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Foreword

Money may make the world go round,
but if you are trying to make the world

a better place it can seem to be notable
by its absence. So many would-be social
entrepreneurs founder on this first step

of securing the funds they need to launch
a project.

This guide will go some way towards
easing that difficulty. There has been
an enormous amount of innovation and
development in the field of finance for
social and community enterprises in the
last decade, and it is about time the
findings were brought together in an
informative and practical way.

This guide does not offer theories or
idealistic dreams, but simply describes
the tools that are available and offers
beginners’ guides on how to use them.
That means there is no longer any excuse
for sitting on the sidelines, or leaving the
field to profit driven business. You have
here everything you need to get stuck in
to revitalising your community.

So often, people say ‘l am keen to be
involved in community enterprise, but

| don't know anything about finance /
money / economics’. This is a real
obstacle — it's the one thing that every
person involved in the running of a
community enterprise does need to know
a bit about. Let's take the knowledge in this
guide and spread it around as widely as
possible, to rebuild the confidence of the
people rebuilding our society.

Peter Gotham
Gotham Erskine LLP
London

Peter Gotham formed Gotham & Co. in 1981 to
develop the services he had been providing to small
organisations on a voluntary basis for over 10 years.

As well as lecturing and writing on finance for non-
professionals, Peter is currently the Chair of the
Charities and Voluntary Sector Group on the Institute
of Chartered Accountants in England and Wales.

Peter is also a Visiting Fellow at the Cass Centre for
Charity Effectiveness at City University, London.
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Introduction to the Guide

Co-operatives UK is the national trade body that campaigns

for co-operation and works to promote, develop and unite
co-operative enterprises. Co-operatives UK has a unique role as
a trade association for co-operatives and aims to bring together
all those with a passion and interest in co-operative action.

Its core role is to:

m provide a strategic voice for
co-operation;

m work to safeguard and increase
awareness and understanding of
co-operative values and principles;

m support the development and growth
of co-operatives; and

m be the centre of excellence for the
provision of services to co-operatives.

This guide is written for development
professionals in England involved in
supporting new and existing organisations
in the social and community enterprise
sector, and also for self-supporting
individuals working in those organisations.
Anyone who is seeking to bring finance
together with a new enterprise, or an
existing enterprise that is growing or
diversifying, will find this guide relevant.

This guide is funded by the Big Lottery
Fund which covers England only. As
such this guide may not be relevant
to the financial regulations in Scotland

and Wales.

Throughout this guide, we will refer only
to the ‘organisation’, as it will apply to

a range of different companies, societies
and unincorporated bodies. More specific
terms, such as company, co-operative or
society, will be used where the information
applies only to such bodies.

About finance

What do we mean by finance? It is
liquid capital resources — lump sums of
money that can quickly and easily be
deployed for whatever purposes are
required. A clear vision of the future
success of an organisation motivates
supporters to provide resources. The
resources are then applied to make
that vision of the future possible.

Finance can be neglected because it
seems dry, or complicated, or morally
compromised. But it need be none of those
things. Think of it instead as the fertiliser
that, when sprinkled on to a lacklustre
enterprise, allows it to spring into life
and productivity. Finance stems from the
natural human impulse to collaborate
and pool resources. Irresponsible and
unaccountable enterprises have annexed
this impulse for their purposes; we can
and should reclaim it.

No organisation is too small, or too
simple, or too homespun, not to require
finance. Sometimes the vital boost that
an organisation receives at the outset
goes by other names, or does not take
a monetary form. It is still a necessary
resource, allocated in order to turn
potential info reality.




Finance for co-operatives and community
enterprises is in many ways similar

to that for conventional enterprises: the
language, the concepts and the maths
are essentially the same. The difference
is that it is upside down. In conventional
enterprises, investment and ownership
dictate the activities of the business; in the
social and community enterprise sector

it is the stakeholders — the people most
affected by the enterprise — that are in
control, determining the direction of the
organisation and the terms on which
investment is raised. This simple, but
subtle, reversal of power provides the
context for all the finance options
discussed here.

What this guide does

You are the right person to be reading
this guide if you are involved with a
project that wants to be more, or better,
than it presently is. In order to make that
leap something extra may need to be
brought in from outside the organisation.
This guide:

m provides a foundation for understanding
the role played by finance in enterprises;

B describes the main forms of finance and
how they are accessed;

m provides some templates and standard
conditions fo enable you fo reach honest
and fair agreements with providers
of finance;

m identifies some of the main tax and
accounting issues, in so far as tax and
accounting are affected by the way in
which you finance your enterprise.

Use the contents to identify the key issues
that you need advice on, and look out for
cross references that will direct you to
other, linked, chapters of the guide. There
are flowcharts to help you navigate, but if
you are in doubt begin with chapter 2,
which will describe what is needed to be
ready for finance.

As this is a guide, use the content to help
understand and formulate your ideas, then
seek the appropriate professional legal
and financial advice - as highlighted in
the appendices.

Throughout this document we refer to
Co-operative and Community Benefit
Societies, rather than Industrial and
Provident Societies. This is on the
assumption that legislation introduced
in 2010 will facilitate a change in title.
To the best of Co-operatives UK's
knowledge this will be commenced

in the autumn of 2011.
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Your route through Chapter Two

These flowcharts may help you find the most obvious solutions to your finance needs;
however, they won't direct you to all the sections that are of relevance to you, so don't

rely on them for all the answers.
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‘Investment readiness’ )
is a term used to desc.mbe ’
how well you answer investors
questions about the ret.urps
they will gain. Tirst used in
an Australian govemmem'.
report, it was defined as
‘meeting the fundamental _
requirements to be at':bra.ctlve
to external investors .
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that all campaign for Deace,
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Becoming ‘investment ready’

All businesses (or “enterprises”) have to make a case for the
finance that they require. Not every idea can be supported, and
the key to ensuring that funders and investors are drawn to one
rather than another is communicating its strengths and relevance
clearly and effectively. The precondition for that is that the
participants in the organisation understand it clearly themselves.
This is what makes an organisation ‘investment ready’ — a term
most often employed in relation to equity investment, but of
relevance to organisations that hope to borrow or receive a

grant as well.

Business is often defined as a repeated
series of voluntary exchanges. Social
enterprises and co-operatives are
businesses, but they are guided by a
shared purpose — a set of values, or aims,
that go beyond simply making money.
These two features mean that they provide
some ‘return on investment':

m there is an infention to make a profit
(each year, the value of the organisation
is greater than the year before) which
investors may be able fo share in;

m there is a benefit fo the people most
affected by it (sometimes called ‘the
social return’).

These two kinds of ‘return’ are the basis
of the story they have to tell about their
intended future success.

That's the essence of what finance is
about: your good idea has outputs — it is
productive — and so people who want to
share in those outputs in some way are
willing to put some of their resources

in to make it happen. There are always
alternative places for investment fo go: you

are bound to be asked, “Will this really
lead to the benefits that we are seeking?
Is this the best place for our resources?”

2.1: Returns

In any business, there is a balance
between financial and social returns:

m if your returns are principally social, with
few if any financial returns, the emphasis
is likely to be mostly on grant funding,
small scale investment from the most
closely involved stakeholders, and in-
kind support;

m if there are significant financial returns,
with subtle or localised social returns,
it may be more appropriate to look at
loans and share issues.

Maybe your enterprise will excel

in both: but while a ‘blended return’
is the objective in theory, there will
always be choices and priorities, and
it is as well fo think through what they
will really be in practice.




Having a focus on social benefits does
not prevent an organisation from putting
a great deal of time and resources into
maintaining profitability. Socially driven
businesses form a broad spectrum,
ranging from those that are outwardly
highly commercial, fo those that are more
charitable and do not expect to compete
for business.

