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Finance 8. Assessing the Need for and Sources of Outside Finance

Information sheet Finance 6. explains how the financial projection model can measure risks and variables affecting your business. For example over-trading is a risk that could be funded by using the assets (the debts owed to the business) as security for additional funding. This is because the funding is actually required because you have achieved more sales than planned, and when each sale is made the value of the debtors of the business increases. Banks are often willing to grant overdrafts in such circumstances based on a proportion of the level of such debtors. Alternatively, debtors could be factored or the sales invoices discounted since the factoring or invoice discounting company can take a charge on the debtors. It is best to try and arrange these facilities advance. 
When starting a business it is easy to assume you will need to raise capital and assume that this should involve giving someone an equity interest in the business in the form of Business Angel or Venture Capital type finance. You may even have a figure in mind before you have even prepared financial projections for the business. (Hopefully this is not the case if you have read the previous information sheets!) Often those rough estimates are close to the true figure but you could be seeking inadequate funding or not looking for the right type of funding. 

Choice of Funding Type

As well as assessing the business risks inherent in the business plan, you should also test different ways of funding the business. Ask yourself:
· Is there a different way of starting this business that would need less capital? 

· Could I work initially from home and save the cost of premises?

· If there is more than one person involved do we both need to give up our jobs and start in the business at the same time?

· Can expenditure on some assets wait until the other risk factors of the business have been tested?

· Can the essential assets be leased rather than purchased outright?

Risk Analysis 

Some of the changes to the implementation plan outlined above can make a significant difference to the funding required your business. If despite market research, there is uncertainty about the amount of potential customers who will buy, then that is likely to be the biggest risk factor facing the business. If you can fund the business through this period of testing in the market place, and have a positive result, you will be looking for working capital for the business with a lower risk profile. Don’t be afraid to test out your idea in a ‘pilot’, it will save you a lot of money and give you a way to test things out.
If the result is negative you can consider whether to continue with the business, or what changes might need to be made. The question of whether or not the business will attract customers at the right price to make it a financially successful business is the real ownership or equity risk in a start-up business. If you seek finance before testing the market, then you must expect to give away a larger share of the business to attract investment, than if you are seeking investment for a proven business concept. Ownership or equity risk continues after that initial business concept is proven, but at a lower level of risk related more to the quality of management of the business than to market risk factors. 
It is important in preparing the business plan to show that you have identified and quantified the risks inherent in the business, and to demonstrate as far as possible that the risks have been minimised. For example, detailed market information, or the results of focussed market research, could convince a potential investor that the risk of insufficient customers is a relatively small. 

Equity Release in Relation to Return on Capital

Some potential investors may be less sophisticated than others, but deciding how much equity in a business should be given up for a certain amount of capital is not magic. The ultimate amount will be based on negotiation between you and the potential investor. However, assuming you have confidence in the business plan financial projection figures, it is possible to calculate the likely return on investment that an investor could expect for a particular percentage business share. This is what they do on Dragon’s Den before deciding to invest, or not!
If it is pure risk investment the investor will be looking to get a high return to allow for the fact that many such equity investments in start-up businesses fail. Therefore the investor has to make a good return to compensate for other failures. The investor may therefore be looking for an annual compound rate of return of between 30% and 40% for such risk capital.  

Obviously you would prefer to keep 100% ownership of the business but you will find that serial entrepreneurs are normally very happy to take in outside investors. That is because they can see that they can still make a good personal return on their new venture without risking all of their own capital. First time entrepreneurs often risk everything to keep 100% ownership but the risk is that they then have to spend more time seeking finance after the business starts than actually running the business. 

Borrowing to Reduce Risk

As a general rule entrepreneurs need to have a different view of business finance to their personal finances. Just because a loan or overdraft facility or a factoring facility might involve some up-front fee and what may seem high rates of interest, is not a reason to delay taking such a facility. The cost should be seen as a form of insurance premium for having the funds available. If you arrange such a facility in advance then yoou are effectively reducing the risk of the business venture. Leaving it to be arranged later if the funding is actually needed may be a mistake, since you cannot guarantee that you can obtain those facilities later and the initial results of the business in operation may not make such good reading as the original financial projections.   

Who to approach for External Funding of Business

Potential external sources of finance include:

· Friends and family either by way of loan or a share in the business

· Grants from Government bodies or Charitable trusts (Check with the University Enterprise Team) 

· Small Firms Guarantee Loan Scheme – available from most banks 

· Bank finance by way of overdraft or loan. Remember that overdrafts can be called in at any time whereas a loan gives you a longer term financial facility

· Factoring of debtors or Invoice discounting. 

· Leasing finance for assets of the business.

· Business Angels

· Venture Capital funds.

You should consider whether you can fund the business from a variety of sources securing finance such as bank loans, overdraft facilities and leasing arrangements (at least agreed in principle) before approaching potential investors for equity in the business. That will reduce the amount of equity funding required (if any) and reduce the share in the business that you might have to give up to attract that investment.  

To find out full details of the enterprise support on offer at BU contact Rhyannan Hurst at rhurst@bournemouth.ac.uk or on 01202 961511.
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