They feel that their manager is supportive and prepared to run some risk, if necessary, to support them.

How do you think the bank saw this business? The manager really likes this business, as he can be part of a success story. The business is sound and getting better. There is asset cover for the overdraft and the owners’ equity of more than twice the bank’s exposure. He has a reasonable understanding of the business and has confidence in those people running it – he feels comfortable. He has the opportunity to sell some products and services and knows that if the bank is looking to get rid of managers this customer will not be one that he will lose his job for.
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A much happier tale, but what can you draw from this?

•If you have a corporate manager life can be easier – he or she has more power. However, as a caveat, if you make a corporate manager feel uncomfortable they can descend from a great height – trust me, I have seen it.

•If you are using more than one type of financing it makes your bank feel more comfortable. It shows that you are spreading the risk and that your manager is following others who have decided to back you and your business.

•The bank manager feels he or she knows the business and feels comfortable with it.

•If the economy were to change or the bank decided it needed to pull in its borrowings this business would not pose a problem.

•The overdraft is used occasionally, but each month there is wide fluctuation in cash balances – ie the facility is not ‘hard core’.

The contrast between the two businesses and their relationship with their bank could not be more marked. The simple message seems to be that to run an overdraft successfully (ie without grief from the bank manager) you almost have to not need the overdraft facility; you also need to communicate regularly with your bank manager so he or she feels comfortable with you. Bank managers tend to panic and make harsh decisions if they feel threatened.

Term loans

Much of what you have read above holds true for bank loans. They may be dressed up with fancy names such as business development loans, term loans, etc. There are certain similarities to overdrafts except that:

•you make period payments so that the loan (capital) is reduced over the agreed term (three, five, seven years, or whatever);

•it is possible to get ‘capital repayment holidays’ for the first two years of longer-term loans – which makes them similar in effect to a bank overdraft during this period. Of course this means that the capital repayments have to be spread over the remaining years, which puts up the later years’ repayments;

•they can be longer term, to cover asset purchase and large start-up costs;

•interest is payable but the rate is usually fixed at the start of the loan – this gives certainty to the business on the cost of the loan. The interest paid is an allowable expense against business profits;

•there is an up-front arrangement fee, which again depends on the size of the loan, but no further ongoing costs;

•once you have agreed a loan from the bank it cannot withdraw it – as long as you are up to date with the payments;

•you will need to put forward your case: how much you need, for what purpose and for how long. A business plan will be required – not just financial projections;

•for most loans the bank will take a legal charge over all or some of your business assets – sufficient to cover the loan if you cannot repay it. If there are insufficient business assets the bank may ask you to give a personal guarantee;

•you can repay the loan earlier than scheduled – usually without any penalty.

Many of my clients have had experience of being forced into bank loans. There have been times when bank managers have tried to convert business overdrafts to term loans – usually in times of concern over the business – as a strategy to reduce their exposure (get their money back). It seems to be a real irony that when a business is struggling to pay its overdraft (which includes no capital repayments) nervous bank managers want to convert some or all of the overdraft into term loans (which do include repayments). I mention this as a word of warning so that you can be aware of your bank manager’s next step if you are having grief with your overdraft.
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Case study: plastic injection moulding business

Ken Lewis has run a small plastic injection moulding business in Buckingham for many years, which has had to fund the purchase of very expensive equipment (over £150,000 per machine) as well as the working capital needs of a growing business. He has used cheap hire purchase (see later) to fund his machines and an overdraft to fund the day-to-day running of the business. For a couple of years he had marginal profitability with growth. This put him under real pressure from his bank. After some months of exceeding his agreed overdraft facility (together with all the grief that went with it – bounced cheque fees, etc) the bank acted. It sent in investigating accountants, which he had to pay for, and as a result his overdraft was reduced and converted to term loans. This did not help his cash flow any, but it helped the bank – it was going to get its money back over a predictable period – assuming he could stay in business.

