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Introduction

» The idea of social enterprise is not new, some thrift shops, and
Vancouver YWCA's hotel, have existed for a long time. However, it
is only in recent years that the term “social enterprise” has been
applied to such ventures.

As the concept has developed and interest has grown, social enterprise initiatives have increased
both in number and in sophistication. Entities have been created with funding and financing needs
that are not met either by traditional grant programs or by traditional debt/equity instruments.

At the same time, and in response to the complex and interrelated goals of both increasing social
value and profitability, new areas of social philanthropy and social venture capital have emerged.
As well, financial institutions, community foundations, governments, and a new breed of social
capitalists have been developing innovative financing options. Exciting, creative and flexible social
enterprise financing arrangements are now being put together.

The field will become even more interesting in the near future with the new focus of the Canadian
government on the “social economy.” The federal government has defined the social economy as:

......... ‘economic’ in that it involves the production of goods or services and their sale

in the market economy. ... ... ...'social’ in that its main objective is to meet the needs of
the community, including disadvantaged or vulnerable members, and because of the values
(democratic process, collective empowerment, etc.) on which its governance and

operation are based .”

In 2004, the federal budget placed a special emphasis on social enterprise as a specific component
of the social economy that it wishes to encourage. The budget of that year assigned funds to the area
and it is expected that, by the fall of 2005, there will be entities in place to distribute and administer
these funds.

Locating and obtaining funds for social enterprise can be complicated. This guide is an attempt

to demystify the financing options open to both new, and practicing, social entrepreneurs. It may
also point these entrepreneurs in the direction of financial strategies that might not otherwise have
occurred to them.

Social Economy Backgrounder. Industry Canada.
Q http://fednor.ic.gc.ca/epic/internet/infednor-fednor.nsf/en/n_fn02091e.html
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Some Paradigm Differences

» People who are familiar with applying for grants will find

that obtaining financing is both different from, and similar to,
obtaining grants.

Well Researched and Written Document
Applications for grants and financing both require a well-written and well-researched document.
In the case of a grant, this is a proposal. For financing, it is a business plan.

Focus

Just as applying for a grant for a non-profit program involves knowing the interests of the grantors,
looking for financing involves knowing the interests of the financiers. For example, if the non-profit
program or service is youth-focused, it is important to find a grantor whose funding guidelines include
supporting youth. When applying for financing or looking for equity investment for social enterprise,

it is also important to understand the particular interests of the financier. For example, Vancity Savings
Credit Union is a leader in the field of financing social enterprise whereas banks have little

interest in the area.

Language

Just as the non-profit world has its acronyms and “buzz words” so does the world of financing.
Moreover, just as terminology comes in and out of fashion in the non-profit world, so it does in

the world of financing. It is important to remember that financial language is not a mystery! It is a
language and culture which can be learned. Do not be afraid to ask questions; the worst thing to do
is to pretend to understand for fear of looking ignorant. Most people in the non-profit world are not
knowledgeable about financing. (Just as people in the financial world are not usually knowledgeable
about the complexities of community development or strategies for creating social change.)

Transparency

Grants obtained from community foundations and government are relatively transparent; the granting
guidelines are public, the members of the decision-making body are known, a list of recipients is
publicized and an annual report is issued. Government tendering processes and evaluation criteria
for proposals are public, the value of contracts awarded is available, and the name of the successful
bidder is announced.

Financing is very different from this. First, the details of individual financing deals are confidential.
Moreover, although there are strict, and public, borrowing criteria related to term loans, lines of credit
and so on, in the areas of more sophisticated borrowing there is flexibility. Financiers love doing
“deals” and often the loan or investment is made according to a blend of a number of elements such
as character, track record, capacity to grow, collateral, market conditions and so on. Each combination
of factors is unique. (See What Do Bankers Want? Page 23)



Some Paradigm Differences continued..

Relationships

While relationships are important both when looking for grants and when looking for financing, there
is a difference in the degree of the importance. When granting funds for the work of a non-profit
organization the representative of the funding body or government must view the individuals involved
as credible, having integrity and having the ability to successfully manage the project. However, in
general, the relationship between the representative of the funding body and the funding applicant
will only partly influence the outcome as, in the final analysis, public policies and guidelines limit the
amount and nature of the grant.

On the other hand, especially at the higher levels, financiers have a great deal of discretionary power
and can put together many different kinds of deals. The financier can be the biggest ally for the social
entrepreneur. For example, Vancity has a group of companies that can offer everything from grants

to loans to subordinated debt and the personnel have many contacts with other grantors, lenders,
and investors. Some of the individuals interviewed for case studies in this guide spoke of how Vancity
employees had assisted them to obtain a combination of grants, loans, philanthropic venture capital,
and technical assistance. The outcome often reflected the creativity of the financier and had not been
previously envisioned by the social entrepreneur.

