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TRAINING IN FINANCIAL AND BUSINESS MANAGEMENT FOR ROAD CONTRACTORS

MODULE FIVE:  SESSION THREE PARTICIPANTS’ NOTES

DEVELOPING A FINANCING PROPOSAL FOR ROAD CONTRACTORS

1.0
Introduction:

Piecing the puzzle together 
If financing is a puzzle with many pieces, then developing a proper structure for a proposed financing program is critical to successfully completing the puzzle. Every business plan with a financing requirement needs a financing proposal. This proposal can be used as a stand-alone document or can be included as a separate section of the business plan itself. This section, called the Financial Plan, is a financial summary of the business plan and is typically the final section. All the assumptions, objectives, strategies, and available resources as stated in the business plan are summarized and quantified here. Too often the financing proposal is not clearly identified, is assumed to be incorporated into the cash flow projections, or is buried deep somewhere in the contents of the plan, making it difficult to find. 

A properly prepared financing proposal includes the following key components: 

1. Uses and extent of funds required. 

2. Proposed security. 

3. Business and financial assumptions.
4. Historical statement of income and cash flow.

5. Projected statements of income and cash flow. 

1.1 Uses and sources of funds 
Uses and extent of funds 
Here the strategies outlined in the business plan are summarized and quantified. The cost of additional inventory, equipment, asset purchases, acquisitions, refinancing, working capital, and so on, are identified and quantified. 

In the following example, the use of funds clearly identifies the key components as reflected and described in the business plan. The purpose is to quantify the total funds required to implement the business plan. 

Use of funds: 

Purchase of equipment 


shs
xxx  
xxx 

Inventory and accounts receivable                  
xxx
xxx 

Working capital 




xxx
xxx 

Purchase real estate 



xxx
xxx 

Leasehold improvements



xxx
xxx 

Total 




           shs
xxx
xxx 

1.2 
Sources of funds 

Tiered financing approach 

Gone are the days when one bank was the sole funding source and met all of the financing requirements of a business. This is where a tiered financing approach comes into play. A tiered or layered approach to financing uses multiple and/or niche lenders to fill the gaps in a financing program. 

The next step is to identify and match the uses of funds to the most appropriate products and lender(s). This is an important part of the financing proposal process and, in essence, is the core of the financing proposal. Here the many alternative financing sources and pieces are identified and fit into place. Because clients often get bogged down at this step, this is an opportunity for accountants to add real value to the business planning process for their clients. 

The following example is not exhaustive but merely illustrates the starting point of using a tiered financing approach. 

The four steps below attempt to identify and match the: 

· Purpose to the product 

· Product to the asset 

· Asset to the lender 

· Lender to the industry 

Purpose to the product: 
In this example, in order to finance ongoing accounts receivable/inventory, the most appropriate products might include: 
· Operating line of credit 

· Accounts receivable financing or factoring
· Business Improvement Loan (BIL)

· Purchase order financing 

Or, in order to finance an equipment purchase, the most appropriate products might include: 

· Operating lease 

· Capital lease or finance lease
· Term loan 

· Conditional sales contract 
Product to the asset: 
This step considers and proposes appropriate security. An operating line of credit may be available on either a secured basis and margined against accounts receivable/inventory, or on an unsecured basis as “top-up” financing. An ongoing factoring facility could be secured against all of a company’s accounts receivable, or against specific customers or a specific invoice. Purchase order financing is generally advanced against the credit worthiness of a specific customer. Very often in start-ups, operating lines of credit are supported with additional off-balance-sheet security such as a collateral mortgage on other personal property of the shareholders. 

An equipment lease is secured by the equipment purchased and may require some additional security if the company is seeking 100% financing. 

Asset to the lender: 
Having identified the most appropriate financing product and the available security, the next step is to identify available suppliers. For a line of credit, the most common suppliers of this product might include: 

· Commercial banks 

· Other credit institutions 

· Suppliers — often a good source of financing and can provide either generous payment terms or fully financed in-house inventory floor plan programs. 
Lender to the industry: 
One last consideration is that with so many financing choices available today, very often a niche lender within an industry might be most appropriate. Examples are: 

· Industry-specific leasing companies (agriculture financing, construction) 

· Industry-specific finance companies (medical financing) 

Industry-specific niche lenders can often provide more flexible credit arrangements with better terms and conditions than traditional lending sources. Niche lenders know their industry and focus on the specific financing requirements unique to their sector. 

