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Considering Commercial Lending
-Brief Answers to Frequently Asked Questions-


FAQ’s

What are the most common funding sources for small businesses?

· Bootstrapping (i.e. self-financing) and/or family & friends

· Most common funding source for small businesses

· Minimal to no collateral, guaranty, or cost of money (loan interest and fees)

· Personal assets to capitalize your business include savings, retirement funds, the sale of assets, or investments.

· Terms of a loan or investment agreement with friends or family should be decided in advance and well documented.

· Regulated financial institutions (i.e. banks and credit unions)

· Based on the borrower’s ability to repay the loan

· Loan proposals are evaluated on your relationship with the institution, projected financial statements, management ability, collateral, owner’s equity, cash flow, and credit history

· Requires cost of money (interest and fees), collateral, and guaranty

· You may need to approach multiple banks for approval or to obtain the best rates and/or services 

· Government (Small Business Administration)

· The SBA provides loan guarantees to existing or startup small businesses, administered through financial institutions or intermediaries
· Includes the 7(a) loan program, Micro-loans, CDC/504, and the Pre-Qualification Program.  Visit www.sba.gov/financing for more information

Are grants available?

· Be weary of grant promises from the media and other misleading informants.  Grants are typically reserved for non-profits, research, or high-tech businesses and are unavailable to the majority of small business ventures.
· Instead of the government giving money to small business owners, they provide resources such as the Small Business & Technology Development Center, following the old adage: Give someone a fish and feed her for a day…Teach someone how to fish and feed her for a lifetime.
Are there financing options available for women and/or minorities?
· The SBA Pre-Qualification Program uses intermediaries to assist prospective minority, women, and disabled small business owners in developing loan packages and securing loans.  Upon application approval from the SBA, the business owner is issued a letter of pre-qualification stating the SBA’s intent to guarantee the loan.

· You then present this letter to the commercial lender.  This letter does NOT guarantee you will receive the loan; the lender still assesses your credit history and risk.
· Visit www.michigan.gov/medcguide/0,1607,7-149-9405---,00.html for a list of Pre-Qualification loan intermediaries.

· Note that some banks focus on women and minority development more than others.
What are the pros and cons of obtaining a loan through a commercial lender?

· Pros:  
Necessary to supplement any funds that you or friends/family lack.

· Cons:   Need to pay the extra cost of interest and fees.  

**Short-term financing will not solve financial problems in the long-run.  Managing money and thoroughly strategizing money making and spending decisions is key.

What are the financing options available from a commercial lender?

· SBA 7(a) Guaranty Loan Program is the most basic and commonly used SBA loan type.  The SBA guarantees a portion of the loan, so both the bank and the SBA share the risk that a borrower will not pay the obligation in full.  The funds come from the bank, so the commercial lender decides the approval and rates on a business-by-business basis.

· Line of credit, general term loans, home equity loans, mortgages, etc.  Note economic trends.  If the Fed expects to increase interest rates in the future, then incline toward a fixed interest rate rather than a variable one.

What banks offer SBA loans in the area?

· The majority of banks and credit unions offer SBA loans.  Start with the bank you currently have a relationship with.

What is the interest rate and down payment for an SBA loan?

· Interest rates and repayment schedules are determined on a case-by-case basis.  The lower the risk, the lower the interest rate.  Typically, interest on business loans is on a fixed rate.  

· Financial institutions will almost never grant loans without a down payment.  Expect to pay 10-20% of the total loan request as down payment.

Do I really need to do a business plan?  This seems like a lot of work!  

· Yes!  A lender will not review your proposal without one.

· Just as driving across the country is impossible without a roadmap, the business plan directs your path toward growth so you may isolate and reach targeted goals.

· The business plan is not a static document.  You should constantly revise and update your plan, which will save you time if you need future financing.

How long will the business plan take to complete because I do not have much time?  Is there a page minimum or maximum?

· Business plans do not have a page limit and, realistically, the loan officer will not read the plan in its entirety.  A good plan can be upwards of 40 pages.  The thoroughness of the plan does reflect your commitment to the business and shows that you have a strategy.  Though there are service providers that will write the plan for you, we advice that you tackle the plan yourself to get a true sense of your business.

