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PREFACE

Money 1is theulife blocd of a business. The posgession
or leck of this vital necéssity can result in success or failurse
for business venture--whether large or_sha11~-in a free enter-
'.prise system.

The small business manager or entrepreneﬁr must be a
"jack of all trades,” for he usually must manége the purchasing,
production, sales, finance, etc., functions, himself. Finance,
since it is, as mentioned above, =a firm's 1ife blood, is one
of the most important functions. One of the most difficult
tasks falling under financilal management is the acquisition of
additionalrmoney. |

This report is éoncérnedﬁwith the methods available to
the small business entreprensur for acquiring additlonal captial
for his business, and aiso an investigation and analysié of
problems attendant thersto.

During the preparation of the study the utilization of
many Small Business Administration (SBA) publications too
numerous to menition was made.

The author is especially indebted for the helpful, frequent,
and freely given assistance prévided‘by the Regional Manager

of the Small Business Administration at Fargo, North Dakota.
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ABSTRACT

In providing financing or ralsing capital, the owner-
managers of small businegses are frequently not aware of all
the sources of funds that are avallasble. A better undef—
standing of these different sources of money could remove a
big stumbling block to small business financing.

The own@r—ménager cf a small firm should know all about
the sources of funds--what the different sources azre, where
they can be obtained, how thej can be obtained, who authorizes
thelr release, whaﬁ requirements must be met to sscure them,
when and how they must be repald, etec.

On the other hand, the owner-manager of a smal}l firm should
also be aware of some of the problems that are inherent in small
business financing. If he is awaré of the-problems or possible
pilitfells he may then attempt to steer clear of them.

Tt was with the goal in mind of making these money sources,
their geguisition, and their attendant problems better known,

that this study was written.
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CHAPTER I

THE ORDINARY METHODS OF FINANCING

Some smzll businesamen get into financial troubls
:,gbecause'they do not realire there are distinctlons in the
;ﬁarious gsources of funds used 1in businsss, 0ften such men
 éet pushed by circumstances intc reaching for whabever source
f{s handy when they need 1t.

“ A bilg danger in thils approach is thalt some owner-managers
;fry to operate with the wrong type of financing for a particu-
3 iar situation. ‘For instance, some of them try to lean on their
féuppliers, using this convenient form of financing (normal
:trade credit), to cover a situation that requires a bank loan.
Actually, there are four ordinary kinds of financing
;;f that g small business needs from time to time. They are:

- 1. Very Short Term Financial Assistance

2. Short-Term Bank TL.oans

3. Term Borrowing

I, Bguity (Investment) Capital

The purpose for which the funds are tc be used is an
impoftant factor in deciding which source of.financing is
needeq.' The handiest sowrce of financing may not be the right
source for the particulaf busiﬁess at that time; Soms dis— |

cussgion of the basic four -sources of financing may help to
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e ‘@larily what the four sources are and when they

jould be used.

Pv,gﬂbrt Term Financlal Assistance . ' {
Prastidins T IRE g .
Fneluded in very short term financial assisbtance are

he following:

1. Trade credit

. Discounted customer's notes

2

3. TIngtallment paper

L., Commercial factors _ |
Theae forms of very short term finanpiﬁl éssistance 811 i
fﬁé&e one thing in common. They are usually granted on the
;;fedit reputation of the business and require a minimum of
;;pfearramgement between the Eusiness and the persecn who grants
 ;£he credit,
Trade credit, in a Sense, is a courtegy which business-

men extend to saech other. Suppliers give 1t to manufacturers

when the manufacturers buy raw wmaterials etc., from them.
Mabufécfurars, in turn, extend trade credit to the distributors,
wholesalers, etc., who buy the products from them.

Trade credit works fine as long as everyone in the pipe~
line pays when he sould. Troublé.comes when.an attempt 1s
made to make it do more than it is supposed to do, or moré than
it is possible to do.

Trade credit is convenient because the manasger dossn't
have to £ill out applications or other formal papers, and he

may usually handle 1t as a bookkesping transaction.



Gustomer notes are another source of very short term

-ﬁgds, The bank will buy customer's notes or it will advance
?mdﬁey against them.

A third source of. the;e funds is 1nstallment paper. IVSome
imall businessmen'aell the ilnstallment promissory notes which
;£heir customers glve them for products such as appiiances, étc,
The fourth and final source is commercisl factors. A
Lbusiness sells 1ts accounﬁé receivable, If they are sold
?Vwithout recourse, " the buyer {or factor) assumes any loss
:résulting from uncplleptéd accounts.

The factbr‘s commisgion 1s generally based on the neb facé
ﬁlvalue of the recelvables that are sold to him. It varies with
ﬁ’the commodity, of course, but it uéﬁally amountsrto from 1 to

3 percent.

Short-~Term Bank Loans‘

The menager can use shori-term bank loans for purposes such
as finéncing accounts recsivable fof, say, 30 to 60 days. On
the other hahd, he can use them for'purposes that také longer
to pay off, such as for bullding & seascnal inventofy over a
period of severszl months,

Banks grant such finanoing‘eithef on general credit repu-
tation with an unsecured loan, or on a secured lcan égainst
collateral or security.

The unsscured loan is the most frequentiy used form of
bank credit for Shorf term purpcses.  The manager does not have
to put up colla*eral bacause the bank relies on his credit

reputation as sufficlent security.

