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1 INTRODUCTION
This factsheet replaces factsheet 186 of the same name, which was updated in 2014.

The purpose of this factsheet is to provide guidance on the alternative forms of finance available to businesses. Over the past few years, some traditional forms of finance have become harder for companies, particularly SMEs, to access. This factsheet will consider the most prominent sources of alternative finance, their main features and the amounts that can be obtained. 

We then look at the process of accessing the funding, fees and terms, and the application and listing process. Online platforms now give companies alternative sources of term lending, short-term finance against outstanding invoices, and equity funding by making offers directly to the general public. We consider how these newer sources of finance are giving business owners greater choice and flexibility than more traditional fundraising exercises, and explain how they differ from conventional products such as bank loans, overdrafts and factoring facilities

Finally, we look at the options open to investors using these alternative forms of finance and how supply chain finance, a form of the more traditional receivables finance, can provide working capital to smaller companies. 

The development of the alternative finance sector in the UK has continued to gather momentum over the past five years to the point that it now represents an important and sustainable long-term source of funds for smaller companies. As a result, it has helped to create a market that offers business owners far more options over how to raise finance than they had only a few years ago, and the ability to use a mix of different types of funding rather than relying on a single provider. Businesses that have used alternative finance providers also commonly report that they are able to progress through the credit underwriting process much more quickly than is normally the case with bank applications and receive a decision in a matter of a few days or a couple of weeks. The ability to deliver speedy decisions on credit applications is one of the key competitive advantages that alternative finance providers advertise to the market, although it is important to acknowledge that, as always, rapid decision-making depends on loan applicants providing complete and up-to-date documentation at the outset.

There is also a degree of uncertainty over the future of some types of SME finance as a result of the Brexit vote in June 2016. In particular, it is not yet clear how and whether funds provided from European Union (EU) sources, such as the Jeremie regional investment funds that operate in the north of England and Wales, will continue once the UK leaves the EU. You can follow the latest government discussion and replacement plans at https://gov.uk/government/policies/european-funds.  

For businesses and their advisers considering their funding options, it is important first to establish the company’s existing financial obligations and, in the case of those seeking debt funding, what, if any, assets are available to secure any additional borrowings. 

One of the fastest growing areas of peer-to-business (P2B) lending is unsecured term lending, which largely avoids the problem faced by businesses whose assets are already pledged to support existing bank lending, for example. However, business owners and directors must be prepared to give personal guarantees to support P2P loans that are not secured against assets.

It is also worth noting that the business may well have charges and debentures registered at Companies House that apply to historic borrowing that has since been repaid. Lenders will not usually apply to remove these once a loan is repaid and it is therefore a good idea to check the situation before applying for fresh funding.

2 PEER-TO-PEER AND CROWDFUNDING

Peer-to-peer (P2P) and crowdfunding are two of the most prominent sources of alternative finance for companies to emerge over the past decade. These terms describe online services that enable individuals and organisations to advance funds to companies in the form of loans or equity investments: P2P or P2B is used for loans, while crowdfunding usually applies to offers of shares in the business.

In either case, the basic mechanism is very similar: a company publishes a request for funding and investors each offer to provide a portion of the amount that the business is seeking, either in the form of a loan or equity. The overall sum is then assembled by aggregating their offers – hence the idea that ‘the crowd’ is funding a loan or investment and that finance flows from one set of individuals, or peers, to another. 

In the UK, online platforms have developed to offer products including term loans, equity investments, single-invoice finance, merchant cash advances (against card receivables), pension-led funding, supply-chain finance, commercial mortgages and bridging loans for property developers. These products are used by a wide variety of businesses in both manufacturing and service sectors, although invoice finance is offered only to businesses that serve commercial customers rather than the public. Similarly, commercial mortgage finance tends to be offered mainly on tenanted retail, office and industrial property.
	Asset type


	Typical size
	Maturity
	Further reading

	Term loans
	£5,000-£1m+
	6 months-5 years
	Section 3

	Single-invoice discounting
	£5,000-£1m+
	30-90 days
	Section 4

	Commercial mortgages
	£500,000-£2m+
	3-5 years
	Section 3

	Bridging loans
	£250,000-£3m+
	6-12 months
	Section 3

	Development loans
	£500,000-£5m+
	6-12 months
	Section 3

	Supply-chain finance
	£5,000-£1m+
	30-90+ days
	Section 5

	P2P asset-based lending
	£100,000-£3m
	3 months-3 years
	Section 6

	Equity investments
	£10,000-£2m+
	–
	Section 10


Lenders and investors

The main P2P platforms rely on a mixture of individual savers and financial institutions to fund the loans they facilitate, and most allow retail investors to participate with minimum commitments of £20 to £100, although the average amount that investors lend via debt platforms is much higher than this. Although much of the money lent to businesses is still provided by individual savers, the range of lenders now includes asset managers, the government via the British Business Bank, local authorities, universities, cash-rich companies and partnerships. 

Some platforms, particularly those that offer invoice discounting, only allow institutions and wealthy individuals (self-certified high-net-worth investors or sophisticated investors) to become lenders. 

On the equity side, some crowdfunding platforms make their offers available to all investors while others allow only high-net-worth and sophisticated investors to participate. They are increasingly being joined by specialist early-stage funds, venture capital firms and business angel syndicates.

Main features of online P2P and crowdfunding websites

Although the details vary, these platforms share many basic features: 
· They tend to offer quick decisions on whether to accept or reject funding applications – as little as a few days in some cases. 

· The terms tend to be flexible; for example, most do not charge early repayment fees to borrowers.

· They tend to levy ‘pay-as-you-go’ fees rather than charging businesses to maintain access to a service they may not use all the time. 

· The entire process takes place in a semi-public forum. The sites publish all the documents that companies submit to support their application to borrow (statutory accounts, management accounts, debtor book, credit score, payment history etc). These can be viewed by anyone who has registered to lend or invest via that platform. 

