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Small Business Management   4   2011 
 

Finance and Small Business 
 
Notices: go to your own bank and ask for the “Business Start-up Pack” 
 This should contain useful info (printed and in CD format). 
 
 Take a look at your own bank’s website in the small business 
 Services area – is the bank positive and helpful? 
 
 
 
Reading:-   Stokes chapter 13 “Money” 
    Burns  chapter 12 “Financing….” 
 
News     
 
 
DDT    Digital Display Technology  © Robert Jones 2002 
 
 

 
 
Week 1  2 3 4 5 6 7 8 9 10 11 12 
 

Groups  
forming 

Time is a great teacher. 
Unfortunately it kills all its pupils. 
Hector Berlioz   
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Finance and SMEs 
 
Learning Outcomes: Critically assess the specific constraints of SME  
    - especially sources of capital finance  
 
Start-up finance   the commonest sources of funds:- 
    4Fs 
    Founder’s personal funds 
    Family  
    Friends 
    Fool-hardy investors, including Bank loans &  Business partners 
      
A brief (and sad) history British banks and SMEs 
Banks’ attitude to small business in UK has changed:- 
Pre 1980 - not interested in small business 
1980s  - enthusiastic, even foolish, lending, incentives 
late 1980s  - recession and bad debt, clamp down on SMEs  
  (banks “killed off” many SMEs by drawing in loans) 
1990s  - more “business-like”, a business plan is required 
  - incentives for new SMEs  e.g. free banking for 18 months 
2000  - dot.coms became dot.bombs (no business plans!!) 
  - greater focus on a workable business plan 
2009  - ????????? 

 
So now a business plan is more important than ever. Banks often reject the first business plan 
and insist that you revise and improve the plan. A cash flow spreadsheet forecast is essential, 
with realistic & pessimistic scenarios.  
 
Typically banks in UK look for a quick (2 – 3 year) payback. 
 
Completely different experience in the rest of EU, e.g in Germany banks take a longer term 
perspective. As a generalisation, we can observe that banks are very risk-averse – is this good 
for business? 
 
Bank loan  a very common source of capital 
   short term  overdraft  risky (not guaranteed 
         can be called in by bank 
         high interest rate 
 
   long term    ? years  (limit £100,000) 
         must give personal security 
          
Banks seem very positive towards small business 
 TV adverts  (see NatWest television adverts) 
 Press adverts 
 Start-up packs 
 Incentives 
But there are problems:- 
Bank charges and attitudes to SMEs are key areas of concern for British SMEs. 
Overcharging is also a problem – check your account charges carefully 
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What is the Bank Manager* looking for? *(“Business banking relationship manager”!) 
Banker managers’ perspective 
 
C  character  your track record with credit? 
A  ability   to implement business plan? 
M  means  resources, assets? 
P  purpose  reason – fit with policy, legal, etc? 
A  amount  is it enough, all costs included? 
R  repayment  enough cash generation to repay loan? 
I  insurance  security, collateral to guarantee loan?    
 
So a good relationship with your bank is essential!! 
 
 
What do real business people think about the banks? 
Federation of Small Business News Release Issued: Friday 06 February 2009 
 
FSB calls for more action to stimulate the economy 
Government action to stimulate the economy is not working, the Federation of Small 
Businesses (FSB) warned today, after a member survey found that recent VAT cuts, bank 
lending guarantees and pledges on payment practices have had no impact. 
The FSB poll of more than 4,000 small businesses showed that over half have seen their trade 
decrease in the last two months - despite a cut of 2.5 per cent in VAT last November; the 
introduction of the Government backed Enterprise Finance Guarantee in January; and calls for 
the public and private sector to settle their invoices more quickly. 
 
Only eight per cent of small businesses said their banks were making the Enterprise Finance 
Guarantee available to them. Meanwhile over half (53 per cent) of those polled said they 
doubted that the Government scheme would actually compel the banks to start lending again. 
 