As time went on it was clear that the overdraft was not sufficient. With my help Ken managed to secure £100,000 of Business Angel funding (see later). The bank spotted this fresh funding coming in and reduced his overdraft facility by another £50,000 – thereby depriving the business of the additional funding it really needed. I caught up with Ken a few weeks ago – on the day his bank manager was due to visit him. In the two years since I had last seen him, despite difficult times, his debt had fallen quite amazingly. Most of his hire purchase was paid off and some of his bank loans were nearly paid off. The one thing that had remained constant was his overdraft – it was still too small for his business needs. His words to me were, ‘If the bank manager pushes me too hard I will change banks’, which I think he could now do – his business would be attractive to a new bank manager.
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I mention Ken’s experience just as a warning – banks will use term loans to give them certainty. In the short term, converting from overdraft to term loan can be painful but if you do survive the transition it can help make your business stronger and debt free.

Small Firm Loan Guarantee Scheme

The Small Firms Loan Guarantee Scheme (SFLGS) was introduced by the then Department of Trade and Industry (DTI) in 1981 to address a gap in the market regarding access to finance for small firms. The Scheme provides a guarantee to encourage banks and other financial institutions to lend where small firms are unable to raise conventional finance for viable projects because of a lack of security or established track record. For the first 20 years of its existence the banks had little appetite for it because of their traditional insistence on only approving fully secured lending propositions. Ironically it was the outbreak of foot and mouth in the UK in 2001 that opened the floodgates and it use has now become quite common practice.

Over the years it has undergone many changes and the rules have been tightened to exclude many businesses that would have qualified in earlier years. However, there is no denying that both the old SFLGS and the current SFLG version have helped a lot of UK businesses. According to the BERR (see below) in the financial year 2006/07 £210 million was distributed between some 2,700 businesses under the SFLG.

The SFLG is a joint venture between the Department for Business, Enterprise and Regulatory Reform (BERR) and a number of participating lenders. Participating lenders administer the eligibility criteria and make all commercial decisions regarding borrowing.

The main features and criteria of the scheme are:

•a guarantee to the lender covering 75 per cent of the loan amount, for which the borrower pays a 2 per cent premium on the outstanding balance of the loan, payable to BERR;

•the ability to guarantee loans of up to £250,000 and with terms of up to ten years. This applies even to businesses under two years old (previously restricted to £100,000);

•availability to qualifying UK businesses with an annual turnover of up to £5.6 million and which are up to five years old. This is generally determined by the date the business came within the charge of corporation tax (for a company) or became liable to pay Class 2 National Insurance contributions (for a self-employed individual). In the case of a business transfer the five-year age limit applies to both the business making the acquisition and the business being acquired;

•availability to businesses in most sectors and for most business purposes, although there are some restrictions;

•loans can be for any business purpose – working capital, asset purchase etc;

•the SFLG must be used to provide additional funding, ie it cannot be used to replace existing funding such as overdrafts, other term loans, etc;

•arrangement fees are payable and a small premium on the guaranteed part of the loan is payable to BERR;

•you can choose either a fixed or a variable interest rate and make repayments monthly or quarterly. The interest paid is an allowable expense against business profits;

•you do not need to draw down the whole sum borrowed in one go (if you don’t need it), which will save you interest charges. However, each tranche must be at least 25 per cent of the total loan and the full amount must be drawn down within two years. Note that this option is only available if you have chosen a variable rate loan.

Don’t forget you will still need to submit a business plan – not just financial projections.

According to the BERR 2006/07 Annual Report, there is both a wide take-up by businesses of all ages and the average loan size has increased over the years from £70,900 in FY 2005/06 to £78,400 in FY 2006/07. Figures 2.1 and 2.2 (see below).
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Figure 2.1Distribution of new SFLG loans guaranteed in FY 2006/07 by age of borrowing business, by both number and value
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Figure 2.2Distribution of new SFLG loans guaranteed in FY 2006/07 by loan value


All the high street banks are active in providing loans under the SFLG and according to the BERR 2006/7 Annual Report the main players are as shown in Figure 2.3. It is also interesting to note which sectors have been successful in obtaining loans under the SFLG (see Figure 2.4).
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Figure 2.3Distribution by lender by value (per cent and £000s) of SFLG loans guaranteed in FY 2006/07
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Figure 2.4Distribution of new SFLG loans guaranteed in FY 2006/07 by business sector compared with geographic distribution of all VAT-registered businesses