Relationships are the key to obtaining financing. These relationships take time to nurture and it is
a good idea to meet with the financial institutions very early in the process. There are a number of
reasons for this:

e the financier gets to know you,

® you get to know the financier,

e if you keep the person informed, you will get very valuable free feedback and possibly technical
assistance, and

e if the individual sees financing potential, he or she may become an advocate for the social
enterprise. This can lead to financing strategies that you may never have imagined.

Although the enterprise is not in a position to apply for a loan, one social entrepreneur reported
sending monthly financial statements to a financier with whom the social entrepreneur has
established a solid relationship. The social entrepreneur not only gets feedback, but also feels that,
when the time comes, the enterprise will be in @ much better position to apply for financing.
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Before Looking For Financing

Before looking for financing there must be:
e a clear understanding of legal structure of the social enterprise
e clear financial objectives
e carefully prepared financial documents
e a capable financial manager

Legal Structure

In order to use this guide, it is important to understand the legal structure of the social enterprise in
question, its borrowing capabilities, and investment possibilities. The business structure chosen for
a particular social enterprise is a critical part of the development of the business plan. Although a
discussion of the different possible business structures for social enterprise is outside the scope of
this guide, some of the possibilities are:

¢ |n-House: A social enterprise which is operated by a non-profit organization as a division of the
non-profit society, no separate legal structure is created.

¢ \Wholly Owned Subsidiary: A social enterprise created as a corporation which is owned, and
controlled, by a non-profit organization.

e Subsidiary Company with a Partner: Similar to above but the non-profit society is the majority
shareholder in a company which has other shareholders.

e Joint Venture: This is a variation of the partnership described above but the control is shared
equally among shareholding partners.

e Co-operative: A social enterprise can be a co-operative of community members or a
co-operative of non-profit societies. Such co-operatives can have investment shareholders.

Financial Objectives
A well-written business plan will articulate the type of financing needed. The business plan should
contain carefully researched and accurate financial objectives and financial statements.

When developing a business plan for a social enterprise, there will be different financial objectives at
different stages. For example,

e At the idea stage, the financial objective may be to find the resources to conduct
a feasibility study.

¢ At an early stage, the financial objective may be to find resources to build technical capacity.

e At the start up phase, the financial objective may be to acquire the equipment needed.

¢ As the business develops, the financial objective may be to break even.

e | ater in the business development cycle, the financial objective may be to achieve a profit
(with or without borrowed funds).

¢ As the business grows, the financial objective may be to increase sales through more sophisti-
cated marketing strategies.

Each of these financial objectives requires a different financial strategy. A social enterprise will have a
number of different financial strategies through the life cycle of the business.



Before Looking For Financing continued...

Financial Documents

Financial strategies are based on the information provided by certain essential financial documents.
These financial documents are an essential part of a business plan. The figures used in these
documents are often projections based either on past performance or on market research. Financial
documents using projections are called pro formas.

Income Statement: A financial performance report which sets out projected revenue and
projected expenditures of the social enterprise expected during a specific timeframe.

Cash Flow Statement: Shows the flow of cash into and out of the social enterprise during

a specific period. It includes when, and where, the money will come from and what it will be
spent on. This is the most realistic picture of the viability of the social enterprise as it indicates
how much cash will be available at any given time.

Break-even Analysis: This shows the amount of business the social enterprise must do in
order to cover costs. At the break-even point, there is no loss or profit to the social enterprise.

Balance Sheet: This is a status report, or “snap shot’ of the financial state of the social
enterprise business at a given point in time. It shows what the social enterprise owns (assets)
what is owed (liabilities) and what is left over (equity).

These documents should be prepared very carefully because they are the key to the success of the
social enterprise and will be scrutinized by everyone approached for financial support.

Capable Financial Management
Managing the finances of a business is substantially different from managing the finances of a non-
profit organization.

It is critical that the social enterprise has sound financial management. The financial manager of a
non-profit organization developing a social enterprise may have the required expertise. If he or she
does not, financial management capacity can be developed. This can be achieved in a number of
ways such as,

e training the current financial manager,

e recruiting a board member or advisory committee member with the necessary skills,

e partnering with an organization such as BC Technology Social Venture Partners whose volun-
teers can provide financial management skills, or

e contracting with a financial manager.

Do not start up a social enterprise until this essential expertise is in place.
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Financing For Social Enterprise

» Capital is generally understood to be money that is used for
the purpose of making profit. In the field of social enterprise,
this money is also required to have a social impact.

At different times in the development of a social enterprise there will be various
needs for capital, such as:

 t0 write a business plan

e for fixed assets, for example premises, machinery, equipment etc

e for startup costs, for example marketing campaigns to launch the product or service
e for everyday operation of the business.

