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Foreword

Over its 20-year history, the Manufacturing Extension Partnership (MEP)—a program of the U.S.
Department of Commerce’s National Institute of Standards and Technology (NIST)— has helped U.S.
manufacturers implement process improvement and cost reduction strategies to save time and money,
achieve higher profits, and create and retain thousands of jobs. MEP continues to provide those
services and serves as connecting point with close to 2,300 third party service providers to deliver in-
depth assistance annually to thousands of manufacturers in MEP’s five strategic growth areas—
technology acceleration, supplier development, sustainability, workforce, and continuous
improvement.

In spring 2011, MEP commissioned an independent capital access assessment study with the support
of Booz Allen Hamilton to better understand the current state of the capital marketplace and how it
impacts the ability of small and medium sized enterprise (SMES) to obtain the necessary capital to
support innovation and growth. Across all stages of the businesses lifecycle, from early stage to high
and steady growth, companies need reliable access to capital to fuel innovation and sustain growth.
The scarcity of available capital and credit is particularly impactful on the manufacturing sector, which
is very capital intensive and often requires the financing of inventories and receivables over longer
periods than other sectors of the economy like software which rarely has any inventory.

National surveys of manufacturing companies have cited delayed capital investment as one of the
biggest impacts of the recent recession and a constraint to future growth. While there are some places
where the credit crunch has eased, securing capital for sales and growth remains a complex and
frustrating process for many, even historically successful, smaller manufacturers.

This report summarizes the findings and recommendations from the environmental scan conducted
during the capital access assessment project. The content of the report is not intended to provide an
academic, in-depth study of the capital market. Instead, the goal of the assessment was to provide
MEP a working basis for understanding the capital access challenges currently being experienced by
SMEs and possible solutions for addressing these challenges. The observations and recommendations
contained are the opinions of the authors (Booz Allen Hamilton project team) and are based upon the
information collected through interviews with a representative set of stakeholders, existing data, and
surveys conducted by the several reputable organizations referenced in this document.

Like its clients, MEP must adapt to continually improve its business model to maximize the
effectiveness of its services and its impact on U.S. manufacturing and economic prosperity. The
observations and recommendations contained in this study offer opportunities for MEP to explore
enhanced service offerings and potential partnerships that can improve manufacturer’s ability to access
the right kind of capital to sustain growth and build an enduring competitive position in today’s global
economy.
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Executive Summary

Across all stages of a business’s lifecycle, from early stage start-up to high growth to maturity,
manufacturers need access to capital to achieve a healthy financial position that will lead to successful
operation, innovation, and expansion. “Every growth strategy decision is also an investment
decision.”® Access to capital is an essential requirement that enables the stability and growth of
MEP’s client base—small manufacturing enterprises (SMEs) with less than 200 employees. SMEs
comprise the backbone of the U.S. manufacturing industry, accounting for about half of all
manufacturing jobs in the U.S.?

However, a lack of available capital has restricted the ability of many small manufacturers to grow
and compete in the current business environment. Surveys of manufacturing companies and
numerous stakeholder interviews conducted as part of this assessment cited delayed capital
investment as the biggest impact of the 2008 recession and financial crisis, and a constraint to future
growth.® The business challenges related to accessing capital particularly impact the manufacturing
sector, which is by its nature asset-intensive, requiring financing for equipment, inventory, and
receivables. Furthermore, the cash conversion cycle for manufacturers is often longer than that for
other types of industries, as inventory is purchased in bulk, processed through production and sold as
needed to satisfy customer demand. With their liquidity tied up in inventory, finished goods and
accounts receivable, manufacturers require more working capital than do other industry types.
Manufacturers have historically used commercial or residential real estate, equipment, inventory and
receivables as collateral to finance operations.” With the well-documented depreciation in both
commercial and residential real estate and the general tightening in the credit markets, even
manufacturers who are performing well may experience difficulty in maintaining their existing
borrowing capacity.

This Capital Access/Loan Program Assessment report seeks to better understand the current state of
the capital marketplace and how it is impacting the ability of small manufacturing companies to
successfully find and obtain needed capital. NIST MEP, within the U.S. Department of Commerce,
commissioned Booz Allen Hamilton (BAH) to launch a Capital Access/Loan Program Assessment.
This Report summarizes the findings and recommendations from BAH’s environmental scan
conducted during the initial phases of the Capital Access/Loan Program Assessment. The objectives
of the assessment were to:

e Evaluate whether the supply of available capital is accessible to, and meeting the capital
needs of small manufacturers (“the demand side™);

e (atalog and analyze sources of direct and indirect capital (“the supply of capital”) available to
small manufacturers primarily through federal government programs, with an initial
examination of state, public-private partnerships, and other sources;

e Lay the foundation for creation of possible recommendations that will assist small
manufacturers in accessing the capital needed to compete in a global economy.