Additionally, a fifth of small businesses are still waiting for longer than 10 days to be paid for 
public sector work, even though the Government pledged that it would work with the wider 
public sector to speed up payment times. 
The figures also show that small businesses are increasingly being used as a source of credit in 
the commercial world with over a third (36 per cent) waiting longer to get paid for private sector 
work. This comes despite the Government-backed Prompt Payment Code, launched last 
November, which called for fairer payment practices between large and small businesses. 
  
In a separate FSB poll, 97 per cent of small businesses said the VAT cut from 17.5 per cent to 
15 per cent, as announced in the Chancellor's Pre-Budget Report in November, has had no 
impact on their trade at all. 
http://www.fsb.org.uk/News.aspx?loc=pressroom&rec=5006 
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Sources and Uses of Finance 
   Source     Use 
Long term  
   personal investment    Fixed assets 
   other’s money    land, building 
   Bank loans, long medium   equipment, 
   Leasing     vehicles 
   Hire purchase 
Short term  
   Bank loans, short term   Working capital, 
   overdraft     work in progress 
   debtors (receivables) 
   Factoring     stocks 
 
Important:-  match the type of finance to its application 
   e.g. short-term borrowing to finance short-term needs 
   e.g. long term borrowing to finance long-term needs 
 
Balance sheet structures – note the key differences:- 
     Small firms  Large firms 
Fixed assets    32    57 
Stock     20    14 
Debtors (receivables)  39    19 
Cash     9        10   
Total assets    100    100 
 
Overdraft    13    8 
Creditors (payables)  47    24 
Long-term loans   9    15 
Shares & reserves   31    53 
Total liabilities   100    100 
Burns, 2001 “Entrepreneurship & Small Business”, Palgrave MacMillan. 
 
Gearing levels (proportion of capital as debt) 
Spain > Britain > Germany 
But in Britain, there is still heavy reliance on overdraft finance:- 
 Britain 42% of firms cf. Germany 17% of firms 
 
 
Cashflow control = most important 
SMEs have many expenses and in the UK a common weakness is “undercapitalisation”. The 
firm does not borrow enough money from the bank. It can run out of cash (even it is very 
profitable), it does not have sufficient working capital to pay the bills at the end of the month.
 See: Cash-flow diagram hand-out 
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Government’s action on the banks and SME finance 
Review of Banking Services in the UK 
The Banking Review was an independent investigation of banking services in the UK, set up by the government in 
November 1998, and led by Don Cruickshank. The review looked at levels of innovation, competition, and 
efficiency in the industry and how well it served the needs of business, other consumers and the UK economy.  Its 
final report was published on 20 March 2000. 
http://www.hm-treasury.gov.uk/documents/financial_services/banking/bankreview/fin_bank_review.cfm 
Chapter 5 Banking Services and External Finance for SMEs 
Chapter 6 Market failure in the provision of equity to SMEs 
Annex E International comparisons 
http://www.hm-treasury.gov.uk/media/052/F6/Bankreviewchaptfive.pdf 
 

UK Government’s  Competition Commission  (2002) report:- 
“The supply of banking services by clearing banks to small and medium-sized enterprises: A report on the supply of 
banking services by clearing banks to small and medium-sized enterprises within the UK” 
http://www.competition-commission.org.uk/rep_pub/reports/2002/462banks.htm#summary  
“A number of specific practices restrict and/or distort price competition” 
e.g. excessive charges, excessive profits, obstacles to changing accounts. 
 
Outcome: “behavioural remedies” - let the banks have a chance to improve themselves 
 
“Banks Clean Up Their Act” 31 October, 2002   
http://news.bbc.co.uk/1/hi/business/2381919.stm  (11nov2003) 
Eight of the UK's main banks have agreed to change the way they treat small business customers.  The banks 
concerned have agreed to the so-called behavioural remedies recommended by the Competition Commission. The 
proposals cover a range of issues, including measures to make it easier to switch banks and to increase the 
transparency of bank charges.  
 
