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TRAINING IN FINANCIAL AND BUSINESS MANAGEMENT FOR ROAD CONTRACTORS

MODULE FIVE:  SESSION FOUR PARTICIPANTS’ NOTES

FINANCING CHALLENGES IN ROADS CONSTRUCTION BUSINESS

Training objective:  Examine the Financing challenges in road construction.

Training outcome: By the end of the session trainees should be able to: 

Identify considerations in making a financing decision; know how to handle the financing challenges faced in road construction business; have an insight into the key psychological principles involved in achieving win/win negotiation; Identify bottlenecks in negotiating for finance; acquire negotiations skills in dealing with financial institutions. 

1.0
Introduction:

Considerations in making financing decision: 

Long-term vs. short tern finance

Long-term finance is problematic because of rate risk and uncertainty. Short-term financing is typically much less stressful than raising long-term capital. The reasons are simple and straightforward. Whether seeking personal or business financing, short-term issues and conditions are fairly easy to analyze and predict. However, just as it's more difficult to predict the long-term success of a professional sports team or future weather conditions, projecting financial abilities of individuals or companies over time is a challenge-for both borrower and lender.
Future Uncertainties

The primary problem in raising long-term financing relates to uncertainties. Walking in the shoes of a lender explains the constant lender concerns in this area. While there are many success stories, of small companies reaching incredible success, future successes, for individuals and companies, are difficult and risky to predict. Successful long-term finance depends on successful long-term profits for individuals and organizations.

Rate Risk

Both lender and borrower face rate risk with long-term finance. As every borrower and lender knows, predicting short-term interest rates is fairly easy and only marginally risky. However, anticipating long-term rate changes is a formidable challenge, regardless of the "expert" predictions or available data. Problems in raising long-term finance, particularly in a period of rate fluctuation uncertainty, are magnified when dramatic rate risk becomes reality.

Long Repayment Cycles

The longer the repayment cycle the higher the risk to the borrower and lender. This is particularly true when comparing individual to commercial lending. For example, the "market" accepts 30-year (sometimes, even 40-year) repayment cycles for individuals while commercial loan terms, even for real estate, seldom exceed 15 to 20 years. Extended repayment cycles pose higher risk to both lenders and borrowers. New businesses pose even potential problems as 80 percent of new businesses fail in the first two years.

Global Economic Influences

The global economy, unlike in past decades, influences the availability of long-term finance. As business results are more affected by conditions in Europe and Asia, long-term finance is often influenced on a local level. Long-term issues, with their inherent rate and repayment risk, are further complicated with world-wide economic influences, which, in turn, affect the availability of long-term finance solutions for both individuals and companies.

Competition Considerations

Competition always influences long-term finance. Branding and public perception, regardless of local, national or global economic distress, are critical to availability of long-term finance. Lenders, particularly commercial banks, need to maintain strong long-term finance efforts. While local, national or international financial considerations cannot be ignored, lenders must monitor and meet competitive challenges to succeed.

1.1
Overcoming financing Challenges using negotiation skills:

Negotiation is a bargaining (give and take) process between two or more parties (each with its own aims, needs, and viewpoints) seeking to discover a common ground and reach an agreement to settle a matter of mutual concern or resolve a conflict.
Preparing for a Negotiation:
Good negotiation requires advance preparation, an understanding of the underlying assumptions and needs to be satisfied on both sides, a basic knowledge of human behavior, and mastery of a range of negotiating techniques, strategies, and tactics. 

Steps toward adequately preparing for a negotiation:

· The first step is to "do your homework" about the other side. In nearly every negotiation, this will entail research to uncover their underlying motivations. In negotiating a business property lease, for example, it may be useful to find out the cost to the landlord of keeping the building vacant. 

· The next step is to assess your own side's needs and establish objectives for the negotiation. It is important that the objectives remain relatively fluid, however, so as not to hinder the negotiation.

·  The next step in preparing for a negotiation involves choosing a chief negotiator
· Another important element of negotiation is selecting the meeting site
1.2
The Negotiation Process:
The four main tenets of negotiation:

1. Separate the people from the problem. The idea should be for both sides to work together to attack a problem, rather than attacking each other. To achieve this goal, it is necessary to overcome emotional responses and set aside egos.