See Section 1.1 for a detailed description of the scope of this report and the methodology used to
conduct the environmental scan and needs assessment.
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Demand Findings: Small Manufacturer Capital Needs

e The most common reasons why small manufacturers currently need capital—which differ
somewhat from other types of small businesses—are: (1) for working capital, which has been
more difficult to obtain due to depreciating asset values or declining sales revenues, (2) to
purchase machinery or equipment, (3) to expand or remodel an existing facility, or (4) to
refinance or restructure their balance sheet. The primary reasons why the capital needs of
small manufacturers differ from other types of small businesses are their greater need for
fixed assets (e.g., machinery and equipment) and a long cash conversion cycle requiring them
to have higher short-term capital needs.

e Due to the growing use of Just In Time (JIT) production and inventory strategies, smaller
manufacturers are increasingly carrying the costs associated with producing and storing
inventory for the larger, secondary manufacturer who often has the ability to exert more
control over their supply chain and obtain capital at a lower cost.

e Some manufacturing sectors consistently have higher annual expenditures than other sectors,
including petroleum, coal products, transportation, and metal manufacturers. However, the
largest types of expenditures do not seem to vary across different manufacturing sectors, and
include annual payroll, raw materials, and machinery and equipment. See Section 2 for more
details on the differences in expenditures across manufacturing sectors.

e The most commonly-used type of capital by small businesses is debt, specifically business
lines of credit and term loans. Small manufacturers may require higher amounts of capital
due to their fixed asset financing and working capital needs.® Anecdotal evidence from
stakeholder interviews also reveals that many small manufacturers turn to private placements®
or sources of capital provided from friends and family instead of pursuing bank financing.

e Small businesses have a strong unmet demand for credit due to difficulty in accessing or
qualifying for adequate financing. However, stakeholders—such as the American Bankers
Association (ABA) and Federal Reserve System—nhave also noted an overall decline in loan
demand and lower utilization of existing credit lines by businesses. These small business
trends appear to also hold true for manufacturing firms based on stakeholder interviews and
the literature review.

e There are certain characteristics that are common among small businesses that are more
successful at qualifying for credit in today’s economy, such as evidence of strong cash flows
and cash reserves. These characteristics also apply to small manufacturers.

e Small businesses may not attempt to apply for loans or other traditional forms of credit due to
the perception that the availability of credit is limited. Some businesses may be averse to
taking on additional debt in the current business environment. Stakeholder interviews
conducted to date indicate that this finding also generally applies to small manufacturers.

See Section 2 of this report for more details on the above findings.

Supply Findings: Availability of Capital for Small Manufacturers

e Currently, 103 federal government programs administered across at least 17 departments and
independent agencies offer funds for small businesses or small-to-large size manufacturers in
a variety of areas including: research and development, energy efficiency, international
growth, general business needs and economic development. (See Section 3 for a full listing
and more details about these federal programs.)
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e Of the 38 programs that target manufacturers explicitly, many are not fully accessible to small
manufacturers, nor do the programs target funds directly for small and medium sized
companies.

e Funds available through the 103 federal programs are primarily provided as forms of debt
capital (e.g., loan guarantees) or grants, not equity capital. While most of the federal
programs are provided to SMEs in the form of loan guarantees, grants, and cooperative
agreements, there are five equity funds guaranteed by the federal government. The most
commonly recognized federal equity programs are the Community Development Financial
Institution (CDFI) and Small Business Investment Company (SBIC) funds administered by
the U.S. Department of the Treasury (Treasury Department) and the U.S. Small Business
Administration (SBA), respectively. Three other examples of federal equity funds are Red
Planet (NASA), In-Q-Tel (CIA), and OnPoint Technologies (U.S. Army), which are aligned
to the needs of these agencies.

e The government programs that are most widely recognized by the stakeholders interviewed
are the SBA 7(a) Guaranteed Loan Program, the SBA 504 Fixed Asset Program, and the
Export-Import Bank programs. While some challenges exist related to increasing SME and
lending institution awareness of, and access to, these programs, both agencies supply a
significant amount of loan guarantees and equity each year to the manufacturing sector.

e The Export-Import (Ex-Im) Bank is increasing the number of small manufacturers that use its
products to expand exporting operations. Historically, Ex-Im products targeted large
manufacturers and were provided through large commercial banks, instead of CDFIs or local
community banks. However, Ex-Im has incorporated into its strategic plan initiatives that
seek to expand the use of their products by smaller businesses, including smaller-sized
manufacturers (e.g. suppliers to exporters).

e Stakeholder interviews and documents researched as part of the literature review reveal that
commercial banks may have shifted away from originating smaller sized loans to loans of
larger size. While this trend applies generally to small businesses, its impact on small
manufacturers could result in a reduced ability to obtain financing, especially in smaller loan
amounts. This may be a consequence of banks seeking to reduce the risks and administrative
costs associated with smaller loans, partially as a result of recent changes in banking
regulatory policy.

e Community banks and Community Development Financial Institutions (CDFIs) complement
the role of the larger commercial banks in providing credit to small businesses, and serve
small manufacturers in rural or underserved areas that may not have access to larger
commercial banks.

e Stakeholders hold a common perception that capital is available for small businesses through
lenders and investors, but accessibility has declined due to tighter lending standards and the
increasing cost of capital. While banks are beginning to ease their standards, access to capital
is still a concern of both lenders and small businesses.

e The availability of venture capital is greater in certain geographic areas, and may be under-
utilized by small manufacturers seeking to expand. The SBICs and community development
venture capital funds do seek to provide equity options to underserved areas. Additionally,
there are five equity funds guaranteed by the federal government.