2.2: Risk

The other spectrum on which your
organisation must position itself is that of
low or high risks and returns. Risk is more
than just uncertainty; it is the unavoidable,
inherent uncertainty of a volatile or
changing marketplace, and the extent to
which those unavoidable uncertainties
could impact on your organisation. There
is no excuse for failing to investigate and
gather information on critical issues before
the organisation starts trading, but if that
still leaves you not knowing exactly what
kind of market will exist for your product
in two years time, that is risk.

When seeking finance, it helps if there
are enough returns to offset that risk.

A venture capitalist (social venture or
financial venture) is unlikely to get enough
return out of a low risk activity for it to

be worthwhile. A cautious banker must
preserve their capital, and mainstream
donors want predictable outcomes; they
accept that the consequence is modest,
limited returns.

Risk should be considered at an early
stage in the process simply because it
will, to a large degree, shape the
experience of the participants. A risky
enferprise is stressful, exciting, high
pressure and with the potential for both
high returns and disappointment. A low
risk enterprise is confined to well trodden
paths, rulebound, safe and reassuring.
They reward people of very different
temperaments, and anyone getting drawn
info a new business activity has a right fo
know the level of risk involved first. Your
founding team should have an honest
discussion about the level of risk that they
are prepared to manage.

2.3: Purpose and focus

But maybe there is a more fundamental
question fo be examined at this stage.
Whether it is a completely new
organisation, or a new product or activity
for an existing organisation, are you
actually clear what the business idea is2

A mission statement can be very helpful;
it should sum up in just one sentence the
area in which the business works, the
distinctive methods or values it employs,
the expected results of the activity, and
the wider impact that is expected.

Some organisations have a statement
of aims that serves a similar purpose.
However, bold statements of good
infentions can sometimes conceal
confusion about the actual plan of
action. In addition fo this statement

Social returns often rely ’

on a ‘hypothesis of change’ ~

a belief that if we dox, 'ghen it
will deliver social benefit y. It
helps to explain this hypothesxs
clearly, and provide gvidence to

support it.
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If you are introducing
something quite New, ygu
may have & ‘unique. selling
proposition‘: there is an
unmet need that you can
meet exceptionally well.

‘Impacts’ means the changes
beyond the boundaries of
your organisation which
you want to see as a result
of your activities; ‘Aims’ is
a similar term - it refers to
the most ambitious of your
goals and objectives, those
that you cannot set g,
deadline for and may in fact
never be fully completed.

of long term principles, there should
be a description of the specific
transaction that is intended to advance
the mission of the business here and
now. It should cover:

m the product;

m the benefit fo the customer,
compared to other similar products;

m the distinctive features of the process
by which the product is prepared;

m the raw materials, or inputs, from
which the product is made;

m the ways in which these things
contribute to the mission.

It might be important to describe the

idea in relation fo the people that the
organisation serves. The relationship
between the organisation and its key
stakeholders (which might include
customers, suppliers, workers, or local
residents) may make a crucial contribution
to the productive process, or actually be
a benefit of the product being supplied.

You will find it easier if you can refer to a
similar, successful organisation elsewhere
and explain how you are learning from
their example — it is good to be a bit
innovative and original, certainly, but well
trodden paths are usually well trodden for
a good reason.

A common problem at this stage is that it
becomes clear that what was intended to
be one business is actually two or more

businesses bundled up together.

If you are planning fo collect kitchen
waste and place it in a digester to create
compost and biogas, these are arguably
two products from one business. But if you
are then wanting to sell the compost
alongside a range of other gardening
products in a retail outlet; or collect and
recycle waste timber alongside the kitchen
waste; then you are actually trying to start
two businesses at the same time, and that
is more than twice as hard.

Brand new businesses are time consuming
and vulnerable. Even if you think you are
part of a team that has the resources to
develop more than one at the same time,
you should treat each one separately

and ensure that its needs can be
independently met.

2.4: The business case

This leads us to how you formally put
these ideas down on paper, in the form
of a business case or business plan - or,
indeed, both. The difference between the
two is subtle, but in general the business
case deals with whether or not you should
carry out a business activity, while a
business plan explains how you should
best carry out a business activity. The
business case can be a brief provided by
the key stakeholders in an organisation so
that project managers and staff can write
a full business plan.




Both have to address the question of
finance and returns. A business case will
ask: “what are the returns from this activity?
How do they compare fo the returns from
other possible activities, or no activity at
all2 Are they sufficient to justify the
resources required — the finance?”.

A business plan, by contrast, will look at
finance in a slightly different way: “what
are the optimum resources to start this
business activity with, and how can they
be used most efficiently? Where can they
best be obtained from, and what terms
can we expect to gete What returns are
expected, and when? How do we
maximise them, minimise risks, and
prepare the business for future activities?”.

For the purposes of this guide, the
business case is of most relevance. The
business case may well be principally
internal; it is a decision making tool, used
before committing to action to make sure
that it meets the objectives of the business.
However, it can also be used to introduce
sources of finance to the proposal.

2.5: Scale

The scale of this preparatory work should
be in proportion to the project: for a
hundred square metre community garden,
you should cut to the chase briefly and
succinctly, ignoring the bits that are of less
relevance. For a hundred acre organic
farm and research establishment, you
should expect to have to justify in detail the
enormous commitment you are expecting
all concerned to make.

Scale is often misleading, though.
Everyone assumes that a larger project is
more difficult than a smaller one - but that
isn't always the case. The ease of a project
is more to do with making good use of
available capacity, and not calling on
capacity that is unavailable.

. . . Working capital is
So, con5|‘der a choice between two tools: e s saiane
one that is cheap to buy and run, but slow spend less any bills due
to operate; and one that is expensive but Torlpayment;itiskn
R . L, ) essential resource to
very productive. Neither one is ‘better manage cash flow
than the other — it depends on the size o EE,

of the market that the business is meant
to serve. A handful of people would meet
their needs best with the simple device;
the more expensive tool would burden
the group with obligations while never
working at its full capacity. There may
not be appropriate tools for certain sizes
of market — the only way to be profitable
is to aim higher or lower.

2.6: Sufficient capitalisation

It is @ commonplace observation that
social enterprises, co-operatives and
community enterprises have suffered

in the past from being undercapitalised:
working with old, broken tools, in
cramped premises, with inadequate
training and no working capital with
which to establish the business. If there
is one thing you should get from this
guide, it is how to avoid that plight.




Business case contents

Business plan contents

Mission statement.

A summary of the business idea.

Strategic purpose: what are the expected
outcomes, and what are the needs that
are being met?

SMART objectives (specific, measurable,
achievable, relevant and time bound; you can
add ethical and resourced or rewarding to make

them SMARTER!)

Choices: what other options for action were
considered and why were they rejected?

Background, history and context: where did this
idea come from?

Focus: what are the assumptions being made,
and the constraints that are accepted? Were
the size, scale and complexity within limits2

Supporters: who else thinks this is a good ideaq,
and what are they committed to putting info 2

Dependencies: what are the requirements for
personnel, and what other agencies need to
support the idea?

Personnel: who are the people who will implement
the plan, and why do you think they are the
right people?

Area of work: PESTLE analysis (political, economic, social, technological, legal and ecological) can help
you assess what are the relevant features of the business environment.

Risk analysis: what could go wrong, how severe, how likely and how likely are these risks?

Market strategy: what market research and analysis has been carried out, and what marketing message

and activity is required?

Workload: what existing capacity is there,

and where is new capacity needed?

What is the timetable, and the main milestones
on the way?

Operations Plan: SWOT (strengths, weaknesses,
opportunities, threats) can be used to identify your
leastresistance route, and define phases and
critical paths.

Social returns: what are the returns expected
from this activity?