[4



. he secured loan gives the entreprensur money against

dome of his sssets. The bank requires security as a protection

fopr its depositors against the risks that are invcelved ecven in

bdéiness situations where the chances of success seem assured.
| One type of secured loan is that in which one pledges or
;éssigns hig accounts reéeivable zg securlty. The 1eﬁder will
jusuélly advance from‘SO_tOFQO percent of the value of the pledged
freoeivabies. Othér f;pés of collateral which may‘be used are
;inventories (boﬁh finished goods and raw materials) and plan£
- and eguipment. The lender will usually advance from 50 to 90
¢ €percent of the valus of your ﬁledged inventories, depending |
. upon the nature of the product and its markeﬁability.

Trade accepbtances can be used as a basls for loans In
this fashionf When the businessman sends his invoice to
customer X, he can send along a tfade scceptance form filled
out for the amount due {usually he sends the docﬁment only when

the smount involved is falrly large). Customer X now can {(a) -

pay the bili at once, or (b) "accépf” the'tradelacceptance,
that is, he signs it, dates it, and writes the words "accepted
payable at........" across the document ' s face. He then re-
turns it._ |

The buéinéssman, on the other hénd, also has two choices.
He can (a) hold the trade aéceptamce until shértly before the
bill's due dste and then forward it td the bank designated by
the seller or send it directly tb his office; or (b) if he

needs the cash before the bill 1s due, he can discount the
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dé:acceptanoe at his bank or sell it in the open market

'h?éUgh brokers or commercial paper housés). If he proceeds

in.thé latter fashion, he can use the funds duve hinm long

o dfé the actual date when the cash would have been avallable
tgrﬁis account.

. In';hort~term money situations, the bank can sei up help- |
fﬁl arrangements. For instanos, it maj extend to the éntre— |
éfeneur a line of.credit. A 1ine of credit helps-hjm,to avoid
aélays in g@ttiﬁg loans when he needs them. |
| Also, the bank can arrange for him to havé revolving
cﬁfedit. It gives him a maximum line of crédit. .He can borrow
Tégainst it, repay, and borrow again.

Many banks require an annual clean-up by the borrowers
:bf short;term money. One has to be oﬁt of debf'to the bank

at least once during the year, in other words.

;::Term Borrowing
Term borrowing provides money repayable over a fairly long

time. Frequently it is broken down into two forms: (1) inter-

mediate~--loans longer than 1 yearjbut less than 5 years, and
(2) 1ong~terr~;loans for more than 5 years. |

However, for purposes of'matchiﬁg fhe source of financing
to the needs of the company, bterm borrowing shouid be thought
of as a kiﬁd.of money which will probably be psaid back in in-
stallments over several years.:

For instance, 1t could be thougﬁt of as money which mighﬁ_

be used to pay for a $12,000 machine. In such a case, thg_ff"
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chQSer and the bank, or some other financigl institution,
; ea.on terms waen the purchaser discusses the lcocan. The
"ufchaser might, for 1nqtance, repay the $12 OOO in four pay—

bs of $3,000, or in some similar fashion.

Equltv {Investment) Capifal
. Some people tend to confuse bterm borrowing and equity
{or investment) capital. One reason is that both kinds of
ﬁgney can be used for the zame types of things. |
 Yet there is a big difference. One doesn't have to
fépay equity capital funds. It is money obtained by selling
néﬁiinterest in the business.
| “The businessman bakes péople into his company who are
-;ﬁiilihg ﬁé riskifhéifrﬁbﬁéﬁrgﬁrifj _Eﬂéy are 1nbere%ted in
?potential ipcome'rather than in an immediate return on their
iinvestmemt. |
Suppose, for example, that the entrepreneﬁr is in a new
:.kind-of business, one in which the risks are still in aﬂ,indefi—
nite state. Banks and cther finanéial institutions cannot
afford ﬁo lend theiP depositors’ monéy ih such uncerbtaln
circumsfamdes. | 7 | ' N

Or it may be that he has borrowed a1l ﬁhat he can. He is
not over-extended, but his collatérél is éoVered by credit.
~He has no more collaterai to offer banks and other 1endiﬁg'
‘institutions. | |

In such cases, eguitby caﬁital offers a éource of funds.
To secure this equity capiltal he may offer for sale part of

his business to & person (or to an organization, such as a



'fbusiness investment company) who is willing to tske
'gl risks and who can afford to walt over a relatively
Hgfpefiod of time for a return on his money.

fmeall buginess Tirms are generally not able to find a

eadily available capital market. This makes it difficult

¢ ‘grow. However, these [irms must always depend upon personal

avestment as a source of e@uity funds. Cne survey has stated,
:Approximateiy 70 percent of the surveyed firms reported an
-ﬁérease in equibty capital through the device of retained earnings

v personal investment,"

?Other Aspects

- Bven if one is aware of the different sources of financing
vallable it is frequently dlfflcult to decide which kind to
Determining which source to use 1s someitimes compllcated
.&;the fact that one may be using various kinds of money at
,fhe same time.

| For example, one might be: (1) financing_agéoﬁnts re-
;6§ivabls with normal trade credit, (2) using short-term bank
;ibans'to build inventory for s Séasonal peak, (3) paying for
;éertain equipment with term borrowing, or (liI) taking care of
.éxpansion demands with equity money.

.. There are, however, two things which can be helpful when

:?the businessman is deciding what kind of money he needs One

.

