Raising Capital in the small business
Accountants will always recite the Mantra that the cheapest form of finance is internally generated, however this article goes on to suggest that there are many aspects to simple fund raising. 

It is a function of three things

· the fundamental uncertainty in trying to predict your business model
·  to what extent the  business proposition is ‘speculative’ 
·  timeliness and that given the breathing space of finance the proposition will deliver value in due course.

I am going to define the cocktail of speculation, time and uncertainty as risk for the purposes of this  article.

I am going to assume fro the sake of simplicity that the risk reward trade off  drives the type of Financial instrument sought by SME’s and there  is a notion that Equity type funding is more suitable to riskier (as defined above) propositions
This aspect I think can be best described in a graphical form namely
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So let’s describe the cheapest form, debt, in a bit more detail, it ranges from internal sources and sources ‘closest’ to you , suppliers/customers/ bankers
Suppliers -by willing to extend credit beyond terms (for consideration of interest or bigger profit margin –unfortunately at the expense of yours)

Customers -by paying early, asking for discounts ,again eating into your gross margin

There is a ‘cost’ to this finance; you may be able to ‘duck and dive’ and trade on your relationships with these business partners for free, but pretty soon this short termism will rebound and you will probably not have a long term relationship with these people
So let’s talk about our favourite funders and our second port of  call ,i.e a supplier who specialises in funding, Banks 

Banks

Overdraft is cheapest form of finance, is there a relationship with your Bank and do you have a direct line to the Decision making Unit not just  a conduit, Banks tend to go hot and cold regarding relationships dependant on current lending criteria, on the one hand they want a transactional relationship, on the other there are banks that bring more empathy to the ‘partnership’ it is worth exploring this although your own bank who ‘knows’ your business  should be your first port of call  (don’t forget the old Umbrella joke)
Banks want to lend money despite the current ‘credit crunch’ they do not want to overlend but they do want asset backing to their borrowing either on balance sheet (preferable) or off balance sheet (personal guarantees).

Don’t ignore the usual rules of raising Finance which hinge round the preparation of a sound business case and a thoroughly prepared presentation to potential lenders, but do explore the type of Financial Instrument you are prepared to accept , and understand there are fundamental differences in debt and equity.

(I am going to ignore hybrid type instruments for this article and treat debt and equity as separate)

One of the key issues with banks and the confusion that sometimes arises on the suitability of the funding is the issue of Personal Guarantees (PG) which can effectively turn ‘debt’ into ‘equity’ by very subtle means 

Why Personal Guarantees?
I have often asked myself what effect PG’s have on the individuals concerned.

PG’s are fraught with difficulty, on the one hand the Banks will say it concentrates peoples minds, on the other hand you are putting your personal assets potentially at risk, not to mention your relationship with your life partner and children. Ensure they fully understand the risks you are taking, if you do not wish to tell them or involve them, then question your own rationale for taking this risk single handed. 

There are other lending institutions who may also  want  PG’s ,  Finance Companies, some suppliers and various other stakeholders (long term creditors)

From a Bankers perspective they are a way of reducing the ‘moral hazard’ of lending money to customers who, instinctively, they feel have an unsound business proposition and it is there way of managing the risk/reward trade off. 
It is almost as though the Christian Paternalist ethos has come full circle and that whilst they want to lend, the conditions under which they are lending makes the relationship difficult to manage despite putting in Covenants from day 1 ( which are not always based on a full understanding of the business plan and indeed are driven by the banks own lending criteria)

I would also venture to suggest that there is an intrinsic  ‘hold up’ problem in asking for PG’s because it is driven by a fear that although co operation is the best policy in this sort of relationship, there is a fear that lending money and parting with the cash gives the borrower a disproportionate degree of control and so classic Game Theory comes into play. This leads to potential loss of co operation down the line. 
Quite often, what is best for the business and the degree of flexibility an Entrepreneur requires is at variance with the restrictive conditions applied by the lender, this I would suggest is not a good foundation for the  success of the relationship. 

Because of the relationship with risk, a PG can only be described as a separate financial instrument because on the one hand it has the attributes of being flexible and short term (an overdraft is reviewed annually, typically loans vary from 1-5 years), yet PG backed debt takes on a whole life of it’s own because you are giving security which has been gathered from the infrastructure of your working life and career to date and therefore you are proportionately personally risking more than  the Bank. 

This makes it more of a quasi-equity type investment .

Quite often SME’s don’t go for additional equity as they feel it dilutes control and displaces the emotional attachment they have built up with the business, given that also new investors (especially institutions) are looking for an exit as soon as they are investing means that they are not in it for the long term, so again, there is a trade off between Shareholder expectations and original owners wishes. This often lead to tension at the end of the equity ‘lending’ term when the time for the planned exit looms and that float or trade sale has not taken place.
In the end the decision to raise finance has to go somewhat deeper than merely borrowing money.

What are the values important to the Entrepreneur in the SME environment as quite often he is risking his livelihood, and what are the values of the potential lenders, getting the right mix of values and indeed the right debt/equity instrument is a key component of raising Finance.

The SME has to ask what mix of funding is  best suited to what it is trying to achieve and is the behaviour in trying to achieve this compatible with the Organisation’s values (witness the ‘ducking and diving’ above) 

There is a need to match the right type of borrowing with the proposition, Accountants will say match short term needs with short term borrowing, but I think it is deeper than this, find a Partner who understands your business, has knowledge not just of the sector but also your Corporate ethics/values and is sympathetic to and understands the business.
This more ‘empathic’ approach will lead to a better understanding of the lenders and borrowers requirements and that the relevant behaviours in the relationship are compatible. 

There is an element of Serendipity here, however, to paraphrase a Golfing analogy made famous by Gary Player, the more you try to raise funds (and lenders you see) the luckier you will get. 
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