Evaluation and social accounting: how will you
measure and report the social benefits you
expect fo gete

Resources: what is needed to get this
activity underway?

Budget: how will you raise the finance for the
resources needed at startup?

Pinchpoints: when do you expect resource
flows to be at their tightest2

Cashflow analysis: usually a spreadsheet showing
the first two years month by month.

Return on investment: an analysis of how much
profit is generated by the activity and over

what period of time. A spreadsheet can combine
this with initial investment to generate a figure
for ‘internal rate of return’ (see 6.7).

Profit and loss: typically year by year, and showing
not just cash flow but depreciation, invoices, capital
repayments and other ‘hidden’ value. Some

investors may require balance sheets in addition.




However, there is a strong argument

that overcapitalisation is a risk also.

All capital comes with obligations — the
need to make a return. If too much of

the turnover is being put into rewarding
investors, the business will lack reserves for
future development. The consequences of
borrowing too much and being unable to
keep up repayments if sales slip are
obvious enough (see chapter 5.2) but
something similar can happen with equity
investment if investors put pressure on the
organisation to deliver a short term return
on their investment. The tail can begin to
wag the dog.

There is also the danger of the fool’s
paradise: it is a great relief when starting
a business o know that — as many would
suggest — you have enough working
capital fo cover running costs for eighteen
months while sales build up. But such a
cosy security blanket can cut you off from
the reality of the market and the needs of
your customers. You may not realise that
there is inadequate demand for your
product, or that your processes are
inefficient, until it is too late to change
direction. Finance is vital, the lifeblood of
any business, but it is not a substitute for
market intelligence and shouldn’t be used
as such.

2.7: Diverse connections

It is usually safe to assume that finance
for any organisation will be of many
different sorts — and almost always could
feature at least a small contribution from
each of the four categories in the next
chapter. Grants, loans, supply chain and

. . . Profj
equity can be very effectively combined, a.rggzi :gg :;Ziﬂuses
and if you are seeking to finance your Cash in the bank ma be

‘spoken for’; profits may be
prgsent In assets that can’t be
easily converted into cagh,

A hga.lthy business has hoth
available cash and net profits,

business development using some but
not all of these, you are missing out
on opportunities — perhaps small, but
worthwhile.

Last of all, it is important not to regard
finance as simply a functional need for
an organisation. It is potentially much
more than that: you can weave a
supportive community around your
organisation, and build co-operative
relationships not just inside but outside
the organisation.

Funders, lenders and investors are not
just there to hand over a cheque but

may be keen to be part of a conversation
about your project: as it develops, they
may provide you with contacts, advice,
custom and further funds. All that is
required is fo treat them with respect,
honesty and courtesy.

Permaculture ig an approach
to project design that among
other things stresgeg multiple
elements meeting each need
and multiple needg met by e:';ch
elemgnt. This can be applied to
the financing of an enterprise
to create a robugt ‘web’
of finance,




fSome fynders are known
I0r paying grantg monthg
I arrears, The 8rant
tl?en has to e combineq
tznth Some other foppy, of
Inance (typicauy a loan)
to cover the cashflow;

eisa distinction

%gs:Ieen outputis, ou\;co;!;es
and impacts: oufputs a(,1 ",
what you actually p}*o : :
outcomes aré the dmet(z1 b
immediate results, an .

jmpacts are the <ﬂnam‘g1

that your outpu}'.s an s

outcomes contribute

one factor among many.-

Grant funding

It is understandable that most people seeking finance in the
social and community enterprise sector will look first at the
availability of grant funding. Although the forms and features of
grant funding have changed substantially in recent years, they
remain crucial opportunities to turn good prospects of social
return into the liquid funds needed to get a project underway.
The plethora of organisations offering grants, and the complex
application processes and criteria, can be daunting at first; but
there are also many organisations that provide excellent training
and advice on how to make sense of it all.

3.1: The grant contract

There are many different relationships
being adopted between funders and
recipients these days, only some of which
fit the neat description of ‘grant funding’.
Some agencies will describe ongoing
support for a service as a ‘service level
agreement’ or some other form of regular,
results-based contract. If this is still a

form of grant (and there is a grey area
between grants and contracts for
services) it will only provide finance

for an organisation if it is paid in
advance of costs being incurred.

Ideally, a grant is given — possibly in
instalments, but at least partly in advance
— with some expectation as regards the
activities that it will be used for (as well as
timetables and milestones) but without any
obligation regarding the results of those
activities. It does not have to be paid back,
and if you have done what you said you
would do, the funder accepts the risk that
the consequences may not be all that were
hoped for. That having been said:

m most funders will have some
requirements on monitoring and
evaluation. They will expect you to

change direction if monitoring reveals
that outcomes are not being achieved,
and if nothing else use a final evaluation
to learn from the experience;

m there are funders offering support that
can be ‘clawed back’ if certain targets
are not met. This may be described as
grant funding, but it is in many respects
closer to a service contract. It may
provide some cash flow benefits if it is
paid in advance;

m if you have departed from the project
as it was described to the funder, or
otherwise broken an agreement between
you, they can demand repayment.

There will very often be a contract to be
signed, obliging the recipient to account
for expenditure, conduct themselves
appropriately, use funds with regard to
best value and so on, but these are to do
with honesty and transparency: in terms of
what is achieved, the funder is not assured
of getting anything in return. That is why it
is different to making a sale, and why it is
among the most highly prized forms

of finance. It's also why it is always in
short supply.




3.2: Types of grant funding

Grants are provided for so many different
purposes that many enterprises — even
those that are relatively commercial — may
have the opportunity to apply for one.

For this reason, they are always worth
evaluating as part of the finance jigsaw.
However, to largely or entirely fund a
project with grant funding is another
matter altogether. You have to be clear that
the potential social returns are exceptional,
and the financial returns unavoidably
slender. A trading business often has to
work much harder than a voluntary
organisation to justify its claim on funds.

Grants may cover either capital or
revenue. Capital grants provide an
organisation with funds to secure
buildings, vehicles or other capital items.
Revenue, on the other hand, is not
intended for durable items but instead
should cover labour, consumables and
other short term costs. Some programmes
may allow a mix of both sorts of funding,
but there will often be a limit placed on
the capital component.

Revenue grants can also be broken down
into core and project funding. Core
funding is usually non-specific, and so can
cover the guts of the enterprises operation.
It will pay for overheads, administration,
development; the basic needs of the
enterprise. It may well be sought, and
paid, year by year; but sometimes it will
be guaranteed for several years at a time.
Project funding is more specific. It can

be attracted by describing to the funder

a particular piece of work, that can be
carried out quite separately fo the day

to day activities of the enterprise.

This is particularly helpful to a trading
organisation, as you can avoid having
to make grand claims for the social
benefits of your trade, and instead focus
on a project which is more obviously
charitable in nature.

The risk is that the project may become
a burden on the rest of the organisation,
effectively taking a subsidy from trading
activity. That may be what you want,

their costs to the project budget. For
example, if each year you pay an
accountant £300 to prepare accounts,
and during the year that the project is
underway it accounts for 10% of the
organisation’s turnover, then an
appropriate allocation may be to include
£30 for accountancy in the funding
application. That way, you make sure that
if you get funding, it covers all the costs
— not just the obvious ones.
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3.3: Before you apply

Some crucial questions to ask before filling
in a grant application:

m do they fund organisations like yours2
Many funders will only give to registered
charities, and others only to
organisations with charitable objects;
some require non-profit distribution
clauses that would rule out payments




If funding suits your

activity, bub i limited to

registered charities, thel_'e
may be a charity that will
act as your partner, oF
simply as & conduit. Try_
agking your local Council
for Voluntary Service for
agsistance.

from profits to members or investors.