· The sites usually facilitate contact between investors and companies seeking finance. This allows individual investors to ask questions and seek additional information before they decide to lend or invest. All answers to these inquiries are published to all registered users on the site so that everyone is able to benefit from any new information that is provided. 

· P2P and crowdfunding platforms often have introducer schemes that offer incentives for advisers such as accountants or commercial finance brokers to route business to them.

How much can businesses typically raise from these sources?

Business loans on crowdfunding platforms vary in size from around £5,000 up to more than £1m in a few cases. The majority of the loans arranged via the largest P2B platform, Funding Circle, are for sums of around £70,000 to £100,000 and are unsecured. 

Specialist property lending platforms tend to advance larger individual loans, which are usually secured against the property and, where applicable, the rental income stream it generates. Loan-to-value ceilings are typically 70% but may be lower in some cases. Short-term bridging loans for property purchases and staged development loans are also offered by some specialist platforms.  

On invoice discounting platforms, individual invoices of more than £500,000 have been successfully funded and in theory there is no upper limit to the value of trade receivables that a business can sell to fund its working capital requirements. The key issues for most lenders will be the credit quality of the end debtor and their willingness to take on very large exposures to individual end debtors. 

On equity crowdfunding platforms, the majority of fundraisings so far have been less than £250,000, although sums of well over £1m have been raised. Typical early-stage funding rounds are in the £30,000 to £100,000 range.

3 PEER-TO-PEER DEBT PLATFORMS

The process
The process of raising debt finance from an online P2P or crowdfunding platform in most cases follows a series of reasonably standard steps. The time between beginning an application and receiving funds will vary but at Funding Circle can be as little as two weeks, even allowing for the typical seven-day offer period during which the loan request is live on the platform and investors can bid to fund it. Where more detailed due diligence is required – for example, to verify and obtain valuations of assets to be pledged as security – the process can take four to six weeks or more to complete.

Businesses that want to borrow via a P2P or crowdfunding platform will usually need a minimum annual turnover of £50,000 to £100,000 and, if a company or a limited liability partnership (LLP), have at least two years of accounts filed at Companies House. Borrowers can be limited companies, LLPs or sole traders. 

Companies seeking funding will register with the site (either directly, via a commercial finance broker or other introducer, or, in the case of ThinCats, via a member of its network of ‘sponsors’) and submit a range of financial and business information to support their loan application. This will include a brief profile of the business and an explanation of what the new borrowing will be used for, statutory accounts filed at Companies House, up-to-date management accounts and forecasts, details of existing borrowings and monthly outgoings. Credit scoring information will also be included, usually sourced from a credit agency such as Experian.

As well as examining the financial information provided by the business, credit underwriters with crowdfunding platforms will check for existing charges registered against the business. They will also confirm the identities of the directors and check for court judgments and notices of disqualification. 

In some cases, credit underwriting remains largely manual while other P2P websites operate very automated credit assessment systems. See this blog entry for a description of Funding Circle’s credit assessment process: https://fundingcircle.com/blog/2016/07/digging-data-evolution-assessment-process. 

This process usually takes a few days to complete, after which the borrower is notified about whether its loan request will be accepted for listing on the platform. The request will then be listed, along with the supporting information provided by the borrower, and on some platforms it will be classified into one of a range of risk bands. 

Once the loan documents are published on the platform, potential lenders can ask questions of company directors before they decide whether to offer funding. All questions and answers are published for the entire lending community to see, so that less experienced lenders can benefit from the greater knowledge of others by getting access to the additional information their questions produce.  Companies that wish to borrow on these platforms should therefore be as transparent about their business as possible as they may damage their prospects if they are not seen to be open with the lenders. 

The auction process consists of either a fixed-rate offer that is filled by investors on a first-come, first-served basis or a reverse auction that remains open for a fixed period during which lenders bid against each other to offer funds at the most attractive rate. 

After a reverse auction closes, bids will be ranked in order of the interest rate that each lender has requested, with the lowest offers taken first until the required sum is reached. Any remaining offers will be automatically rejected. The interest rate that the borrower ultimately pays is a weighted average of all the bids that are accepted. Completion and drawdown usually take place within a few days of the auction closing.

Loan rates, fees and terms

Borrowing rates for businesses on P2P websites vary but are rarely less than around 6.5% (before fees) and can go as high as 18% or more for the riskiest borrowers. P2P sites often put borrowers into risk bands that carry fixed interest rates according to the level of credit risk. 

Term loans are normally advanced for periods of between six months and five years. Borrowers pay a listing or application fee of £250-£500 and usually an arrangement fee of 2% to 5%, depending on the loan term. Some sites add an annual premium of 1% to 1.5% a year instead of charging an arrangement fee.

Terms on P2P and crowdfunding platforms tend to be more flexible than for traditional bank lending and in many cases borrowers are free to repay the loan at any time during the term without penalty. Given that borrowers do not necessarily pay an interest rate premium in order to borrow over longer periods (although the platform fee may be higher for longer loans), some may find it convenient to borrow over a long term and repay more quickly in order to enjoy greater flexibility in how they manage their liabilities.

Late payments and defaults

If a borrower falls behind, the platform will normally act to secure the interests of the lending syndicate. It may try to negotiate revised terms or give the borrower more time to repay. An interest rate penalty will often be applied as part of any renegotiation. 

In extreme cases, the debt will be passed to debt recovery agents who will attempt to secure repayment using any guarantees that have been provided by the directors or by taking possession of any assets over which the lenders hold a registered charge. The recovery process may include an application to the courts for the issue of a petition to order the winding up of the company.

Security 

The type of security that borrowers are asked to provide on P2P and crowdfunding platforms is usually less onerous than would be expected by a bank. For loans of less than £100,000, most platforms ask directors to provide personal guarantees to back their borrowing requests rather than seeking a first charge over the assets of the business or the directors’ personal property. 

