Subordinated Debt
For many Canadian small and medium sized businesses (SMEs), particularly those in high growth and export-oriented sectors, finding a source of capital to finance their development is a real challenge. New, innovative subordinated debt instruments widen the possibilities and may allow the entrepreneur and the management accountant to implement the firm's growth strategies.

Many of our country's most promising SMEs are held back because conventional lenders rely on collateral, such as bricks and mortar, rather than ideas, potential and track record. These businesses regularly find themselves in situations where they have insufficient tangible assets to offer, or their conventional lenders will not recognize the full potential of an expansion project. They often need financial instruments to complement existing operating lines of credit, term loans and internally generated funds to address what is generally perceived as being the riskier component of a loan package. One possible solution to this dilemma is for the business to obtain a mezzanine financing, or subordinated debt, vehicle.

Mezzanine financing, or sub-debt as it's often known, represents a bridge between senior debt instruments (those that have a first security position) and equity financing. In the U.S., the term "bridge financing" is commonly referred to in the same context. In reality, it is debt financing that is subordinated to senior creditors, some of whom will treat it as equity; hence the term, mezzanine financing.

Growing businesses require working capital to finance increases in inventory, R and D, accounts receivable and other such assets. Financing these needs can be difficult to transact due to the very nature of the assets; either they are not currently on the balance sheet or they are considered to be intangible. Moreover, development cycles are typically longer than is the case with traditional businesses. Examples of projects that are well-suited to sub-debt financing include the following:

a) soft costs associated with upgrading/expanding of facilities;

b) enabling management buy-outs;

c) developing export markets;

d) implementing marketing plans;

e) financing the acquisition of intangible assets (such as intellectual properties).

Other needs for mezzanine financing are driven by the fact that there are unsatisfactory divestiture opportunities for venture capitalists, insufficient rates of return for investors or reluctance on the part of the existing shareholders to further dilute their holdings in the business.

Since lenders of subordinated debt instruments do not have the luxury of being able to rely on security as a secondary source of repayment, they must be confident in the primary source - the cashflow of the business. In order to become more comfortable with the business, there are some general characteristics these lenders seek in the businesses to whom they are lending.

These features include the management, financial strength, and industry strength of the applicant.

Lenders look first for a strong, committed management team that possesses continuity. Some necessary components include a clear mission and vision for the organization and evidence of strategic planing. This should be complemented with a comprehensive MIS, so that management can track its performance against plan and efficiently manage the operation. Since most of the eligible businesses are knowledge-based, their strengths lie within their key employees. Thus, another important area is that of human resources management practices; they should reflect the most progressive practices in order to ensure that key people stay with the organization.

Financial strength is another key consideration for the lenders and most are looking for businesses that have been in existence for at least two or three years. This is measured by the historical earnings of the business in its abilities to meet its needs and obligations to date, otherwise known as its cash-flow coverage. Further indicators are the proposed level of debt relative to overall equity, working capital ratios, margins of safety (break-even sales relative to forecast sales) and the cash conversion cycle. Other important considerations are the level of support from major operating lenders and the ability to raise additional capital when necessary.

Industry strength poses the most challenges for lenders because of the level of due diligence that is involved in this area. They must assure themselves that there is a market for the product based on an analysis of market demand, competition and the business's ability to continue to bring the product to market. Additionally, returns on assets and gross margins relative to industry averages are considered as well as barriers to entry and key competitive advantages possessed by the applicant. Financial forecasts are derived from the data gleaned in the analysis of the industry's strength, and the business's ability to repay its loans is contingent upon its generating sufficient cash resulting from future sales.

In order to be considered for subordinated debt financing, an applicant should expect to provide the lender with a detailed business plan, including a comprehensive description of the company's market and the opportunities with which it is confronted. This should be supplemented by audited financial statements of historical results (or at least a review of engagement reports with an audit on major balance sheet items), as well as a copy of the company's strategic plan. In some instances, a technology assessment conducted by a qualified third party (such as the National Research Council of Canada)

may be required.

There are several benefits associated with financing the business's growth by this method. The instrument itself takes the appearance of equity without further diluting the ownership in the business. In fact, some senior lenders regard this kind of financing as equity, since the security interest is subordinate to them. This can often facilitate the acquisition of more senior debt, which will reduce the average cost of capital associated with the project (subordinated debt is more expensive due to the higher risk associated with it). Most mezzanine financiers are more involved with their clients than conventional lenders. They can offer objective counsel on areas that are critical to the operation free of charge! Finally, utilizing a mezzanine instrument can allow the business to undertake projects that might not be possible otherwise.

Compensation to the lender can take various forms. The most typical of these include a rate of interest, royalties on sales, fees, bonuses and/or stock options. The returns are structured in such a manner that the lender is allowed to participate in the upside because the downside risk is significant due to the fact that there is no tangible collateral securing the advance. A common rule-of-thumb is that the actual return on mezzanine capital, for reasonably strong approaches, is approximately 1,000 basis points (10 per cent) over prime. The alternative is to seek venture capital financing, the target returns for which range from 30 - 40 per cent per annum, and can result in ownership dilution. Moreover, transaction costs are usually substantially lower with the debt alternative.

In conclusion, although the capital cost associated with the financing instrument in itself may appear expensive at first glance, it is important to consider the overall after-tax contribution of the project to the company's bottom line. If there is a long-term positive impact on the business's profit picture, then the project should be given serious consideration. If the lender shows sufficient confidence in the proposal to advance a subordinated loan, the applicant should find comfort in the viability of the project.
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VanCity Capital Corporation is a wholly owned subsidiary of VanCity Savings Credit Union that specializes in providing subordinated debt to small to medium sized BC businesses.  Deal sizes range from $100,000 to $1,000,000 with no specific industry preferences.  Our approach to sub-debt financing is quite unique and features the following key attributes:

a) Uncomplicated deal structure
Most deals are based on a straight prime plus spread blended payment basis - no royalties, no equity kickers, no elaborate security packages.

b) Quick turnaround
Experienced sub-debt investment managers, a flat organizational structure and local decision-making allow us to make investment commitments to meet your timeframe.

a) Flexibility
‘Any deal that makes sense’ is our rule of thumb.  If you can think it and it makes sense from a business and credit perspective then we can probably do it.

For more information on how VanCity Capital can help you

grow your business please call 877-6565.
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