An asset lock in the governing document
may be needed to ensure that proceeds
on winding up go fo an equally
charitable or non-profit distributing body;

m is it the right grant for you?2 Many grant
applications are rejected because the
applicant did not check what the funder
would and wouldn’t put money into.
Almost all funders will provide either
a list of excluded activities, or a list of
activities that they are willing to support;

m does what you are asking for fit with
what you want to do? There is rarely an
exact match between what you want
funded and what they want to fund, but
be cautious about adapting your plans
to meet their criteria. It is one thing fo
trim your ambitions, but quite another to
embark on work that is not part of your
mission or purpose;

m do you have the capacity? If you would
have to scale up, buy in additional skills,
invest heavily in new resources, or ask
staff to work harder than they are
already doing, you may be
overstretching yourselves. Of course,

a grant can be used to build up an
organisation: but you should be honest
about the cost of the reorganisation, and
ability of the present team to manage it.

If you are unsure whether your
organisation or activity is eligible for

a particular grant, it is always worth
phoning the funder fo discuss it before
you spend valuable time on complex
applications. If you fell the funder what
you are trying to achieve then they will
be able to tell you whether any of their
funding streams are appropriate and
still available.

3.4: State Aid

The rules of the European single market
make State Aid a potentially tricky area.
No state within Europe is meant

to give its businesses a competitive
advantage by subsidising their trading
beyond a specified level. State Aid rules
definitely don’t apply if:

m the recipient couldn’t be said to be a
business, as there is no real trading; or

m the grant doesn't favour certain goods
or services; or

m the grant is not ultimately provided from
state resources; or

m the grant couldn't possibly distort or
threaten fo distort competition; or

m the grant couldn't possibly affect trade
between Member States.

However, these are all potentially hard to
prove beyond doubt: there are many other
exemptions, such as support for female
entrepreneurs, some support for small
businesses, environmental initiatives,
which are too complex to go into here.
More commonly, funders will rely on the
blanket ‘de minimis’ provisions — in other
words, the level at which State Aid is
deemed too small to make a difference.
Current levels are <200,000 in any three
year period, or a percentage of the
eligible funding that may vary from

region to region.




3.5: Sponsorship

Sponsorship deals occupy a grey area
between frade and grants; many grant
funders will ask recipients to acknowledge
their support, and there is a fine line
between this and more commercial
sponsorship arrangements.

Where there is an exchange of this sort,
you need to think through the compeatibility
of the brands; in many cases, the donor’s
brand will enhance yours and you will
benefit from the association and the

implicit endorsement. In others, though, the

ethics, reputation or record of the sponsor
may be incompatible with the brand you
are trying to establish.

Because sponsorship is a trade rather
than a simple donation, it can give rise
to VAT and other tax issues.

3.6: Looking for grants

Grant seeking is a notoriously inexact
business — some grants are much better
advertised than others. However, you can
prevent your search taking up too much
time by approaching a few key sources:

m your local co-operative development
body, or social enterprise advisor;

m local authorities usually have officers
involved in regeneration or economic
development whose job it is to keep
track of grant funding;

m local Councils for Voluntary Service
should definitely be consulted,
particularly for more charitable
funding. They will often be able to

provide access fo the ‘funderfinder’ Many locg] gyt opgr
or ‘grantfinder’ databases; omn & Buropean pyp g
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Your route through Chapter Four

Are reserves available
for re-investment?

Go to:
6: Equity finance and
share issues first
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Supply chain finance

This chapter describes ways in which the trading relationships
that you are involved in can actually be a source of finance
for your growth. The goods and services that businesses buy
and sell have to be paid for; but paying as late as possible,
and receiving payment as early as possible, can dramatically
affect the finance required. In effect, good credit control can

be a source of finance.

This isn't a luxury all businesses have:
someone at the end of the chain has to
wait for payment to trickle down to them.
Most often they are the small businesses,
sole traders and businesses in the most
competitive markets.

There are ethical issues here — it may be

in your individual interest to delay paying
bills as long as you can while insisting on
immediate payment by customers, but this
is clearly a double standard that is hard to
justify. Nevertheless, some consideration of
what can reasonably be asked of suppliers
and customers should be part of your
business planning. The appropriate use

of credit control will depend very much on
the business sector that you are operating
in; there is certainly no harm in asking
customers and suppliers early on what
terms they would be prepared to consider.

4.1: Re-invested surplus

Obtaining capital by drawing on the
profits earned from trade in previous
years is (at first sight) the most attractive
way for any organisation to finance its
growth, because:

m it does not have to be repaid;

W no interest or dividend needs to
be paid on the capital;

m there is no need fo negotiate terms
with any external investor.

However, there are limitations to this
source of funds. It is of course only
possible to raise capital to the extent

of the surplus generated and not paid
out to members and investors. If the
enterprise gives the impression of giving
poor returns fo members and investors,
it may find it hard to aftract more.

There is also a danger that if large

levels of unallocated reserves are built
up, for example in a co-operative, it may
tempt people to join the co-operative with
the sole intention of demutualisation, or
fempt existing members to discourage
new members from joining. In other types
of social enterprise, large reserves can
make it a target for hostile takeovers.

Creditors are those
to whom you have an

obligation — you may have
peceived goods from them
but not yet paid, they may
have lent money to you,
or they may have paid for
something that you have
yet to deliver.

A related issue is the
possibility of reducing
finance requirements by
borrowing or leasing goods
rather than buying them,
This touches not only on
questions of cash flow and
interest costs, but also the
tax implications. For thig
reason it is discussed in
full in chapter 7.




Demutualisation
happens when membgrs
of a mutual organisation
vote to change its rules
to gain individual access
t0 its wealth. Only )
charities, community
benefit societies and
(CICs have clear legal.
protection against this.

Unallocated surpluses

are profits that haye

been retaineq for
reinvestment inan
Organisation, rather
than being ‘allocated’
fqr the payment of
dividends to emberg
or shareholdeps,

There are issues of
fairness in offering
discounts to customers
paying by standing order
or in advance: customers
who do not have the
financial resources t0
pay in advance may

be disadvantaged.

Reinvestment can reassure members that
the decision not to allocate surpluses as
dividends does still lead to real benefits for
them. As the co-operative uses the funds to
grow and improve its services, they should
experience the benefits, and approve such
refention in the future.

It is tempting to nominally allocate reserves,
but actually refrain from making payments
so that the liquid cash can still be used —
for example, by crediting the members'’
share accounts. However, if reserves are
allocated in such a way that a contractual
liability is created then there may be tax
implications — see 4.5.3.

4.2: Downpayments and
advance purchases

Co-operative relationships can and
should extend to the whole trading
environment; the relationship with your
customer in particular can and should

be more than just a formal contract. A
consumer co-operative — a village shop,
perhaps, or a food co-operative — will
already be aware of this and working with
customers will already be an integral part
of its planning.

For a customer to pay in advance for a
product may well be no big deal for them,
especially if you sell many small items
rather than a few large ones. It can even
offer benefits, for example by allowing
them to pay in regular, predictable
instalments or avoid carrying so

much cash. If you can make a case

for advance payment, do: it could

transform your finance requirements.

If full payment isn't likely, consider
whether this is a service that would suit
a deposit, or downpayment; maybe
there is a discount that can be offered
for customers who pay early.

All this can be backed up with continual
two-way communication — at the sales
point, through a newsletter, through your
website — that reminds customers of your
ethos, identity and social returns.
Customers like to be loyal, and to

form long term allegiances with businesses
that share their values; give them the
opportunity to do so, and reward their
trust with honesty and transparency.