1Pugh 0lin 8., "Facts About Small Business Financing,"

- Mansgement Besearch Summary, Small Business Administration,
CJEnnaTy, T Ivee,
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3§ﬁfp059- He must determine what pufpose the monsy will

be - used for.
;f The other 1s a review of his finan01al records Such
réview can help to answer guestions such as: What kind
ffmoney has been used? What has been his experilence with.
'é How much? When? Was 1t enocugh to do the jobf Was 1€
repald a8 planned? Or was there trouble peying back certain
Kinds of money? Did a partlcular kind turn ocut to be more
é%pensive'than planned?
Good flnanolal records can help o get the facts.
ﬁor instanée, cash-Tlow statementb should show where opefatlng
fﬁoney is coming from and where 1t is going. | The budget should
éhow an eatimate of income and expenses for at least 12 months.
| Some businessmen make fhe mistéke ofrtrying to opefaté
iﬁith too small an amcunt of money; This i1s dangerous because
Eéometimes cven a small unexpected turn of events may put their
_,flrms in Jjecpardy.
The businessman should analyze hLS records to determlne
Ji whether or not: (1) the trend over the last I or 5 years
| indicatés that he is relying tco heavily on normal trade credit
for short term meeds, (2) he_could gsave monsy and-gﬁerate
easier by using some short~term bank loans; or (3) he could
save by consolidating debts into cone periodic paymeht instead
of straining to pay a host of smaller bills each month

In effect, one should use his records as guldes when

figuring out future needs. Yet, should not be held back or

hidebound by the past. Rather, past records should be used




vk for him to indicalte where changes should be incorporated,
F ﬁhere iﬁprovements,should be made.

One improvement that is worthwhile thinking about is

ng. Some businessmen always Lorrow under pressure, They

to investigate possible sources of additional funds.until
sctually need it. Then their company's immediaté réQuife«
Ly often force them into arrasngsments thatb are‘not the most

siafitable.

The thing to remember, then, iz fiming. The manager should
to determine monef needs ahead ¢ Lims and plan so that he
have flexibility when he is wves’ sgotiate a loan. This

'éh@wld allow sufficient time to che cosaibllities when |

ﬁommy sources are being sought.
Sometimesrthé‘businessmam may - ible to get exactly
“the credit deal that he wants. Yet gaware of all the

évailable sources snd the effect *i

e ;achiﬁight have on his
business, can help him to select the Secoﬁéﬂbest, or even the
;third best.credit deal, when he 1le forcéd to by prevailing
.conéiﬁions; | |
He may wantrto go one sbtep further after he hés determined
what kind of money he needs for a particular situation. ﬁe
may want to list the pdssible scurces cf money.

Very short term financing, of course, is obtained throﬁgh
croditors; banks would arrange a secured or unsecured loaﬁ;
insurance compaﬁies and other finsncial institutions offer

pogsibilities For term borrowling; and one of the smsll business
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ment companles, or possibly an individual person, would
.Sbﬁrce of equity cepital.
}bﬁe thing that should be borne in mind is that the

Oﬁfétion of equity capital takes time, so plans To gather

: ;cts aboub such sources should be made well in. advance
%ﬁe fime when one might need to start negotliations,

ifgt appears evident that many small businessmen arernot
gﬁiar porrowers. A financial survey report has stated,
;Siightly fower than 60 percent of the smaller firms surveyed
:fé?aqtive borrowers. " |
”i“Finally; an important thing fof the small businessman-tb
éﬁiin mind iz that money sourées should be reviewed at-least

ce a year so as to keep them up-to-date.

°Ibid.
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CHAPTER IT

OTHER WAYS OF PROVIDING CAPITAL

1Tﬁe need for ready cash may arrive at a firm at any time.

maﬁzwell arrive when business ig good-when sales have Just

rgésed, but cash (for.paying for raw materials, over-time,
fﬁééd, etce.) has not. It may arriverwhen the owmefwmanager
jﬁdy to add a new line that promises new profits, only to
_:himself hempered by a oaéhrshortage.

:In this chapter attentlion is given to ways of financing,
jé?bviding capital for the firm, other than thoée ordinary
féﬁCihg methods described in the pravious chapter. This 'is
3oﬁe.because it might not be feasible or possible to use any

; the ordinary flnan01ng methods in certain situations.

aiThe other ways of providing capital are to: (1) streamline
'fernal operatlons, (2) tlghten up external relatlonshlps, and
“'get rid of fringe assets. These additional sourses of
'gﬁital are within the averags ownér~manager's grasp, but thef .
éh be tapped only is he has provided good management, in—
Léiﬁding close control over operations. The Tirst two sources,
'f;course, require more time to achisve the desired results,
ﬁﬁad are indirect as opposed to direct ways of providing capital
. In order tc streamline internal operations, careful

,éttention should be paid to the following:
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1. Receivebles
Raw materials and finished goods inventories
Work-iln-process
Backlogs

Bank account

(S TN A G AV T G

Tax Lilability

By tightening creditland collection peclicies, the business-
éh can reduce the outstanding amount of recaivablés, and in-
féase cash in-flow. The ready'cash is now available to use
‘necessary.

