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FINANCING

Use and Abuse

WHAT IS FINANCING?

Basically, funds for financing your business operation come in some variation of
two forms;

Capital: funds which are permanently invested in the business, and

Debt: funds which are borrowed, rented, or leased for business purposes.

The purpose of this workbook is to explain these various types of financing which
are needed for different purposes by most small businesses. Certain sources of funds are
traditionally used for each different purpose. Different types of funds come from
different sources. You must know how much you require of each type before you can
start lboking for places to get it. There is some specialized terminology as well, which
you must be familiar with before you can talk intelligently with the suppliers of funds.
Definitions of some of the more common terms you may encounter are included here as
well.

Bankers customarily divide their lending into three categories. Though there are
always exceptions, the categories are fairly uniform:

1. Short-term Financing:

Financing usually through notes to be paid
within one year or less, and paid in one
sum.

2. Intermediate-term Financing:
Financing for one to five years, usually
repaid on a monthly basis.

3. Long-term Financing:

Financing for five or more years, such as
real-estate financing, where repayment is
made on a schedule over a period of many
years.

These loans may be secured or unse-
cured. A secured loan is one that is backed
up by collateral (liens against your property, savings account, investment, or perhaps
cosigned by someone with more assets or better credit) which, in case you default on
repaying your loan, will be applied to the money you still owe. No bank wants to
become a secondhand dealer, however, so the usual reason for taking liens against your
property is to tie you to the deal, to make it hard for you to give up by upping the
stakes. This often proves an unnecessary added worry for a small struggling business,
but some bankers prefer it. An unsecured loan is a loan not backed up by collateral.
These are almost always for short terms and available only to persons who have proven
themselves credit worthy. The loan is backed up by the bank’s faith in your credit and
capability of repaying their loan.

It is useful to remember that bankers are in the business of investing money which
does not belong to them, money which they must not subject to excessive risk. Bankers
do not, and should not, gamble with their depositor’s money, and you as a borrower
must recognize this. When a bank lends you money, it is because it sees your business
as one which repays the loan. The banker is not under any obligation to lend money to
a business that is perceived to be high risk. This attitude is a frequent source of anger to
small businesses. To help your banker decide in your favor, lower the risk; try to make
sure that your debt/worth ratio stays low, make sure of enough working capital to cover
current liabilities, and match the financing to your need. How? By noting that loan
should be repaid - from the banker’s viewpoint - as soon as possible.

Long-term debt is for long-term needs, such as for financing fixed assets to be used



