








June 2001

N E W S E X T R A

A Parable

Saul Trader had been in business for many years.  He was never going to become a rich man, but he earned enough to maintain his modest lifestyle and support his wife and children.  He consistently earned £16,000 a year, paid his tax bill of £2,500 and was left with £13,500, which was just enough to meet his needs.  He had no savings, but was contented because he was not in debt either.


One year his business took a downturn, through no fault of his own, and his profit fell from £16,000 to £13,500, which was just enough to provide for his family’s needs.  His tax bill also fell to £2,000 but, when it became due, he could not pay it because he had already spent all of his earnings.  He therefore approached his bank manager for a loan. 


The bank manager had known Saul for many years and, because his account had always operated satisfactorily, he was happy to lend him £2,000 repayable over two years, with interest, at £1,200 a year.


Over the next few years, Saul’s business recovered to its previous level of profitability, but somehow he never seemed able to reduce the bank borrowings, and every year had to go back to the bank manager and extend his loan facility.  This frustrated Saul, who had never been in debt before, so he came to me for an explanation and advice.  He could not understand how he remained in debt even though his business was earning a good profit again.


What Saul had failed to appreciate was that, once he had taken the loan, it was not enough to just rebuild his business to his previous level of profitability: he actually needed to earn more to be able to repay his debt.


To repay the loan in two years, he would have needed to increase his profit to £17,500 a year.  His tax bill would have increased to £2,800, but this would have left him £1,200 to meet the annual loan repayments and his usual £13,500 to live on.  Because he did not do this, he was never going to get out of debt.


There are many banks and loan companies willing to advance money to people in Saul’s predicament, and it is very tempting to accept.  The moral of this story is that a loan may be a short-term solution to a cash-flow problem, but it is not going to be repaid without some effort.
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