See Section 3 of this report for more details on the above findings.
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Key Gaps and Recommendations

According to the Small Business Administration, the U.S. has one of the most developed markets for
credit and capital in the world.” However, might there be additional opportunities to enhance
accessibility and utilization? Based on our analysis, the answer appears to be yes—in terms of aspects
related to both the supply of, and the demand for capital by SMEs. For the purpose of this report,
these issues have been grouped into the following areas—availability, awareness, and accessibility.
Additionally, a preliminary analysis of issues related to the requirements of federal programs, and in
the operational or programmatic infrastructure of MEP’s programs and centers, was conducted.

Recommendations for how MEP—in coordination with other federal, state, public-private partnership,
and private sector stakeholders can address these issues (i.e. availability, awareness, and accessibility)
are also proposed on the following pages. Based on the environmental scan, stakeholder interviews,
and analysis of the sampled sources of capital cataloged for this report, proposed recommendations
fall into three primary areas:

1. Business Assistance Recommendations—Recommendations that involve the development
of new or enhanced business assistance offerings that could be provided by MEP, other
federal agencies, or industry associations.

2. Partnership and Collaboration Recommendations—Recommendations that focus on
building relationships with key stakeholders who also have an interest and role in serving
SMEs through their services.

3. Federal Strategic and Programmatic Recommendations—Recommendations that focus on
integration of capital access strategies into existing federal programs and plans, modification
of existing federal program requirements, development of communication products to raise
awareness, and enhancement of MEP’s operational and functional capabilities.

For historical perspective, it is important to note that many of the awareness and accessibility issues
described in this report are similar to findings in a 1993 National Research Council report entitled,
“Learning to Change: Opportunities to Improve the Performance of Smaller Manufacturers.”
Interestingly, despite the difference in the U.S. economic conditions between the government
surpluses and economic growth figures of the 1990s compared to today’s decline in job growth and
the impacts of a recent economic recession, several of the Council’s key findings and
recommendations around capital access are equally relevant today. One example is their
recommendation to help banks to better understand the investment needs and opportunities in the
manufacturing industry, and the need to create educational programs for manufacturers and local
financial institutions. See Section 4 of this report for more detailed descriptions of the Council’s
report from 1993, and the gaps and recommendations summarized below.

Availability Gaps Recommendations to Address Gaps

Limited number of federal Partnership and Collaboration Recommendation:
financial assistance programs and | Federal programs can review their existing authority and
private sources that target the funding priorities to identify strategies that promote
Specific needs of smaller manufactu“ng as a program pI’IOI’Ity.

manufacturers
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Varying availability of capital
sources by geographic location,
and gap in unsecured working
capital financing in amounts
ranging from $150,000 to
$500,000

Secured loans are more readily
available for this loan range, but
lenders expect priority position on
business assets.

Gap in fixed asset financing
amounts between $2 million and
$5 million, which is more
applicable for larger small
businesses.

Strategic and Programmatic Recommendation:

MEP centers may benefit from additional guidance on how to
engage local CDFls, banks, and other sources of capital to build
a relationship and help direct local manufacturers to relevant
resources.

Business Assistance Recommendation:

MEP Centers may benefit from additional guidance on how to
organize events, such as “Speed Dating Deal Day” programs, to
assist small manufacturers in connecting with targeted lenders
and investors.

Partnership and Collaboration Recommendation:

New federal interagency partnerships could be formed to
explore the possibility of government program modifications to
address funding gap between $150,000 and $500,000.

The SBA is already attempting to address the fixed asset
financing gap by recently raising their 7(a) guaranteed and 504
loan ceilings from $2 million to $5 million.

MEP may want to consider additional engagement with state
stakeholders to raise awareness of small manufacturer needs and
to provide suggestions for how state programs can address needs
(e.g., create state loan funds for manufacturers).

Reduced availability of private
equity funds outside of specific
geographies (e.g., Silicon Valley)

Business Assistance Recommendation:

MEP may want to explore whether there has been any regional
market testing to measure the willingness of investors and small
manufacturers to use private equity funds that target
manufacturers. MEP may also want to research available tools
and assistance strategies that can be used to help SMEs learn
how to approach private equity investors.

Partnership and Collaboration Recommendation:

MEP could work with partners to facilitate the establishment of
private equity funds that target small manufacturers, such as a
companion SBA SBIC program.

Varying geographic availability of
federal programs (e.g., SBA,
Export-Import Bank, USDA)
using intermediaries at the state
and local levels

Partnership and Collaboration Recommendation:

Greater engagement with key federal program leaders and
associations that represent lending and investment entities can
help to increase MEP’s brand recognition and the use of its
services by lenders and manufacturers.