4.3: Asking for credit

Knowing whether or not credit terms are
likely to be available is a valuable piece
of information that stems from knowing
your marketplace; if you aren't
immediately aware of whether this is
commonplace, it should be a warning
that you may be something of an innocent
abroad, and you need to spend some
time talking to people with longer
experience of the sector.

Credit terms can be anything from the
generous — three months or more — fo the
very tight (full payment on delivery). It is
often tempting to go for the supplier that
offers the best price, but it is wise to look
for a supplier that might charge a litile
more but with more reasonable terms.
That having been said, many businesses
are understandably wary of new stfarts.




Many new businesses fail at an early
stage, so suppliers are understandably
nervous that bills will not be paid and
the promised long term relationship will
not materialise.

While your business is stable extended
credit terms may offer limited benefit, but
if your business is steadily growing, it will
seem as though you are paying the bills
of a smaller enterprise.

Suppliers can, if you cultivate a good
relationship, be part of your wider
community of supporters. It is very much in
their interest to support potential customers
and help them to expand their business.

Case Study:

Some of the terms that might be
available are:

m discounts;
W access to seconds;
m end of line products;

m returned goods that would
otherwise be of little value;

m goods provided for a frial period
or on hire purchase.

If you can persuade the supplier that you
can make use of their otherwise idle stock
— and perhaps maintain its value by doing
so —you could have the basis of a good
reciprocal deal.

Brighton Rock Housing Co-operative

This Co-operative was first established in 1997 as a shortlife housing co-operative.
‘Short life’ means that it takes over properties where the owners are unable to make
the improvements needed to obtain a commercial rent. The co-operative has a licence
to occupy them for a fixed period of time, which can sometimes extend for many years.
The owner of the three terraced houses used by the co-operative (Brighton and Hove
City Council) benefits because the buildings are being looked after, and the
co-operative has access fo properties without the need for large scale finance.
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Makers is a co-operative

consortium of craftspeople

in and around Taunton.

It has a shop in the town
where the goods produced

by its members are on sale.
Conventionally, a business

of this sort would have to buy
the stock before it could put
it on display in the shop
window. However, Makers’
members provide the stock
on a sale-or-return basis.
A fine display is possible
without having to be financed.




Ipswich Food Co-operative
asks new members t0 pay
a $12 joining fee. Dalnavert
Community Co-operative
purchased a 150 acre farm in
1983, and asked its members
at the time to pay a $2000
joining fee. By contrast, the
Co-operative Group (the
largest co-operative in the
UK) still asks for only £1.

Some argue that
co-operators who escape
the exploitation of ruthless
employers only to impose
worse pay on themselves
have only achieved ‘self-
exploitation’, Recording
unpaid or underpaid work
as a form of investment
in the organisation makes
clear that is not the intention.
It can also provide g
record for observers of the
organisation of the level
of commitment made by
its founders, which may
encourage them to
offer support.

Some of these relationships will be formal,
others will be informal and relaxed.
Informality is understandably preferred

by many. But formal terms and written
agreements have the great merit of
avoiding ambiguity, and can be referred
to later when memories have faded.

4.4: Membership fees

Membership organisations, whether

they are made up of customers, workers,
suppliers, service users or a mix of
stakeholder groups, can raise some

of their finance from a membership fee.
This recognises the future benefit that they
will gain from membership and the costs
to the organisation of administering

their membership.

Most organisations will ask for at least

£1 on joining, but a larger minimum
shareholding can be specified, or a fee
that is a condition of membership (which
allows the income to be recorded as
income). In the lafter case it can be a one-
off fee, or a regular annual subscription.

Co-operatives should take care to ensure
that the level of the fee is not so high that
people who could otherwise benefit from
the co-operative’s services are excluded.

Higher annual subscriptions are most
appropriate where members are
expected fo get a long term benefit from
the organisation’s services, and those
services are only available to members.

4.5: Sweat equity

Sweat, or work, equity may be the most
significant early source of finance for the
businesses that are the household names
of today. Put simply, they got started
because the people who were working
the hardest were not expecting to get
paid much, or anything, until much later.
It is common for small businesses to be
run almost as a labour of love, and with
hourly rates (if they are calculated at all)
well below minimum wage.

Tensions between founder members

(with memories of early struggle) and
newer members (with expectations of a
steady job) are not unknown; work equity
provides an objective measure of the debt
owed that makes negotiations less fraught.
However, it is a complicated areaq,

and needs considerable thought and
preparation at the outset. Some of the
issues to be addressed include:

m labour can be recorded as either a
debt, or as a share of the organisation’s
equity. The pros and cons of each are

discussed in 4.5.1 and 4.5.2, and the

tax implications in 4.5.3;

m conventional businesses are often
started by people who own them
outright. If they add to the value of the
business they have enriched themselves
no less than if they were salaried. This
is not the case for a socially owned
business, and there is no direct
connection between the number
of hours put in and the eventual worth
of the business. Instead, a realistic value
must be negotiated;




® Many organisations seek to include and
work with the poorest in society. They
may well be unable to accept deferred
payment. In these cases work equity
may prove fo be incompatible with the
organisation’s mission;

m co-operatives are offen started by teams
of workers, and it may be divisive to ask
some of them to accept work equity but
not others. A fair and voluntary
arrangement should be negotiated;

m social enterprises hold assets in order
to achieve their mission; common
ownership co-operatives build up
indivisible reserves for future members.
There is likely to be a tension between
the desire to reimburse founders on the
one hand, and protect the assets of the
organisation (and hence its mission) on
the other. Payment of work equity could
be triggered by the achievement of
agreed targets.

4.5.1: Historic debts

Perhaps the simplest method is to record
the hours that are worked unpaid, and
agree a date by which they will be paid.
Pay and conditions in the organisation
may well improve over time: it would be
wise fo agree o what extent the value of
those unpaid hours will increase in line
with paid hours. The hours should be
recorded in sufficient detail that in the
future there will be no difficulty accepting
that all the hours that were worked in the
past were genuinely of value, and that the
worker was in some way accountable for
what they did. A payment of interest could
be made to compensate the worker for
not having had access to the funds.

These details need to be in a written

agreement drawn up before the work
begins. Instead of a regular schedule
of payment, there might be a ‘trigger’
for the payment — for example ‘when
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An alternative is to not record hours of
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The very term ‘sweat equity’ suggests

another way of managing this deferred

payment; by issuing shares in the —
enterprise to the workers in lieu of cash. ——

In order for this approach to be followed,
the enterprise will need to have a suitable
legal structure that allows shares to be
issued to employees (and in the case of
co-operatives, converted if the holder
ceases to be an employee). See chapter
6.2, which describes the different types of




Some consumer
co-operatives introduced .
employee share ownership
schemes that allocated shares
on the basis of the number
of hours worked. The ‘free
shares’ were eligible for tax
relief provided that they
were retained for & minimum
period of time. Others used
4 different approach;
‘partnership shares’ could
be gained through a salary
sacrifice, so that shares
were issued in lieu of pay.
Again, the tax reliefs made
this an attractive option
even though the shares
were fixed at a value of £1.

share that could be used and the legal
structures that can use them.

Care should be taken to reassure anyone
that has invested in the organisation using
shares that the work equity represents
real value that the organisation would
otherwise have had to pay for. They may
otherwise be concerned that their stake in
the organisation has been diluted.

4.5.3: Unpaid labour and taxation

You might think that if no cash has been
handed over, no tax needs to be paid.
That is not necessarily the case. It is in
fact usual to include the value of shares
with pay when calculating PAYE.
However, there are some cases when
this is not necessary.

The issue is whether payments are made in
the form of a ‘readily convertible asset'.
What this means is if you are not paid in
cash, but you are given something that
you can turn into cash quickly, then tax
and NI should be paid as if cash had
been paid. If not, tax is payable at the
point that it becomes readily convertible.
Be warned that it is not always obvious
what is and is not readily convertible.