The age-old question regarding the success of lending to businesses under the SFLG is shown below. Of the 70,000-plus loans made over the last 16 years, some 30 per cent have failed to be repaid – although this may increase as 20,000-plus loans are still live. Irrespective of the term of the loan, the peak window for defaults is the second year of the life of the loan and 75 per cent of all defaults occur in the first three years of the life of the loan (see below).
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Figure 2.5Distribution of status as at 31 March 2007 of all SFLG loans guaranteed between 1 April 1991 and 31 March 2007
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Case study: service tents

A friend of mine had invented an innovative tent, which was for use by service engineers. The main advantage was that one person could erect the tent in a couple of minutes around a wide range of working areas. It was a real winner – but he had no more money left. He had poured all his cash into it but needed about another £50,000 to set up proper manufacturing (he was making them in his bedroom) and to market the product. Everyone was convinced that he had a real winner – his customers (who wanted to buy his tents), his competitors (who wanted to buy the rights to his tent), and his bank (who he thought were unfairly financing his main competitor but would not finance him).

On paper this seemed like an ideal candidate for this scheme – viable business proposition needing more funds but with no security. Did he get a loan? – eventually, but he had to fight tooth and nail. The problem was that this was the early 1990s and the banks were very reluctant to play ball with the DTI over this scheme. The banks, as you will know by now, are in the business of secured lending. In general their rule was, ‘No security, no loan’. The SFLGS seemed to them to fly in the face of this principle, even though the government (through the DTI) was guaranteeing 85 per cent of the loan. It was in fact the almost fraudulent benefit that the SFLGS seemed to offer some bank managers that helped its uptake – and helped my friend. He had an overdraft (totally unsecured) of around £20,000, which was making his manager very uncomfortable. At first he did not want to give him any more money until he saw a way of securing his bank’s position. If he set up a loan under the SFLGS for £50,000 he could use (improperly) the first £20,000 of this to clear the overdraft (thereby saving his bacon) and use the remaining £30,000 to help the business. In total his exposure was now only £7,500 (15 per cent x £50,000) instead of £20,000 – nice move, and he was seen to be helping his customer.
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You may wonder how this loan went through the system. Well, I have to say that it went through all too easily. The system was then (and still is) as follows. All loans under £30,000 under the SFLG can be authorised by one bank manager – above that it has to go to a second independent manager within the bank. If the second manager accepts the loan application it is passed on to BERR. Of course BERR has no real alternative but to accept the loan under the SFLG – it must assume it is kosher because two independent bank managers have okayed it. As you can imagine, manager one says to manager two, ‘I’ve got a nice little business proposition, will you ok it as it’s above my limit? Oh and by the way if you have got any loans you want me to ok for you I will of course help you.’ That’s how it got through, on a ‘if you scratch my back I will scratch yours’ basis.

Fortunately times have changed and there is much more acceptance of the SFLG. All the banks have a lot of experience of doing these loans and probably many have turned out very well. In fact two other friends of mine secured loans under the SFLG with no problems at all during the late 1990s – but that was after the government put extreme pressure on all the banks to play ball. During 2001 the banks processed record numbers of SFLGS loans – used quite often to help businesses struggling as a result of the foot and mouth disaster.

Before you all rush off to get a loan under the SFLG let me tell you that it is a one-shot solution, ie if you have one loan under the SFLG you can not get another (or increase the original). Also remember you are paying a small premium on most of the loan (possibly a couple of per cent) to insure the loan.

European Investment Bank Loan Support Scheme

The changes over the years to the SFLGS/SFLG have meant that some medium-sized businesses no longer qualify under these schemes – they are too big and want too much money. Some of the clearing banks have been appointed as agents to pass on funds under the European Investment Bank (EIB), which may well be of interest to these businesses.

The EIB Loan Support Scheme makes low-cost funds available for capital investment projects that will create new jobs. The EIB is a non-profit-making organisation whose shareholders are the member states of the European Union.