MEP might want to suggest among partners opportunities to
streamline or reduce paperwork burden, such as through
common application forms or a centralized online clearinghouse
of resources.
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Gaps in the availability of funding
in specific growth phases,
including start-up and mezzanine
phases

Partnership and Collaboration Recommendation:

MEP may want to explore using federal and state partnerships to
develop models that bring together public and private money to
fund these needs.

Business Assistance Recommendation:

MEP has the ability to engage manufacturers at these growth
stages to better understand their needs and develop assistance
specific to these needs.

Shortage of working capital in the
$150,000 - $500,000 range and
few international financing
options for small manufacturers

Business Assistance Recommendation:

MEP may want to explore resources that can provide assistance
to manufacturers in cash flow management to reduce working
capital requirements.

Partnership and Collaboration Recommendation:

MEP has opportunities to engage with federal stakeholders (e.g.,
Export-Import Bank) to encourage development of programs
that fund small manufacturing export strategies.

Awareness Gaps

Recommendations

Need to increase small
manufacturers’ awareness of
existing sources of capital

Strategic and Programmatic Recommendation:

MEP could disseminate information on available capital types,
sources and assistance providers through MEP Centers.

Business Assistance Recommendation:

MEP might be able to expand and adapt the initial inventory
listing of providers (sources of capital) compiled under this
project into a web-based diagnostic tool.

Need to increase small
manufacturers’ knowledge of how
to successfully approach potential
lenders and investors with well-
prepared financial documentation,
business plans and exit strategies

Business Assistance Recommendation:

MEP has the opportunity to use the existing network of MEP
centers to develop and deliver business assistance services
focused on preparing SME’s for financial discussions (e.g.,
templates, sample financial statements, business plan
formulation, and bundled training options.

MEP may also want to consider establishing an executive
mentorship program focused on financial plan preparation or
assisting manufacturers in how to effectively engage local
SCORE or SBDC programs.

Need to increase small
manufacturers’ awareness of
existing sources of business
assistance

Strategic and Programmatic Recommendation:

MEP might want to consider how it can disseminate a list of
business assistance resources through an MEP “Clearinghouse”
portal and MEP Centers.

Business Assistance Recommendation:

MEP can provide guidance to MEP Centers on how to identify
and establish relationships with local business assistance
organizations.
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General misperception that not
enough capital is available

Strategic and Programmatic Recommendation:
MEP can conduct outreach campaign to increase awareness on
most applicable capital sources.

Business Assistance Recommendation:

MEP can include information in its business assistance on how
to identify available and applicable sources of capital and capital
market trends.

Need to better brand and market
federal programs to lenders,
investors, and small manufacturers

Partnership and Collaboration Recommendation:

MEP can include in its engagements with the state and federal
program stakeholders strategies to conduct outreach campaigns
to better brand federal programs and promote increased
awareness among lenders and manufacturers.

Knowledge gap among lenders
who may not fully understand how
to evaluate risk or cost-saving
potential in manufacturer
applications due to limited
understanding or experience with
the manufacturing sector

Strategic and Programmatic Recommendation:

MEP can highlight the success of individual MEP Center
relationships with select lenders and trade associations to
educate the lenders on manufacturer needs and improve their
relationships with manufacturers.

Business Assistance Recommendation:

MEP might want to consider using market research to develop
growth estimates for key sectors that can be used by small
manufacturers when approaching lenders and investors. The
findings could be used to analyze and evaluate the cost savings
and potential efficiency gains for new technologies. Eventually,
this capability might be incorporated into business assistance
services provided by centers.

Accessibility Gaps

Recommendations

Difficulties experienced by small
manufacturers in accessing federal
programs due to:

1) Challenges in navigating
federal websites to find
funding opportunities

2) Time consuming process to
track application deadlines
and complete paperwork

Business Assistance Recommendation:

MEP could build on the information coming out of this project
to develop a diagnostic tool that provides a guide to available
federal programs.

MEP may consider augmenting its business assistance services
manufacturers with best practices for applying for federal grant
programs and managing accurate financial records.

Partnership and Collaboration Recommendation:

MEP might consider collaborating with federal stakeholders to
identify common areas where paperwork could be standardized
or reduced.

Conscious choice made by small
manufacturers to not take on more
debt or pursue growth strategies
deters some companies from
accessing available financing

Strategic and Programmatic Recommendation:

MEP may want to augment its business assistance services with
more information on how companies can select the best
combination of financing products given a specific capital need
and evaluate the risks associated with taking additional
financing.

Limited access to private equity
investors due to lack of prepared
exit strategy

Business Assistance Recommendation:
MEP’s business assistance services might expand to include
information on how companies can develop exit strategies for
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products and approach private equity funds with the strategies.

Partnership and Collaboration Recommendation:

MEP might seek to collaborate with partners to promote
establishment of a “State Cluster Manufacturing Development
Private Equity Fund.”

