Financial Statements and Loan Applications:

What the Lenders Look For

ELEVEN KEY COMPONENTS OF A
SUCCESSFUL BANK LOAN APPLICATION

Business plan and/or Executive Summary

Explain in simple terms what you do, who your customers are, why you are uniquely qualified to run your business, where you are headed in the future, and what opportunities and strategies will allow you to succeed.

These documents allow you to:

· Think through your strategies and identify concerns to be addressed before being raised by a third-party lender.
· Communicate facts and strategies effectively, not only to the lender you meet, but also the credit analysts and bank loan decision-makers that you probably will never meet.
· Provide you with a road-map toward implementing your plans, as well as a measuring stick for reviewing progress and revisions.

Investment in the Business

Demonstrate your personal financial commitment to the business and concept by placing a meaningful amount of your own money at risk.  A bank or other lender will generally not want to “invest” if your actions don’t display the same level of confidence that you are requested of them.
In financial statement terms, this is reflected by the bank as the debt to equity ratio and is one of several key financial ratios used to determine borrowing ability of a business.
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Good Credit History, with Explanation for Any Exceptions

The lender utilizes your credit score and related information to assess the risks associated with the likelihood of repayment of their loan.  A savvy borrower will begin steps to improve their credit scoring a year or more in advance of requesting a business loan.  These steps could include:
· Obtain a copy of your credit report, identify negative factors such as late payments, mistakes or unresolved creditors, and work with creditors to remedy these issues.  If you resolve a problem, make sure you get documentation from the issuing creditor so you can prove to the lender upfront that you have resolved the concern.
· Eliminate unnecessary “available credit”, such as multiple unused credit cards, to improve credit scoring.

· Develop a plan to reduce or eliminate “bad” debt such as credit cards and other unsecured debt.  Lenders view such unsecured debt as a negative because a) absent a reasonable explanation they may interpret it as living beyond your means, b) the payments result in less cash available to repay them, and c) it suggests that personal priorities may take precedence over saving for business needs.
Complete Loan Package Upfront for Lender Review

Banks and other lenders will not begin a detailed review of the financing request until 100% of the information is received.  A complete package will result in a) a more favorable impression and b) reduced time from the initial bank meeting to receipt of loan proceeds.  Information includes:

· A completed loan application, with a specific request for financing

· Business plan or executive summary

· Contracts for lease, purchase and similar documents

· Corporate or LLC documents, if applicable

· Personal financial statements for every business owner

· Prior three years’ business and personal tax returns
· Year to date business financial statements (within 75 days of current)
· Other financial issues as summarized below, and

· Any other data pertinent to the loan request
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Use of Cash Proceeds
The lender will want to know how much the project costs, how much is being borrowed (and from what sources), how much is your contribution of equity, and exactly how you intend to use the loan proceeds.  Specific details, supported by documentation such as equipment quotes, purchase orders, computations of amounts, and other related information is essential to communicate your need clearly with the lender.  The lender will permit funds designated as allowance for underestimated costs or working capital, but these amounts must be reasonable proportionate to the loan value.

Request an Amount and Loan Terms

Lenders routinely receive loan packages that do not specifically state a loan request.  As a result, the lender will either make certain assumptions that may not meet the applicant’s need, or may simply hold the application and delay moving forward.  A loan request should state:
· The exact amount of funds to be borrowed;

· Whether the applicant wants a term loan or a line of credit;

· The desired repayment term;

· Whether the desired interest rate would be fixed or variable; and
· If there is a request for any period of interest only attributable to the start-up of the business, construction, etc.

The applicant should not request a specific interest rate, as the bank will include this in any loan proposal.  The borrower should also obtain a clear understanding with their lender as to the time needed for review, expected date of response, possible loan costs, and reasonableness of the request.
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Explanation of How Cash Flow/Income Reported on Historical Financial Statements is Sufficient for Repayment of Lender
Every lender’s primary goal is to be repaid.  The first avenue for repayment is the business entity.  For an existing business, lenders request prior year historical financial statements, and the credit analyst will first look to see if the existing business cash flow/income can meet the debt payments.  However, credit analysts are unlikely to have sufficient knowledge of your business to consider all pertinent factors.  You should prepare a schedule that reflects potential adjustments or changes, such as:

· Increased revenue based on contracts in hand, growth trends or other ascertainable and measurable sources of positive cash flow.

