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Sources of Finance

The main sources of business finance are:
e Personal Savings

e Grants

e Loans

¢ ‘“Friends, families and fools”

e Business angels

e \enture capitalists

There can be some confusion as to the differences between them. | have seen one article that
regards them as alternatives. In fact, a really successful business will use most or all of them.
When you first start a business you will need to fund it from your personal savings, with possible
help from grants and friends. In fact, one study found that 61% of UK start-ups are funded
entirely by the personal savings and investments of their owners.

Outside investors won’t touch the business until you can demonstrate that it has at least an 80%
chance of succeeding. They expect the owner to invest as much as he can afford. The good
news is that they will usually take into account the time you have invested in the business.

Government grants are available for a range of reasons and it would be foolish to pass them
over. For example, your business may be seen as strategic, or it may help in the development
of social goals such as rural development or socially disadvantaged groups. A good source of
advice is your local Enterprise Agency or Business Link.

Types of Funding

It is worth noting the different types of funding.

Firstly a loan. This is borrowed, from a friend or family or a bank and has to be repaid. You will
have to pay a fixed rate of interest on the loan. In the case of a commercial loan, you will
almost certainly have to provide some security, typically your home. If you do not have enough
assets to secure the loan you need, you may qualify for the Small Firms Loan Guarantee
Scheme. This scheme will protect the bank for the risk of a loan.

Apart from mortgages, loans tend to be for less than £100,000.
A grant does not have to be repaid. It will however come with a number of conditions.

Equity is the selling of part of the business in return for cash. Equity normally comes from
business angels, venture capitalists or a stock market flotation. You do not pay interest on
equity, but share the profits between the equity partners. If the venture fails, the equity investors
lose their investments.
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Equity invested by ‘professional’ investors is invariably a far more expensive source of capital
than loans. They tend to expect to lose one investment in 5, which means the ones that
succeed have to pay for the ones that fail. A rough rule of thumb is that the business should
plan to generate enough cash to be able to repay the original investment in the third or fourth
year of operation.

Sources of Equity

Business angels are wealthy individuals. They have generally run companies and invest from
£50,000 to £250,000. They often like to work hands on, coming in as working directors. Angels
often invest in 2 or 3 companies at once, and sometimes work in consortia.

It can be difficult to find business angels as they rarely advertise but find their target companies
by networking. So, if you will need a business angel, the rule is get networking.

Venture capitalists are fund managers, and invest from £250,000 to around £2 million. They
generally invest for around 4 years and expect you to go public or buy out after that. (The
business angels will want their money at this time, too).

Venture capitalists can be aggressive. They have been described as Estate agents without the
scruples.

It is worth mentioning that, although the investors will demand a very high return, they will
expect you to make a high return as well. They normally accept the need to keep you
motivated.

Alternatives to Finance

Never overlook alternatives to finance. Be as creative as you can. The less finance you need,
the easier your life will be. Leverage everything before using finance. Can you sell consultancy
during the development phase? If so, that will have a huge impact on your need for cash. Will
a customer pay some or all of the development? Not only will that improve the cash flow, but
when you do look for finance, that will be seen as a huge vote for confidence in your business.
Can you barter your services? What other ideas can you have?

Stages of Finance

Equity is invested in stages or rounds. A successful business will pass through all of these.

e Seed capital for the feasibility and design comes from personal savings, and contacts
e Start-up — commencing trading - will come from grants and loans

e Angels will tend to come in when trading starts

e Expansion comes from angels and VCs

e Further growth will come from VCs.
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Investors’ Criteria

Investors claim there is no shortage of capital, the real shortage is of talented of management
pursuing genuine opportunities. The key issues they want to see are:

¢ A product that fulfils a quantifiable need
e Ability to protect the concept
e A sustainable market

¢ A management team that can deliver
They will want answers to questions about the market and your ability to deliver:

¢ How big is the market?

e How can you prove this?

¢ How can you show the price is right?
e How realistic are your costs?

e What's your track record?

¢ What's the most relevant experience of the team?
Questions about the finance need to be answered.

You and the investor need to know what you need the money for. It goes without saying you
need to know how much you need and for how long, but is is surprising how many investees are
not clear about this.

What stage are you at in the business launch? Are you looking into the feasibility, developing a
prototype, launching the product, or expanding?

How will you eventually repay the finance — the exit strategy? Common ways are:
e Public Listing (on the stock market)

Shares are sold to the public. This is very expensive but permanent, investors can sell their
shares when they need to

e Takeover

e Management Buy Back
What have you put in?

What'’s the least you can live on? Bear in mind they don’t invest in lifestyles. If you can’t live on
less than £60,000 their attitude will be “get a job”.

Be brutal in asking what the business really needs. Do you really need plush premises?

If you won’t sacrifice, why should they?

Finally

Financiers network heavily, so personal contact matters.
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It takes longer to raise money than you anticipate. It's always easier to raise money when you
don’'t need it The best bargaining time is 6 — 9 months before hand.

You nearly always underestimate what you need.
Financiers want you to get rich.

Financiers are human, they vary a lot. It is vital to find one that you can work with. You should
ask whether he passes the beer test — could you have a beer with him?

You May Also Like

What to Put in a Business Plan

A free white paper saying what investors like to see in a business plan. Download the paper
here.

About John McMillan

John McMillan has been creating and running companies since the 1980s has
and brought numerous products to market. He frequently writes about start
ups, marketing and other business matters. He has worked with universities
to turn their research into commercial products and has given seminars on
business at Cambridge and other universities.

He is the author of the Kindle book How to Write Sell Software for Sale(UK)
(USA).

Web site: www.mcmillantech.co.uk.

Blog: johnrmcmillan.wordpress.com

Email: john@mcmillantech.co.uk

John can review your business plan and can help you develop it Go to
www.mcmillantech.co.uk/BusinessPlans.html to use this service.
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