Ability of smaller manufacturers
to successfully apply for the
SBA’s SBIR and STTR
cooperative agreement funds

Partnership and Collaboration Recommendation:

MEP may want to expand its engagement with the SBA to
explore changes to, or expansion of, the SBA’s SBIR and STTR
programs to ensure that smaller manufacturers are not placed at
a competitive disadvantage to larger companies that may enjoy
the backing of venture capital funds.

Challenges experienced by
manufacturers, especially smaller
companies with less than 20 staff,
in qualifying for financing due to
tighter lending standards and
lower risk tolerance of lenders

Partnership and Collaboration Recommendation:

MEP may also want to engage SBA stakeholders to
collaboratively propose government lending requirements that
reflect economic conditions and provide incentives for lending
to qualified manufacturers (e.g., create requirements or
incentives that provide support in situations where collateral has
depreciated or when the forecasted liquidation value of
equipment is uncertain).

MEP may also want to consider encouraging “the
Manufacturing Czar” to advocate for greater regulatory
consistency and flexibility in supervision of community bank
portfolios and underwriting standards.

Business Assistance Recommendation:

MEP may want to consider providing small business loan
application education and assistance to manufacturers on how to
successfully qualify for a loan.

Difficulty in accessing federal
energy efficiency and “green
innovation” program funding due
to cost-sharing requirement or
disadvantaged status of small
manufacturers in competing with
larger manufacturers

Partnership and Collaboration Recommendation:

MEP can leverage its ongoing work with federal and state
programs to raise awareness of challenges small manufacturers
face in accessing existing “green innovation” grants and
funding.

Likewise, MEP might consider using its existing federal and
state partnerships to develop a financing model that would bring
together public and private money to fund these needs.

Underutilization of federal loan
guarantee programs by
intermediary lenders, as measured
by participation rates

Strategic and Programmatic Recommendation:

MEP can explore opportunities to work with the federal loan and
private equity guarantee programs to conduct an education
campaign to:

1) Raise awareness of how to better evaluate risk of
manufacturing companies in lending
2) Increase marketing and outreach to manufacturers

Programmatic Challenges

Recommendations

Need for federal consensus on
national manufacturing strategy
that can drive MEP manufacturing
finance strategies

MEP Strategic and Programmatic

MEP may want to consider how it can use its current
relationship with the National Association of Manufacturers
(NAM), the Association for Manufacturing Technology (AMT),
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and other associations to examine and outline the impact that the
access to capital issue has on U.S. manufacturing and on the US
economy and its ability to create jobs. MEP could share this
information with partners who administer programs.

MEP Strategic and Programmatic Recommendation:
MEP has opportunities to establish a key conduit for
understanding and advocating for needs specific to small
manufacturers.

Need to better define MEP’s target
customer base and better
understand the capital-specific
business assistance needs of the
target customer base

MEP Strategic and Programmatic Recommendation:
Incorporating capital access strategies into the MEP Next
Generation Strategy can enhance the effectiveness of MEP’s
plans and its ability to achieve its goals.

Business Assistance Recommendation:

Conducting small manufacturer business assistance needs
assessments can help ensure that lenders have enough
information to allocate funding and services to the “best”
client segments.

Need to increase staff, or service
providers, in MEP Centers who
have manufacturing finance
expertise

MEP Strategic and Programmatic Recommendation:
Providing training and support resources to MEP leaders on core
financial topics can support program effectiveness.

Business Assistance Recommendation:

MEP may want to consider building a regional network of
financial experts that can effectively help mentor and train
manufacturers.

Evaluate cost share requirements
for MEP Centers

MEP Strategic and Programmatic Recommendation:
MEP may want to compare its non-federal cost share
requirements for centers with those of other economic
development programs, and consider if more flexibility is
needed for centers to provide new assistance services.

Additionally, specific recommendations for the federal programs most applicable to SMEs include:

Federal Agency

Recommendation

Small Business Administration

e MEP might consider working with its SBA partners to
assess viability of expanding 504 to include early stage
businesses that are in operation for less than 2 years

e Likewise, MEP may also want to work with the SBA to
explore ways to enhance the 7(a) guaranty available for
manufacturing applicants from 85 — 90% for loans below
$150k and 75 — 85% for loans above $150k.

A general recommendation for the

process as a “best practice model” to effectively standardize program requirements and centralize

underwriting.

federal programs below is to utilize SBA’s current guarantee

Export-Import Bank

MEP has a variety of opportunities to work with the Ex-1M
bank, egg:

o Work with Ex-Im to assess the benefits of providing a longer
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repayment term for their 90 day receivable financing.

e Work with Ex-Im to evaluate the benefits of inventory
financing that lasts longer than 12 months, possibly 36-60
months.

e Work with Ex-Im to develop a standard procedure for
financing lower dollar amounts.

o Work with Ex-Im to evaluate their current “domestic
content” requirement against the standard within the
manufacturing industry.

e Work with Ex-Im to develop programs that have a lower
minimum transaction size.