In general, there are two sources of capital:
e Equity, or investment financing, from people who expect to share in the eventual
benefits of the business.
e Debt financing, or loans, from people and institutions that expect the money plus interest
repaid according to an agreed-upon schedule.

As explained below, capital can look for a quick financial return or it can be “patient.”

It is usually difficult to secure debt — loans — if there is no equity in the business. In this sense, equity
precedes debt.

1. EQUITY
1.1 What is Equity?
The word equity can be used in two different ways:

e Equity can mean the difference between the market value of a property or business

and its liabilities.

e Equity also refers to the ownership interest of shareholders in a business.
1.2 Equity and Social Enterprise
1.2.1 Internal Development of Equity
Creating equity internally is both the best first source of equity and something that most financiers

require. Below are examples of how social enterprises can build up equity. Undoubtedly, new ways of
developing equity will be created as knowledge about social enterprise financing grows.



Financing For Social Enterprise contined...

Past Surpluses
The best source of equity is passed surpluses® . This is the money that an organization has accumulated over
the years.

Prudent organizations save money from occasional surpluses of income over expenditures. This money has
traditionally been used to cover future shortfalls such as can occur when a government-funded program is
discontinued.

Accumulated surpluses are tricky for non-profit organizations. Government agencies have tended to frown
upon them under the mistaken belief that non-profits with surpluses are making a profit and should deplete
these funds before receiving further financial assistance. However, this attitude appears to be changing with
the increasing interest in the businesslike management of non-profits.

An example of an organization using accumulated surpluses is Atira Women'’s Resource Society, White Rock
BC. Atira used such surpluses to conduct market research when developing their property management
company. (Page 33)

Creating A Trust Fund

Because funds are often scarce and accumulated surpluses can be problematic, many non-profit
organizations do not develop significant cash reserves. As well, if the organization is brand new, there will not
be any surplus from previous years. Another solution to the challenge of developing equity is to create a trust
fund.

Eco-Lumber Co-op (Page 42 has created equity by withholding 5% of the money paid for goods and services
purchased from members. This money is placed in a trust account which is used as equity to secure loans.
The money held in trust will be paid to the members when the loans are repaid.

Member Equity*
People become members of co-operatives by acquiring shares. The money paid for these shares becomes
the co-operative’s equity.

For example, members of the Co-operative Auto Network (Page 40) purchase a one-time refundable share of
$500 to join the co-operative. In addition, family members of the primary members can purchase associate
memberships for $250. This provides a large percentage of the CAN’s working capital.

Membership fees can also be charged by non-profits and could become a source of equity. However, it
appears that this method is not been used, so far, by non-profit societies to create equity for social enterprise.
One reason that this source of equity has not been explored may be that most non-profit organizations want
to keep their membership accessible to everyone and so keep their membership fees low.

Svan Gils, Pieter. Fundamentals of CED Finance. Making Waves, Vol11, No.4.
4Van Gils, Pieter. Fundamentals of CED Finance. Making Waves, Vol11, No.4.
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Financing For Social Enterprise continued..

With some creative thinking, it may be possible to protect the democratic nature of the membership
of a non-profit and, at the same time, to explore membership fees as a possible source of equity for
enterprise development.

Equity in Property

Some non-profit organizations own buildings. The organization’s equity in the property is the
difference between the market value of a property and its liabilities. This equity can be used, by a
non-profit that wishes to start a social enterprise, to secure loans.

1.2.2 Ways to Build Equity with External Help

Traditional Philanthropy
Grants can be seen as a source of equity as, once granted, the grantor has little or no control over
the money except for requiring a final report.

Increasingly, funders are describing grants as investments which provide a social, rather than
financial, return. Instead of using the term “grant,” funders are tending to speak about “community
investments” or “investing in the development of social capital.”

Traditionally grants are given to support social programs, community development, community
economic development, or organizational development. Many grants cannot be used to fund activities
directly related to social enterprise. However some, while they cannot be used for activities directly
related to developing social enterprise, can be used for building the capacity of the organization in
such a way that skills and expertise required start a business venture are developed.

Examples of these grants are:

e Partners in Organizational Development (POD) grants available through the Centre for
Sustainability. www.centreforsustainability.ca (Page 53) These include POD, ArtsPOD, and
EnviroPOD. POD grants provide funds to hire consultants who can give technical assistance to
agencies engaged in strengthening their organization, adapting to change and responding to
diversity.

e The Community Economic Development Technical Assistance Program (CEDTAP) funded by
the McConnell Family Foundation and Carelton University supports early -stage and mature
community economic development organizations. www.carleton.ca/cedtap (Page 61) CEDTAP
grants can be used to assist the organizations to access technical assistance, to facilitate
learning exchanges and to acquire critical computer resources and technical support in order to
engage in community economic development. CEDTAP grants are seed grants, therefore other
financial contributions are required.

