Mendicant Accounting
Exec Summary

This is about how to present information to support that request for money, be it from Banks or private investors in the shape of equity or debt. The broad principles of how to best put the numbers together to meet the aspirations and needs of the potential investor are set out below. 
Basically you want a commodity (cash) from a supplier who wants to make sure it will be looked after and earn a return.

At some stage there will be an exit, either in partial repayment as we go along or by a one off payment at the end of the contract. 
Managing the initial request and framing the numbers in the best possible light  is a skill that requires more than just number crunching but actually a better understanding of the investors requirements. I have entitled this piece Mendicant Accounting because you are doing just that, begging, however, you are also the custodian of that persons most valuable asset so with the receipt of the money there comes a responsibility
Intro

This is the marketing technique of would you rather buy something for £9.99 or £10? Shopkeepers have perfected the art of wanting to make you part with your cash.. Supermarkets strategically place products in their aisles for maximum impact and shop windows show bargains to maximum effect when placed with more expensive items. This is the Psychology of selling and goes beyond mere numbers.

The Accountant would be well advised in learning the ways to ‘sell’ a borrowing proposition and presenting the request in the best possible light. In the end it is all about gentle persuasion and matching supply and demand.

Don’t also forget it is fundamentally about communication and an exchange of ideas. The Accountant who disregards these more ‘softer’ parts of business planning does so at his peril.

The other point to bear in mind is the current lending environment. You are dealing with a generation of lenders who have grown up in times of easy money and cut their teeth on transactional types of lending, i.e ticking boxes and ‘scoring’  credit and risk . The generation of Bank managers we face have been used to this approach, the older Captain Mainwaring type which was prevalent in the latter half of the 20th Century actually had more empathic skills and took the time and effort to understand your business. This is a skill that is coming back, so framing the lending proposal and understanding the psychology behind the begging/selling will help you manage the process better
Osmotic information

There is a whole host of built in tacit knowledge that the Accountant will use in preparing the plan, either consciously or subconsciously. 
Every Plan should clearly state these assumptions and include as much background knowledge as possible. The inclusion of CVs of the Senior management Team and a short précis of the business model would do no harm , preferably relegated to an Appendix, but nevertheless available to read for the curious investor who wants to make sure that there are no lunatics in the asylum safeguarding his cash. 
Whilst such information may not be strictly related to the request, it will nevertheless go into the sub conscious melting pot of the investor. There is also a whole raft of issues about presentational skills, making first impression count and how to influence people when you walk in the room which also counts here. Remember you are in begging mode so some humility would be a good idea as well as some natural  confidence in the project and yourself.  This is  the equivalent of putting the proposition at eye level in the supermarket aisle.
Remember, investors may not always be rational and that some basic instincts are at play here, so if your demeanour is at variance with what is written in the proposal and that you show overt signs of nervousness when asked about some key numbers, this behaviour will be picked up by the lender.
He will be uncomfortable with the osmotic effect of a nervous management team but a super confident management plan.  There will be passive anxiety.

This may not be apparent at the time but the lenders sub conscious will be picking up these signals and lead to a general feeling of unease. That is what distinguishes a good actor. He draws the audience in and convinces them with his  verbal and non verbal language. Do not therefore underestimate this osmotic effect.

Risk Aversion

If the downside is too great then forget it, no investor will look at your proposals with his risk aversion profile and take the gamble. I said earlier we have a generation of risk assessors, not risk takers, if the losses on the worst case scenario are perceived to be too great then you won’t get past first base. It is a hard wired basic instinct that means that if the danger of giving is too great and harm will occur (large losses) then the transaction will not occur. This is a basic survival instinct which you cannot break and will lead to discomfort. It would be better to put contingency plans into your proposal which minimise the downside, by all means recognise the risks and point them out, but give some assurances that you have considered these and amended your numbers as a result, even at the expense of lower returns.
You should have clearly identified the controllable risks and put in preventative safety measures, some risks you can’t control ( the risk of being hit by a large asteroid) but the ones that are relevant to your business, sector or market should be clearly identified and managed.  People  remember their losses in a different way to their profits.

Future History

Some psychologists will say that your language has to change. Remember you are entering into a partnership and that you are the custodian of people’s money who at some stage will want it back.