MEP has opportunities to work with the USDA to develop targeted
marketing campaigns encompassing both local MEP centers and
USDA offices, to increase awareness of the programs available.

Department of Agriculture,
Rural Development Agency

Combined, these observations and recommendations provide a comprehensive set of solutions that
address the availability, accessibility, and awareness gaps related to both the supply of and demand
for capital by SMEs. As the leading federal agency serving small-to-medium sized manufacturing
companies, MEP is uniquely positioned to be a leader in facilitating further discussion and
implementation of these recommendations.
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Section

1 Background and Methodology

Manufacturing plays a vital role in the nation’s economy in driving job growth, innovation and
technology. The manufacturing sector accounts for roughly two-thirds of U.S. research and
development expenditures, and employs more engineers and scientists than any other private sector
industry.® Despite these strengths, manufacturing companies face immense challenges in remaining
globally competitive, keeping up with rapid technological change, and realizing cost efficiencies
through green/sustainability efforts. Most recently, as a result of the economic downturn and
recession, small manufacturers are having difficulty accessing the capital essential to effectively grow
and compete.® In several recent surveys of manufacturing executives, a majority of companies—
almost three-quarters of the companies responding in one survey—cited delayed capital investment as
the biggest impact of the recession and a constraint to their future growth.

The business challenges related to accessing capital particularly impact the manufacturing sector.
Unlike the service and retail industries, the manufacturing sector is capital intensive, often requiring
the financing of inventory and receivables for extended periods of time. Manufacturers also have
historically used commercial and residential real estate, machinery and equipment and receivables as
collateral to finance operations.'* With the depreciation that has occurred in real estate, even
manufacturers who are performing well in the current economy may experience difficulty in
maintaining their existing borrowing base. Delayed or constrained capital investment most impacts
smaller-sized manufacturing companies who, according to the U.S. Small Business Administration’s
definition, are those companies with less than 500 employees. These small manufacturing companies
comprise the backbone of the manufacturing industry, representing 98% of all manufacturing
companies in the U.S., and accounting for about half of all manufacturing jobs in the U.S.*

To better understand the current state of the capital marketplace and how it is impacting the ability of
small manufacturing companies to successfully find and obtain needed capital, the NIST
Manufacturing Extension Partnership (MEP), within the U.S. Department of Commerce,
commissioned Booz Allen Hamilton to conduct a Capital Access/Loan Program Assessment. The
objectives of the assessment were to:

e Evaluate whether the supply of available capital is accessible to, and meeting the capital
needs of (“the demand side”), small manufacturers;

e (atalog and analyze sources of direct and indirect capital (“the supply of capital”) available to
small manufacturers primarily through federal government programs, with an initial
examination of state, public-private partnerships, and other sources;

e Lay the foundation for creation of recommendations that assist small manufacturers in
accessing the capital needed to compete in a global economy.

This Capital Access Needs Assessment Report was developed as part of the assessment and study.
The report summarizes the key findings from the intial phases of the assessment, including findings
on the capital needs and access barriers faced by small manufacturers and the existing capital and
financing options available through the federal government and other non-federal organizations and
lending institutions. The observations and recommendations are the opinions of the authors and are
based on the data and information collected and analyzed in the conduct of the study.
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1.1  Methodology

To determine the scope of the types of capital to be included in the assessment summarized in this
report, the following criteria were used:

e Size of Manufacturing Company: This report focuses on MEP’s target audience of small
manufacturing enterprises (SMEs) with less than 200 employees, with some review of
medium-sized manufacturing companies that meet the U.S. Small Business Administration
definition of a small business (less than 500 employees), as shown in Figure 1;

Figure 1: MEP Client Base, as Subset of All U.S. Manufacturing Firms
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Source: U.S. Census Bureau Annual Survey of Manufacturers and MEP Program Data

e Type of Organization Providing or Guaranteeing Capital: A wide variety of federal
government financial assistance and loan guarantee programs are included in this analysis,
with a limited examination of the thousands of direct and indirect sources of capital provided
by non-federal entities. The non-federal entities examined include organizations that serve
small businesses or manufacturers nationwide or regionally, and include those identified
through the following methods:

1. A sample of leading small business lenders nationwide with total domestic assets of
more than $10 million, as identified in the February 2011 Small Business
Administration (SBA) Small Business Lending report. The report provides a detailed
list of the small loans held by all depository institutions in the U.S.;**

2. A sample of each of the following types of lending organizations or funds that were
not included in the SBA Small Business Lending report: community banks and
development corporations, investment banks, small business investment companies,
state and regional revolving loan funds, industrial development bonds, state capital
access funds, venture capital funds, mezzanine funds, and other types of
organizations or funds;
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3. A representative sample of seven states and municipalities that represent a geographic
distribution of areas with large and small manufacturing contributions to their state
economy, as provided by the Manufacturing Institute in Figure 2; **

4. Stakeholder feedback received from MEP field staff, the stakeholder interviews listed
in Appendix A, and sources identified in the literature review.