However, for larger sums, the lending sites tend to see greater security, which will typically mean a registered charge over property or other assets. In the case of Funding Circle, loans of more than £100,000 are secured by a charge over all the assets of the business or over a specified business asset. Where Funding Circle extends a loan of between £100,000 and £1m to finance the purchase of a specific asset, it will hold title to the asset purchased in order to secure the loan. This structure in effect mirrors an operating lease agreement. 

P2P or crowdfunded mortgage lending is secured by a first charge over the property in question and, where applicable, over the rental income that the property generates.

The main platforms

Although we have split the main P2P websites into different groups, in practice many of them offer a variety of types of loan, ranging from standard-term lending to specialist funding for property buyers and developers. In addition, the largest personal lending platforms are now expanding into business lending as well.

Business term loans

fundingcircle.com
thincats.com
zopa.com
ratesetter.com
fundingknight.com
Property-focused platforms

lendinvest.com
savingstream.com
wellesley.com
landbay.co.uk
assetz.com
Loan platforms are regulated by the Financial Conduct Authority. 

Key considerations

· Companies that want to borrow via a P2P site will have to submit detailed financial information about their business that will be published on the platform for potential lenders to see.
· The cost of borrowing via P2P may be higher than similar bank lending, where available.

· Loans of less than £100,000 are usually secured by personal guarantees from the directors, rather than specific collateral.
· The process of arranging a loan via a P2P platform is usually considerably faster than the 10 to 15 weeks-plus that bank finance can take to arrange. Unsecured loans can be completed in as little as two weeks, while secured loans will normally take at least three to four weeks to process.

· Some P2P lending sites allow payment holidays, which can enable borrowers to match their repayments to their cashflow more closely.
· Most term loans are amortising, although commercial mortgages and property development loans are available in both amortising and non-amortising versions.

4 SINGLE-INVOICE DISCOUNTING PLATFORMS 

A number of online platforms allow companies to raise short-term finance against their outstanding invoices. These online invoice discounting services provide web-based marketplaces where businesses can offer their trade receivables for sale to a range of buyers that typically includes wealthy individuals, cash-rich companies and professional asset managers. They enable businesses to gain early access to funds that are locked up in their trade receivables, rather than waiting for the end customers to settle the debts, and so allow users to accelerate their cashflow in a similar way to a conventional bank overdraft or factoring arrangement, but with a number of important differences.

First, these platforms do not arrange loans; the transactions are structured as the sale and repurchase of a business asset. The business therefore sells the selected receivables to a group of investors via the online platform at a fixed price (usually up to 90% of the full face value of the invoice) and undertakes to repurchase them on a set date, when its end customer settles the account. At that point, the business buys back the receivables it has sold for the same fixed price plus a fee that varies according to the length of the period between the sale and subsequent repurchase. 

Second, receivables are offered for sale to a group of buyers, who will each usually acquire a proportion of the invoice rather than underwriting the entire transaction on their own. In conventional invoice discounting or factoring services provided by banks and specialist finance houses, the business will deal exclusively with a single finance provider.  

Third, these online services tend to have more flexible terms than traditional types of invoice discounting. Conventional factoring and invoice discounting agreements are structured as exclusive and binding arrangements lasting at least 12 months that require the user to put its entire sales ledger through the facility. They also usually have a range of ancillary charges that can make this an expensive form of funding overall. The online platforms operate a more flexible system in which borrowers select which invoices they wish to sell, are not committed to use the service if they don’t want to and pay no fees beyond the set costs associated with each transaction.

Another common feature of these services is that, unlike a conventional factoring arrangement, businesses that use online invoice discounting markets do not hand over responsibility for credit control to the factoring house but instead remain responsible for the customer relationship and collections themselves. 

Duration of funding

Businesses that borrow against their outstanding invoices are seeking finance to bridge the gap between the point at which goods or services are delivered and an invoice issued, and the date on which the customer finally settles the bill. Online working capital platforms therefore structure their offering to reflect these conditions, with borrowing split into terms of 30, 60 and 90 days. 

Non-payment and default

A company that sells trade receivables via an online discounting platform remains liable to repay the cash it has received in exchange for the invoice in the event that its end customer fails to pay its bill. Invoices are therefore sold with recourse to the seller, rather than the ultimate end debtor. This arrangement leaves the seller exposed to the risk that its customer will default, but also enables it to keep control of the relationship with its customer and remain responsible for collecting payments.

This structure differs from a conventional factoring arrangement, whereby a factor takes over the company’s entire sales ledger and becomes responsible for credit control and debt collection.

Information requirements

Companies that want to sell selected trade receivables via online invoice discounting platforms will need to provide a range of information to the platform before they can set up an account and begin selling their invoices.

In the first stage, the platform will carry out credit checks on the company and its directors and check their records at Companies House. Businesses are likely to be asked to submit statutory and management accounts, a P&L and a debtor list. As part of the process, the Companies House check will also indicate any existing debentures over the company’s book debts.  

Companies that want to sell invoices via online discounting markets will need to go through standard anti-money laundering checks that involve verifying the identity of the company and its directors. The platform may also examine who the company’s directors are or have been linked with, including other members of any other company boards they have served on, and what further links those other directors might have. 

The company will also have to set up a dedicated trust account with the online platform so that it can issue invoices that carry the correct payment details and that can therefore be sold. Only invoices that show a dedicated trust account when they are issued can be sold on an online platform.

The company will then need to provide documentary evidence for the transactions that have generated the invoices that it wishes to sell. These documents fall under three headings:

· pre-invoice documentation such as a purchase order that substantiates the customers’ request for the goods or services

· proof of delivery such as a bill of lading or signed-off timesheets

· confirmation that the invoice has been accepted by the end customer with the platform’s dedicated trust account details shown on it. 

Cost of finance 

Invoice discounting platforms are moving increasingly towards fixed-pricing, under which invoices are sold at a set discount per 30 days rather than in a competitive auction. The cost of finance typically ranges from 0.75% to 4% per 30-day period. However, the size and credit quality of both the company selling the invoice and the end-debtor are critical in determining the cost of finance. Where a smaller company is supplying a large, blue-chip end-customer, it will often be able to raise finance at attractive rates because investors will tend to focus on the credit risk of the end-debtor.  