By.temporarily reducing the purchases of raw materials

Which he does not need for immediate production, by pur-

ﬁésing components, parts énd even services from others, and
‘deferring paymenfs for asuth purchasés until élose to the
p@ent when he received payments for finished goods; depletion
f;ready cash may be avoidéd. Also, .prompt payment discounﬁs
hﬁéﬁld_ hot be overlooked. |

By carefully checking ﬁork—in—procéss, the entrespreneur
af find that some of it can be brought toc completion and sold
.éad of schedule. I this speed-up is economical, he can
i@kly pump ready cash Into his firm. |

. He may be able to ship out more orders faster than ahtici—
ﬂéd by significantly increasing production. By also using
Séenger service and shipment via alr express, he may be able
Q;éut down the in-transit time of the finished products and

urther speed the day of payment.
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By consolidating scattered acccunts in one bank, he may

Eut down on services oha:ged for_below~minimum~amqunt-accounts,
_gr reduce the idle minimum amounts (kept in bank sccounts %o
;évoid service charges), thus freeing funds for his operations
.6P for investments.

ﬁe'may be able to reduce the tax liability and, by the

in his depreciation schedule and inventory accounting.

. The next problem is to tightén—up external relationships.
Eere, care should be gilven to the followling three items:

1. T@rms of“trade |

2. Collections schedules

3. Payment methcds

The businessman may be able to persuéde his customers tok
égree %o a speedier payment after his delivery of merchandise.
: He may be able to make én agreement wiﬁh his major
éupplier Qf suppliers which will allow him to stretech out his¥
ﬁaymeﬁf schedule, so that he can always keep a certaln level
6f cash on hand.

| When the payment schedule is_stretché@ ouf because of an
ggreement‘with a supplier, what is being obtained is trade
credit. ~This trade credit is an'importént source- of financing

for small firms. A survey of small business has reported that,

i.e., trade credit.

:ﬁsame token, improve his cash pecsition, by bringing about changes

'ivaenty~two percent of the firms in the sample used such credit,

1F1nn, Gene L. ”Small Buginess Experiences in Seeking

Credlt " Management Research Summary, Small Business Adminis-
-tratlon December, 1962.

nl
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To augment the amount of ready cash, the businessman
may also be able to arrange for earlier payments due from his
larger customers.

He may be ablerto make use of rapid transfer arrangements
of deposgits from one area of the'country to ancther through
payment plans available through many banking houses. These
rapid transfers will result In a saving of time, since there
is.an immediate credit deposit at the central banking facility.
| If the businessman can get an agreement from his customers
Ehat they will pay for express or freight shipments.(F.O.B.),
%he outflow of funds will be kept down.

- If he can ship much of his merchandise (0D, he can collect
ﬁany of his bills quickly.

| Progressive billing, or billing for completed portions

Ef an 6rder, may be an arrangement acceptable tc customers,

as might be the "pre-sale" of future productién. Under the

giétter arrangement, a customer, in éffect, finances that part
-;f future production which is destined for him,

- When the entrepreneur-divests himsélf of fringe assets he
fWill be trying to decide which assets do not relate directly
tp his operations, and which he does not need to carry on his
ﬁsiness. In this case, selling these asgsets will probably be
£ greater advantage to him tﬁan retaining them.r ﬁe may find
%inge agsets within the following groups of assets:

| 1. Equipment

2. Buildings and real estate

3. Securities
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There may be some equipment in hig plant which is of no

mmediate use. To get ready cash now, he may want to consider
élling it.

Tﬁe entrepreneur may wanit to review gome of the physicai
QSets currently owﬁed by his business. For instance, there
m;y be part of his physical plant he can safely dispense with.
Sﬁme acreage, perhaps, fTor whiéh he once thought he might have
ééme use, but for which he has so.far found no use, might be
éid. There may be a building which has long stood idle and
ﬁﬁich he is‘not including in any physical expansion plans. Or,

pérhaps, he bought some property which does not even form part

of his operaticns, and which, to obtain dash, he could sell.

Again, he may Teel that there is nd'real'reason‘for him to own
hﬁe building which his firm currently occﬁpies. He may prefér
héving cash instead of that propérty.\ If this is the oasé, hé
ﬁ;y be able to work out a sale-and-lease-back arrangsment. In
dther words, he sells the property, and the new éwner gives him
a:leééé-for the space his firm now occuples.

As for securities, the businessman ﬁight want toc consider
gelling some of the marketable securities he own, such as stocks
or bénds.r Marketable securities, of course, also can be used
ﬁé loan collateral.

Lastly, the small businessman should be aware of the other
ways of providing capital as described in this chapter because
ﬁé may, on occasion,Ahave the ordinary methods denied to him.

Actually, the number of firms which have non-recourse to banks’
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Is;gmazingly high, considering the plentiful supply of banks,

éurvey of small businesses shows 3.0 percent of manufacturing
fms, 39.7 percent of non-manufacturing firmS; and 36.8 percent

f;ali firms, claimed bank credit was not available to them, for

2

ine reason or gnother.

§ 2Jackendoff, Nathaniel, "Financlal Analysis and Small
usiness,” Management Research Summary, Small Business Adminis-
spation, May, 1961, .
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CHAPTER IT1T

FEDERAL GOVERNMENT LOAN SCOURCES

The problem of obtaining financing is of priﬁe iﬁport—
ZQhée toc operators of small businesses. It-may mean the
iffefence_between continued solvency and eventual bankruptey.
. The most importént gource of~loans other than bank loans
s the federal government. Many businessmen do not realize
ﬁét there are numerous federal agencies authorized to make,
dfito guarantee, or to insure loans.