Promises to pay after a period of time,

or on fulfilment of certain conditions, are
taxable only when the payment falls due.
Transferable shares are not considered to
be readily convertible unless they can be
traded on a recognised exchange; and all
shares can benefit from certain tax
exemptions under an approved Employee
Share Ownership scheme.

It may be that the payment of sweat
equity does not relate fo an employment
relationship — for example, someone

may have produced on asset for the
organisation for sale in their own time,
and not as an employee. That might mean
that PAYE doesn't arise, but the earner
should still declare it as selfFemployed
income once they have received cash

or any other readily convertible asset.

This is a complex area, and approval
from your local tax office, or advice from
an accountant should be sought at an
early stage.

4.6: LETS, Time banks and
alternative currencies

Many people around the country are
now, or have been, members of a Local
Exchange Trading System (LETS). Along
with time banks (which are similar, but
a bit more specialised to encourage
volunteering) these innovative alternative
trading systems have created local
currencies to enable trading that might
not otherwise take place.

The genius of LETS is that rather than
being tied to scarce resources (such as
central bank reserves) it is based on a
promise by the community to provide
an appropriate amount of labour on
demand. That means that the currency
can be brought into existence as required
— the more trades that happen, the more
currency is issued. It is not scarce, so no
interest is charged, and no one ever has
to wait for payment.




The downside, of course, is that not
everyone is a member of LETS, and

so the goods and services you can obtain
are limited to a very local pool. Often they
are not the things that a new organisation
really needs to get started. However, there
are some things that LETS quite commonly
does well - hire of common tools and
equipment, for example, work parties
made up of local unskilled labour, or
surplus veg from allotments.

If you can spot something useful, and
you are willing to commit to being part
of the trading community for the long
term, you can use LETS as a kind of zero
interest credit.

The taxation and accounting implications
of LETS are notoriously unclear, and such
definitive statements as have been made
largely relate to income tax and benefits
rather than company taxation; but we can
say that if your LETS account achieves a
positive balance as a result of selling the
goods that you normally trade in partly or
entirely for LETS credits, then this may well
contribute towards taxable profits and you
should discuss the matter with your local
tax office.

4.7: The bottom line

What effect will these have on the bottom
line — the financial accounts that your
co-operative prepares?

Advance payment by customers, late
payment of suppliers and deferred wages
are all promises to pay or deliver that must
be kept: that means that for all the good
they do for your cash flow, they will be
very visible on your balance sheet as
creditors - i.e. amounts owed fo others

by your organisation.

When you accept an advance payment
for your services, you are obliged to give
something of that value in return. You
might make a profit on that sale; but until
the trade is completed, that profit will not
be visible in your accounts.

If you have undertaken to reimburse
sweat equity only in the event of certain
conditions being met (the ‘triggers’
discussed in 4.5.1) then the position

is a bit more complex. You will have

to make a judgement as to whether the
condition is likely, or intended, to be
met within the next year (a current
liability); eventually but after more than
a year (a long ferm liability); or not

at all, in which case it need not appear.
You will want to take advice from an
accountant if you are at all uncertain.
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Lloan finance

Loans come in all different shapes and sizes, for all sorts of
different purposes. Typically, their features will include the
following: a rate of interest, possibly varying but more commonly

fixed; a schedule of repayments, at the end of which the loan
and all interest accrued will have been repaid; and penalties on
default, which may include the loss of any goods or assets that

you have offered as security.

There are many different kinds of lenders,
and the best will work with you to help
your organisation succeed and be willing
to consider alternative repayment
schedules and refinancing if difficulties
arise. Also, they will go through your
business plan carefully to ensure that there
is no great chance of default and that the
loan will do good things for your
organisation as well as for the lender itself.

This scrutiny can be frustratingly slow

and some organisations may struggle

to present their financial plan in an
acceptable form. This can make
borrowing from friends and supporters
more tempting. However, meeting the
requirements of a bank is a discipline that
encourages careful planning, and can in
itself improve your chances of success.

There are still a few that show an
unhealthy, predatory interest in your
collateral (the security that you forfeit in the
event of a default) and less in your actual
business plan. This type of lending may
seem to meet an urgent need, but should
be avoided nonetheless.

Borrowing money means that when the
worth of the organisation is calculated,
loans will all appear as creditors
(liabilities), dragging down the value

of the organisation and advertising to
anyone looking at your accounts that a
good chunk of your future earnings (or
even your present assets) are spoken for.
Borrowing is understandably sometimes
resisted by members concerned about
their obligations.

5.1: The benefits of debt

Nonetheless, there are many good things
to be said for loans as a form of finance.
They are regular and predictable. When
they are paid off, they are gone for good
and you are free to start contemplating
the future with a blank slate. When there
is a real win-win relationship, and both
you and your lender can clearly see that
you will both profit from the arrangement,
the availability of the finance will be
unproblematic compared to hunting
down grants or investors.




An organisation that

has borrowed £12,000
and has funds of its own
(perhaps from share
capital, or perhaps from
accumulated profits) of
£2,000 has a debt/equity

ratio of 6:1, (B00% - or you

could say debt is 86% of
capital employed). That

would usually be considered

very high.

For example, an
organisation with an
operating profit before
interest and tax of
£3000 a year, which
Is paying out £2,400
a year in interest would
have interest covep
of 3000/2400=1.25.

Where there is a competitive market for
loans, you can be confident that you are
paying no more for the finance than is
necessary — lenders cannot make unlimited
windfall profits at your expense. Loans can
be provided by businesses that are
ethically driven or mutually owned
themselves.

Should you wish to acquire a durable
asset such as land or buildings, you may
well be able to spread the cost over
decades, making something very
expensive quite affordable. The productive
power of a good piece of equipment is
often large compared to the loan
repayments over the years of its life. In
short, loans can really open doors and
enable you to work in the places and with
the tools that you would really want.

5.2: Gearing - the measure
of indebtedness

Businesses, like people, are careful not to
borrow more than they can afford — but it
can be hard to establish where the limits
are. The issue is known as ‘gearing’ and
the measure that is most commonly used is
the ratio of debt to equity. A ratio of 1:1
or 100% (as much debt as equity) is not
uncommon. A highly geared organisation
is at risk because it has to make substantial
payments of interest until the debt is
repaid, with little or no breathing space.

A less common measure of gearing is
interest cover, which measures the number
of times that interest payments are
‘covered’ by profits before interest and

tax. Less than two would indicate that a
great deal of the profits from trading are
doing nothing more than paying the
interest on debts (less than one, of course,
would mean that the organisation was
actually making a loss). However, what
constitutes a suitable gearing ratio is very
different for different businesses — what

is normal in one sefting would be
considered extreme in another. And it

is possible that an organisation might

not be borrowing enough.

If there are opportunities fo grow a
profitable business activity, and the
organisation is confident that it will be
able to cover repayments easily, adding
debt finance will help it meet its social
objectives and serve its community better.
It would be a mistake to set gearing too
low: debt is sometimes called ‘leverage’
because it magnifies the spending power
of your organisation’s own capital.

Some equity investors like to see judicious
use of debt; if the enterprise is gefting a
return on capital higher than the
anticipated inferest rate, replacing some
equity with debt will concentrate profits
on a smaller number of investors. Pressure
from investors to do this should be resisted
if it would make the business unstable.

However, even if you don't issue shares
a similar benefit can be seen in retained
profits: assuming that there is plenty of
scope for profitable activity, combining
reinvested reserves with a loan allows
you to build up those reserves faster.




There are some questions that can help
with assessing an appropriate gearing
ratio. Start with the assumption that the
debt equity ratio should be around 2:1
— or better still, draw on examples from
similar businesses in the same sector.