There is also EU attention to the attitude of banks towards SMEs:- 
EU Code of Conduct between credit institutions and SMEs 
A non-legislative initiative by the European Commission aiming to improve working relations 
between banks and SMEs  
Action to support SMEs, including craft enterprises, cooperatives, mutual societies and associations – 
1.3.94. Council conclusions on financing for small and medium-sized enterprises. 
(Conclusions of the Lisbon European Council: Bull. 3-2000, point I.8) 
http://europa.eu.int/abc/doc/off/bull/en/200112/p103094.htm   (11nov2003) 
See also:-  Small Business Europe – Issue Tracker (Lloyds Bank) 
Reactions to the EU’s proposed code:- 
http://www.smallbusinesseurope.org/Issues/Code%20of%20conduct%20between%20banks%20and%20SMEs/106
3618785/Code_of_Conduct       11nov2003 
 
UK Government policy on finance and SMEs 
The DTI / SBS / Business Link issues some excellent guidance:- 
No-nonsense guide to small business funding. 
Provides the inside track on finance for new and existing businesses. Covers issues such as where to find expert 
advise, how to get the right finance, business planning, keeping the cash flowing, choosing a loan, eligibility for 
grants and buying leasing and hiring. 
http://www.ecdti.co.uk/CGIBIN/priamlnk.cgi?MP=CATSER^GINT65&CNO=1&CAT='SM01' 
 
Government financial support for SMEs 
In the UK, there is not much financial support for SMEs - grants for start-up in deprived areas 
and special sectors only. See:-   
REGIONAL INVESTMENT - Developing your business through regional grants and other 
support http://www.dti.gov.uk/regionalinvestment/regional_theme_aw.pdf?pubpdfdload=04%2F1594 
 
Business link has some useful guidance:- 
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http://www.businesslink.gov.uk/bdotg/action/detail?type=RESOURCES&itemId=1075081703 
 

 
Late payment is a problem that is estimated to cost small businesses nearly £7 billion at 
any one time. In 1998, a late payment law was enacted in the UK. 
http://www.sbs.gov.uk/ 
See:- Late Payment Best Practice Guide 
http://www.payontime.co.uk/downloads/DTI_BPP_brochure.pdf?pubpdfdload=04%2F606 
 
 
 
 
An interesting mechanism for enterprises that have difficulty obtaining a bank loan:-  
Small Firms Loan Guarantee (SFLG) 
 
SFLG   bank    SME start-up 
 
http://www.businesslink.gov.uk/bdotg/action/detail?r.s=sl&type=RESOURCES&itemId=1074447105 
·  A guarantee to the lender covering 75% of the loan amount, for which the borrower pays a 2% premium on the 
outstanding balance of the loan. 
·  The ability to guarantee loans of up to £250,000 and with terms of up to ten years. 
·  Availability to qualifying UK businesses with an annual turnover of up to £5.6m and which are up to five years old. 
·  Availability to businesses in most sectors and for most business purposes, although there are some restrictions 
 
 
 
Bankruptcy 
As part of its policy review the DTI is considering easing bankruptcy restrictions on 
entrepreneurs. See:-  the main insolvency provisions in the Enterprise Act 2002. 
http://www.insolvency.gov.uk/faq/eactfaq.htm 
A new Small Company Rescue Procedure has had limited success. 
Similar changes are in place across the EU and in the USA. 
 
EU Policy  European Structural Funds 
The EU has some schemes to encourage and sustain SMEs:- 
Structural Funds are the European Union's main instruments for supporting social and 
economic restructuring across the Union. They account for over a third of the European Union 
budget. The UK's allocation from the Structural Funds for the period 2000 - 2006 is over £10 
billion. http://www.dti.gov.uk/europe/structural.html  11nov2003 
The Structural and Cohesion Funds are the European Union’s main instruments for supporting social and 
economic restructuring across the EU. They account for over one third of the European Union budget and are used 
to tackle regional disparities and support regional development through actions including developing infrastructure 
and telecommunications, developing human resources and supporting research and development. 
Summary of Structural Funds 
http://www.dti.gov.uk/europe/structuralfunds/index.htm 
Find a map of the UK’s regions that receive Structural Funds at 
http://www.dti.gov.uk/europe/structural.html 
 
 
 
 
 
 
 
 
 

Guarantees loan Lends money 



raj/aibs/Lecture /Finance & SMEs/feb2011 

Basel II and Basel III  www.basel-iii-accord.com/ 
Under the Basel II framework, the minimum amount of capital that banks are required to set aside  
depends on the size of the loan, but also and significantly on the risk of the loan. 
 