“Generally speaking, to be eligible for a government loan,
;qgrtain fundamental requirements must be met. These require-
'ménts are:

1. PFinancing from private, commerciai sources must not
be available on reasonabie terms.

2. There must be rgasonable assurance of repayment of
the loan.

| "3. The loan mﬁst be in the public interest.

Becguse of the great complexity of federal government
ioans, no attermpt will be made here‘tp set out in full all of
the.details and requirements of the various government loan
programs. Further, this discourse is not intended to be g

complete compilation of government loan sources. Only those
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iioan sources which are believed to be of major interest to
gfha small business owner aré described,.

. Basiéally, there are four loan sourées in.the federal
:gov@rnmént for amall businesses. They are as follows:

| 1;;'Sma11 Business Administration

2,i TreasuPy Dapartiment

3. Federal Reserve System

i

. federal Home Loan Banks-

;Smail Business Administration
" The most important loan source of the federal govern~

nﬁjis the Small Business Administration (SBA). The business

;program of the SBA is expressly designed to assist small

3gfprises~~manufacturers, wholesalers, retallers, service
taglishments, and other businesses--which are independently
eaiand operated and not doﬁinat in their fields. The SBA's
3 ﬁ;és loans énable small business concerns to finance con-

ction, conversion, or expansion; to purchase equipment,

lities, machinery, supplies or materials; and to acquire
hgfcapital.
GQnérally, the SBA loan program is designed for small

esges that are unable to obtain from private sources

ntérmediate and long-term credit required for general
S and normal growth. In addition to the fundamental
éméﬁts for government loans previously outlined, an

Q&nﬁ:for an SBA loan must also meet these other requigites:
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.1, The applicant must be of good character.

He must show evidence of ability to operate his
successiully. | .

:3, He must hasve enough capilital in The business so that

f{he SBA leoan it will be possible to operate on a sound
éncial basis.

n. On arlong—term loan (one repayable in installments
T8 period of sgveral years), the ?ést record and future
Spgcts of the Bﬁsinéés:must show sufficient probable future
:ﬁé to provide reasonable assurance of repayment. it is
séary that the loan be adequately secured by real estate,
1§£elrmortgages, or other suitable collateral.

ifhe SBA offérs the following types of business loans
:ﬁéll businesseg:

:i. Bank participation loans

;2. Direct loans

:3. Disaster loans

li. Loans Under the SBA Investment Act of 1958, as amended

Bank participation loans.anhrough its bank participation

n} SBA cooperates with prlvate lendlng institutions in

tlng the credit needs of small firms. Often, a bank 1is

llpg to make a loan to a small firm if the SBA participates
i.e., purchases (immediate participation) or agrees to

6Hase on demand (deferred participation) a share of it. The

This participation may be lmmediate or deferred, as the
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ng”may elect. The agency cannot enter intc an immediate

jicipation, however, if a deferred participation is avail~-

*iIn an immediate participation loan, the agenoj_purchases
'médiately from s bank, or sells to a bank, a certain per-
entage of a loan which has ‘been approved by both 1t and the

The loan may be serviced elther by the bank or by the

In the case of a loan in which the agency agrees to

ticipate.on a Gelerred basils, thé participﬁting financial
wstitution makes and administereé-the entire loan, with the
ziagreeing to purchase from the bank, at ény time during a

ted period, a fixed percentage of the then outstanding

:_Theée loans generally are repayable 1n.rsgu1ar instal-
nts, usually monthly, 1nclud1ng prlnclpal and interest.
.érest is charged only on the actuallamount borrowed, and
%thé actual time the money is outstanding. All.of part
3£he loan may be repald without penalty before 1t is due.
The maximum intersst rate on SBA;s share of the lcan is
ﬁércent per annum, A private lending instituticn may set
fgher rate thar this on its Share of the loan, however.

. The maximum maturlty of an SBA loan is 10 years and the

xlmum amount of the SBA share to any one borrower 1s $350,000,

'Direot loang.-~Where a private lending institution will

not ‘make the full loan and will not participate, SBA may make
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;ifect loan. Terms for direct loans, Including repayment,
ﬁfity, interest, and amount, are the same as for bank
participation loans. | '

Disaster loans.--This type of loan is made to individuals,

Siness concerng, and nonprofit organizations such as churches

and;charitable institutlons, to repair and rebuild homss and
usinesses, which have suffered physical damage from floods,
ornadoes, hurricanes, and similar catastrophes.

There is ne limit on the amount of an SBA disaster loaﬁ.

eée loans generally are to be repaid in equal monthly in-

ailments, including interest, usually beginning not later than
months after the date of the note. The final maturity of
1§an is basged on the borrower's ability to repay, but by

aﬁfmay not exceed 20 years. The interest rate on the disaster

an is 3 percent.

f”Loans Under the SBA Investment Act of 1958, as amended.--
is act provided for the lernding of funds to development

mpanies and small business investment companies. These -

ompanies in burn make loans to small businesses in their aresa.