2. Focus on interests rather than positions. The natural tendency in many negotiations—for example, dickering over the price to be paid for a loan—is for both sides to state a position and then move toward middle ground. Guard against confusing people's stated positions with their underlying interests. Good agreements focus on the parties' interests, rather than their positions. "Your position is something you have decided upon. Your interests are what caused you to so decide. Defining a problem in terms of positions means that at least one party will "lose" the dispute. When a problem is defined in terms of the parties' underlying interests it is often possible to find a solution which satisfies both parties' interests. 
The first step is to identify the parties' interests regarding the issue at hand. This can be done by asking why they hold the positions they do, and by considering why they don't hold some other possible position. Each party usually has a number of different interests underlying their positions. And interests may differ somewhat among the individual members of each side. However, all people will share certain basic interests or needs, such as the need for security and economic well-being. i.e. success for their business.
3. Generate a variety of options before deciding what to do. The pressure involved in any type of negotiation tends to narrow people's vision and inhibit their creativity, making it difficult to find optimal solutions to problems. Instead, it is suggested that developing a wide range of possible solutions is part of the negotiating process. These possible solutions should attempt to advance shared interests and reconcile differences.

4. Base the result on objective criteria. No one will be happy with the result of a negotiation if they feel that they have been taken advantage of. The solution is to find and apply some fair standard to the problem in order to guarantee a mutually beneficial result.

Negotiating Fair Financial Covenants:
Loan covenant definition:  A condition that the borrower must comply with in order to adhere to the terms in the loan agreement. If the borrower does not act in accordance with the covenants, the loan can be considered in default and the lender has the right to demand payment (usually in full).  Loan covenants establish benchmark metrics that can ensure a company stays healthy. However, if the requirements are too stringent, too sensitive or too difficult to meet, they can put the same firm in a stranglehold. Executives responsible for raising capital for their firms will need to negotiate covenants – conditions and constraints that require a company to operate within specified financial parameters, maintain certain ratios, disallow specific balance sheet items, or limit some actions.

1.3
Why do banks add covenants to the loan agreements?

Banks usually add covenants in order to accomplish the following objectives:

· Maintain loan quality
· Keep adequate cash flow
· Preserve equity
· As a measure to improve borrowers weaknesses e.g. weaknesses in capital structure.
· Keep an updated picture of the borrower
Financial covenants are intended to help lenders mitigate risk and ensure that their loans are repaid. Many Financial Institutions have become very strict about loan covenants since the implosion of the housing market. Under some agreements, a firm can automatically go into default if it breaches a covenant.

When negotiating financial covenants, the goal should be to negotiate covenants that provide enough flexibility to run the business prudently. 

Before entering into negotiations, clarity is required about any types of covenants that could potentially hobble or harm the business. 

Time should be taken to run various scenarios through the company’s recent financial statements to determine which covenants would be the most beneficial and/or detrimental to its interests.

Generally, negotiating power is a reflection of the relationship with the lender. A long-term positive and open relationship with a banker is vital. It is advantageous to talk with more than one lender so there is access to additional sources of capital. Credit policies vary at different institutions and can change quickly due to regulatory issues or internal circumstances

Understand the lender’s perspective

Using the business and strategic plans, revenue projections, and other pertinent financial documents, draw up a list of covenants a lender would be expected to require. At the same time, develop a realistic set of covenants that reflect the company’s perspective. Consider what kind of covenant structure is reasonable based on the company’s business model, financial condition, and strategic objectives.

Pre-negotiation

Preparation is a key element in covenant negotiation. The bank will expect to include covenants that protect its interests. However, lenders genuinely want a client business to grow and succeed. Presenting a well conceived business plan and proposing realistic covenants with appropriate limits can gain bargaining leverage.

Early on, keep the talks on a hypothetical level so that the conversation does not get bogged down too quickly in specific details. Once into the realm of facts and figures, anticipate some healthy give and take, and be prepared to offer reasonable counterproposals to achieve a positive outcome.

Financial and restrictive covenants:

Typically, loan documents contain both financial and restrictive covenants. Financial covenants are derived from common ratios and various other metrics found on financial reporting documents, including the balance sheet, income statement, and cash flow statement. An EBITDA calculation, including the write-down of intangibles, can be used as an approximation of positive cash flow.