For SMEs, there are two main consequences:  
1 banks pay increasing attention to the risk assessment – or rating – of SMEs, even for  those 
applying for small loans.  
 
2 SMEs may face a wider range of price and credit conditions offered to them by banks. 
 
See hand-out on Basel II 
 
Venture Capital  
is growing rapidly (started in USA), copied in UK – especially in Cambridge - and now spreading 
throughout the world. Fills the gap between £100k and £2m. 
In Cambridge, Herman Hauser started up “Amadeus”, a venture capital firm. Now controls over 
£3 billion investments available for high-tech businesses. Cambridge is 2nd only to London for 
equity capital. 
 
Larger scale start-ups:- 
  Equity finance “AIM” small firms stock market > £3m 

AIM (Alternative Investment Market) is UK’s 3rd attempt at a small business stock 
market. 

  Similar small firm bourses now across Europe, but they face problems  
  e.g. lack of liquidity. 
   
A venture capitalist  takes a risk & needs a large return 
    typically 30% p.a. 
    and/or an equity stake (shareholding) 
    a place on the board of directors 
    an exit strategy – sells up within 5 years 
But VC still accounts for a tiny fraction (<0.1%) of start-up capitalisation. 
 
High-tech internet entrepreneurs can meet VCs at e.g. “first Tuesday” investor meetings. 
 
Poor record with recent internet start-ups, so VCs now look for very well thought-out business 
plans.  

Venture capitalists   BVCA www.bvca.co.uk 
Look for existing high growth firms 
Prefer growth to start-up (less risk) 
Reject 95% of applications and will not reconsider a plan 
Preference shares = first claim on dividends 
Convertible preferred ordinary share 
85% of VC is >£100000 
Average VC is £3 million 

 
 
Business angels  smaller scale VCs  e.g. Dragon’s Den 
Small scale venture capitalists = “business angels”, local business investors, successful 
business people with £50k - £250k available to invest. Can be contacted through “Business 
Link” office. 
 
See: Benchmarking business angels  
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European Commission 
Enterprise Directorate General  4 November 2002 
 
Question:  
Venture capital prefers growing existing companies rather than investing in start-ups. Why? 
Look at the evidence below. 
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OECD VENTURE CAPITAL POLICY REVIEW: UNITED KINGDOM STI WORKING PAPER 2003/1 
INDUSTRY ISSUES Günseli Baygan  http://www.oecd.org/dataoecd/41/58/2491240.pdf 
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Figure 4. UK venture capital investment by sector (ibid.) 
 
 
 
Best practices of public support for early-stage equity finance 
Final report of the expert group September 2005 
http://europa.eu.int/comm/enterprise/entrepreneurship/financing/docs/report_early-stage_equity_finance.pdf 
 
 

 
 
 
 
What kind of firms seek bank borrowing? 
 
 

 
 http://www.hm-treasury.gov.uk/media/052/F6/Bankreviewchaptfive.pdf   
 
 
 
 
Extract from chapter 6 of Cruickshank’s report: Review of Banking Services in the UK 
20 March 2000 http://www.hm-treasury.gov.uk/media/FAE/20/Bankreviewchaptsix.pdf 
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Table 6.1 Source of credit 

 
 
Extract from Annex E of Cruickshank’s report: Review of Banking Services in the UK 
20 March 2000  http://www.hm-treasury.gov.uk/media/798/AD/BankReviewAnnexE.pdf 
International Comparisons 
Chart E7 – Annual mean charges and innovation rating for standard SME current account 
 
 
 
 
 
 

 