For example, Eco-Lumber Co-operative (Page 42) received a CEDTAP grant. This was topped up by a
grant from the Mountain Equipment Co-op and some of the executive director’s personal funds and
was used to write the business plan for the co-operative.

More information about relevant granting bodies can be found on Page 53.



Financing For Social Enterprise contined...

Venture Philanthropy
Venture Philanthropy is new. The Peninsular Community Foundation, San Francisco claims to have
first used the term “venture philanthropy” in 1984. It is a confusing area, in fact,

“The venture philanthropy field is so diverse and unsettled it resembles the Wild West.”
- Mario Morino, Morino Institute

Venture philanthropists always view grants as “investments,” and call the organizations to which they
give money “investees.” They make long term, usually 3-6 year, commitments to an organization and,
during that time, work in partnership with the organization providing business skills and technical
assistance. Venture philanthropists use social outcomes measures to assess the social impact.

Examples of venture philanthropists are:

¢ BC Technology Social Venture Partners (BCTSVP), a charitable foundation created by individuals
in BC’s technology industries, which supports innovative non-profit groups serving children,
women at risk, and people living in Vancouver’s Downtown Eastside. @ http://www.bctsvp.org
(Page 61) BCTSVP provides a combination of grants, technical expertise and entrepreneurial
acumen.

An example of venture which is working in partnership with BCTSVP, is the social purchasing portal
developed by Fast Track to Employment. This portal was developed to encourage businesses to

adapt their purchasing and hiring practices to include a social value component, specifically by

hiring companies that participate in FTE’s program. Participating companies commit to buying from
businesses that hire graduates from FTE’s Downtown Eastside training network, and to hire qualified
applicants from that pool. In addition to significant grants, BCTSVP contributed technical assistance in
system design, business concept development, policy and implementation, marketing and promotion,
and web site design and housing.

e A partnership, between the Vancouver Foundation, Vancity Community Foundation, Coast
Capital Savings, United Way, and the federal government through Western Economic
Diversification, has created the Enterprising Non-profits Program (ENP). ENP is a funding
program which provides matching grants to non-profit organizations in BC that are interested in
starting or expanding a business. Attendance at an orientation program is required. (Page 62)
© http://www.coastcapitalsavings.com/documents/ProgramDescriptionFeb05.pdf

For example, Atira Women’s Resource Society received a grant from the Enterprising Non-profits
Program and matched this with funds of their own to hire the Institute for Media, Policy, and Civil
Society (IMPACS) — itself a social enterprise — to develop their marketing plan.

SFrom Charity Village http://www.charityvillage.com/cv/ires/ires12.html Morino Institute http://www.morino.org
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Financing For Social Enterprise continued..

1.3 Equity Investment for Social Enterprise
1.3.1 Equity Investment

Ownership of a conventional business is often divided into equal parts or shares.

These shares are owned by shareholders. When the company is a making profit, shareholders
receive dividends, representing their share of the profit. The number of shares an investor holds
reflects the amount of money invested and represents their equity. The shareholders receive financial
rewards, or dividends, in accordance with the number of shares they hold i.e. in an equitable manner.

Equity investment is the money an investor puts into the business in return for an
ownership interest.

Equity investors can be active or passive. Passive investors are those who are willing to take little part
in the management of the company. Active investors expect to play a hands-on role in the running of
the business.

Investors put their money into a business because they expect it to do well, however if there is no
profit the shareholders do not make any money.

While loan capital requires interest payments regardless of the profitability of the business, equity
capital does not. For this reason, conventional businesses raise a significant part of their capital
needs in the form of equity rather than through debt. The same reasoning applies to social enterprise.

1.3.2 Venture Capital

Venture capitalists look for equity investments that are going to make them a very high interest
rate — or return on investment. The return on investment is the profit or loss resulting from an
investment, usually expressed as an annual percentage return.

Venture capital is needed by enterprises that are unsecured and have unproven earnings. Venture
capital often comes from a pool of investors who are willing to accept high risks in exchange for a
high rate of return.

Conventional venture capital companies look for promising start-up or expanding businesses which
may be able to grow quickly and produce significant profits.

Some ventures will succeed, some will fail, and venture capitalist companies want to maximize the
chances of success. Therefore, they are active investors and want to play a major part in the strategic
management of companies in which they invest, typically by becoming directors.



Financing For Social Enterprise continued..

Venture capitalist companies also look for exit strategies, that is they look for ways to extract their
investment after a few years and move on.

When the relationship works, the close involvement of a venture capital company with a new or
expanding business can help the business. However, not every relationship between an entrepreneur
and a venture capital company works well.

Applying the venture capital concept to social enterprise is very new, emerging at the
end of the 1990s.