The main qualification criteria are as follows.

•The loan must be between £30,000 and £7.5 million, to finance an investment project of between £60,000 and £15 million.

•The group comprising the borrowing company must have fewer than 500 employees and net fixed assets less than £50 million.

•However, a subsidiary of a large group will qualify provided that the subsidiary itself employs fewer than 500 employees and is located in an assisted area.

•Loans for speculative property development are excluded.

Small Firms Training Loan Scheme

This provides a government guarantee for loans by approved lenders such as Bank of Scotland, HSBC Bank, Lloyds TSB, National Westminster Bank, The Co-operative Bank, The Royal Bank of Scotland and Yorkshire Bank, to name but a few. Loans are made to firms or individuals unable to obtain conventional finance because of a lack of track record or security. The guarantee covers 70 per cent of the outstanding loan. This rises to 85 per cent for established businesses trading for two years or more. Value: Loans can be for amounts between £5,000 and £100,000 (250,000 for established businesses) and over a period of 2 to 10 years.

Train to Gain

Train to Gain is a new service from the Learning and Skills Council (LSC) to help businesses get the training they need to succeed. The service offers skills advice and matches business needs with Further Education and training providers. The training and advice offered by Train to Gain is flexible and responsive and offered at a time and place to suit businesses.

Train to Gain aims to encourage all businesses and individuals to realise the benefits that learning and skills can bring. Working to a plan agreed within each of the nine LSC regions, with consistent features and benefits, skills brokers contact employers in the agreed priority target groups and sectors. Sometimes this leads to a face-to-face meeting, but some initial brokerage is conducted by telephone. However, although there are core elements to Train to Gain each region will have flexibility to provide additional features relevant to their particular needs.

Train to Gain in its first year (2006/07) has provide some £230 million of training and is tasked with spending some £399 million during 2007/08 on training projects. The scheme brings together the three parties to the scheme – individuals/businesses needing training, providers and finance. This is done via a skills broker.

Hire purchase and leasing

Hire purchase (HP) and leasing are two ways of acquiring long-term assets, such as cars and equipment, when the business does not wish to use a bank overdraft or term loan.

Hire purchase

If you want to own the asset then HP is probably the most attractive option. It is essentially a term loan – usually between two and five years at a fixed rate of interest. The main features are as follows.

•For accounting and tax purposes the asset is treated as yours from day one, and writing down allowances can be set off against your taxable profits. It appears on the balance sheet (as does the loan) and you charge depreciation in your profit and loss account.

•You cannot sell the asset until you have paid off all the HP debt.

•The rate of interest charged is usually noticeably higher than that paid under a personal loan or business loan.

•There are penalties for early repayment (unlike most term loans).

•The assets themselves are the only security the lender (bank or finance house) requires to cover the loan.

•The interest paid is an allowable expense against business profits.

I am sure it is a cultural thing, but many UK business people are hung up on owning things – both personally and from a business point of view. They (and their building society) own their houses and they tend to own most of their large personal assets – cars, TVs, etc. They carry this philosophy over to their businesses. For these people HP and loans are probably the answer to their asset funding needs.

Our European and North American business colleagues are a bit more liberated. Their view, both in business and personally, is that they merely use assets – there is no real need to own them. If you share this viewpoint then leasing/renting (in its many forms) is for you.

Leasing

Essentially, under a leasing agreement you pay (usually monthly) to use an asset for an agreed period of time. At the end of the agreed period you return the asset (in good condition) to its owner – you do not ever acquire ownership of the asset. The main features are as follows.

•For accounting and tax purposes the asset never appears on your balance sheet, and there is no depreciation charge to be made. There is no loan figure to show on your balance sheet. This is what is known as ‘off balance sheet’ financing.

•You cannot sell the asset because it is not (and never will be) yours.

•The monthly cost is usually less than HP because you are not paying for the whole asset, ie you are only paying for the depreciated value of the asset over the agreed period plus a financing charge. In effect the residual value that the asset has at the end of the agreement goes back to the lessor (owner) and you do not pay for that.

•Usually involves an up-front payment of three months’ rental.