Figure 2: Manufacturing Contribution to State Economies (in Billions)
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Samples of short- and long-term capital sources

1. Debt and debt hybrids (i.e., term loans, lines of credit/credit cards, bonds)—capital
that has been loaned by other parties and must be repaid at a later date, usually with

interest;

2. Equity (i.e., angel funds, private placements, venture funds, stocks)—investments
made by the owners or shareholders that usually involve transfer of ownership in a

company to an investor;

w

4. Grants—an award of financial assistance typically provided by the federal or state
government or a non-profit organization to fund projects that meet the specified
funding criteria of the grant-giving entity or donor;
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5. Leasing—a contract or agreement in which one party gains use of an asset and the
lessor is assured of regular payments for a specified amount of time;

The needs assessment was conducted using environmental scan and gap analysis methods that
included:

1. Literature Review: A review of current, relevant literature on small business capital access
in the manufacturing sector was conducted. The literature review included the results of third
party manufacturer surveys and consisted of over 28 documents and resources authored by
organizations, such as:

American Small Manufacturers Coalition
American Banking Association

Board of Governors of the Federal Reserve
Center for Regional Economic
Competitiveness

Council of Development Finance Agencies
Export-Import Bank

Federal Deposit Insurance Corporation
Federal Reserve Bank of New York

The Manufacturing Institute

Michigan State University

Pepperdine University

Society of Manufacturing Engineers
Small Business Administration

Small Business Development Center
U.S. Census Bureau

U.S. Department of Agriculture

U.S. Department of Defense

U.S. Department of Energy

U.S. Government Accountability Office
U.S. Office of Management and Budget
U.S. Treasury

- National Association of Manufacturers
- National Research Council
- National Venture Capital Association

University of Hartford
A representative sample of other federal
and state-specific resources

2. Stakeholder Interviews: A representative sample of about 30 organizations that provide
services to manufacturers was selected and prioritized for interviews. Additionally, a focus
group was held at the 2011 MEP Annual Conference in Orlando, Florida. The stakeholders
included representatives from federal and state government programs, lending and financial
institutions, manufacturing companies, and public-private partnerships (e.g., select MEP
Centers). MEP, supported by Booz Allen Hamilton, worked with selected stakeholders
throughout this assessment to identify sources, needs, and solutions. See Appendix A for a
full list of stakeholders interviewed for the version of this report.

Data Collection and Analysis Methods: A core set of discussion topics was discussed with
stakeholders, including: (1) the accessibility or frequency of utilization of the source of capital, (2) the
level of awareness of the existence of the source of capital, and (3) the applicability or effectiveness
of the source in addressing the needs of small manufacturers. Additionally, a data analysis framework
and business rules for matching capital sources with common capital needs were created. (For
example, the use of term loans as a financing solution that manufacturing firms can use to meet needs
for new machinery or equipment.) See Appendix D for a list of the business rules used to develop this
report. This framework could be used by MEP in the future to develop diagnostic assistance tools for
manufacturers and expand the number of sources in the inventory after this initial assessment is
complete.
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Section

2 Small Manufacturer Capital Needs

The capital needs of small manufacturing firms—also referred to in this report as the demand for
capital—that are most common across all stages of business growth are summarized in this section.
Key findings from the environmental scan and stakeholder interviews are also described.

Note: The following findings are focused primarily on small business trends, because there is a
limited availability of data that is specific to small manufacturer capital needs. Because 98% of all
manufacturing firms in the U.S. are small businesses, research and stakeholder interviews showed
that capital access small business trends also apply generally to small manufacturers. Differences in
capital needs between small manufacturers and other types of small businesses are called out when
applicable. Data gaps were supplemented through stakeholder interviews and literature reviews.

21  Key Findings

An environmental scan for the most common reasons why manufacturing firms across multiple
industry sectors require capital revealed six key findings.

e The most common reasons why small manufacturers currently need capital—which
differ somewhat from other types of small businesses—are: (1) to fill a shortfall in
working capital which has been more difficult to obtain due to depreciating asset values or
declining sales revenues, (2) to purchase machinery or equipment, (3) to expand or remodel
an existing facility, or (4) refinancing and capital restructuring. The primary reasons why
small manufacturer capital needs differ from other types of small businesses are their greater
need for capital intense fixed assets (e.g., machinery) and a high cash conversion cycle
requiring them to have higher short-term capital options and equipment with flexible terms.
See Section 2.2 for common small manufacturer capital needs.