Another common covenant is the requirement to deliver financial statements prepared in accordance with generally accepted accounting principles (GAAP) by a certain date; however, if using a different basis of accounting - such as the cash or income tax method – be sure to notify the bank so that the standard language can be modified.

Affirmative financial covenants can include a minimum current ratio, minimum net working capital, and minimum net worth. Common negative financial covenants include a maximum debt/worth ratio, maximum total debt, maximum capital expenditures, and maximum dividends. It is worth pointing out that only a few of these financial covenants are actually needed to stabilize working capital and equity, and ensure enough cash flow to repay the debt.

 Encourage the lender to use a broad definition of minimum net worth that includes key intangible assets, such as trademarks, patents or copyrights, when calculating the firm’s minimum net worth. Test the sensitivity parameters of each covenant and be alert to any instance where a small movement in a given factor could trigger a violation.

Internal scrutiny, ongoing movement toward generally accepted accounting principles (GAAP), and progressive implementation of upcoming revised accounting standards may result in changes in asset and liability classifications. While there is no change in working capital or overall business health, the changes can alter covenant ratios and result in a company no longer being in compliance. In most cases, issues of this nature can be resolved by going to the bank as soon as the new covenant-related positions are recognized rather than waiting until statements are due. A comprehensive pro forma presentation to the bank provides a meaningful comparison of previous reporting positions to updated reporting positions and sets the stage for a request to modify the covenant appropriately.

Restrictive covenants require a company to take or refrain from taking certain actions. For example, a bank may require a company to maintain property insurance or carry insurance on principal executives; to insure and maintain loan collateral; or to obtain permission before entering into a joint venture or merger or even making an acquisition.

Restrictive covenants often get buried in the text of long loan documents, and it is important to consider carefully before agreeing to any covenant that calls for the bank to grant permission. Poorly considered restrictive covenants can limit an organization’s ability to respond to market conditions or take advantage of opportunities that arise.

Some financial covenants have the effect of limiting or prohibiting specified activities as well. Commonly proscribed activities include owners’ compensation and dividends. In negotiating such items, try to manage the ends rather than the means. For example, ask the lender to agree to lock in the maximum available for owners’ compensation or dividends together rather than micromanaging each line item.

Avoid strict technical default clauses

Under very stringent technical default terms, a lender can force a firm to pay off a loan in full for violation of a financial covenant. Even unintentional or technical defaults may be considered default triggers. Ensure that the company will receive adequate notice and have an opportunity to address any problems before this occurs. For example, if a company anticipates potential losses in the upcoming fiscal year due to market conditions or expansion, it would want to mitigate the effect of income-statement-based covenants. Do this by suggesting a realistic cushion in the required minimum or maximum limits. If a business plan calls for expansion based on M&A, a company would definitely want to avoid any restrictive covenants that might hamper this type of growth plan.

Covenants should be reviewed collectively with the outcome in mind. Measure proposed covenants against the most recent financials and future projections, looking as far ahead as reasonably possible to determine if the covenants agreed to today might cause problems down the road based on sensitivity, reporting methods, future losses, equity issues or other factors.

Create a proactive system to monitor adherence to all financial loan covenants. Develop a stress-test mechanism by varying the latest financial results, and then calculate how any changes would affect compliance with financial covenants. The result will constitute a covenant risk profile and help see what events could potentially lead to a covenant breach.

It is important to stay ahead of the curve on all covenant issues in today’s tight credit environment. Failure to do so can place an organization at significant risk. Communicate regularly with lenders so there is clear understanding of the factors driving their credit decisions. Reassure them that the company is on top of the terms of the loan and draw up a detailed course of action the business will take if it does violate any covenant obligations.

It is always possible to negotiate financial covenants if time is taken to understand lender needs, prepare thoroughly, and engage in constructive discussions on covenant issues.

Group activities

.

1. Suggest possible loan conditions (covenants) banks may require in typical loan agreement.

2. Describe the appropriate steps necessary to adequately prepare for negotiation for finance.

3. From the master case study identify key reasons why Munaku could not easily access bank credit.

4. Identify key items you should negotiate with the bank at the time of concluding bank facilities.
5. Discuss the key considerations in making a financing decision
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