Regulation

Invoice discounting and factoring are not currently regulated activities in the UK, so online invoice discounting platforms are unregulated, as are conventional, standalone factoring businesses. However, like other financial businesses they are subject to anti-money laundering regulations.

Main providers

marketinvoice.com
platformblack.com
satago.com
5 SUPPLY CHAIN FINANCE

Supply chain finance (SCF) is a way of providing working capital to sustain supply chains, where groups of smaller companies sell goods and services to a large end customer. Frequently, the SME suppliers find they must accept lengthy payment terms in order to win business with large corporate customers, which can place a strain on their finances as they continue to meet their own bills while awaiting payment. These payment terms can often be as long as 90 days or more.

One way of bridging this gap in the SME supplier’s cashflow is to use SCF, which in its basic form is a development of more traditional receivables finance. SCF programmes are usually set up by large companies, which invite some or all of their suppliers to join. Once they have become part of the programme (which usually involves implementing an e-invoicing system selected by the large corporate that links the supplier’s IT system to the end customer’s), suppliers receive electronic approval for their invoices within a few days of submitting them. This approval confirms that the goods or services have been delivered to the customer’s satisfaction and gives the date on which the invoice will be settled, usually 90 days from the date it was submitted.

This electronic invoicing process effectively turns an invoice or trade receivable – which the SME could seek to discount in the conventional way – into an ‘approved payable’ that the corporate customer has undertaken to settle on a fixed date in the future.

At this point, an SME that belongs to an SCF programme will be given the opportunity to receive early payment of the outstanding amount, the funding usually being provided by the bank that the large corporate has selected to be the finance provider for its SCF programme. SMEs are often able to receive 100% of the outstanding amount, rather than having to accept a discount, as would happen in conventional receivables finance. In addition, the interest rate payable on the advance will usually be significantly lower than the SME could secure if it were borrowing on its own account.

For a visual representation of SCF and how it works, go to:

accaglobal.com/gb/en/technical-activities/technical-resources-search/2014/june/supply-chain-finance-flowchart.html
Strengths

This highlights one of the chief strengths of SCF as a way of providing working capital to SMEs: because the large corporate customer has provided an irrevocable commitment to settle the invoice on a specified date, the small supplier is effectively able to borrow against that ‘approved payable’ on the strength of the large customer’s credit rating, rather than its own. This lowers the SME’s cost of working capital while simultaneously enabling the large corporate to enjoy long payment terms without putting the financial health of its smaller suppliers in jeopardy.

SCF has to date mainly been used by very large companies that have very big supplier bases, and SCF programmes are normally open only to the company’s largest and most strategically significant suppliers. This tends to leave most SMEs in the supply chain outside the scope of the programme and therefore unable to benefit directly from the cheaper working capital that it can provide.

However, more recently variations on SCF have been developed that enable a wider range of SMEs to gain access to this type of funding. This has been particularly true in industries such as construction, where large contractors have found it increasingly hard to secure factoring or invoice discounting facilities with large enough credit limits from conventional providers, and where the financial weakness of their key subcontractors has made bidding for contracts increasingly risky. 

For example, the online alternative finance provider Platform Black, which runs a market where companies can sell selected receivables to a group of financial buyers, has also developed a structure to enable mid-sized businesses to provide SCF to groups of suppliers, frequently construction subcontractors.

Under this version of SCF, the company at the top of the supply chain guarantees payments to an approved group of its suppliers on set terms and provides security against that payment via an avalised promissory note. Once this arrangement is in place, the subcontractors can sell their approved invoices via Platform Black’s online market and receive early payment, while the buyers of the invoices have the assurance of the promissory note that they will be settled on the agreed terms.

Several variants of this structure exist in the market, some using a competition-based market to set the cost of finance, as in the example above, others using a single source of funding to provide advances against pre-approved invoices. 

SCF facilities vary considerably in size and can be from as little as £500,000 up to £25m-plus, depending on the size of the company at the top of the supply chain and the number of suppliers involved. Banks are also active in the SCF market but tend to concentrate on much larger facilities for major, multinational customers. 

Main providers

platformblack.com


urica.com
Key considerations

· Finance is usually advanced on a non-recourse basis due to the security provided by the main customer at the head of the supply chain.
· The cost of finance depends on the credit rating of the company at the head of the supply chain, rather than that of the SME supplier.
· Finance is offered as part of supply-/credit-term negotiations by large companies, which usually involve standard payment terms of 60 to 90 days.

· Most schemes are flexible, enabling suppliers to choose whether or not to finance specific invoices.
· Finance costs for 90-day credit will impact suppliers’ margins.

6 PEER-TO-PEER ASSET-BASED LENDING 

In addition to P2P websites that offer conventional term lending to businesses, others have appeared that provide fixed-term loans secured against the company’s assets, particularly its accounts receivable. 
For example, Archover (archover.com) advances repayment and interest-only fixed-rate loans of between £100,000 and £3m for terms ranging from three months to three years. Businesses that wish to apply must have been trading for at least two years, must pass the platform’s credit assessment and must agree to financial information being made available to lenders. Archover’s asset-based loans may be used to replace a traditional whole-turnover factoring or invoice discounting facility or a bank overdraft.

Security is provided by a pool of the business’s accounts receivable or work in progress, with a maximum loan-to-value ratio of 80%, and each loan is covered by credit insurance. This structure enables Archover to lend without asking borrowers to provide personal guarantees and gives lenders the benefit of credit insurance to protect against defaults. 

Potential borrowers should note, however, that because the loans are backed by a pool of invoices that will be replaced with new receivables as older ones are paid, they will need to maintain or increase the size of their debtor book in order to avoid the risk of breaching the loan-to-value ceiling. A drop in turnover that results in a pool of receivables worth less than 125% of the outstanding loan may necessitate a partial repayment. Archover monitors the borrower’s accounts receivable every month and reviews the monthly management accounts against the business’s forecasts. 

