INTRODUCTION 

The purpose of this factsheet is to provide guidance on the alternative forms of finance available to businesses. Since the financial crisis, traditional forms of finance have been harder for companies, particularly SMEs, to access. This factsheet will consider the most prominent sources of alternative finance, peer-to-peer and crowdfunding, 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. We will also detail how online platforms are allowing businesses to raise short-term finance against their outstanding invoices, via an auction system, and how these differ from traditional bank overdraft or factoring arrangements. Other online platforms have emerged that enable private companies to offer equity directly to the general public, and we consider how these are giving business owners more control than in conventional fundraising exercises. 
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. 
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 since the financial crisis. These terms, which are often used interchangeably, describe online services that enable individuals and organisations to advance funds to companies in the form of loans or equity investments. 
Irrespective of the terms used, the basic mechanism that these services use is very similar: a company publishes a request for funding and investors each offer to advance a portion of the amount that the borrower is seeking. The overall advance 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. Transactions made via these online platforms therefore take place outside the banking system and provide an alternative to banks for companies seeking external finance. 
In the UK, online platforms have developed to offer products including term loans, equity investments, individual invoice finance, 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
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Term loans 


£5,000-£1m+ 

6mths-5yrs 
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Commercial mortgages 
£250,000-£2m+ 
3-5yrs 
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Development loans 

£250,000-£2m+ 
6-18mths 
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Invoice trading 

£5,000-£1m+ 

30-90days 
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Business Cash Advances
£2000-£300,000+
--------
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Equity investments 

£10,000-£1m+ 
-------- 
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Mini-bonds


£500,000-plus

3yrs+
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Supply chain finance 

£5,000-£1m+ 

30-90days+ 
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Pension-based funding
£50,000-plus

5yrs
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The lenders 

All the main P2P and crowdfunding platforms rely on individual savers as their main source of funds and most allow investors to participate with sums as little as £20, although the average amount that investors lend via debt platforms is much higher than this. A report by Nesta in April 2013 found that on average, lenders on the main debt funding platform, Funding Circle, had each advanced £8,000 to 67 companies. Although the bulk of these platforms’ funding is derived from individual savers, the range of lenders is wider than that and nowadays includes asset managers, the government, local authorities, universities, cash-rich companies and partnerships. 
However, 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. 
The main features of P2P and crowdfunding platforms 