¢ interest rate 1a ususlly 5 percent, and the amount is
mited to $250,000.

reasury Department

Loans under Section 302 of the Defense Production Act for

erials and services for national defense can be made upon

enﬁificate of essentizllity issued by the Director of the

Office of Civil and Defense Mobilization.
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Loyt

The principal loan functicn of the Federal Reserve Bank

Geral Heserve System

to extend credit to member banks; hoﬁever, the Resgerve

ﬁkg_alsb act as fiscal agents under the Board's Regulation
aﬁd the Delenses Productipn Act of 1950 in a loan guarantes
_5éram to expedibte defense contracts.

f* T.oans aré‘actually made by private banks, with a des-
héﬁed portion guaranteed by the procurement ageﬁcy most
icerned. The guaranteéd portion can run up to 100 percent.
;a fee is based on a sliding scale, making it advantagéous to
quest as small & guarantee as possible.

déral Home Loan Banks

Under the supervision of the Home Loan Bank Becard, eleven
strict Federal Home-Loan Banks fulfitl the reserve credit

seds of some l,600 member savings and loan associations and

,dperative'banks. The funds of these district banks coms
_fgely from their capital, the sale of obligations in the
'ﬁket, and deposits of excess cash of their members. The

 trict banks lend only to theilr member institutions to meet

le seasonal and emergency credit reculirements of these insti-

utions and to maintain an adequate flow of loan funds in every

Long-term loans {(up to ten years) of member institubions

é{secured by either mortgages or bonds. Short-term loans

_f{periods up te one year may be so secured or simply not

curcd at all. Interest rates vary.



23
;in conciusion, it is surprising that such a large per-
_55@5 of small businessmen are nct cognizant of the many
fal agenclies that are able to assist them financlally.
e@ént study of small-Tirm businessmen reported, "Many did

_khow what sources of capital, other than banks, were

lstevenson, Harold W., "Sources of Equity and Long-Term
ancing for Small Manufacturing Firms," Managementi Research
) Small Business Administration, June, 195677




2l

CHAPTER IV

LENDER INFORMATION REQUIREMENTS

Loans are by Tar the most popular form of fiﬁancing. It

éld seem to follow then, that one of the first things =
'ﬁsinessman would want to‘know is what are the lender require-
ﬁés. This chapter will examine the financial facts, etlc.,
“s;h lenders reguire.

::The Question that is uppermost in the minds of lending
_ficers of banks and other financial institutions considering

Gan to a small company, quite naturally is this--"can the

mpany repay the loan?'" To enswer this gquestion the lendling
;ficefs have determined that certain kinds of information

out the small company which is asking for the loan, are

'tMost lendsrs require information about the Following
f;pcial data:

1. Business Collateral

2. Audited Financlal Statements

3. Sales and Cash Projections

au' Operating and Financial Ratios

5

. Business Cperations During Loan

sihess Collateral

When the entreprencur secures.a loan with business collateral

¢h . 'as accounts receivable, inventories, or fixed assets, the



Lil. General informaticn abcut the company
;2. The conditlon of accounts receivable
53. The condition of the inventories
condition of the fixed assetbs

the general information which he looks for is

‘books and records up-to-date and in good con-

@n?- What is the condition of notes payable? What is

e éondition and aging of accounts payable? Whaﬁ is the

dé% backlog? What are thg salaries of the owner-manager

d other company officera? Are all taxes being paid currently?
;atﬁis the number of employees?‘ What is the insurance coverage?
#Oh accounts rébeivablé,jthe lender's representetive wants
kﬁow: |

. Are there indications that some of the accounts receivable

Vé'already been pledged to another creditor? What is the
-thts recelivable turnover? Is t@e accounts receivéble total
akened because many cusiomers are far behind in their pay-
nts? Has a large encugh reserve besen set up to éover doubtful
c?unts? The répreseﬁﬁative_will check the condition of‘the

rgest accounts, How much do these customers owe and what
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grcentage of the total accounts does this amcunt represenﬁ?
- Tﬂe representative will want to know the following about
nventories: |

| Ts merchandise in good shape or will it have to be marked

down" How much raw material is on hand? How much work is in

rocess? How much of the inventory is finished goods? Is
were any obsolete inventory? Has an excessive amount of

nﬁentory been consigned to customers? Is thé inventory turn-

_ofér in line with the turnover for the industry? Is money
ing tied up too ;ongﬁin inventory?

| Concerning figed assets, the lehder's representative is
terested in: |

The type, age, and condition of equipment and machinéry,
e_dépreoiation polipies, the details of'mortgages or - con-

ional sales contracts, and fubture acquisition plans.

dited Pinancial Statements

A financial statement that has been audited by a public

countant 1s one of the most important tools which the lender

éé in oonsidéring a loan application. The audlted statement
furhished by the borrower. This means that the owner-
apager has to pay & public‘accountanf to examine his financial
atements and prepare an auditor's reporﬁ for the lending
E;cerfs use.

| The audit fee will be according to the time spent on the

5; so it would behoove the owner-manager to make sure that

héiauditof does not have to do detaill work of which his own

ckkeeper is capable.



27
Some examples Qf the detailled preparation_which the
_bookkeeper, or accountant, can accomplish befors the auditor'
férrives are:
1. Balance the general ledger and insure that gll ledgers
_agree with the control accounts
2. Reconcile the bank accounts
3. Analyze the incomé and expense accounts
The owner-manager should alsc be ready for the physical
nventory which the auditor will want to observe. Those
pérsonnel conicerned should be instructed ahéad of time on the
%oper methods of taking and pricing the inventory.
” As was previously mentiohed, a properly audited financial
statement is a most impértant tocl of the lender, Bank officers
éve been known %o grant loans cn the basis of financial étate—
ﬁts_even when the statements showed g 1053.4 On the othar hand,
héy are usually hesifant about granting a loan on the basis

f an unaudited statement even when it shows a pfofit.

ales and Cash Projections

The lending officer gets an idea about the amount of cash

hé owner-manager expects to take in by looking at his cash

orecast.