Renewal Partners is an example of a venture capital company investing with the goal of long-term
preservation and sustainability in British Columbia. Their primary focus is expanding consumer access
to socially responsible, solutions-oriented services and products. When investing in a business,
Renewal Partners reserves the right to put a representative on the board of directors

© http://www.renewalpartners.com (Page 65)

Renewal Partners purchased investment shares in Eco—Lumber Co-op (Page 42).
1.3.3 Angel Investors and Social Venture Capital

The name “angels” was originally given to those who were prepared to help the theatrical profession
by investing in new productions.

Angel investors are private investors who are willing to put their money in to high-risk ventures. Angel
investors often form a pool of investors who are willing to accept high risks in exchange for a high
rate of return, however, they can also be individual investors.

Surrey Delta Immigrant Services developed an ESL (English as a Second Language) school that
would serve as a revenue diversification strategy. To do this SDISS created a separate corporation.
Friends and supporters of the Society - “the Society’s “ angels” - purchased preferred shares in
denominations of $1000, providing the Society with significant equity.

2. DEBT

2.1 What is Debt?

Fundamentally, debt is an amount that is owed. Debt is incurred when a loan is made.
The amount of the loan is called the principal.
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Financing For Social Enterprise continued..

The cost of borrowing the money is the interest, which is usually a percentage of the principal.
The interest charged reflects:

* The risk to the lender. If the money is to be spent on a low risk business (proven market,
proven company, proven management) the interest rate will be relatively low. If it is a high-risk
business (unproven market, unproven company, unproven management) the interest rate will
be relatively high.

¢ How quickly the lender can get the money back. If the loan can easily be reclaimed in a short
amount of time, the interest rate will be lower than if the money cannot be paid back
for many years.

Loans are often secured. This means that the borrower offers an asset. An asset is any item of value
owned by the business and can include cash, stock, inventories, property, and goodwill. The borrower
agrees that the lender can take the asset if the loan is not repaid. The asset that is offered as security
is known as collateral.

When a business incurs debt, it acquires a liability. In addition to what is owed to lenders, other
liabilities could be money owed to suppliers, wages owed to employees and taxes owed.

Equity investment requires a business to pay returns which vary in relation to the profitability of the
business (and which can be very high.) Equity investors can want to be active in the management

of the business. For these reasons, some entrepreneurs prefer to use debt financing because loans
repayments are cheaper, are usually in fixed amounts to be paid on preset payment dates and lenders
do not want to be involved in the operation of the business.

2.2 Conventional Debt Financing

Conventional debt financing is sometimes referred to as “senior” debt as it is the debt that is repaid
first if there is a business failure.

Overdraft protection

Overdraft protection covers shortfalls in the business account up to an approved limit. Interest is
charged only on the amount borrowed and the rates are competitive. Monthly administration fees may
be charged.

Credit cards

Business credit cards provide short-term loans for smaller purchases. Interest rates are usually
high but there is no interest if the balance is paid off every month. Many small business people rely
extensively on credit cards when they are developing their businesses.



Financing For Social Enterprise continued..

Operating Line of Credit

An operating line of credit is a loan with a set limit. The business can draw on the line of credit when
needed. Interest rates are lower than most credit cards and some loans, and interest is only paid

on the outstanding balance. There are no fixed payments except for a monthly fee and interest. The
business has the option of paying down the loan as it can afford to do so. Property or other assets are
usually required to secure an operating line of credit.

Potluck Café and Catering (Page 36) obtained an operating line of credit from Vancity
Savings Credit Union.

Term Loans

A term loan is a fixed amount of money which is borrowed, over a fixed period. This fixed period is
called the term of the loan. Term loans are usually used to cover expensive items such as capital
equipment, real estate, or renovations. They have established monthly payments. The lender will ask
for security for the loan (equity in the building, cash, equipment, etc.) If a payment is missed, the
lender has the right to demand immediate repayment.

The most common term loans taken by non-profits and social enterprise are in the
form of mortgages.

2.3 Debt Financing Secured by Socially Responsible Investments

New ways of investing are making it possible for people to invest their money so that it will have
maximum social and environmental impact. Some of these new investment tools, such as ethical
funds, are not available to social enterprise as they are invested in public companies.

However, Vancity Savings Credit Union has an innovative program called Shared Growth Deposits.
Vancity offers two types of Shared Growth Term Deposits — Cashable or Fixed Term. Vancity
manages these in such a way that they return social, environmental and economic benefits to local
communities.

In addition, the investor can receive a market rate of return or can choose any rate below market. The
interest they give up is pooled and then used to provide access to credit, or reduced interest on loans

for local community groups.

Eco-Lumber Co-op received a loan that was secured by these pooled funds. (Page 42)
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Financing For Social Enterprise continued..