The platform’s published rates range from 7.5% for interest-only loans of up to 12 months, through to 8.75% for terms of two to years. In addition, borrowers pay a 4.8% marketing fee on completion and 0.05% of turnover for the credit insurance premium. Archover says that loans typically take four to six weeks to arrange from the initial contact. 

7 ALTERNATIVE OVERDRAFTS

Several alternative finance providers now offer non-bank versions of the traditional business overdraft. Companies including Growth Street (growthstreet.co.uk), Just Cashflow (just-cashflow.com) and Iwoca (iwoca.co.uk) provide revolving credit facilities to smaller companies that fulfil the same role as an overdraft: a flexible borrowing facility of an agreed size that companies can draw on and repay as their working capital needs dictate, and that charges interest only on the portion of the facility that has been drawn.  

These revolving credit facilities can be secured against a variety of business assets ranging from accounts receivable to fixed assets and commercial premises. In some cases directors may be asked personally to provide additional security. 

Providers will monitor the cashflow of their borrowers closely to ensure their businesses continue to perform strongly enough to service and repay the facility. Just Cashflow requires each borrower to complete a weekly online cashflow position by 8pm every Friday in order to maintain access to the facility, while Growth Street insists that its customers use an accounting software package and that they give the website access to this information as part of the credit underwriting process and to allow ongoing monitoring of the business’s trading performance. 

Interest is charged daily, but collected either weekly or monthly. Rates vary according to the credit risk the platforms ascribe to each borrower. 

Just Cashflow’s published interest rates range from 0.05% to 0.4% per day on the outstanding balance, plus an arrangement fee and in some cases a monthly management fee. Borrowers can access sums ranging from £10,000 to £500,000. They will usually undergo an initial interview of about 20 minutes with an account director, followed by analysis of financial information and finally a second interview of 45 minutes to one hour before receiving a final decision. The company says it decides on applications in five working days and usually supplies funds within 10 days.  

Growth Street charges a monthly fee of 0.4% plus VAT of the prior month’s peak borrowing amount, along with interest that is calculated daily and equates to a rate ranging from 0.2% to 1.25% per month. Facilities of up to £500,000 are available. The website says that, assuming an 70% average utilisation of the revolving credit facility, the representative APR is 11%. Growth Street says it decides on every application within three days. 

Iwoca arranges facilities ranging from £1,000 to £100,000 with interest rates starting at 2% per month. It claims that funds can be available for drawdown within hours of applying to the platform.  

Main providers

growthstreet.co.uk
just-cashflow.com
iwoca.co.uk
8 MERCHANT CASH ADVANCES

Merchant cash advances provide a source of unsecured funding for businesses that accept payments from their customers via cards – typically smaller retailers, restaurants, pubs and hotels. Unlike a conventional loan that has set repayments on specified dates, repayments are made on a merchant cash advance via a deduction of a fixed percentage of the business’s daily card takings. Repayments are therefore linked to card revenues, increasing and decreasing in line with the daily cashflow. 

Because repayment is linked to the business’s card revenues this means there is no fixed date by which the advance must be cleared. The total cost is fixed at the start and does not increase if the business takes longer to repay than expected. But equally businesses cannot reduce the cost of their borrowing by repaying early.

Merchant cash advances are available to limited companies, partnerships and sole traders that take payments via a credit or debit card terminal. They do not require the borrower to put up business or personal assets as security against non-payment. Instead, the fixed daily percentage of the business’s card takings that is owed to the finance provider is deducted by the merchant services company that provides the terminal, before the balance is passed on to the business. Any takings in cash or cheques are excluded.

Businesses can usually borrow the equivalent of one month’s typical card takings, which in practice can range from a few thousand pounds up to several hundred thousand. This is normally repaid over a period of between six and nine months, although businesses can repay more rapidly if they wish. 

The total cost of borrowing is not usually expressed as an annual percentage rate. Instead, providers tend to quote a price to advance a certain sum of money, typically around £3,000 for every £10,000 advanced, regardless of how long it takes to pay back. 

Merchant cash advances usually take a day or two to arrange and businesses will need to provide evidence of their card revenues over several months in order to establish how much funding they will be able to obtain. 

Providers

liberis.co.uk
merchantmoney.co.uk
boostcapital.co.uk
capify.co.uk
9 PENSION-BASED LENDING

Pension-based lending is a way for the owners of a business to lend to their company using the cash in their personal pension funds. The loan can come from one individual’s pension fund or it can be drawn from several funds – for example, where there is a group of directors or shareholders willing to participate. 

This type of lending is unusual because companies can use intangible assets to secure their borrowing, including trademarks, brands, logos, franchise or royalty agreements, proprietary databases and so on. It therefore opens up a further set of assets that a company can use to raise money. In order for the loan to proceed, however, the intangible assets in question (also frequently referred to as intellectual property) will have to be independently valued by a specialist firm and the valuation will have to be accepted by HMRC. HMRC will also have to be satisfied that any loan is advanced on commercial terms and rates. 

Transactions are usually structured either as a secured fixed-term loan from the pension fund to the company for a period of up to five years, or as a sale and leaseback agreement in which the company sells certain assets to the pension fund and then leases them back, making a series of rental payments over the life of the lease. It will either repay the loan or repurchase the assets at an agreed value at the end of the term. During the life of the loan, any assets owned or held as security by the pension fund are protected from the creditors of the company.

Business owners and managers wishing to explore this route will normally need to transfer all or part of their existing pension into a specially formed vehicle with trustees who are familiar with these transactions and therefore able to negotiate terms on the pension fund’s behalf.

Pension-based lending is a complex area that requires expert legal and administrative work as well as a specialist valuation of any intangible assets that are to be included.  Given the level of professional fees, transactions worth less than £50,000 tend not to be financially worthwhile. 

Because of the need to obtain specialist valuations and obtain HMRC approval, as well as carry out pension transfers, these transactions can take several months to complete.

