
How to write a business plan that gets your small business loan approved

Description

Why most loan applications get rejected and the 10 criteria banks actually use to approve
yours. (what banks actually look for)

Banks reject business plans that miss key criteria. Learn the 10 loan approval factors lenders
evaluate, what financial documents you need, and how to calculate the right loan amount for
your business.

Introduction: The Truth About Bank Lending

You need money to grow your business. Youâ??ve calculated the numbers, identified the
opportunity, and prepared to approach your bank. Then someone tells you something
surprising: â??Banks only lend money to businesses that donâ??t need it.â?•

This paradox exists because banks donâ??t evaluate loan applications based on your need;
they evaluate based on your ability to repay. A struggling business desperate for cash looks
risky. A profitable business seeking growth capital looks safe. The difference isnâ??t your
ambition or work ethic. Itâ??s how well your business plan demonstrates repayment
probability.

Research from the U.S. Small Business Administration shows that incomplete or poorly
structured business plans are among the top reasons loan applications get rejected. Banks
receive hundreds of applications monthly. The ones that get approved arenâ??t necessarily
from the biggest companies; theyâ??re from businesses that clearly answer the lenderâ??s
only real question: â??How confident can we be that youâ??ll pay us back?â?• 

(Source: https://www.sba.gov/business-guide/plan-your-business/write-your-business-plan)

This article is for business owners preparing to apply for a bank loan. Youâ??ll learn the 10
criteria banks actually evaluate, what financial documentation strengthens your application,
and how to position your business as a low-risk investment worth funding.
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Business Facts: What the Data Shows About Loan
Approval

The average decision time for a small business loan at a major bank takes 2 to 4
weeks. Furthermore, large national banks only approve approximately 25% of small
business loan applications, citing high debt-to-income ratios, collateral shortfalls, and
low credit scores as the top primary reasons for rejection.  (Source:
https://profiletree.com/business-loan-statistics/)
Small businesses seeking traditional bank loans face a 27% approval rate according
to Federal Reserve data, while online lenders approve approximately 49% of
applications. The difference lies in risk assessment; traditional banks apply stricter
criteria but offer lower interest rates and better terms. (Source:
https://www.biz2credit.com/appfiles/biz2credit/pdf/Small_business_lending_index_may.pdf
)
Ownersâ?? personal finances remain deeply intertwined with the finances of their
businesses, with 88% of firms relying on an ownerâ??s personal credit score to secure
financing. (Source: https://www.fedsmallbusiness.org/reports/survey/2020/2020-report-
on-employer-firms)

What Banks Actually Evaluate: The Risk Assessment
Framework

Banks use a structured framework to assess loan applications, commonly called the â??Six
Câ??s of Credit.â?• Understanding this framework helps you structure your business plan
around what lenders actually measure.

Character examines your personal and business credit history, payment patterns, and
references. Banks review your credit score, bankruptcy history, and how consistently
youâ??ve met past obligations. This isnâ??t about your personality; itâ??s about your track
record of keeping commitments.

Capacity measures your ability to repay based on cash flow. Banks calculate your Debt
Service Coverage Ratio by dividing your annual net operating income by your annual debt
obligations. They want to see a DSCR of 1.25 or higher, meaning you generate $1.25 in
income for every $1.00 of debt payments.

Capital refers to how much of your own money youâ??re investing. Banks want to see
â??skin in the gameâ?•, typically 20-30% owner equity. If youâ??re asking them to risk
money on your business, they expect you to risk yours first. The more capital you contribute,
the less risky your loan appears.

Collateral provides security if repayment fails. Banks assign loan-to-value ratios to different
asset types: real estate at 75%, equipment at 50-60%, and inventory at 60-80%.
Understanding these ratios helps you calculate how much you can borrow against your
assets.
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Conditions examine external factors like economic climate, industry trends, and how
youâ??ll use the funds. A loan for essential equipment during industry growth looks safer
than one for expansion during economic uncertainty. Your business plan must address these
contextual factors directly.

Cash Flow gets special attention because it determines repayment ability. Banks want to
see 12-18 months of positive cash flow history and projections showing continued strength.
Seasonal businesses must demonstrate how theyâ??ll manage payment obligations during
slow periods.

The 10 Loan Approval Criteria Banks Use

Understanding what banks evaluate helps you structure your business plan strategically.
Here are the 10 critical criteria lenders assess:

1. Credit History (Personal and Business). Banks review your personal credit score and
business credit profile. Traditional banks typically require 680+ personal credit scores, while
online lenders may accept 550+. Late payments, bankruptcies, or tax liens (government
claims against your property for unpaid taxes) raise red flags. Address credit issues
proactively in your plan with explanations and evidence of current responsible management.