If you are after an equity stake then creating a sense of belonging and ownership, and letting people become aware of the inner workings of the business and how they will be repaid will create more interest. By showing potential investors the nuts and bolts of the detail they will understand better if and  when the plan goes astray. That is why business models should be  clearly stated and any underlying changes to the basic model should be fully communicated. If you fail then you fail together and it is a joint problem, similarly if you succeed you have done so as a partnership. By framing your plans as a prediction of the future and putting the investor in a good place in three or four years time, you are creating a future History and things will have gone to plan. Conversely if they haven’t gone to plan you have at least clearly spelled out ( note the use of the word spelling which has nothing to do with numbers) the corrective action you will be taking to prevent the future history from being re written.  

Timing

Cash is a hard earned commodity and therefore people are loathe to part with it unless the reasons are good. Letting people understand the reasons for the cash requirement and the amount of time it is required and when repayment can be expected helps manage the lending relationship.
If we go back to first principles of matching costs and revenues, traditional finance thinking would be to match the equity /debt issue with the requirements of the business, i.e differentiate from the fixed and short term capital requirements. Money it may be, but the amount of lock up or repayment type will be a function of the business needs. Don’t ask for a large overdraft from day 1 if the business only needs half the facility for the first year, better to have the second year request noted for drawdown in year 2. Similarly if your ‘overdraft’ requirement is for start up finance which means that there will be a level of hard core borrowing for a long time, consider asking for a loan with a repayment profile that matches the growth plans. Banks get upset when there is no  healthy swing on the overdraft and firms are continually at the limit of the headroom.

Similarly don’t use Equity funding for short term Finance ,  it  is simply too difficult to match a large amount of cash  with the  volatility of short term  swings , you will have an amount of cash left spare from time to time which is inefficient, and when exits or repayments are planned, there will be a need for large cash repayments, this can only be done if there are distributable reserves which again casues further complications.

Better to clearly state the timings in your cash flow, if this is not possible put some trigger points in the business plan that will set off a request for further funding. This then will not be an unexcited event and therefore will be rationalised as a reasonable request rather than seen as a panic measure because things have gone wrong

Relationship

As said before you are entering into a relationship, not a transaction. Money is a highly emotive subject because primarily it is based on trust.  If you abuse the lending terms then don’t be surprised that the lender gets edgy and begins to mistrust you. Manage the relationship based on the fact that you are safeguarding someone else’s prized asset and that you treat this asset as your own. 

You would also want to start off on the premise that both parties have something to gain out of the relationship rather than something to loose and that there is mutual benefit not harm.

If you want to protect the lender and make them more comfortable accept that there will be conditions on lending. This is not because the lender mistrusts you it is because the lender wants to feel some level of influence in the relationship and that his voice is heard. This means putting in some levels of control or conditions ( covenants) on the lending. They are called covenants so that they are accorded some gravitas. At the outset understand the lenders requirements and make sure these covenants work for the lender and the borrower. Don’t agree to anything that is unworkable, or will lead to breaches and potential embarrassment in the future. Lenders will learn to be flexible and accommodating, they will only  ever put reasonable covenants  if they want to do business. Read the signs, if the covenants are unworkable and they are non negotiable, then this is not the relationship you want.

A lender will be more willing if they have some level of control and trust in you, regular information flow, attendance at Board meetings or regular review meetings, restrictions on use of the cash are all reasonable requests. It is the old story of communication and behaviour.

If you go to a lender and say one thing and do another  without explanation then don’t be surprised if the lender gets upset.

Managing the relationship is key, remember you are dealing with human beings with a whole host of emotional and ( sometimes)  irrational decision making capabilities. By spending time and explaining changing environments with them and asking for ideas then this will make the relationship more comfortable, easier said and done, I know, but over communication is better than running the risk of mistrust.     

Concluding thoughts
Raising Finance is the most difficult part of an FD’s job, especially in the current climate ( and probably years to come). If you have a clear idea of what type of Finance you require and have made the potential lender/investor as comfortable as possible using the various techniques above then the relationship will be mutually  beneficial . 

It may feel like begging to begin with , but you want to have money for a reason and the lender will give you money for the same reason. 

The reason being is you both want to make more money. Based on this common approach means the relationship has a clear goal, how you achieve this goal is entirely up to both parties.