· There is not one exact format to follow, so find the format that works best for you and your business venture, but that also displays the information in the clearest and most direct way possible.  Business plan outlines and samples are easily found.  The Internet and library are two common sources.  Commercial lenders will typically have outlines as well.  

I have bad credit, I have filed for bankruptcy in the past, or I have never established a line of credit.  What are my options?

· Any type of loan through a commercial lender, including the SBA loan, will be difficult to obtain with a poor credit history without a cosigner.

Do I need to consult an accountant, attorney, or other business professional?

· Today’s society is organized by a complex structure of legal and financial regulations that is intimidating and baffling to the majority.  Use inexpensive resources, such as the MI-SBTDC, libraries, and the Internet as starting points.

Preparing to meet with a lender

What do I present to the lender?

· The lender requires a great deal of information to review your loan request, much of which is covered in your business plan.  Have the following information prepared: 

· Your completed business plan

· Purpose and foreseen benefits for receiving funding

· Profit and loss projections for THREE years and an opening balance sheet

· THREE years of historical financial statements, including all schedules and notes associated with those statements.  Tax returns are the preferred type of financial statement for lending institutions.

· THREE years of personal income tax returns for all the principles involved including all the associated schedules to the tax returns.  More information is better than not enough!

· A copy or the purchase agreement and existing facility lease (if applicable).

· A schedule of all business debts, listing the creditor, type of loan, balance, monthly payment, interest rate, and collateral

· Aged accounts receivable and accounts payable

· Schedule of fixed assets

· Appraisals on real estate or most recent tax assessed value

· Article of incorporation or assumed name certificate

How does a lender assess risk?

· The risk assessment determines if you get the requested financing and at what cost.  The lender first and foremost wants to know you can repay the loan and interest on time.  The “5 C’s” to risk assessment often guide the lender’s decision:

· Character 

· Key character traits include honesty, integrity, trustworthiness, and managerial skills.  Character judgment is based on the business plan, credit history, quality of the presentation, and your knowledge of the material.

· When presenting to a lender, be prepared, direct, and to-the-point.

· Cash Flow

· Simply put, you need cash to repay your debt.  The lender will examine current and projected cash flow statements.

· Collateral

· Provides a secondary source of repayment to minimize risk for the lending institution.  Collateral is evaluated by marketability, valuation, and liquidity.

· Acceptable forms of collateral include accounts receivable, inventory, machinery and equipment, real estate, marketable securities, cash on deposit, etc.

· Capitalization

· An analysis of capitalization includes a review of equity, total indebtedness, value of assets, and permanent working capital.

· Financial ratios will be calculated and analyzed based on financial statements

· Conditions

· Refers to external factors that affect the success of your business such as local competition, industry trends and benchmarks, target market demand, general economic conditions, legal and regulatory restrictions, liability issues, etc.

What sections of the business plan will the lender focus on the most?

· Though each section is important, in reality the lender will not read the whole business plan.

· Coversheet/Title Page - This is the lender’s first exposure to your business plan, so allow it to reflect your commitment and enthusiasm.

· Executive Summary – Do NOT overlook this section.  In 2-3 pages you must offer the big picture of your business and loan proposal in a convincing manner.  Bankers WILL read the executive summary and have been known to reject loan proposals solely based on the summary’s condition. 

· Table of Contents – Helps guide the lender through the plan.

· Financials – Proves to the lender that you will have the resources to repay the loan plus interest in full and on time, particularly focusing on the projected cash flow statement.

What financial data do I need to show the banker?

· The financial section of a business plan is often the most sensitive for prospective small business owners.  It is designed to quantify your strategy and project, in detail, precisely why you need the money and how you will spend it. 
Are there any additional tips to help seal the lending deal?

· Approach the deal from the lender’s perspective.  Consider the question: How will lending to me serve in the lender’s best interest?

· Be optimistic, enthusiastic, and disable any pre-conceived doubts you expect your lender may have about you or your business.
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