2. Business Tenure and Revenue Stability. Most banks require 2+ years in business with
consistent revenue. Startups face higher rejection rates unless backed by government
guarantee programs. Your financials should show stable or growing revenue trends, not
erratic swings that suggest operational instability.

3. Debt Service Coverage Ratio (DSCR). This formula determines if you generate enough
income to cover debt payments. 

Calculate it as: Annual Net Operating Income Ã· Annual Debt Payments. Banks require
1.25+ minimum. Example: If your net operating income is $125,000 and total debt payments
are $100,000 annually, your DSCR is 1.25, the minimum acceptable threshold.

4. Loan-to-Value Ratio for Collateral. Banks lend a percentage of your collateralâ??s
appraised value. Occupied commercial real estate typically receives 75% LTV, equipment
50-60%, and inventory 60-80%. If youâ??re pledging $200,000 in equipment, expect a
maximum loan amount of around $100,000-$120,000 against that collateral.

5. Owner Equity Contribution. Banks want to see you investing your own money, typically
20-30% of the total project cost. If you need $100,000 for expansion, plan to contribute
$20,000-$30,000 yourself. This demonstrates commitment and reduces the bankâ??s risk
exposure.

6. Purpose and Use of Funds. Your business plan must specify exactly how youâ??ll spend
loan proceeds. â??Working capitalâ?• is too vague. Detail: â??$50,000 for inventory
purchase, $30,000 for equipment, $20,000 for marketing campaign.â?• Banks favor
productive assets over general operating expenses.
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7. Repayment Plan with Timeline. Show how and when youâ??ll repay. Break down
monthly payment amounts, term length, and cash flow sources covering payments. Example:
â??60 monthly installments of $1,850, covered by projected monthly gross profit increase of
$3,200 from new equipment capacity.â?•

8. Industry and Market Analysis. Banks assess your industryâ??s health and your
competitive position. Include market size, growth trends, and your market share or customer
base. Declining industries face scrutiny; you must demonstrate why your business succeeds
despite broader challenges.

9. Management Experience and Capabilities. Lenders evaluate whether you have the
skills to run the business successfully. Highlight relevant experience, track record, and key
team members. First-time business owners should emphasize advisory board members,
mentors, or consultants to supplement their expertise.

10. Financial Projections and Assumptions. Your projections must be realistic and well-
supported. Banks compare your numbers against industry benchmarks. If you project 50%
revenue growth when the industry average is 8%, youâ??ll face skepticism. Document every
assumption: â??Projected 15% revenue increase based on new location in area with 22,000
households (census data) and competitor analysis showing $450K average revenue for
similar locations.â?•
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How to Calculate Your Loan Amount (Not Too Much, Not
Too Little)

One of the biggest mistakes business owners make is requesting the wrong loan amount.
Too much raises red flags about your financial judgment. Too little leaves you underfunded
and struggling, potentially defaulting on payments.

Start by identifying your specific funding need. Create a detailed budget for the project or
expansion: equipment costs, inventory, working capital requirements, hiring expenses, and
marketing budget. Add 10-15% contingency for unexpected costs. This becomes your target
loan amount.

Next, calculate your debt service capacity using your current and projected cash flow. Take
your monthly net operating income and multiply it by 0.80 (80%) to be conservative. This is
your available monthly debt service capacity. Divide by the monthly payment rate for your
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loan term to find the maximum affordable loan amount.

For example, if your monthly net operating income is $10,000, your available debt service is
$8,000. For a 5-year loan at 8% interest, the monthly payment per $1,000 borrowed is
approximately $20.28. Divide $8,000 by $20.28 to get $394â??meaning you can afford
roughly a $394,000 loan. But this ignores the 1.25 DSCR requirement, so divide by 1.25 for
safety: $315,000 maximum.

Compare your funding need against your debt service capacity. If they align, proceed. If your
need exceeds capacity, consider contributing more owner equity, extending the loan term to
reduce monthly payments, or phasing the project to reduce upfront capital requirements.

Essential Financial Documentation Checklist

Banks require specific financial documents to verify your application. Missing documentation
delays approval or triggers rejection. Hereâ??s what lenders want to see:

Historical Financial Statements (2-3 years). Profit and loss statements, balance sheets,
and cash flow statements. Reviewed or audited by a CPA carries more weight than self-
prepared statements. Banks use these to verify revenue claims and assess financial
management quality.

Personal Financial Statement. Your personal assets, liabilities, income, and expenses.
Banks assess your personal financial stability and available assets for personal guarantee
requirements. Most loans under $250,000 require personal guarantees from 20%+ owners.

Business Tax Returns (2-3 years). Both federal and state returns. These provide
independent verification of your financial statements. Significant discrepancies between tax
returns and financial statements raise serious red flags about reporting accuracy.