· One-time expenses that will not be incurred in future years.  This might include insurance surcharges, moving expenses, professional fees, repairs, start-up costs or any other non-recurring expenses.

· Owner compensation and perquisites that is either discretionary or able to be foregone for purposes of funding business growth.

· Significant changes in major categories of expenses, such as the number of employees or reduction of overhead expenses.
· The retirement of any debt or leases that existed in prior years will often provide additional cash flow to service the new debt.  This may include debt/leases that have matured or is to be refinanced.

Lenders place great weight on historical financial statements as indicative of future performance.  A loan for the purpose of expansion or other major changes is often unlikely to be supported by historical cash flow, and may require additional financial documentation using financial projections as discussed further below.
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Cash Flow Projection that Shows Positive Cash Positions for the Entire Term of the Loan Repayment

Existing cash flow, even adjusted for non-recurring items, is often not sufficient to repay a new business debt.  This is particularly true in situations where the loan proceeds are used to fund growth of the business, and always the case in start-up businesses with no existing revenue stream.  Lenders will often require that projected financial statements be prepared looking forward for a three to five year period.  These statements, consisting of balance sheets, profit and loss statements and cash flows, must consider new equipment purchases, changes in receivables and payables, and of course the repayment of the bank debt.

Many lenders, including the SBA, require that a business reflect positive operating cash flow within 3-6 months of inception of the loan.  Detailed assumptions regarding revenue and expenses must be provided, as banks are often most concerned with the possible outcome of the loan if revenue projections are aggressive and are not achieved as readily as indicated.  Remember that the focus of the lender’s analysis and final objective is to assure repayment of their loan, not achieve high profit margins for the owner’s benefit.

Assets to Secure the Loan 

Assuming the lender is satisfied as to the primary source of repayment (the business), the lender then assesses the realizable value of collateral available to the bank in the event of default.  A borrower must critically review both the business and personal financial statements to identify sufficient assets to meet the lender need.  These most often include business receivables, the equity in personal residences, personal guarantees of family/other, or similar liquid assets.  Borrowers should consider summarizing these assets on a separate schedule for the bank to assure that the credit analyst does not overlook possible sources of collateral.
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Secondary Sources of Repayment

After examining the primary source of repayment and collateral available to secure the lender’s investment, a borrower should be sure to highlight any non-business sources that can provide additional confidence to the lender that their loan will be repaid.  These sources include:

· Business owner’s outside employment with third-party (but this may have mixed benefits as it may suggest an absentee owner to the lender, and decrease confidence in the overall business)

· Non-business spouse’s outside employment
· Alimony, pension, trust or other outside income sources
· Net cash flow from rental real estate.  If more than one property, be sure to summarize a schedule and identify the total net cash flow from all such investments.
Help Yourself Succeed: Keep your Presentation Simple and Easy to Understand, Stay Focused, Emphasize any Non-Financial Positive Traits, and Sell Yourself and Your Business to the Lender

· Keep your presentation simple and to the point
· Don’t go on tangents.  If it is a “maybe” scenario, maybe you don’t need to talk about it.  Bankers don’t want to feel like you are unfocused and have too many irons in the fire.

· Emphasize non-financial positives in writing.  Remind them of the community value, minority or women ownership, or other traits, but don’t let these issues overshadow your focus on the financial worthiness of your business opportunity.

· Sell yourself and be proud of your business!
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SUMMARY:

ELEVEN KEY COMPONENTS OF EVERY
SUCCESSFUL BANK LOAN APPLICATION

Business Plan or Executive Summary in Writing

Investment in the Business to Reflect Owner’s Commitment

Good Credit History, With Explanation of Any Concerns

Complete Loan Package Provided Up Front

Use of Cash Proceeds Identified and Supported

Request an Amount and Terms in your Application

Explain How Historical Cash Flow Helps Pay the Monthly Loan

=

Cash Flow from Business Positive for Term of Loan

Assets are Available as Collateral

Secondary Source of Repayment is Available

Help Yourself Succeed by Staying Focused and Positive
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Sample Sources and Uses of Cash:

	Sources of Cash:
	
	Uses of Cash:
	

	
	
	
	

	  Bank loan, term
	$ 150,000
	New equipment (see attached quotes)
	$ 100,000

	  Leased equipment
	50,000
	Increase in receivables
	75,000

	  Owner capital
	    50,000
	Working capital (3 weeks payroll & gen’l expenses)
	30,000

	
	
	Supply inventory
	20,000

	
	
	Computer and inventory control software (attached)
	15,000

	
	
	Loan closing costs
	      10,000

	Total Sources of Cash
	$ 250,000
	Total Uses of Cash
	$ 250,000


Sample Reconciliation of Historical Cash Flow:

	
	2003
	PROPOSED

	
	
	

	Officer compensation
	$ 63,582
	$ 65,000

	Net cash flow from business – page four of cash flow statement
	32,330
	33,000

	Interest expense
	   20,636
	   22,000

	  Total Discretionary Cash Flow
	116,548
	120,000

	
	
	

	Compensation paid to officer
	63,582
	55,000

	Debt service – mortgage
	24,216
	24,216

	Debt service – other debt
	9,270
	9,270

	Debt service – other debt
	4,200
	--

	Debt service – new debt
	--
	18,800

	Interest – line of credit/other
	     3,882
	     1,000

	  Total Compensation & Debt
	 105,150
	 108,286

	
	
	

	Net Cash Flow after Debt Service
	$  11,398
	$ 11,714


Based upon this analysis, we believe that XYZ Services, LLC can service the proposed debt using existing cash flow, with minimal changes to the overall cash flow as presented above.
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Sample Projection of Revenue - Restaurant:

The projections for revenue are based on the anticipated sales from future services as well as existing client base of approximately 300 regular patrons.  The Company has based its sales revenue on the following assumptions:

(A)  Weekly restaurant sales, consisting of food and beverages, as follows:




(
Lunch




50 seats, 50% capacity, 1 seating





  $6.00 per person (monday through friday)                              $    750





50 seats, 40% capacity, 1.5 seatings





  $7.00 per person (saturday and sunday)                                  $    420




(
Dinner




50 seats, 20% capacity, 1 seatings





  $8.00 per person (monday through thursday)                          $    320





50 seats, 60% capacity, 1.5 seatings





  $9.00 per person (friday through sunday)                                $ 1,215



TOTAL PROJECTED WEEKLY RESTAURANT SALES           $ 2,705
Daily meals are based on anticipated seating capacity and turnover formulas typical for the area.  Revenue reported on the monthly projected statements of income have been discounted by approximately twenty to fifty percent in selected months to account for reduced sales due to holidays, poor weather, and other routine occurrences which impact daily sales. 
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Our Mission:
Lear & Pannepacker is a full-service accounting firm specializing in the unique needs of entrepreneurial-minded businesses, individuals, and not-for-profit organizations.
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Our firm, based in Princeton, NJ, adheres to the industry's highest professional standards of quality, integrity and customer service. We assist our clients in developing a long-term perspective, while providing financial and strategic planning that is customized and personalized to their needs.

Our goal is to provide professional guidance that helps our clients achieve growth and success.

We invite you to meet with a member of our team of professionals to learn more about our team's commitment to quality service. We would be delighted to discuss your specific business and financial goals and how our unique capabilities can benefit you.

Biography

Scot Pannepacker is a partner at the Princeton accounting firm of Lear & Pannepacker, with over 16 years of experience in public accounting.  His practice includes entrepreneurial individuals and small business clients, with an emphasis in strategic business planning, personal financial planning and tax preparation services.  Mr. Pannepacker also specializes in small business valuations, and he received his accreditation in business valuations (ABV) in 1999.  He is active in numerous local organizations, including chair of the Regional Business Assistance Corporation (RBAC), a SBA micro-lender serving a five county area, Treasurer of the Historical Society of Princeton and a Development Committee member of Isles, Inc.  He is licensed in New Jersey and Pennsylvania as a certified public accountant, and graduated summa cum laude from Temple University in 1990.  Scot currently resides with his wife & daughter in the historic Mill Hill neighborhood of Trenton.
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