Or consider the case of a typical line of credit facility that is secured against accounts receivable for customers within 90 days of aging. This will not be adequate for many companies in some industries. For example, in the oil and gas industry typical payment terms are 120-180 days. As a result, a traditional line of credit would not adequately serve the client’s financing requirements because accounts over 90 days would not be available to the company for margining, thereby reducing their available credit. Yet the accounts are good and would be paid within industry standard normal terms. Today, even some chartered banks have begun to recognize these industry nuances by making their credit requirements more flexible and industry specific.
Illustrative example of a tiered financing scheme:
Use of funds: 







Sources of funds: 
Purchase of equipment 

       shs      40 

Capital lease   shs millions     
     25


                                                                                    Operating lease 
 
                 10 

Term loan — secured 
 
      5

                                                                                                                                        40
Inventory/Accts receivable shs millions
    50
           Line of credit — secured 
  
    10

Line of credit — unsecured 
     5

Factoring facility
     
    12 

Letter of credit 

      
     8

Suppliers’ credit                             15

                                                                                                                                                                    50

Working capital 



    80
            Sub-debt term loan — unsecured   10

Term loan — unsecured

   20

Line of credit 


   18

Sale lease-back 


   12

Asset-based financing

   20

                                                                                                                                                                   80

Purchase real estate 


  100 
            Commercial mortgage 

   60


Collateral term loan

   40

                                                                                                                                                                 100

Total

shs   millions                   270
             shs Millions
                          270
This example shows how the financing proposal matches the preferences and security requirements of each lender to specific uses of funds. 

Note: A source of funds might also be provided by key customers

1.4
Proposed security 
This section is key to a lender. As such, it deserves to be properly addressed and identified. Security should not be assumed but rather proposed upfront and can often assist the lender in making a favorable decision about the financing proposal. 

Financial assumptions and cash flows:

Without going into detail, some points below are often not considered or are left out altogether:
1. Projected cash flows -Be sure to incorporate all cash outflows that are identified in the uses of funds. 

2. Provide summarized five-year annual projections. However, projections longer than three years provide little additional value, since the further into the future you project, the harder it is to predict. However, have it available as in most cases the financier asks for a five year annual projection or for projection to cover the whole period facilities will remain in place.
When projecting growth, consider the state of the market in which you are operating, as well as trends in raw material and labor costs, and whether you foresee needing additional funding in the future. Projections should include statements of income, balance sheet and cash flow.

3. 
First-year projections should be done on a monthly basis. 
Detailed monthly projections beyond 12 months are not necessary. 

       4. Proposed financing amortization and cost 
Always include the proposed financing program costs, both cash inflows and outflows. As well, the projections should reflect the basis upon which any operating facility has been proposed and margined
1.5
Normalized statement of income: 

The purpose of this section is to restate income and cash flow on a normalized basis to show available operating cash flow, given a normal operating environment and circumstances. This is often an important document to use in a financing proposal for companies that are in the midst of a turnaround, an expansion, or a significant financial restructuring. The statement is produced to show the company’s ability to generate cash flow on a normalized basis. Essentially, the income statement is restated to identify any one-time, discretionary, tax-driven, non-recurring, or unusual financial expenses that have unfavourably impacted the financial results of the company but are not expected to recur. 

Typically, an income statement will list sales and expenses as line items that result in net income. Within the line items, expenses that have unfavourably impacted an operating period are not specifically identified. For example, a company might show cash flow of shs 250,000,000, consisting of amortization of shs 50, 000, 000 and net income of shs 200,000,000. But a normalized statement of income, as follows, might show that the company has the ability to generate significantly better cash flow in the future under normal operating conditions

Normalized statement of income 

shs’000
Net sales 




          1,500,000 

Cost of sales 




 750,000 
Gross profit 





750,000 

Operating expenses 



300,000 
Normalized cash flow from operations

450,000 

Amortization 




  
  50,000 

Customer back charges (unusual)

  40,000 

Professional fees (unusual) 


  30,000 

Late charges, penalties, and interest 

  20,000 

Moving expenses 




  30,000 

Shareholder bonuses 



  50,000 

Loss on sale of assets 



  30,000 
250,000 
Net income 





200,000

1.6
Summary 
In today’s business environment, a properly structured financing program is the key to the success of any business. And very often this is not a one-time approach. The business owner and accountant need to look for opportunities to average down the cost of financing as the business matures and/or replace the program at each step of the business life cycle — from start-up to expansion. When clients approach their practitioner for assistance with obtaining financing, clients in most cases will require their financial advisor to prepare a financing scheme which is tailored to their financial needs and one which has high chances of success. At the core of this approach is the financing proposal; matching purpose to product, product to asset, asset to lender, and lender to industry. By providing lenders with a financing proposal structured to the lender’s requirements, the chances for success in obtaining financing are greatly increased. A practitioner who can assist clients in this way can play a significant role in the success of obtaining a financing program that will meet their individual needs.

Group activities

1. Describe the main components of a financing proposal

2. Identify the qualities and the benefits of a good financial proposal. 

3. Discuss Common basic questions every lender will require to answer.

4. Discuss the Dos and Don’ts in loan utilization and servicing.

5. Identify the key challenges in preparing a financial proposal and suggest how they can be addressed.
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