CHOOSING THE APPROPRIATE BANK FACILITY
As a result of the many challenges that beset SMEs, it is not easy for them to make the right choices when considering facilities for their businesses. At times, the facilities taken are a mismatch with the business requirements: at times the businessmen are frustrated by ‘obstinate’ bankers who prescribe the ‘wrong’ facilities.

Although bank facilities are ultimately money into the business, different businesses require different facilities. And so do different circumstances that different businesses are in. It is therefore imperative that an investor takes a critical assessment of his business requirements prior to approaching a bank for assistance. It is equally important to seek advise from your bank before presenting the formal application to the bank.

In the classical manufacturing environment, raw materials are purchased and converted into finished goods. The finished goods are then turned into debtors and later on to cash. This cash is then used to purchase raw materials starting the cycle all over again. As the investor waits for the cash to purchase the raw materials, will the resources (labour, machinery etc) stay idle? What bank facility is appropriate to ensure that these resources are not idle? Is it an overdraft or a loan? The answer lies in the investor’s response to a number of questions including:

· How much time does it take for the manufacturing cycle to be repeated?

· How long does it take to acquire the raw materials?

· Is the raw material locally sourced or imported?

· What is the production capacity of the fixed assets?

· What is the size of the market?

Take a case of a simple posho mill. Assuming that maize is readily available and buyers are paying cash for the maize flour, the manufacturing cycle is fairly small repeating itself after a week or so. In such a case, an overdraft would be ideal. The overdraft enables the investor to purchase maize and the overdrawn position is covered within a week or so from collections after sale of the flour. The parameters change when there is a looming shortage. Since the investor wants to ensure that the mill is not idle due to lack of maize, he will take a loan to stockpile the raw material. The loan is repaid from the cash obtained from sale of the flour. The loan is preferable here because the stock (maize) so purchased will not be used at once but will be converted into finished goods (flour) over a long period of time. 

If an overdraft would have been taken instead, it would have remained ‘hardcore’ until the stock is depleted. Assume that under normal production, the overdraft taken is shs.100,000/-. Due to the looming shortage, the investor convinces the bank to allow enhancement of the overdraft to shs.700, 000/- to facilitate purchase of adequate stock for six months. The investor will draw the shs.600,000/- additional overdraft and pay the suppliers of maize. However, his level of operation is within the original overdraft of shs.100,000/-. In this way, the account balance will be operating up to shs.600,000/-debit. This amount will be attracting unnecessary interest on a monthly basis. The investor’s payment of this interest does not reduce the principal obligation to the bank. In the event of a loan any installment paid reduces the obligation.  

What of where the maize flour is sold on credit to distributors? A combination of the two facilities may be suitable. This way, the loan allows the investor to purchase stocks while the overdraft avails cash awaiting payment by the debtors.

Depending on the standing of the debtors, the SME can also obtain working capital by taking an invoice discounting facility from the bank. In this facility, the bank advances some money to the SME on the strength of invoices from reputable organizations. The advance enables the SME to buy/manufacture and supply the goods to the invoicing organization. The bank has the comfort of the reputation of the organization who would not be expected to fail to pay (or delay payment) for the goods.
Advancing this example further, there are times that maize is imported into Kenya, sometimes from Southern Africa and the Americas. In these circumstances, what facilities are suitable for the businessman?

Let us take the case of a loan. The businessman takes a loan from the bank, wires the money for purchase of the maize and waits for the shipment. Depending on the source, the maize will take about a month to reach the mill. However, immediately you take the loan, you start repayment, whether the stock is in the warehouse or not. Even if you negotiate for a grace period with your bank, the bank still expects you to pay interest on the outstanding amount during the grace period. The shipment period, is, therefore, a ‘wasted’ one because you are paying for stocks that you don’t hold.
A facility that allows a ‘breathing space’ during shipment and production would be more apt. A Letter of Credit (LC) is such a facility. Generally speaking, it is a confirmation from the importer’s bank to the exporter’s bank that payment will be made when the maize is delivered in the quantity and quality specified by the importer. Due to the comfort that this bank-to-bank arrangement gives the exporter, he is able to allow a longer repayment period. This way, depending on the negotiation skills of the importer, a 180 days LC, 90 days, 60 days, 30 days or sight (payment to be made once the export documents are received by the importer’s bank) will be opened.  
When in need of a bank facility, an SME is well advised to seek the advise of his/her bank for the facility that best suits the use of the facility.     