Cash Flow Projections (12-36 months). Month-by-month projections showing revenue,
expenses, and resulting cash position. Banks want to see that you understand seasonality,
growth patterns, and timing of cash needs. Include assumptions supporting each projection.

Accounts Receivable and Payable Aging Reports. Current AR/AP reports show your
working capital health. High AR concentration with one customer or overdue payables signal
cash flow problems. Banks want to see diversified, current receivables, and manageable
payables.

Collateral Documentation. Appraisals, equipment lists with serial numbers and values, real
estate valuations, and vehicle titles. Banks need to verify that collateral exists and determine
appropriate loan-to-value ratios. Professional appraisals strengthen applications significantly.

Legal Documents. Business licenses, articles of incorporation, operating agreements,
commercial leases, and major contracts. These verify legal standing and document key
business relationships. Missing permits or licenses can halt loan processing entirely.
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Pre-Application Strategy: Talk to Your Bank First

Hereâ??s advice that significantly improves approval odds: Before submitting a formal loan
application, schedule an informal consultation with a bank loan officer. This isnâ??t the
application meeting; itâ??s a preliminary conversation.

Explain your business, funding needs, and general financial situation. Ask directly: â??What
would you want to see in a business plan for this type of loan?â?• and â??Are there any
concerns about my situation that I should address before formally applying?â?•

This approach provides several advantages. You learn the bankâ??s specific documentation
preferences and formatting expectations. You identify potential weaknesses in your
application before formal submission. You build a relationship with the loan officer who will
eventually review your application. You avoid wasting time on formal applications at banks
unlikely to approve your request.

Banks vary in their lending appetites. Some focus on real estate, others on equipment
financing, some prefer established businesses, while others work with startups through SBA
programs. A 15-minute preliminary conversation reveals whether your needs align with their
lending focus, saving you months of application time with wrong-fit lenders.

Risk Reduction Strategies Banks Value

Beyond meeting basic criteria, certain strategies make your application significantly more
attractive by reducing perceived risk.

Government Guarantee Programs. SBA 7(a) loans in the U.S. guarantee 75-85% of the
loan, dramatically reducing bank risk. Similar programs exist globally, e.g, the
Netherlandsâ?? BMKB (SME Credit Guarantee). These programs allow banks to lend to
higher-risk businesses theyâ??d otherwise decline. Research available programs in your
country and mention them in your business plan if eligible.

Personal Guarantees and Co-Signers. Offering a personal guarantee (pledging personal
assets if business repayment fails) strengthens applications. A creditworthy co-signer with
strong financials can compensate for weaker business credit or limited operating history.

Relationship Banking. Applying to your existing business bank where you maintain
checking, savings, and credit card accounts provides an advantage. Your banking history
demonstrates responsibility and gives the bank insider knowledge of your cash flow patterns.

Phased Funding Approach. Instead of requesting $200,000 upfront, request $100,000
initially with an option for an additional $100,000 after demonstrating 6-month success. This
reduces bank risk and shows financial prudence.

Higher Down Payment. Contributing 40% equity instead of a minimum 20% significantly
improves approval odds and may secure better interest rates. More skin in the game signals
confidence and commitment while reducing bank exposure.
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Alternative Financing Options (Brief Overview)

While this article focuses on traditional bank loans, other financing sources exist for
businesses that donâ??t meet strict bank criteria or need faster access to capital.

Microloans from organizations like Qredits (Netherlands), Accion, or Kiva provide smaller
amounts ($5,000-$50,000) with less stringent requirements than banks. Government-backed
microloan programs often feature 0% interest for specific demographics, young
entrepreneurs, women-owned businesses, and underserved regions.

Online Lenders like Kabbage, OnDeck, or Fundbox offer faster approval (days versus
months) with lower credit requirements, though at higher interest rates. Best for short-term
needs when speed matters more than cost.

Invoice Financing and Factoring allow you to borrow against outstanding invoices,
providing immediate cash flow without traditional loan criteria. Useful for B2B businesses with
strong receivables but weak credit history.

For comprehensive coverage of alternative financing options, see our detailed guide on
Financial Plan Template

Real-World Example: Manufacturing Company Loan
Application

Precision Parts Manufacturing, a 4-year-old machine shop, needed $150,000 to purchase
CNC equipment that would increase capacity by 40%. Hereâ??s how they structured their
successful loan application.

Their Initial Situation. Annual revenue of $680,000 with 15% net profit margin ($102,000).
Personal credit score of 720. Two existing loans totaling $45,000 annually in payments. They
owned their building (valued at $400,000 with a $200,000 remaining mortgage) and had
$75,000 in equipment.

