Case Study: Financing Business Expansion

Background:
ABC Engineering Ltd is a mid-sized manufacturer of industrial equipment, operating for over 10 years. With rising demand for their products, the company plans to expand by investing £10 million in new production facilities and increasing their working capital. The directors face a crucial decision on how to finance this expansion—either by long-term debt, short-term borrowing, or a combination of both. They also intend to apply for a £6 million long-term loan from a major bank.
The expansion programme includes:
· £7 million for new machinery and plant
· £3 million to increase working capital (inventory, raw materials, and hiring additional staff)
The directors must carefully balance risks and financing costs to ensure the success of the expansion while maintaining the company's financial health.
The bank is assessing the loan application by analyzing ABC Engineering’s financial performance, risk exposure, and ability to generate sufficient cash flows to cover loan repayments.

Part A: Factors to Consider in Financing the Expansion
1. Nature of Financing Needs
· Long-term investment (new machinery and plant)
· Short-term financing needs (working capital for daily operations)
2. Options Available:
· Long-term borrowing: Spreads repayments over a longer period with predictable costs but may increase overall financial obligations.
· Short-term borrowing: Lower initial costs but requires quicker repayment, possibly leading to refinancing risks.
· A combination of both financing types may provide flexibility and balance risk.
3. Challenges and Risks:
· Rising interest rates may increase short-term borrowing costs.
· The company must maintain cash flow to meet repayment schedules.
· Excessive short-term borrowing may create liquidity issues, while over-dependence on long-term borrowing can lead to high financial leverage.

Part B: Factors a Lender Considers
The bank must evaluate the business on several factors before approving the loan application:
1. Financial Health:
· Analysis of key ratios, including:
· Debt-to-equity ratio (indicating financial leverage)
· Current ratio (to assess liquidity)
· Interest coverage ratio (ability to meet interest payments)
2. Credit History:
· The company's track record with previous loans and repayments.
3. Business Plan:
· The expansion plan must demonstrate how the investment will generate increased revenues and profits.
· The company must provide cash flow forecasts to show that loan repayments are feasible.
4. Collateral:
· The lender may require security, such as machinery or property, to reduce the risk of default.
5. External Factors:
· Industry trends, competition, and economic conditions may affect the company's future performance.

























	











Case Study Questions
Part A: Financing Decision
1. Explain the key differences between short-term and long-term borrowing. What are the risks associated with each for ABC Engineering?
2. Which type of financing is more appropriate for:
· The purchase of new machinery?
· Increasing working capital?
3. Discuss how fluctuations in interest rates might affect the company's choice between long-term and short-term borrowing.
4. What financial strategies can the directors implement to minimize refinancing risks and maintain cash flow stability?


Part B: Loan Approval Process
1. As a bank loan officer, what key financial metrics would you analyze when reviewing ABC Engineering's loan application? Justify your choices.
2. Why is collateral important for reducing the lender's risk? What types of collateral would you require from ABC Engineering?
3. Discuss the importance of cash flow forecasts in the loan decision-making process.
4. Identify external risks that could affect ABC Engineering’s ability to meet loan obligations. How should the bank account for these risks when setting loan terms?


In-Class Activity (Group Work)
Role-Play Exercise:
· Group A: Acts as the management team of ABC Engineering, presenting their financing plan to secure the loan. They must explain their financing needs, preferred borrowing mix, and strategy for managing repayments.
· Group B: Acts as the bank's loan assessment team. They must evaluate the loan proposal, ask critical questions, and decide whether to approve or deny the loan. If approved, they must propose loan terms (e.g., interest rate, repayment schedule, collateral).
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