Chapter 13 
Capital Requirements and Private Sources of Financing

Background

· Many small and medium–sized businesses suffer from undercapitalization and/or poor management of financial resources, often during the first few years of operation. 
· The entrepreneur typically either overestimates demand for the product or severely underestimates the need for capital resources and organizational skills. 
· Undercapitalization may also be a result of the entrepreneur’s aversion to equity financing (fear of loss of control over the business) or the lender’s resistance to provide capital due to the entrepreneur’s lack of credit history and a comprehensive business plan (Hutchinson, 1995; Gardner, 1994).
· Major Changes in Small Business Financing:

· Technology

· Globalization

· Deregulation

Determinants of Capital Needs and Financing Alternatives

· Stage of evolution

· Ownership structure

· Distribution channels

· A very small sum of money is often needed to start the business as an agent because no payments are made for merchandise, transportation, or distribution of the product.

· However, initial capital needs are substantial if a person starts the business as a merchant, distributor, or trading company with products available for resale. 

· This entails payments for transportation, distribution, advertising and promotion, travel, and other expenses.

· Capital needs at the start–up stage may be smaller compared to those needed during the growth and expansion period.

Types External Financing

1. Debt or equity financing: Debt financing occurs when an export–import firm borrows money from a lender with a promise to repay (principal and interest) at some predetermined future date.

2. Short–term, intermediate, or long–term financing: Short–term financing involves a credit period of less than one year, while intermediate financing is credit extended for a period of one to five years.
3. Investment, inventory, or working capital financing: Investment financing is money used to start the business (computer, fax machine, telephone, etc).
Internal Financing

· Internal financing should be explored before resorting to external funding sources. 
· This includes:
· using one’s own resources for initial capital needs 
· and then retaining more profits in the business
·  or reducing accounts receivables and inventories to meet current obligations and finance growth and expansion
Sources of Internal Financing

•
Money in saving accounts, certificates of deposit, and other personal accounts

•
Money in stocks, bonds, and money market funds
Sources of external financing: 

1. Family and Friends: This is the second–best option for raising capital for an export–import business.
2. Banks and Other Commercial Lenders:  The largest challenge to successful lending is the turnover rate of small businesses. Due to the level of risk, banks and other commercial lenders tend to avoid start–up financing without collateral.
a. Different types of financing

i. Asset–based financing: Banks and other commercial lenders provide loans secured by fixed assets, such as land, buildings, and machinery.

ii. Lines of credit: These are short–term loans (for a period of one year) intended for purchases of inventory and payment of operating costs.
iii. Personal and commercial loans: Owners with good credit standing could obtain personal loans that are backed by the mere signature and guarantee of the borrower.
iv. Credit cards: Credit cards are generally not recommended for capital needs for new or existing export–import businesses because they are one of the costliest forms of business financing.
3. Small Business Administration (SBA):The SBA has several facilities for lending that can be used by export–import businesses for capital needs at different stages of their growth cycle (see Table 13.1).
4. The Certified Development Company: The Certified Development Company (CDC 504) program assists in the development and expansion of small firms and the creation of jobs.
Equity Sources

· For many export–import businesses, the ability to raise equity finance is quite limited.
· Types:
· Family and friends
· Business angels (invisible venture capitalists): Business angels provide start–up or expansion capital and are the biggest providers of equity capital for small businesses.
· Venture capitalists: Venture capitalists provide equity capital to businesses that are already established and need working or expansion capital.
Private Sources of Export Financing
1.   Financing by the Exporter
· Open account: Payment is deferred for a specified period of time.

· Consignment contract: Importer pays after merchandise is sold to a third party.

2.  Financing by the Overseas Customer
· Advance payment: Payment is before shipment is effected.

· Progress payment: Payment is related to performance.

3.  Financing by Third Parties
· Short–Term Methods


1.
Loan Secured by a foreign accounts receivable: Account receivable used as


 collateral to meet short–term financing needs.


2.
Trade/banker’s acceptance: A draft accepted by the importer is used as collateral


 to obtain financing.


3.
Letter of credit: Transferable letter of credit (L/C), assignment of proceeds under


 an L/C, and a back–to–back L/C used to secure financing.


4.
Factoring: An arrangement between a factoring concern and exporter whereby


 the factor purchases export receivables for a discount.

· Intermediate– and Long–Term Methods


1.
Buyer credit: Importer obtains a credit from a bank or financial institution to pay


 the exporter.


2.
Forfaiting: Purchase of deferred debts arising from international sales contracts


 without rcourse to the exporter.


3.
Export leasing: A firm purchases and exports capital equipment with a view to


 leasing.

