The Entrepreneur’s Guideto Financial Maturity ®
Equipment L easing/Financing to Conserve Your Cash Flow

Conserving working capital and lines of credit are of paramourt importance to
the financial hedth of your business Leasing or financing shoud
beconsidered when aauiring equipment, software, furniture, tenant
improvements to your office space ad when raising cgpital. Over 70% of
U.S. businesses lease some or all of their equipment, shoddn't you?

Is leasing appropriate for your business?

Most finance professonals know the statistics: over 90 ou of 100 start-ups fail
within the first five yeas of operation. Why do most businesses fail? The
reasons are simple, Inexperienced or Poor M anagement and Insufficient
Capitalization. One significant comporent of poa management is poa cash
flow and credit management.

Recently, a prospedive dient asked me if | could asgst them in olktaining
financing. The company’'s owner projeded sales to grow significantly, which
would crede a severe cah crunch. The company was a startup, losing cash
ead month and operating at aloss The monthly losses are understandable;
the company is building a austomer base. In arder to significantly reduce the
company’s operating costs the principal purchased ower $150,000 & new
equipment. Hedid nd financeor lease the equipment.

Within days after the equipment was delivered, the principal recognized he
was in troude. He ould na finance the aticipated growth of acmurts
recevables at areasonable mst. He was looking to finance &isting acourts
recevables as well asfuture mntrads.

With the limited amount of cash remaining, the business owner faces the
foll owing dilemma:
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If 1 don't obtain financing quickly, | canna grow my company and
adhieve “bres-even.”
Since many of my acouns recevables are small, the transadional
costs of financing acourts recavables will be high.
Since many of my acmurts recavables are from small to mid-sized
companies, ores that may not have good credit, these acourns
recaevables may not be financeable. If some of the acourns
recavables are financed, the alvance rate (the anount you can draw
against the acourt recavable) may be low.
Since many of my acourts recavables are from clients that may not
have good credit, will the company survive if late paying and non
paying customers are:

0 Atindustry norms

0 At 50% aboveindustry norms

0 At 100% above industry norms

0 At above 100% of industry norms

Did the business owner understand the importance of managing cash and

credit?

| believe he did nd. From the business owner's prospedive, |

understand, appredate and applaud that he wanted to reduce his costs as or
as possble. However, stepping badk and looking at the company as an
investor, or financier, questions that will be asked include:
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Did the business owner saaifice the cwmpany’s gability for costs
savings?

Did the principa anticipate cah flow problems (due to late payments,
bad debts or other reasons) based uponthe cmpany’s client base, sales
cycles, competition etc.?

Did the principal understand what sales volume the company needed to
justify the egquipment purchase?

Shoud the principal have waited to aqquire the equipment until he
knew that equipment it will be utilized at a level above a cetain level
of the euipment’'s cgoadty? (In this case | estimated that the
equipment would be used at a 10%-20% utili zation level the company’ s
current sales volume)

If the principal would have waited, could the company aaquire similar
equipment at alower cost, or better equipment at the same sts?

Did management exhibit good judgment in its dedasion making



¥, aquire smilar equipment at a lower cost, or better equipment at the
same @sts?

¥, Did management exhibit good judgment in its dedsion making
process?

% Does an investor or financier to fed confident that management has the
financial maturity needed to operate the business?

In my opinion, the principal did na possessthe financial maturity ® neeled to
effedively operate the business The principal:

¥ Put his company in a position where it would run ou of cash if the
company does not obtain financing quickly.

o0 Had he not invested the cah into equipment he culd have
financed more of the company’s acourtants recevables, bult a
stronger client base and then financed the eguipment.

% Increased the company’s cost of financing (to more than dff set any cost
savings from the pre-mature purchase).

0 The st of financing acmuns recevables usualy is greaer
than the st of equipment financing.

o Since the company’s current cash pasition, and the principa’s
cash reserve is more tenuous, the company is more vulnerable.
Cost of borrowing is greger when a cmpany's financia
condtionis saky.

% Reduced the anourt avail able for financing

o It is difficult for a startup company to oltain equipment
financing. There ae, however, ceatain financing programs that
are available for new equipment, that generally are not avail able
for used equipment.

o Since as a startup, the company will need a larger down-
payment on the ejuipment than an established profitable
company. With used equipment, you shoud exped to have ¢
larger down-payment than with new equipment. If the
equipment were financed today, If the eguipment were financed
today, it would be financed as used equipment.

0 In other words, did poa cash flow management put this
company at risk? Absolutely!



Reasons for L easing/Financing:

Some of the benefits of leasing include:
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Flexibility — you can lease dmost any kind d equipment

Flexibility —you can choaoses the equipment, manufadurer and model
Flexibility of lease plans

Improving your working cgpital position

Enabling predictable cah flow outlays for furniture, fixtures and
equipment

Leveraging the profits from the eguipment to pay for the lease
obligation

Leasing can be the least expensive way to acquire equipment

Longer term, small er payments

Virtually 100% financing for new equipment may be available, with
minimal or noinitial cash oulay (for established, profitable companies)
Buil ding you company’ s credit

Accderating tax write-offs

Alleviating the neal to dlute equity

Projeding your costs more accirately

Reducing budyet restrictions

Most of the &owve benefits apply to equipment financing also. It will:
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Improve your working capital pasition

Enable predictable cah flow outlays for furniture, fixtures and
equipment

Leverage your profits from the eguipment to pay the financing
obligation

Enable you to oltain virtualy 100% financing for new equipment (for
established, profitable companies)

Help youto buld you company’s credit

Alleviate neal to dlute equity

Allow youto projed costs more acarately

In the &owe situation, the entrepreneur would have been better served to have
waited to aayuire the equipment. Asuming after understanding the pitfall s of
aqquiring the equipment he still wanted to proceed, he shoud have financed it
at the maximum amourt avail able to him (passbly 50% of the purchase price—



since the company is a startup) and held the remainder of its cash as working
capital.

A Semond L esson to be L earned:

A semnd leson can be leaned from this prospedive dient’s adions. If the
company had prepared a well thought out business plan that paid attention to
the numbers, the principal would have understood the implicaions of his
adions. Developing the plan enables the principal to better understand the
risks of his adions, before he would have taken them. After evaluating the
risks, an appropriate financing strategy would have been devel oped.

Finarcial Maturity ® is a registered trademark owned by Morris Bocian. Copyright © 2003 2004 ani
2005 Creative Business Planning Incorporated. All rights reserved. All information is from sources
deamed reliable. Sich information has not been verified and noexpress iepresentations are made nor
implied as to the accuracy thereof, andit is submitted subjed to errors and amissons, andis subjed to
change or withdrawal withou natice