Social and co-operative enterprises
do face very different issues. They may
reasonably have higher gearing if:

m some of their debt is in the form of
equity-like securities such as loan
stock (see 5.10);

m there is grant funding or supporter
goodwill which, although it is not
technically equity or reserves, can
also be used to cushion the business
against shocks;

m they are not seeking anything more
than modest profits, and are taking
correspondingly low risks;

m their business is largely about the
management of property or other
durable assets;

m inputs from volunteers make overheads
and running costs unusually low.

5.3: Different forms of lending

Having thought it through, an organisation
may be clear that loan finance would be
a sensible and effective part of its finance
package. There are a number of different
types of loan that might be available:

m the mortgage: a loan secured on
property, typically over a long
repayment period of twenty years or
more. Regarded as low risk, because
of the durable nature of property, and

so lower interest. Mortgages will
normally only cover part of the purchase
cost; this is governed by the loanto-value
ratio, which is typically around 70%;

m top up loans. Sometimes used fo cover

the gap between purchase price of a
property and the mortgage, they are
secured using a ‘second charge’ and/or
personal guarantees. Typically medium
interest rates and repayable over ten or
fifteen years;

m loans for plant or equipment: may

be closely tied to the particular item

or provided by a company specialising
in the supply or finance of these items.
May be repaid over a litile less than
the life of the asset, for example five

or seven years;

m loans for working capital: working

capital refers to funds that can be

spent in labour and services. Spending
money in this way may build up skills
and knowledge, goodwill, public profile
and business relationships. These are

all worthwhile, but it can be hard to
accurately assess their value or use
them as collateral. For this reason, such
lending is regarded as more risky, and
may have higher interest and shorter
repayment periods of one to three years;

m overdrafts: a facility to borrow as

required up to a limit, with payment
of interest but no repayment schedule.
Generally limited in size, flexible in
application, but quite expensive with
higher interest rates. They are usually
repayable on demand, and should not
be used for long periods.




What is secured?

What happens

on defaulie

What are the
limits to liability@

Personal guarantee

The funds belonging
to a third party,
either individual

or corporate.

The guarantor will
be asked to pay the
outstanding debits,
shared fairly among
all guarantors.

The guarantor will
have set a maximum
value of their
guarantee — but see

54.1.

Legal charge,
or fixed charge

Named, saleable

items; usually plant

and equipment, but

can cover goodwill

and infellectual property.

The lender can require
that the named items
are sold to pay debits,
or take possession of
them directly.

If the assets don't

sell for their full value,
the lender can force
the sale of more of
them until the

debt is cleared.

Mortgage

Land or property.

The lender can repossess
the house, taking the keys
and selling or letting it to

clear the debit.

If the property sells for
more than the value of
the debt, the surplus
must be returned to the
borrower.

Floating charge

Unspecified assets
of the organisation.

The lender can require
that assets are sold,

and can even seize them
if necessary.

Assets will be sold until
enough funds have
been raised to repay
outstanding debts.

Unsecured

Nothing, other than the
organisation’s funds.

Funds can be sought
through the courts.

The business can be
forced info liquidation
if it is unable to pay.




5.4: Security and collateral

Different types of security carry very
different penalties in the event that the
borrower defaults, or fails to comply with
the loan agreement. It is important that the
security used is appropriate for the
organisation.

5.4.1: Personal guarantees

Personal guarantees can be a useful way
of turning the community of support that
many social enterprises and co-operatives
enjoy into increasing confidence for
lenders. However, they can also defeat
the purpose of the organisation by asking
individuals who can’t share in the profits
to nonetheless take a share of the risks.
Furthermore, the all-or-nothing nature of the
support really makes them only suitable for
people with substantial wealth to fall back
on — not something that the stakeholders of
most community enterprises can count on.

Where more than one person signs a
guarantee, it will be expressed as a

‘joint and several’ guarantee. This means
that the bank can demand that each
guarantor pay the full outstanding amount
of the loan or any lesser sum at the bank'’s
discretion. Though there is a presumption
that the people signing it will have equal
responsibility, if for whatever reason some
of them default, an unexpectedly high
burden can fall on the remainder. Joint
and several guarantees are unusual in the
social and community enterprise sector

these days, and individual guarantees
are preferred.

However, since some guarantors may

fail to pay up, the total value of the
individual guarantees may exceed 120%
of the sum borrowed. Guarantors are
usually expected to provide evidence

that they have the liquid funds readily
available without excessive hardship, and
sometimes are even asked to place some
of the funds on deposit with the bank.

Typically the lender (or hirer — guarantees
are sometimes used for leasing, and
referred to as ‘surety’) will provide a legal
agreement fo be signed, and the terms
should be closely checked. When are
guarantors released? Is it possible fo
provide replacement guarantors in order
to release those who no longer have any
contact with the organisation, or replace
guarantees with fixed charges latere

Can the same guarantee be used for
additional borrowing in the future, or

will it expire at the end of the loan term?
How much time is allowed for the
guarantee to be paid after the ‘trigger
event’ that makes you liable?

Guarantors can be rewarded with a
modest payment of annual interest on

the liability to which they are exposed;

in that case, a separate agreement will

be needed between the guarantor and the
borrower. More commonly however, their
involvement with the enterprise is held to
be reward enough. The borrower should




not leave the management of guarantees
to the lender: they are best placed to
ensure that contact details are up to date,
and all guarantors ready at any time to
honour their obligation, so that the
burden is spread as evenly as possible.

5.5: Lenders with a social purpose

When we think of lending, we think of
banks. The big names on the High Street
do indeed have well developed systems
for lending to businesses, and there is

no reason why social enterprises and
co-operatives should not approach them.
However, local branch managers are often
unfamiliar with the legal structures and can
struggle to accept that social ownership
makes some forms of security difficult or
impossible. They also may not see the
value of social aims in making the business
case more robust.

A different attitude is found among
community development finance initiatives
(CDFls). They are specialists in lending for
the benefit of the community, and are very
comfortable with trading for a social
purpose, and familiar with the legal
structures employed by co-operatives.
They are diverse and often limited in their
scope, but do include some large banks
with a nationwide remit. Triodos Bank

is in fact infernational, with its roots in
Holland, and lends to a wide range of
projects including organic farming
businesses, housing co-operatives and
renewable energy projects. Charity Bank
was set up to provide finance to the
charitable and voluntary sector, but has
lent to a wider range of enterprises than
its name might suggest.

Co-operative and Community Finance
(CCF) was set up to provide finance

for co-operatives, and has proved

very successful in raising investment for
this purpose. They make small (up to
£50,000) loans to co-operatives and
community enterprises from a number
of different funds. Unlike some banks,
they do not favour the use of personal
guarantees, seeing them as favouring
people from a privileged background;
so they make much more use of floating
legal charges. CCF also manage funds
on behalf of other organisations such as
the Co-operative Fund.

Many CDFls are locally based (like
Wessex Reinvestment Trust, or Aston
Reinvestment Trust) or specialists (like
Radical Routes); go to www.cdfa.co.uk
for further details of CDFI's operating
in your area.

Building Societies are also potential
lenders to social enterprises, most of

all when the loan is for the purchase of
land or property. Smaller, local building
societies that are in touch with their mutual
heritage may be the most supportive, and
there are one or two specialists — the
Ecology Building Society has established
a great reputation for supporting
eco-construction projects.

5.6: What needs to be in place
before applying for a loan

The value of a business plan was noted
in chapter 2, but when applying for a
loan it is absolutely essential. A
responsible lender will regard security
as necessary, but not sufficient. They will
be more concerned with whether there




Case Study:
Unicorn Grocery

Unicorn Grocery is a worker co-operative
based in Manchester that's been in
business since 1996. The co-operative
manages a store that sells local, organic,
fairlytraded and wholesome food
products. The store also offers a selection
of environmentally friendly baby products,
cosmetics and household goods made
from natural ingredients.