Main provider

clifton-asset.co.uk 

10 EQUITY CROWDFUNDING PLATFORMS

There are now several online platforms that enable private companies to sell their shares directly to the public. By allowing people to invest in fundraisings with as little as £20 (although in practice the average invested in each deal tends to be considerably higher), these platforms have effectively opened up opportunities for retail investors that were previously the preserve of wealthy business angels and smaller venture capital funds. Equally, they have widened the options for companies looking to raise equity finance.

Investments made via P2P or equity crowdfunding sites are eligible for Enterprise Investment Scheme (EIS) and Seed EIS tax reliefs, provided that the businesses raising funds meet the scheme criteria.

The process of selling shares via these platforms differs from more traditional fundraising methods in several ways that are attractive for entrepreneurs seeking finance because they allow the business owners a much greater degree of control over the process than they have in conventional fundraising exercises. 

Some of the major crowdfunding sites allow the businesses selling shares to set the terms of the offer – the proportion of the equity for sale and the price – on a ‘take-it-or-leave-it’ basis. As a result there is no negotiation with potential investors over how much equity will be sold and at what price, as would happen in a conventional angel investment round. The exception to this is SyndicateRoom, a platform that is open only to sophisticated and high-net-worth investors and requires a lead investor for each fundraising. Lead investors, usually experienced business angels or specialist investment funds, will conduct their own due diligence, negotiate the terms of the investment with the company and make a significant investment themselves in the round. Other investors are then able to follow them on the same terms and benefit from their due diligence.

If an offer fails to reach its target, it is voided and the company receives no funding. In cases where an offering is oversubscribed, however, entrepreneurs are permitted to sell more shares than originally intended, although they cannot change the price at which the equity is sold. 

Typical offer sizes

In most cases, the minimum that a business can seek via an equity crowdfunding platform is £10,000. Beyond that, the amount it will be able to raise depends on several factors including its stage of development, the quality of its pitch and its ability to market its offer effectively to a sufficiently wide group of potential backers.

The largest sums raised by this method in the UK so far have generally been between £1m and £2m, which puts them on a par with small venture capital deals. Deals this large are still the exception, however, and the great majority of companies that sell shares using this method are seeking sums of £750,000 or less and are at a relatively early stage of development. In some cases they are at the start-up stage and are therefore seeking initial funding of less than £100,000. 

Aside from raising capital, some businesses may also find that they can draw on their crowd of investors to find people with specific expertise who can mentor and advise them on the development of their business. 

Another advantage for businesses raising funds via these platforms is that it enables them to offer shares both to ‘friends and family’ and the wider public at the same time. This is useful because in order to complete a successful fundraising from the public via an online platform, it is usually important for a business to show that it has some backing already in place; investors are generally more reluctant to back a proposition that has not yet attracted any funding than one that has already met a proportion of its target. By winning the support of friends and family at the outset and ensuring they invest via the platform as soon as the offer goes live, a company is able to show some support immediately, which will make it more likely that the wider crowd of investors will want to get involved. However, questions have been raised by the sector’s regulator, the Financial Conduct Authority (FCA), over whether crowdfunding platforms should be forced to make clear how many backers of each pitch are connected with the company in order to give better disclosure to non-connected investors.

A large percentage of funding requests that are posted on online crowdfunding platforms fail to attract sufficient backing. The success rate varies from one platform to another but tends to range from 25% to 35%.

Regulation

Equity crowdfunding is regulated by the FCA and access for retail investors is limited to those who:

· are certified or self-certify as sophisticated investors

· are certified high-net-worth investors

· confirm before a promotion is made that, in relation to the investment promoted, they will receive regulated investment advice or investment management services from an authorised person

· certify that they will not invest more than 10% of their net investible portfolio in unlisted shares or unlisted debt securities (ie excluding their primary residence, pensions and life cover).

Information requirements

Businesses that want to sell shares to the public via a crowdfunding platform generally need to provide basic information on the company if it is already trading, along with a detailed business plan and financial forecasts for the next three years. 

Startups seeking funding should be prepared to answer questions from the platform on their business idea, the market they are targeting and the background of the management team, and to supply evidence to support any facts they cite in their proposal. Entrepreneurs will also be encouraged to produce a short video pitch outlining their proposal. 

The platform will generally carry out basic checks on the individuals and companies that apply to raise funds. However, most equity crowdfunding sites rely more on the judgment of ‘the crowd’ than on professional levels of due diligence. This helps to keep the costs down for companies that seek to raise funds this way.

While the offer is open, potential investors can ask questions. Answers are posted on the site and are accessible to all registered users – a process sometimes known as crowd-based due diligence. 

The fundraising process 

Once a pitch is accepted for listing, it will remain live on the site for a set period, usually 60 to 90 days. Entrepreneurs can end their pitch early if they have reached their target sum but are free to let it continue if they intend to accept more investment than originally planned (although they cannot change the pricing of the shares on offer once a pitch has begun). 

During their offer period, the live propositions will appear on the platform with a running total showing progress against the fundraising target. Pitches that fail to reach their target by the closing date are void and no money that investors have pledged is handed over. Companies are only charged if their fundraising is successful. 

The costs for companies raising money on the leading platforms are: 

· Seedrs: a sliding scale of fees starting at 6% on the first £150,000, then 4% on the next £350,000 and 2% on anything over £500,000. There is also a £2,000 completion fee

· Crowdcube: a 7% flat fee plus payment processing fees on fund transfers

· SyndicateRoom: a 4% flat fee, a £1,500 setup fee, plus a monthly fee of either £125 or £250 depending on how many investors take part in the fundraising round.
After an offer closes, legal documents are drawn up to set out the shareholder agreements that will govern the investment before the funds are released. The platforms tend to work with standardised legal documents, which help to keep costs down. 