24 Community Debt Financing

Community debt financing is geared primarily towards high-risk ventures in rural areas. The exception
is Partners in Community Help (PEACH) in the Downtown Eastside of Vancouver which offers a form of
community debt financing.

Community Futures Development Corporations (CFDCs) (Page 69) throughout rural BC provide
business counselling and make loans of up to a maximum of $125,000 to new and existing
businesses. Loans received from a CFDC are fully repayable at competitive interest rates.

Because the boards of CFDCs come from the community, the loans they make reflect local knowledge
of the needs of the community. CFDCs are becoming increasingly aware of the financing needs of
social enterprise, however, some boards are much more conservative than others.

In 2005, CFDC of South Fraser obtained funds from Western Economic Diversification to set up a
centre for social enterprise in the Abbotsford area. This will become a source of loans and expertise
for social enterprise in the Fraser Valley.

25 Program Related Investments (PRI)

Some foundations, in some circumstances, will make loans to non-profits, these are known as
“Program Related Investments.” There are very few foundations in Ganada which do this, Vancity
Community Foundation is one of them (Page 59).

Strathcona Community Dental Clinic (Page 30) had a combination of a term loan and an operating
line of credit from Vancity Community Foundation, which made it possible for the Clinic to operate for
several months.

3. WHEN THE LINE BECOMES BLURRED BETWEEN DEBT AND EQUITY

There are sophisticated forms of equity and debt financing that blur the boundaries between the two.
3.3.1 Subordinated Debt

Subordinated debt is also referred to as sub-debt financing, mezzanine financing, risk capital or

growth capital. Subordinated debt consists of loans which are unsecured but which are based on the
established cash flow of a business.



Financing For Social Enterprise continued..

Subordinated debt is a hybrid blend of equity and conventional debt. Similar to equity, subordinated
debt is usually not supported by collateral assets. Like conventional debt, subordinated debt typically
requires regular monthly payments of principal and interest.

Subordinated debt ranks below senior debt when it comes to claims on assets. In the case of default,
creditors with subordinated debt are not paid out until after the senior debt holders are paid in full.

Ecotrust, Vancity Capital Corporation and Coast Capital Savings (through their Rising Tide funds) offer
subordinated debt.

For example, Eco-Lumber Co-operative (Page 42) received a loan from Ecotrust (with money from
Vancity Capital Corporation) (Page 72) which functions like equity in that the interest rate is tied to the
amount of sales. When these reach a certain level, it will be financially prudent to repay the loan.

3.3.2 Convertible Loans®

A convertible loan is first and foremost a loan and has to be paid back with interest.

Typically, the conversion feature gives the lender an option to convert all or a portion of the
outstanding principal of the loan into some form of an equity position in the borrower’s company. In
its most basic form, the lender has reserved the right to exchange his or her creditor position with the
company to become an owner in the company.

The borrower is willing to provide the lender that option in exchange for securing more favorable
terms on the loan. For example, the borrower could ask for any combination of concessions, such
as: no closing costs on the deal, no prepayment penalties, a lower interest rate and/or “payment
vacations” within the term of the loan. (These are often requested for times when the company
anticipates significant fluctuations in cash flow).

Social Capital Partners offers convertible loans (Page 66).

4. “PATIENT” CAPITAL

“Patient” capital can be either equity or debt.

Banks and other lenders tend to think in 3-5 year terms for loans. Venture capital companies tend

to look for short-term growth and profits, and fast exit strategies. Both can work against long-term
development of sustainable businesses.

8 www.entrepreneur.com
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Financing For Social Enterprise continued..

By contrast, “patient” capital implies a long-term debt or financial investment with terms and
conditions that do not require quick repayment or a desire to move the money on in a speedy fashion.

Many social enterprises require “patient capital.”
5. BE AWARE OF THE FINANCIERS’ INTEREST

As was discussed at the beginning of this guide, it is important to keep in mind the objectives of the
financier and to try to understand where the profile of the social enterprise seeking financing fits in
the complicated array of lender/investor interests. The table on the following page is an aid to this
understanding.
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What Do Bankers Want?

» Financiers love doing “deals.” Loans and investments are made
according to a blend of a number of factors such as character, track
record, capacity to grow, collateral, market conditions and so on.
Each combination of factors is unique.

Demystifying loan decision making process involves looking at the transaction from the point of

view of bankers. Bankers will look at the character of the borrower, the capacity of the business, the
available collateral, the capital available and economic conditions. This list is known as the Five Cs
of Lending. Some bankers have added additional “Cs” however the five “Cs” cover the fundamentals.
Once the banker has information about each element, the loan decision is based on the balance
between them.