Due to growing use of Just In Time (JIT) production and inventory strategies, smaller
manufacturers on the front end of the production chain are increasingly carrying the
costs associated with

storing inventory and Figure 3: Inventory Ownership in Supply Chain Trends
finished goods, so as to
ensure uninterrupted
supply to the larger,

secondary - — - - -

manufacturers who Supplier 3PL Manufacturer Distributor Retailer
often have more

control over their
supply chain and

1980’s Inventory Levels

2000s Inventory Levels

genera_llly |0W9'_‘ costs Smallestimpact on Supply Chain Flexibility
of capital. Until the <

late 1990s, many _— p—
manufacturers Supplier 3PL Manufacturer Distributor Retailer
purchased and carried

the cost of their own Source: Tatum, Inventory Ownership Alternative

inventory of
components and raw materials needed for operations. However, the growing trend is that
larger, secondary manufacturers now require their suppliers to carry their inventory costs, as
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depicted in Figure 3. For example, the primary manufacturer produces the goods needed by
the secondary manufacturer and delivers them to a warehouse for storage until the buyer
requests them. In this scenario, the supplier often retains the cost associated with carrying the
goods on its own balance sheet. When the secondary manufacturer buys the goods, they are
often paid for on a 30 to 90 day basis, which leads the primary manufacturer to have a high
cash conversion cycle. This practice results in an increased return on assets for the OEM,
with the primary manufacturer bearing the financial burden associated with the secondary
manufacturer’s inventory.

e Some manufacturing sectors do consistently have higher annual expenditures than other
sectors. However, the largest types of expenditures do not seem to vary across different
manufacturing sectors.

- Based on a U.S. Census Annual Survey of Manufacturers, the manufacturing sectors with
the highest annual expenditures per company are petroleum and coal products,
transportation equipment, primary metal, and paper manufacturing, as shown in Figure
4" The sectors with the lowest expenditures are manufacturers of apparel, textiles,
leather, and furniture.

- Annual payroll and machinery and equipment constitute the largest expenses for
manufacturers across most industries, confirmed through U.S. Census data on
manufacturers and stakeholder interviews. *®

- According to a national survey of manufacturers in 2011, manufacturing executives are
most concerned about the rising costs of commodity raw materials and employee benefits.
While many manufacturers report improved operational efficiencies that have driven
down costs over the past three years, many manufacturers have not been able to drive
down their conversion costs enough to absorb these raw material price increases. *’

Figure 4: Sample of Large and Small Sized Manufacturers’ Demand for Capital Measured by Expenditures
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Source: U.S. Census Annual Manufacturing 2007 Survey. Expenditure totals may be skewed toward large manufacturers’
costs as census data is based upon a sample of 18% of all manufacturers, and does not include manufacturers with less than
five employees who were generally not included in the survey.

e The most commonly used types of capital by small businesses are debt capital,
specifically term loans and lines of credit. Small manufacturers may require higher
amounts of capital due to their higher fixed asset financing needs and working capital
needs.”® Anecdotal evidence from stakeholder interviews also revealed that many small
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manufacturers turn to private placements®® or sources of capital provided through
friends and family.

- Debt is the most frequently accessed external source of capital for small businesses with
45% saying that they have accessed it in 2010.%

- According to the January 2011 Senior Loan Officer Opinion Survey, the demand for
Commercial and Industrial (C&I) loans is starting to increase from the steep decline in
demand in December 2010. However, this increase in demand is still much lower from
small firms than the demand from middle-market and large firms.

e Small businesses have a strong unmet demand for credit due to difficulty in accessing or
qualifying for adequate financing. However, stakeholders—such as the American
Bankers Association (ABA) and Federal Reserve System—have also noted an overall
decline in loan demand and lower utilization of existing credit lines by businesses. These
small business trends appear to hold true for manufacturing firms based on stakeholder
interviews and the literature review.

- According to the Federal Reserve Bank of New York, a direct measure of the demand for
credit by small businesses is the number of businesses that applied for credit. A Small
Business Finance Poll of small business owners conducted in July 2010 suggested a
relatively strong demand. About 60% of the 426 respondents attempted to borrow in the
first half of 2010. Of these 60% of respondents that applied for credit, only about half
were successful obtaining at least one credit product that met their credit needs.?

- The National Federation of Independent Business (NFIB) 2010 survey found that 41% of
its small business respondents were unable to access adequate financing, up from 22% in
2008. For example, poll evidence found that a 63% denial rate for a business line of
credit, which was one of the most frequently requested credit product by small businesses
in their survey.?? Of direct relevance to the manufacturing sector, NFIB found that
products that require collateral, with the exception of vehicle or equipment financing,
were more difficult for applicants to obtain in an environment of depressed asset and real
estate values.

- Across all U.S. businesses, the January 2011 quarterly Senior Loan Officers Opinion
Survey on Bank Lending Practices showed a weakened demand for small commercial and
industrial loans since 2007. These figures were more pronounced in the early months of
2009, with the majority of senior officers reporting no change in demand since then.

- According to the American Bankers Association, business confidence is slowly
rebounding from early 2009. Yet, many businesses either do not want to take on
additional debt or are not in a position to do so, possibly due to a decline in sales or their
customer base.”® Additionally, the Federal Reserve System found a sharp decline in the
number of Commercial & Industrial (C&I) loans between 2009 and 2010.

- According to the Federal Reserve and the NFIB, anecdotal evidence shows that supply is
not meeting demand for small business credit from the borrower’s perspective, as
illustrated in Figure 5.

e There are certain characteristics that are common among small business who are more

successful at qualifying for credit in today’s economy, such as evidence of strong cash
flows and cash re