A cash forecast 1s a plan, or cstimate, in statement form.

- 1. How much cash one expects to receive

2. How much one expects to have on hand at the end of

ertain pericd.
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3; How much cash one expects o have on hand at -the

;a of a certzin period.

The psriod'referred to above willl usually be for a year
ﬁh detail gifen on a month-by-month basis,

. The accuracy of a cash_foreoaét depends, to a great
ﬁent, on the owner-manager's esﬁimate of.future sales.
Other information the lending officer can obtain from

1

sh forecast statements, according to a recent study,- is as

A" cash Torecast can be worked out by adding to the ex-
;d ed cash balance at the beginning of each menth, all the
ash receipts which are expected. Then from_this'total,‘all

- cash disbursements which he expects to;make, are subtracted..

eréfing'and Financisl Ratios o

hSupplying the lending officer with ratios for the company
help him in making a judgement on the loan application.

ese ratlos enable him %o pinpoiht the strong and the wesk

Ts ih fhe financial operation.

' TheVseven most commonly used ratios are the following:
.l. Current ratio |

2. Quick ratio

3., Accounts receivable turnover ratio -

 1PriCe, Selwin E., "Financial Facts Which Lenders Require,"

ﬁ;ements Aids for Small Manufacturers, Small Business Adminis-
~lon, May, 196, '
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Inventory turnover ratio

n
£, Net worbth to total debt ratio
6.. Book value per share ratio

7

Expense to sales ratlo

Some lenders alsé use other ratios which have been
aéveloped as aids for determining whether a loan is safe.

{ is important to realize that ratics vary from 1ndustry to
ﬁdustry becausg egch ;ndustry hag its own pecullarltles. The
@nder wants to see how thelratios of a particular firm com—

are with those for the industry.

-Bu51ness Operatlons During Loan

After the owner-manager has borrowed the money, the lender

eéds to know how his company is progressihg ﬁhile he s%ill is
n debt. The long-term loan requires more facts and figures
than short-term borrowing. The lender:gets this information
ém data whioh‘thé accountant or booklkesper supplies.

. The lender may want co?ies of amy or all of the following
:éports and stéteﬁenﬁsf |
1._'Ba1anoe sheet

2. Inéome statemeﬁtl

3. Statement of retained‘earningé

L. Source and appllcatlon of funds statement

The lender w111 requlre these reports and statements
riodically. How cften depends on the time length of the loan.
Az a rule, such intgrim.financial statements must be

zgned by you the owner-manager or one of the company's officers.
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this signature shows the lender.who is responsible for the
sntents of the reports.

These interim statements can be simple, and even brief,

The important thing is that they be accurate.

Sometimes lenders alsc ask for other financiel data, such
g the following;

. 1. Sales of major ﬁroducts

2.. Profit margins per product

3., A list of major customers

. An aged listing of accounts recelvable

Often the 1énder wants suéh information on-a comparative
;is. For éxample, he might want'informatioﬂ as of July 1

v the past 3 years. The lender will use such information
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CHAPTER V

FINANCING PRCBLEMS

When providing capltal or securing additionsl fuads for
is business, the owner-manager may be aware of the different
thods of cobtalning this financing, and he may know all

;bﬁﬁt where and how to obtain them. What he may not know

:dﬁt, however, is the nature of some of the troublesome
blems thet can arise, and how to avoid them.

As previously mentioned, if he is cognizant of Llhese

ars
L

 ntia1 problem areas, he may then attemplt Lo guilds

ahcing efforts of his business around them, in efl:
é;steﬁ ﬁhem.

?LThé possible problem areas for small business £
at;seem to be most prevalent, and yel that owner-men

least aware of, fall into the following three are:’

Low Net Worth
Loan Eligibility

Bffect of Tight Mcney

‘Worth :

118 a financing problem.l' Why is the net worth so low

1. . |
Friedland, Seymour, "Financing Froblems of Smail Manu-
_?GPS," Management Research Summary, Small Businoss Adminis-
ion, November, 1962.
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5 small firm? The answer to this question is found in an

yeis of retained earnings. The study indicated that re-

46d earnings for the small firm is less than 20 percent of

gi assets, which compares unfavorably with 38 percent of total
ets for firms in general. The study also indicated that
ﬁé'lean too heavily on debt funds for financing, as a rule.
.Retained.earnings, in turn, are deﬁendent upen (1) profits
ned, and (2) dividends paid. Small businesses tend %o retain
_ghef percentage éf earnings than large businesses. In 1958,
_éxample, thé above referenced study showed ﬁhat United

tes maﬂufacturiég firms of all sizes averaged dividends

oiinting to almost 60 percent of earnings, while firms with

ets of less than $250,000 paid out only 30 percent of earnings.
On the other hand, small busineéses earned only about 3

cent on net worth that year, as:compared to spproximately 16
cént for all manufacturers.. Thus, it is clearly evident
a£ the.differenoe betwsen large and small firms in the relative
rtanée cof retained earnings 1s the result of lower profit-
ity in the small firms and not a high rate of dividend

yment.

Another effect of those low profits is that it restricts
ability of the small firms to obtain funds through equity
ital investment. A small business cannot attract high
fﬁtability and rapid growth.