1. THE FIVE C’S OF LENDING

Character

Lenders are always concerned with the character of their borrowers. Are they honest? Will they make
all the effort needed to meet their financial obligation to the lender? For the most part, there is not a
quantifiable measure to judge character. However, a lender will look at qualifications, experience and
management skills, as well as the borrower’s past payment experience (especially with the lender)
and review a credit bureau report. As the assessment of character is largely subjective, it has a lot to
do with the general impression a borrower makes on the lender. It is important to be prepared before
meeting a lender so that you can make a good first impression.

Capacity

The lender will look at the financial ability of the social enterprise to pay back the loan based on

the history of the business, on-going cash flow, and assets. Profitability and cash flow are of critical
interest to the lender who will be looking at whether the business has the cash flow to meet the debt
obligations in the short term and the profitability to meet debt obligations in the long term.

Collateral

Collateral are the assets that the lender uses as a backup to recover funds if the enterprise defaults
on a loan. The liquidation value of these assets (the amount of cash an asset would realize if sold)
must be sufficient to pay back the lender in case of the business collapses. In many cases, the
collateral is the asset (house, vehicle) that the loan is used to purchase.

Capital

This is really the same as equity. As equity increases, the money that has to be acquired through
loans decreases.
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What Do Bankers Want? continued..

Loans require regular payments and are not flexible. If the cash flow of a business is low one month, the
loan payment still has to be made. The return on an equity investment, on the other hand, is flexible and
varies with the success of the business. It is therefore generally preferable to have as little debt and as
much equity as possible.

For this reason, bankers are particularly interested in the Debt to Equity Ratio. Debt to Equity Ratio
is also referred to as Debt Ratio, Financial Leverage Ratio or Leverage Ratio. . For bankers, the upper
acceptable limit of the debt to equity ratio is usually 2:1, with no more than one-third of the debt being
long term.

As well as the financial stability it provides, bankers want to see a significant level of equity because, to
them, this represents the commitment of the borrower. If the borrower has created significant equity in

the business, bankers reason that this will provide the borrower with the motivation to put in the energy
and time it takes to make the business successful.

Conditions
Conditions refer to the national and local economy, the industry, and the bank itself. This is often difficult
to quantify but the lender will be thinking about:

e general economy, nationally, provincially and locally

e interest rates.

e gconomic conditions that exist for the business. What are price prospects? What problems does
the industry face?

e the financial institution’s current level of losses and problem loans

e the financial institution’s willingness to risk making loans in some environments. For example,
some financial institutions limit the number, and/or amount, of loans made in one-industry towns.
Even if there is a strong market, a financial institution which has already made significant loans to
businesses in a certain market may not be willing to make any further loans in that sector.

2. LOAN DECISION MODEL

Once the lender has gathered the information about character, capacity, collateral, capital, and economic
conditions, each element has to be weighed against the others. The resulting decision will reflect the
balance of these factors.

The diagram of the loan decision model on the following page provides a picture of the balancing of the
elements. The diagram is of a beam balanced on a fulcrum. As weight is added to either side, the beam
will tip to one side or the other. A perfectly balanced beam means that the elements are in balance and
it is clear that a loan can be approved. In life however the beam is rarely perfectly balanced and the
decision is a judgement made by the banker.

The loan decision model in the diagram contains five pieces that can roughly be equated to the
Five C’s of Lending.



What Do Bankers Want? continued..

Management

Management means the same as character in the Five C’s. The banker using this model is
particularly interested in the experience, education, skills, and capabilities of the borrower. In
this model, the banker believes the ideal would be a person who has run this kind of business
successfully in the past.

Repayment

Repayment means the same as capacity. The banker using this model is looking at the past
performance of the business, financial forecasts, stability, and flexibility. In this model, the banker
believes that the ideal would be a business that has three years of successful past performance.

Equity

Equity means the same as capital. The banker using this model is looking at the cash contributions
that can be made by the borrower. For this banker, the ideal would be a business which has a third of
the required capital in equity.

Security

Security means the same as collateral. The banker using this model is looking at the liquidation
values of the property and equipment owned by the business. For this banker, the ideal would be a
business which has enough equity in the buildings and equipment that, should they have to be sold
(liquidated), the amount on cash realized would cover 100% of any money owing to the bank.

The Personal/Environment/Policy Triangle

The Personal/Environment/Policy Triangle is roughly the same as conditions in the Five C’s of Lending
and, in this loan decision model, is the fulcrum upon which the other elements are balanced. The
discretionary power of the banker lies in this area.

¢ Personal refers to the personal opinions of the lender, his or her values, prejudices, and previ-
ous experience related to the type of loan in question.

¢ Environment refers to the general economy, interest rates, economic conditions that exist for
the business, the financial institution’s current level of losses and problem loans and so.