Share classes and ownership structures


Companies that raise equity finance on crowdfunding platforms can opt to issue new share classes to their retail investors, which may carry different rights to other classes of share. For example, some businesses offer B shares to investors who commit less than a set sum. These B shares may carry no pre-emption or voting rights, meaning that investors can be diluted in any subsequent fundraising without being consulted. Companies that use crowdfunding frequently offer rewards or incentives to crowdfunding investors, giving them discounts on products or other shareholder privileges. 

Once a fundraising is completed, the shareholding that has been sold to the public will be structured in one of two ways – direct or nominee. 

Where a direct model is used – for example, by Crowdcube – each individual investor becomes a direct shareholder in the company and the platform has no further role to play as an intermediary. The company will therefore have to deal directly with each individual investor should matters arise that require their approval. 

Under the nominee structure (used by Seedrs and SyndicateRoom), individual shareholders are represented by the platform, which takes decisions on their behalf. This simplifies matters for the company by providing a single counterparty.

In common with other private companies, those that have raised equity funding from ‘the crowd’ have no formal obligation to give shareholders regular updates on trading and financial performance beyond their legal obligation to file accounts at Companies House. Entrepreneurs are encouraged to communicate with their investors, however, and can often do so via the platform. 

Main providers

crowdcube.com
seedrs.com
syndicateroom.com
venturefounders.co.uk 

angelsden.com
Key considerations

· Companies that sell shares via crowdfunding platforms do so on an ‘all-or-nothing’ basis, meaning that if they fail to reach their target they receive no funding.

· Many pitches fail, although the failure rate ranges from less than 50% on some platforms to up to two-thirds on others. 

· On some platforms, companies can issue different classes of share, removing pre-emption or voting rights from shares sold to crowdfunding investors.

· Crowdfunding can be a relatively quick and cheap way to raise relatively small sums of equity investment since professional due diligence is usually minimal.

· Companies that acquire a large base of small shareholders after a crowdfunding exercise should be aware of the administrative burden that this may entail.

· Crowdfunding campaigns are more likely to succeed if they can show early commitments. This is often best achieved by ensuring that friends and family make their investments early in the process so that the wider investor community can see the project gaining traction.

11 BUSINESS ANGEL SYNDICATES

Business angels are wealthy individuals who have frequently been successful entrepreneurs themselves and who make equity investments in early-stage entrepreneurial companies. They may invest alone but increasingly angels join networks with scores or even hundreds of members, who tend to club together into syndicates in order to invest in a business. Angels usually expect to take at least one seat on the board of companies in which they invest and to provide industry contacts and expertise as well as money to help the company grow. 

Syndicates usually have a ‘lead angel’ who represents the members in negotiations. A ‘gatekeeper’ for the network receives business proposals and decides which ones are suitable to be presented to the members at formal pitch events. Many angels today also use equity crowdfunding websites in order to see a wider range of deal-flow and investment opportunities. 

Angel syndicates bring together a group of wealthy individuals and are therefore capable of making investments of £1m or more, depending on the number of angels involved, the capital requirements of the business proposition and its growth potential. Smaller syndicate investments can start from a few tens of thousands of pounds. 

The process

Raising finance from an angel syndicate is likely to take several months. The syndicate will want to carry out due diligence, negotiate terms and prepare the legal documents that will set out the agreement. Having been accepted to pitch to an angel group, the entrepreneurs may be offered coaching and help with their business plan to prepare them for the event. 
If negotiations subsequently begin with an angel syndicate these tend to result in a heads of terms document fairly early in the process, which sets out the main elements of the agreement but is not binding on either side. Final, legal documents will be drawn up and signed at the end of the process, once all due diligence is concluded.

Angel syndicates will want to: check the experience and background of the key people involved in the company; assess the accounts and financial projections; decide whether the proposed valuation is realistic; make sure that existing contracts are sound and that the company controls any key pieces of intellectual property that it will rely on; and research the commercial background such as size and growth rate of the relevant market and the strength of the existing competitors. 

Costs

Angel networks usually charge a fee of up to £1,000 to cover the training and support provided to the businesses chosen to pitch. Businesses will also need to pay for any legal or financial advice they take during negotiations. 

Angel CoFund

The Angel CoFund is a £100m equity investment fund, backed by capital provided by the British Business Bank (see section 13) that invests alongside syndicates of angel investors, providing initial sums of between £100,000 and £1m to early-stage companies. 

Useful contacts

ukbusinessangelsassociation.org.uk
angelcofund.co.uk 

12 PEER-TO-PEER AND CROWDFUNDING INVESTORS

The emergence of P2P and crowdfunding platforms has opened up a range of asset classes for investors that were previously difficult to access for anyone other than the very wealthy. These platforms have been brought under formal regulation by the Financial Conduct Authority. 

However, since these platforms operate outside the banking system, the deposit guarantees that protect savings in a bank account do not apply and so these are necessarily more risky investments than conventional deposits because any losses will be borne directly by the investor rather than the bank. However, any money deposited with a platform will be held in a bank account covered by the Financial Services Compensation Scheme until it is released to the ultimate recipient.

Debt

Investors who lend to businesses via crowdfunding sites tend to earn returns in the range of 6% to 12% before any platform fees, bad debts and tax. (Note that platforms currently pay interest gross.) 

Loan terms are usually between six months and five years, and the minimum investment in any loan can range from as little as £20 (Funding Circle) up to £1,000 (ThinCats). Some platforms do not charge fees to investors but where these are levied they are typically 1% of the portfolio value per year.

Approach

Investors generally take one of two approaches to lending. Some platforms offer an autobid function that automatically lends the funds an investor deposits with the platform according to pre-set criteria including minimum interest rate, minimum number of loans in the portfolio and the range of acceptable risk bands. Using this approach, investors can easily build a well-diversified portfolio of loans that should give them a reasonable chance of achieving market-wide rates of return and bad debt. Alternatively, some investors prefer to select which loan requests to fund individually and therefore take responsibility for diversifying their exposure themselves.