•For vehicles there is a restriction on the mileage during the period of the agreement – excess mileage charges apply.

•There are severe penalties for early cancellation of the agreement. In effect you will have to pay the remaining monthly rental charges.

•The whole monthly charge is an allowable expense against business profits. Usually the charge is subject to VAT.

Contract hire

There are of course various twists to the leasing concept, the most popular of which is contract hire. This is used mainly for new motor vehicles. It works very much like conventional leasing (see above for main details) but can involve maintenance, breakdown recovery and road fund licence – basically all you have to do is insure the vehicle and put fuel in it.

 Most of my clients use both leasing and contract hire as constituent parts of their financing portfolio. Even as a new business the leasing/contract hire representative has the power to give £25,000 financing to most businesses. Established businesses can get even more. The beauty of leasing and contract hire is that it does not affect your other bank financing – overdraft and loans. In fact your bank will love it because it shows them that you are a sophisticated business person who knows how to use a range of financing options.

Key things to remember on funding

Have a funding strategy right from the start

Try to match the funding risk to the business risk. You may find Figure 2.6 helpful in trying to decide whether borrowing (overdrafts, loans, HP, etc) is appropriate to your business. The chart quite simply states that the higher the business risk the less likely it is that debt (bank borrowing) is suitable. Debt is a low funding risk solution only suitable for low business risk situations (eg, taking up a recognised franchise). On the other hand, if you have a high business risk proposition (eg an internet dotcom start-up) then it requires a high risk funding solution, such as venture capital.
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Figure2.6Funding and business risks

Match the funding period to the need period

If you want to finance, say, a piece of high-tech computer equipment that has a useful life of only two years, do not be tempted to accept finance over five years. You will end up still paying for an asset long after it has any real use to you. This may seem far-fetched, but there are any number of finance houses that will let you do this because the monthly payments are cheaper – typically 50 per cent less each month.



Have a mix of funding products

Don’t put all your eggs in one basket. Do you remember my little advertising agency that needed to buy assets of £35,000, as shown in Table 2.4?

Table 2.4How assets were financed





	Tables and chairs (used)

	£1,000

	Wepaidforthese



	Telephone system (used)

	£750

	We paid for these



	Software (new)

	£5,000

	2-year lease



	Computers, printers, network, etc

	£13,250

	2-year lease



	Working capital

	£6,750

	Bank overdraft



	Working capital

	£8,250

	We provided this



	

	______

	



	

	£35,000

	



	

	______

	





In summary, we funded it in three different ways, as shown in Table 2.5.


Table 2.5How the agency was funded





	Bank overdraft

	£6,750

	(19.29%)



	Owners (us)

	£10,000

	(28.57%)



	Leasing company

	£18,250

	(52.14%)



	

	______

	



	

	£35,000

	



	

	______

	





This seemed to us a good mix of funding. The bank liked it because it was in for less than 20 per cent of the risk. It also liked it because it saw that the leasing company was also backing us for even more of the risk (about 50 per cent) – this meant that other professionals had vetted us and were in for more than the bank. The leasing company liked it because it was well below its £25,000 limit for a new business, and it was almost matched by bank and owner equity. All in all, a virtuous circle.

Make sure you can afford the funding with reasonable certainty

Obviously you must check your repayment figures to make sure you can afford them, based on your projected sales/costs. However, as a safety first measure calculate how far your sales could be allowed to drop before you could no longer meet your financing repayments. For example, if your calculation shows that even if your sales were to fall 50 per cent you could still meet the repayments, then in my view this would be an acceptable risk. If, however, a fall of just 10 per cent in sales would wipe out your ability to make the repayments, then in my view this would not be an acceptable risk.

Do not be obsessed with ownership

Do not let your personal prejudices creep into your business decision-making. You may own the house that you live in, but do not feel the need to own the building you trade from, or the vehicles your business uses, or the office equipment it uses, etc. It may be cheaper and less restrictive to hire or lease equipment.

Chapter summary

In this chapter we have looked at the usual range of financing options available to the start-up business. They are of course not exclusively for start-ups – growing businesses will also use these (and a whole lot more options).








End of sample
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