¢ Policy refers to any bank or government policies that apply to the loan in question. Such
policies may apply in any of the areas, that is the areas of management, repayment, equity, or
security. For example,

¢ Management & Repayment: there may be a policy that waives or reduces the require-
ment for previous experience and/or past performance indicators in the case of youth
entrepreneurs or entrepreneurs with disabilities.

e Equity & Security: there may be a policy to require less equity and/or security for loans
which are backed by a loan loss reserve from Western Economic Diversification.
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Loan Decision Model: Reprinted with permission from Sunrich Management Inc.

Loan Decision Model

Component value and balance

Management

Repayment

Experience
Education
Skills

Capabilities

Has run this kind of
business sucessfully

Past performance
Forecasts
Stability
Flexibility

Has three years of
successful perfomance

Policy

Cash
Contributions

Average one
third equity

Security

Buidings
Equipment etc,
at liquidation
values

100% covered on
liquidation value
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Tips For Raising Capital

From Fundamentals of CED (with slight modifications.) Pieter van Gils,
Making Waves, Vol11, No.4.
Reproduced with the permission of the author.

Tip #1 - Form a board of directors.
Or barring that, an advisory board. Collect experienced, prominent, successful business people and
associate them with your business.

These people can be valuable for a couple of reasons. First, they will form a rich pool of advice and
experience you can use to help you build a successful business. But second, they will also have an
impact on the impressions of the people you want to bring as lenders or investors. A board composed
of people highly regarded in the community or your industry gives you a lot of credibility.

The truth is, you'll need a board eventually anyway. You might as well benefit from having one up
front.

Tip #2 - Prepare a Business Plan.
This may seem pretty obvious, but there are a few important points to be made here.

First, you need to know your business plan backwards and forwards, inside and out. If you've written
it yourself this is a given. If you have had it prepared by others, this will take some work to make sure
you know everything that is in it. You don’t want to be stumped by some innocuous questions from
someone reviewing it. People investing or lending money want to feel that you are in top of every
aspect of the business.

Second, take the time to write an executive summary yourself. It is the section that gets read the
most. It needs to provide a really high-level overview that emphasizes the company’s potential. The
person who wrote the plan will tend to summarize the detail instead of the vision. The summary needs
to provide the essence of what you do, for whom you do it, and how big the market is. Include some
information on the calibre of the tem you have assembled to add confidence that the potential can
actually be achieved. Work this summary over and over, and over again — get it down to one page.

Once you have sweated it down to one page, write another version in one paragraph. This succinct
expression of what you do is invaluable for letters, telephone calls, presentations, and general
contacts you have with people about your company. You will use it over and over again.

This page and one paragraph will also get plagiarized by your bankers and investors. They all have
investment committees, quarterly reports, and partners to whom they must explain your business.
Having your words at their disposal makes their life easier and provides you with some consistency of
message in third party discussions.
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Tips For RaiSing Capital continued...

Tip # 3 - Know how much you want.

Put some detail to the figure. If you are at an early stage before profitability, explain it in terms of the
monthly “burn rate”: the cash you’re burning monthly to keep the operation on the intended scale

and profitability. Somehow, it is a whole lot more appetizing to invest in “ramping up” growth instead
of financing losses. If it is your intention to expand an existing program or venture, factor in a healthy
margin of working capital. Think big. Make provisions for the possibility that things will go much better
— or much worse — than you expect. A good (if incredibly simplistic) rule is to take whatever amount
your cash flow projections you need then double it.

Tip # 4 - Use a professional to help you.

In the unlikely case that that you love raising money and are good at it, ignore this tip. You may
actually do better doing the job all by yourself. However, most business owners raise money
infrequently, lack connections in the financial industry, and don't like the task.

With a little legwork you can find a professional who understands precisely the financing you need,
whether it is equity or subordinated debt. To find such a person, ask questions. For whom have they
raised money? With which investors and lenders have they placed deals? Phone these people. Ask for
references. You will learn volumes.

Again, you are looking for someone good. A professional can translate the information you provide
into the kind of language a financier wants to hear. People who don’t raise money regularly for clients
in your industry will be learning on your tab and will be of less benefit to you.

Tip #5 - Pitch the deal in person.

You are asking for an important sum of money. What you need to remember is that most people in
the finance industry are very busy and are trying to wade through scores of proposals to find the “the”
good one. Mailing in your business plan is sheer laziness and will likely get you nowhere.

To get you out of the morning mail and into the appointment book, pitch the deal in person. What's
more, pitch it to the person who will be reviewing your type of proposal (i.e. real estate or working
capital, seed money or commercialization etc.)

Tip #6 - Don’t discount equity financing because you are too small.

People often think they need to be a relatively large or well-established company to attract equity
financing. In fact, the current size of your company is not relevant. Of interest to an investor are
the potential applications of your technology, the size of the market, and your vision to capture the
market. Investors’ return comes from the future, not the present. So the earlier they find you, in
fact, the more “upside (potential profit) they have. But again, do your homework so you can get our
business in front of investors with that early stage appetite.