Bad debt rates

Default rates on P2P platforms will vary considerably according to the types of business investors are lending to and the health of the markets in which they operate. The situation is still evolving as the loan books remain relatively immature. Funding Circle estimates that its annual bad debt rates will range from 0.6% for loans ranked A+ up to 8% for those ranked E. However, investors should also consider recovery rates where loans go bad, which to date have been about 25% on loans secured by personal guarantees. 

P2P lending platforms that specialise in property-backed loans normally take a first charge of the property, enabling it to be sold and the lenders’ money recovered if the borrower fails to meet its obligations.

According to data available on the Funding Circle website, 67% of investors with at least 100 loans in their portfolio and maximum exposure to any one loan of 1% have earned 6% or more after fees and bad debts but before tax. Individual investors are permitted to write off bad debts against their profits when calculating their tax liabilities.

Most platforms also operate a secondary market in which lenders can sell some or all of the loan parts they hold and release their cash if necessary. There is normally a small fee on each secondary market transaction.

Invoice finance
Invoice finance platforms are generally open only to institutions and high-net-worth investors able to deposit at least £50,000. These platforms offer the potential of high annualised returns of 10%-plus, although they require an active trading strategy in order to achieve these returns since individual loans tend only to last for 30, 60 or 90 days. The investor must therefore reinvest funds rapidly in new deals in order to ensure that they continue to earn a return. They should also be aware of possible concentration risks in their portfolio (both to individual sellers of receivables and to the individual end customers of those sellers), and take care to diversify their exposure as widely as possible. Loss rates on receivables transactions facilitated by online platforms vary, ranging from well below 1% up to 3% to 4% a year.

The platforms usually charge a percentage of the investor’s profit as a fee, ranging from 10% upwards. Returns are paid gross. 

Invoice discounting is not a regulated activity in the UK so these platforms are unregulated businesses.

Equity

Investments in small private company equity are illiquid and likely to be realised only in the event of a sale or initial public offering of the business. A very small number of crowdfunded businesses have achieved exits but in the vast majority an exit is likely still to be some years away. It is therefore impossible to say with any confidence what the likely returns will be, although a study by Nesta in 2009, Siding with the Angels, suggested that angel investments in the UK overall returned 2.2 times the invested capital, even though a high percentage failed. Wide diversification is therefore essential to mitigate the risk of total loss.

Equity investments are normally eligible for tax reliefs under EIS or Seed EIS. 

EIS provides income tax relief at 30% on investments of up to £1m in the tax year 2016-17, provided that you have sufficient tax liability to absorb all the relief claimed. See https://gov.uk/government/publications/enterprise-investment-scheme-income-tax-relief-hs341-self-assessment-helpsheet/hs341-enterprise-investment-scheme-income-tax-relief-2015 

There are also some capital gains tax reliefs available on EIS investments. See https://gov.uk/government/publications/enterprise-investment-scheme-and-capital-gains-tax-hs297-self-assessment-helpsheet/hs297-enterprise-investment-scheme-and-capital-gains-tax-2015
Seed EIS provides income tax relief at 50% on investments up to £100,000 in the tax year 2016-17, again provided that your tax liability is large enough to absorb all the relief claimed. See https://gov.uk/government/publications/seed-enterprise-investment-scheme-income-tax-and-capital-gains-tax-reliefs-hs393-self-assessment-helpsheet/hs392-seed-enterprise-investment-scheme-income-tax-and-capital-gains-tax-reliefs-2015
Further information

https://gov.uk/guidance/peer-to-peer-lending
13 GOVERNMENT SUPPORT

The government has provided significant financial support over the past few years to encourage the growth of alternative finance providers via the British Business Bank, a state-backed financial institution that oversees the government’s equity and loan-based financial support for smaller UK companies. The bank has allocated funds to a range of alternative finance providers in order to increase their lending capacity and so speed their growth. 

Companies that have received British Business Bank support are grouped under the following headings: 

· mid-market direct lending
· debt funds
· asset finance
· tech-enabled or P2P
· venture capital funds
· structured capital. 

The British Business Bank’s money is usually allocated to every transaction that the finance provider agrees on the same terms as all other investors and is recycled as the existing deals mature. By March 2016, the bank had provided more than £1.4bn to support the operations of 33 finance providers, including £100m to five tech-enabled or P2P lenders: Funding Circle, RateSetter, MarketInvoice, Urica and Liberis. 

There is also significant support for companies from EU funds, principally via the Joint European Resources for Micro to Medium Enterprises (Jeremie) scheme. This has led to the setting up of three regional equity and debt investment funds in the north of England and Wales: North East Finance, The North West Fund, Finance Yorkshire and Finance Wales, which are overseen by the British Business Bank. You can follow the latest on the availability and alternatives to this funding at https://gov.uk/government/policies/european-funds.
The private sector fund management companies that administer these funds receive money from the European Regional Development Fund, as well as from the UK government and the European Investment Bank. It is not yet clear what will happen to these funds after the UK leaves the EU.

In Scotland, the main sources of government funds for equity and debt investment in growing businesses are administered by the Scottish Investment Bank. They include the Scottish Venture Fund, which invests sums ranging from £10,000 to £2m alongside private sector investors in equity fundraisings ranging in size from £20,000 to £10m. The Scottish Co-Investment Fund invests between £10,000 and £1.5m of equity in deals worth between £20,000 and £10m, and the Scottish Loan Fund provides mezzanine loans of between £250,000 and £5m to established companies looking to expand.

Further information

bbbinv.co.uk
thenorthwestfund.co.uk
northeastfinance.org
finance-yorkshire.com
financewales.co.uk
scottish-enterprise.com/services/attract-investment
accaglobal.com/uk/en/technical-activities/technical-resources-search/2016/august/finance-for-businesses-benefiting-wales.html
ACCA LEGAL NOTICE

This technical factsheet is for guidance purposes only. It is not a substitute for obtaining specific legal advice. While every care has been taken with the preparation of the technical factsheet, neither ACCA nor its employees accept any responsibility for any loss occasioned by reliance on the contents.
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