Thus, it seems to be a viclous cirele. Firms of low net

th (according to the study) tend to have low profits, low
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rofits 1imit a firm's abllity to secure funds, and without

nds a firm 1Is certalnly going to be of low net worth or at

5t heading in that direction.

n BEligibility

Another problem facing the small businessman is that of
gibility. The Small Business Administration is an excellent
frequently used source of Tfunds for the smz2ll firm. However,

re are some rather stringent restrictions placed on the

fower concerning his elligibility, when he borrows from this

fCe. I he knows about these eligibility restrictions and

té the requirements, he may be able to secure a very

-ahtageous loan, and by so doing be that much azhead of his

pétitor, who does not know of these restrictions. Some of

most important of these eligibility restrictions are out-
d in theé next few paragrapns.
fLoans cannot be made to business 1T the business can

ain money on reasonable terms:

1. From a financial concern;

2. Bﬁ Selling aszets 1t does not need;

_3. By the ownér‘s using, without undus hardship, his

_ﬁal credit or resources of his partners or principal
kﬁolders;

&. By selling part of the ownership in the company. through

;}ic offering or a private plscing of any of various kinds

ecurities;
5. From other government agencies which provide credit

1fically for the borrower's type of business of for purpose

he reqguired financing.
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Aiso, loans cannot be made if the purpose or result of

ing the loan would be to:

;j. Pay off a creditor or creditcors of the applicant who

nadequately secured;

2. Provide funds to distribute or pay to the owner,
fners, or shareholders;

.3. Replenicsh ﬁorking caplital funds previously used to
. jhe ownsr, partners, or shareholders;

“Finally, loans cannot be made to applicants if:

1., The 1oan_wdu1d provide or free funds for speculation
any kind of property;

2. The loan would be used to relocate a firm for other
aﬁ{sound business purposes;

3. The purpoge of thé loan is‘td finance the acquisition,
Sﬁructiqn, improvement, or operation of real property that
:éld primgrily for sale or investment;

l.. The applicant's purpose in- applying fdr a loan is to
e@t a change In ownership of the business;

5. The effect of granting of the financiszl assistance

: be to encourage monopoly.

ect of Tipght Money

TfWhen money is tight, discrimination ggainst small businesses
ssume two forms. Banks may decrease the flow of lcanable
n_é to small businesses in order to maintain or expand the

" to larger concerns. They also may raise inberest rates



A study has found that on long-term loans to the textiles,

sther, and apparel indusirles, inlterest rates that were

rgod to small Tirms more than doubled in the 1955-1957
ghﬁ—money pericd, while rates that were charged to the large
]S increased only moderately. 2

;:DiSPPOportionate increases also occurred in other manu-
g@ﬁrlng areas. Short-term rates lncreased more for large
ngfor small bu81nesses; but only glightly so.

The relative demand for loans within the respective
dustriés cannot account for these differences. In several
S, femarkable increases in long-term rates charged to

1 businesses were accompanied by very small increases in

lume. A% the same time, large increases in loan volume to

_term rate of interest.
‘It would seem that the more inelastic the demand for loans,

larger the price that can be charged. O0f course, when

endent on commercial banks, than for larger firms, which
imore slternative sourcez of funds.
The study also found that during the years 1946-1955,

L marufacturing concerns expanded member bank borrowing

2 .

Carson, Deane, "The Effect of Tight Money on Small
}ness Financing," Menapement Research Summary, Small
-ness Administration, July, 1963,
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onsiderably greater amounts than large firms. However,

he tight-money period of 1955-1957, small manulaciurer

rowing increased very little, not only absolﬁt@lyj but 1in

afison to both thelir own borrowing in the earlici period

[l

tﬁe loan ex?ﬁnsiom of large manufacturers.
JFuPther, the study found that, surprisingly, all toc few
21l businesses avall themselves of long-term credit usling
gr;than bankhsources. It was found that relatiﬁely few

sl

iy ;had tried to obtain egulty Qapital. Of the firmg that

tried, those whose assets were below $1,000,000 were much

successful than larger firms.
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CHAPTER VI

CONCLUSIONS AND RECCMMENDATIONS

considerable number of smell firms rely too heavily’

" category of businesses.

suggestéd tﬁat some of the resources (particularly

and finance management;
of' the varicus management finance tools
small businessman 1s correctly using them;

of the effTects of business concentration
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soughly investigate the specific requirements in his case

ée whether he isg eligible or not, for a loan.

‘The loans that ths Small Buginess Administfation grants,
though the restrictions are quite stringent, are gener-
y;the best that can be had. They are usually at lower

eé, and better terms of agreement may be made under thesze

é than from any chers available; So, it would behoove
interested smgll-business manager to.carefully check with
8mgll Business Administration office closest to him first,
dnly revert to other sources for financing when this source
denied him. | |

‘As to the effect of ﬁight mbhey, supply discrimination
1lés that 1endgrs turn down good smgll-firm borrowsrs in

r to allocate a larger volume of funds té goﬁd large-firms
rowers. if the implication that tight-money policies lead

discrimination against small businesses is to be tested

quately, it ﬁould seem that furtﬁer data are required to avold
questiqnable agsumption that phe flow of loans adegquately
sufes demand.

;Finally, the apparent failure of small businesses to fully
oit sources othef than banks for long-term credit; indicates
féllowing conclusion. If subsequent tests prove that banks
dlScriminate agalinst small businesses in the flow and cost
redit, the discrimination might be lessened by a program

inancial education for small-business owners.
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