Since it was established, Unicorn Grocery
has grown considerably in size. lts
membership has expanded to over 50,
and its annual turnover has increased
from £3,500 to around £3.5million. As
well as paying a flatrate fo its staff, the
co-operative also donates around 5%

of wage costs to local and international
projects that relate to its clearly defined
ethics and principles. These include:

m secure employment — the co-operative
is committed to providing secure
employment for its members that
enables them to collectively control the
business;

m equal opportunity — Unicorn Grocery
reserves some of its employment
opportunities for people with learning
disabilities;

m wholesome healthy consumption — the
co-operative is dedicated to tfrading
foodstuffs that have undergone minimal
processing;

m fair and sustainable trade — the
co-operative trades preferentially in
products that follow a fair trade ethos.
It also seeks to educate its customers
about the benefit of fair trade, and
wherever possible it lobbies for the
use of reusable packaging;

m solidarity in co-operation — Unicorn
Grocery aims fo support other ventures,
including social and community
enterprises, with similar ethics. It
donates 1% of its wage costs to a
fund to provide this support;

In 2005 the owner of the co-operative’s
rented store wished to sell the property.
To avoid losing its premises and ensure its
long-term sustainability, the co-operative
raised the finance required to purchase
the property itself. This was achieved
through £350,000 raised from loan stock
bonds bought by customers and loans
provided by The Co-operative Loan Fund
in partnership with Co-operative &
Community Finance.

More recently Unicorn Grocery has
remodelled the roof of its premises to
create a natural environment featuring
small low moisture plants, wetland, and
brownfield that will create a variety of
habitats and improve the building's
insulation. The co-operative hopes that the
roof will also become home to the Black
Redstart — a rare breed of bird that only
breeds in cities.




is a business plan that proves beyond
reasonable doubt that the business will be
able to service the loan without difficulty.

All lenders will question the details in the
business plan before deciding whether to
make a loan. Some of the danger signs
that they will be alert to include:

m is demand for these products vulnerable
to changes in market conditions@

m are sales forecasts speculative, or based
on hypothetical customers, rather than
being based on confirmed orders?

m are other businesses like this generally
geared rather lower?

m is depreciation fully accounted for
and realistic?

m is the business dependent on occasional
large sales

m would additional investment be soaked
up by the organisational costs of growth,
or by high overheads?

B are returns on investment low?

m is there a lack of trading history,
or is there a new, untried producte

m is the profit margin quite narrow, with
costs of production accounting for most
of the sale price?

m are suppliers unspecified, and costs
based on estimation rather than quotes?

m are there necessary permissions or
licences that are yet to be secured?

m are key personnel yet to be recruited,
or is project management neglected?

Banks, for the most part, do not see it as
their business to take risks. The business
plan should all but eliminate the element
of chance to find favour. That having
been said, a good lender will also be
prepared to put some time into working
with the borrower and helping them to
make improvements to the plan and
resolve areas of uncertainty.

You will also need to provide details of
your legal structure, and it is important
to make sure that any unresolved issues
with the governing document or other
organisational matters are concluded
before seeking loan finance.

5.7: How wiill it change your
organisation?

An organisation with a loan is, in some
ways, different to one without: it should
have a life of its own, not depending on
one person to drive it forward. Repayment
schedules over several years mean that

it should have a regular, steady level of
activity, not working in fits and starts or
prone to strong seasonal fluctuations.

It is not optional to be busy when its
members feel like it and dormant the

rest of the time, a continual obligation

is needed. This is, however, what all
businesses should aspire to, because
otherwise they are liable to be just a flash
in the pan and of no lasting consequence.

The relationship with the lender will

be one of the most important relationships
you have, beyond your staff and members.
They may well ask for higher levels of
monitoring and reporting than you are




used to, but this can be the trigger to
make that same information available
to your governing body, members and
stakeholders. That in turn can make
your organisation more intelligent

in its planning and its ability to
anticipate problems.

5.8: Quualification loans

A qualification loan is another way in
which members of the organisation can be
asked to provide startup finance for the
organisation. It is a simple loan, typically
carrying litfle or no interest, with some
features more commonly associated with
equity. For example, a qualification loan
may not have a fixed repayment schedule,
but instead may give considerable
discretion to the governing body to
determine when and how they are repaid.

In co-operatives, the third co-operative
principle of equitable contribution of
capital should apply. All members should
be under an equitable obligation to make
a qualification loan, but the size of the
loan may vary depending on the size

of the members’ transactions with the
co-operative. So each year, the scale

of a member’s involvement will be
reassessed, and it may lead fo the loan
being reduced, and a repayment made,
or the loan being increased.

A qualification loan will normally

appear as a long term creditor — though
depending on the conditions of the loan,
it may move into current (short term)
liabilities if there is an expectation that it
will need to be repaid in less than a year.
When a member leaves it is normally
hoped that their loan will be repaid, and
that this will be financed either by the
qualification loan from an incoming new
member, or the increased reserves of the
organisation, or the reduced costs of being
a smaller organisation. However, it may
be prudent to retain the power for the
governing body to delay repayment until
the organisation is comfortably able to
afford it.

5.9: Loans from supporters

Of course, other supporters as well as
members and banks can make loans,
and they can be made with a wide variety
of terms and conditions. Although it is
possible fo make such loans secured,

it should only be considered where

one person is the main lender for the
organisation and they are highly trusted.
If a bank would not make the loan,

it is likely to be because they were not
persuaded that repayments would be
maintained, and so such security would
be at some risk. Legal charges are
powerful tools, and it is safer to leave
them with reputable and professional
organisations that will not use

them arbitrarily.




) model loan .
igrngé;ent (with no gecurity)
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Bonds are similgr to loan

stock - in fact, the two
perms are sometimes ugeq
;nterchangeably = but ‘bond’
Is often used to refep to
more complex arrangements,
for example debt securities 7
that can be converted into
equity shares.

A rate of interest should be set with
reference to typical rates in the financial
marketplace. A social enterprise or
co-operative should not agree fo rates

of interest greater than would normally
be necessary to secure the finance; it
would in effect mean that the assets of the
organisation were being used for private
benefit. The governing document of the
borrower may set limits on inferest
payments. The term of the loan should be
shorter than it might otherwise be, as the
circumstances of an individual can change
a lot faster than those of a bank.

Supporters can be offered a choice of
interest rates, from 0% up to the equivalent
of a market rate. Many social enterprises
find that supporters will choose 0%

or a low interest rate because they

want to support the social aims of

the organisation.

A written loan agreement is essential,
even if you are borrowing from a friend.
Always remember that two copies of the
agreement should be signed, so that
each party has one to refer to. Some
organisations go beyond their immediate
circle of supporters fo invite lending from
the public. You should be very cautious in
the way this is advertised. See chapter
6.6.2 for further defails.

5.10: Loan stock and bonds

Loan stock is something of an anomaly in
the world of lending: it is a form of debt,
for sure, but it has many of the features of
a risk investment. Typically, it comes not

from banks and professional lenders but
from friends and supporters (possibly
businesses, but more often individuals). It
usually has no schedule for making regular
repayments — just a date on which the loan
stock ‘matures’ and must be repaid in full.
It is unsecured and so embraces an
element of risk.

Because of the potential risks, it is
preferable to spread the loan among a
number of people - it needn’t be the same
amount lent by each person, but that is
quite common because it is obviously seen
to be fair. The investment is placed with
the organisation for a fixed period of time;
it may carry inferest and (subject to certain
conditions) it may be withdrawn earlier
than the closing date. The lender/investor
does not get any decision making power