Think About Your Proposal From the Lender’s Perspective
Starting or expanding any business generally requires an investment from both you and a lender.

You invest your equity capital.  Your lender invests what’s know as debt capital.  

Since your lender views their business relationship with you as a type of investment, it’s important to know what they expect and what they will look at when deciding whether or not to finance your proposal.

Generally, there’s 5 things most lenders evaluate:  character or eligibility, capacity, collateral, capital, and conditions.

Your character defines who you are.  It’s a reflection how you’ve handled yourself with your lender and others, and your general reputation of responsibility and management capability.  

Most lenders will get your credit report to determine if you’ve made your payments on-time, or have been consistently late.  They view your past handling of credit as a direct indication about how you will repay in the future.  Also important in character is your management capability.  This is mostly measured by any past production or yields, if you’ve farmed, and sometimes your past experience and education in what you propose to do.

FSA looks at your credit history and past experience in determining whether or not you’re eligible for a loan.  Other lenders tend to evaluate more character factors.  

The second C is Capacity.  Next to character, capacity is the most critical factor lenders look at.  Capacity refers to your ability to repay the loan from the business.  Lenders always want to be paid back from the on-going business operations, not the sale of collateral.  Lenders want a detailed plan of how much money you’ll make and where the money will go.  This means a detailed projection or plan of what you will produce, how much, what price it will be sold at, what your business expenses and living costs will be, and how much money will be left to payback the loans.  It also means showing the lender you can make a profit because capacity does not always equate to profitability.  Because this is a critical factor, most lenders will spend a lot of time delving into the details of your plan.  So be prepared:  Note all of the assumptions you’ve made in preparing your plan, and be ready to say why they are reasonable.  

FSA requires at least $1 dollar available to pay every dollar of money going out.  Other lenders want more of a cushion, sometimes from 10-25%, in case something bad or unexpected happens.

The third C is “Collateral.”  Collateral is security for the loan that the lender can sell or collect on in case you don’t repay the loan.  It’s generally assets, like land, equipment, or livestock, but can also be a co-signor on a loan.

Collateral is expressed as “loan to value”, or how much of the asset’s value has been borrowed.  For example, if you borrow $8,000 to purchase a tractor a tractor worth $10,000, the lender has an 80% loan to value.  Most lenders other than FSA will only lend you 50-80% of the value of the collateral.
The fourth C is Capital.  Capital is the money you’re contributing to the business.  Most lenders want to see that you’ve contributed some of your own assets and put them at risk before they’re willing to risk their money.  Contributing capital also lets you have another type of cushion for repayment in case of a setback.  Unless you’re relatively young or haven’t been in business that long, the lack of accumulated capital may be a danger signal to some lenders.  When you don’t have a lot of capital, expect the lender to look more closely at your character and capacity.  While FSA has no concrete capital requirements, the more capital you have available increases the likelihood that you will be successful.  

The last C is conditions.  These are the market conditions you will operate in, and the conditions the lender placed on your loan.  If prices for a particular enterprise are really low, you’ll find some lenders unwilling to lend money for it.  Also, most lenders will want to make sure that contingencies are in place.  To do that, they place conditions on the loan, like keeping life and fire insurance, or recordkeeping and documentation requirements.  Generally, the riskier the loan, the more conditions will be placed on the loan.

Remember to think about your proposal from a lender’s perspective. You’ll be far better prepared to know what to expect when you meet them.