Their Loan Request Breakdown. CNC machine: $120,000. Installation and training:
$15,000. Working capital for increased raw material inventory: $15,000. Total request:
$150,000 over 7 years at an estimated 7.5% interest ($2,250 monthly payment, $27,000
annually).

Their DSCR Calculation. Current net operating income: $102,000. Existing debt service:
$45,000. New debt service: $27,000. Total debt service: $72,000. Projected income with new
equipment: $145,000 (40% capacity increase Ã? 65% utilization = 26% revenue increase).
DSCR: $145,000 Ã· $72,000 = 2.01 (well above 1.25 minimum).

Their Collateral Strategy. New CNC machine ($120,000 value Ã? 60% LTV [Loan-to-Value
ratio]  = $72,000). Existing equipment ($75,000 value Ã? 50% LTV = $37,500). Building
equity ($200,000 Ã? 75% LTV = $150,000, minus existing $200,000 mortgage = no
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additional capacity). Total available collateral: $109,500. They supplemented with a personal
guarantee, given the collateral gap.

Their Risk Mitigation. They provided signed letters of intent from three major customers
committing to increased orders once new capacity came online, totaling $180,000 additional
annual revenue. They documented that two competitors exited the market, leaving
underserved demand. They included the ownerâ??s 20 years of machining experience and
recent completion of advanced CNC programming certification.

The Outcome. The bank approved $140,000 (requesting $10,000 additional owner equity to
strengthen the deal). The company contributed $20,000 personal savings. With $160,000
total funding, they purchased the equipment, increased capacity as projected, and
maintained payments comfortably with DSCR above 2.0 throughout the loan term.

Key Success Factors. Strong DSCR calculation clearly documented. Specific use of funds
with supporting quotes. Industry analysis showing opportunity. Customer commitments are
reducing revenue projection risk. Owner experience and continued investment in skills.
Realistic projections matching industry norms (26% increase, not an aggressive 100%
growth claim).
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â??Banks donâ??t lend money to people who need it. They lend to people who
can prove they donâ??t need it, because those are the borrowers whoâ??ll pay it
back.â?•
â?? Vaughan Evans, Author, The Financial Times Essential Guide to Writing a
Business Plan

Final Thoughts: Building Your Loan-Ready Business Plan

The business plan banks want isnâ??t about your passion; itâ??s about repayment
probability demonstrated through numbers. Every section should answer: â??How confident
can we be that this business will generate cash flow to repay our loan?â?• Banks prioritize
financials over vision. Excellent financial documentation with a mediocre concept
outperforms brilliant ideas with weak numbers. Start by calculating your DSCR (target 1.25+),
gathering 2-3 years of financial statements, and researching government guarantee
programs if you lack collateral or have credit challenges. The 2-3 month application timeline
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means starting preparation well before you need funding; last-minute applications with
incomplete documentation face rejection.

Important Disclaimer: This article provides general information and should not be
considered financial advice. Loan requirements, rates, and criteria vary significantly by
lender, country, and circumstances. Consult financial advisors, accountants, and banking
professionals for guidance specific to your situation.

Your Loan Application Preparation Checklist:

â?• Calculate your DSCR using current financials (target 1.25+)
â?• Gather 2-3 years of financial statements and tax returns
â?• Determine the exact loan amount needed with a detailed budget
â?• Identify available collateral and document values
â?• Pull personal and business credit reports, address issues
â?• Schedule preliminary consultation with bank loan officer
â?• Research government guarantee programs for eligibility
â?• Prepare 12-month cash flow projections with assumptions

Ready to create a bank-ready business plan? Our Business Plan Template includes financial
projection tools, industry benchmark data, and loan application formatting that meets lender
requirements. The template guides you through every section banks evaluate, helping you
present your business as a low-risk investment worthy of approval.

Frequently Asked Questions

What credit score do I need to get approved for a business loan?
Traditional banks require 680-700+ credit scores, while online lenders may approve
550-580 at higher rates. If your score is lower, focus on SBA microloans, CDFIs, or
government guarantee programs that reduce bank risk.
How much collateral do I need, and what can I use besides property?
Equipment (50-60% LTV), inventory (60-80% LTV), and accounts receivable all qualify
as collateral. SBA loans reduce collateral requirements through government
guarantees. If you lack assets, consider co-signers or government programs with
reduced requirements.
How long does it take from application to getting the loan funds?
Traditional bank loans take 2-3 months, SBA loans 3-4 months, and online lenders 1
week. Having complete documentation ready and working with your existing business
bank accelerates approval significantly.
Can I get a business loan if my business is less than 2 years old?
Traditional banks rarely approve newer businesses, but SBA Microloans, CDFIs, and
equipment financing work with startups. Invest 30-50% personal capital, demonstrate
industry experience, and provide customer letters of intent to strengthen applications.
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