Although the details vary, these platforms share many basic features:
· Debt platforms often run ‘reverse auctions’ in which lenders bid against each other to provide credit at the most attractive rate. This creates a market mechanism to set the price of credit. Alternatively, they may offer fixed-rate auctions, in which lenders race to advance funds before the target amount is reached and the auction ends. Some operate both. 
· Equity platforms offer shares at a fixed price set by the entrepreneurs. 
· They offer quick decisions on whether to accept or reject borrowing applications – as little as a few days in some cases. 
· They tend not to charge early repayment fees to borrowers. 
· They tend not to levy charges in order to keep a facility open, for example access to invoice finance. Services are only paid for when they are actually used. 
· 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) to all those who have 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 £2m in a few cases. Funding Circle has so far lent more than £500m to more than 7,000 companies, has an average loan size of about £65,000, and the great majority of loans advanced so far are for less than £100,000. Its maximum single loan size is currently £1m for term loans. The level of liquidity available on individual platforms at any given moment will also tend to limit the volumes of finance available. 
Specialist property lending platforms tend to advance larger individual loans, which are usually secured against income producing commercial or residential property, often at loan-to-value ratios of 70%-plus, which are higher than most banks are happy to accept. Short-term loans for property development are also offered by some specialist platforms, usually for terms of 6-18 months. 
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 auction 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 a growing number of companies have raised larger sums and in some cases deals worth well over £1m have been successfully funded. Typical early-stage fundraisings are in the £30,000-£50,000 range. 
3. DEBT PLATFORMS
The process of raising debt finance from an online P2P or crowdfunding platform in most cases follows a series of reasonably standard steps. 
Companies seeking funding will register with the site (either directly or via an introducer) and submit a range of financial and business information to support their application to list a borrowing request. Once accepted, their application will be published on the platform along with their supporting documents. 
The auction process then begins, which typically lasts at least seven days. 
In reverse auctions lenders bid against each other to offer funds at the most attractive rate, which tends to drive down the ultimate cost of capital to the borrower. Loan requests that are funded using reverse auctions often receive sufficient offers to make up the loan within a short period, at which point the borrower can close the auction and draw its funding if it wishes. However, borrowers tend to let the auction run its full term so that lenders can continue to bid against each other, driving down the average interest rate the borrower will ultimately have to pay. 
In fixed-rate auctions, lenders race to put in their offers before the target amount is reached and the auction closes. 
At the end of the auction, the platform will automatically assemble the loan from the bids received. In reverse auctions, the 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 draw-down usually take place within a few days of the auction closing. 
Term loans are normally advanced for periods of between six months and five years. 
Loan rates, fees and terms 
Borrowing rates for businesses on P2P and Crowdfunding platforms vary, but are rarely less than about 6.5% (before fees) and range well above 12% per annum. 
The largest loan site, Funding Circle, classifies borrowers into one of five risk bands as part of its credit underwriting process (A+, A, B, C and C-) and sets a minimum rate at which lenders can bid to advance funds for each band. These are changed periodically to help keep supply and demand of funds in broad balance and typically start at about 6% for the lowest risk loans, ranging up to 12%-plus for those in the riskiest band. Under this system, lenders still bid against each other to advance funds in reverse auctions, but there is a limit on how far competition between them can drive down the borrowing rate. 
Some other sites, notably ThinCats, the second-largest loan platform, do not rank loans into risk bands or set minimum rates at which lenders can bid. 
The fees that borrowers pay to arrange loans via these platforms tend to include a listing or application fee for posting a loan request on the platform. This is usually between £250 and £500 and will normally be refunded if the borrower does not succeed in raising the amount it is seeking. The platform will then charge an arrangement fee, which is usually expressed as a percentage of the total amount borrowed (usually 2%-5%, depending on the loan term) and is payable when the money is drawn down. Alternatively, some sites add an annual interest rate premium to the final rate agreed with the lenders. In most cases this is set at 1%-1.5% per year. 
Loan terms on P2P and crowdfunding platforms tend to be more flexible than for traditional bank lending. For example, there is usually just a single arrangement fee to pay and in many cases borrowers are free to repay the loan at any time during the term without penalty. Given that borrowers do not usually have to 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. 
The application and listing process 
Businesses that want to borrow via a P2P or crowdfunding platform will usually need a minimum annual turnover of £100,000 and at least two years of accounts filed at Companies House. Borrowers can be limited companies, LLPs or sole traders. 
Having registered with the platform, the directors will be required to provide a brief profile of their business and an explanation of what they intended to use the new borrowing for. This will be published as part of their loan request, along with financial information on the company including, for example, accounts sourced from 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 judgements and notices of disqualification. 
This assessment 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 and on some platforms it will be classified into one of a range of risk bands.
The application process for borrowers on ThinCats differs in that companies that wish to use this platform must apply via a sponsor. Sponsors tend to be commercial finance brokers, who deal with the directors in person and draw up the information pack on the borrower that will be published on the ThinCats website. This information pack will include an assessment of the market, the borrower’s business record, the strength of its management team, the purpose of the loan, the security on offer to back the loan and the business’s ability to make the proposed repayments. 
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 their 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.

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 platform may, in addition, take additional security over the personal assets of the property owner or developer 
Regulation
Loan platforms have been regulated by the Financial Conduct Authority since April 2014, although regulation is mainly focused on the protection of retail investors who lend their funds. 
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. 
· Some P2P lending sites allow payment holidays, which can enable borrowers to match their repayments to their cash flow more closely. 
· Most term loans are amortising, although commercial mortgages and property development loans are available in both amortising and non-amortising versions. 
Major providers – further information
Business lending:

Funding Circle – www.fundingcircle.com
ThinCats – www.thincats.com 
FundingKnight – www.fundingknight.com 
Rebuildingsociety – www.rebuildingsociety.com 
Property-based sites:

Assetz – www.assetzcapital.co.uk 
LendInvest – www.lendinvest.com 
Proplend – www.proplend.com


4. WORKING CAPITAL PLATFORMS 
Since 2010, several online platforms have been set up in the UK that 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 cash flow 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 80%- 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, the platforms use auction systems to set the price of the funding that users will pay. 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. Unlike the conventional invoice discounting or factoring services provided by banks and specialist finance houses, in which the business deals exclusively with a single finance provider, these platforms therefore create a competitive market where many investors bid against each other to purchase the receivables. Sellers set the maximum cost of finance that they are willing to pay, which enables them to keep control of their funding costs. 
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. 
The main form of finance that these platforms provide is standard discounting of individual invoices or packages of invoices to a domestic end customer in order to improve cash flow. However, small exporters have also been able to use online discounting services to raise working capital against their international receivables, which is a facility that many conventional discounting and factoring providers in the UK are reluctant to offer because of concerns over the difficulty of recovering their money from overseas in the event of non-payment. 
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. Therefore the duration of this type of finance typically follows the payment cycle of the customers that are being supplied. 
Most businesses in the UK operate on payment terms of between 30 and 90 days, although research consistently shows that UK businesses pay their bills about 15 days late on average. In addition, many large companies now operate standard payment terms of 90 days for all suppliers. Online working capital platforms therefore structure their offering to reflect these conditions, with borrowing split into terms of 30, 60 and 90 days. Businesses can choose how long they wish to borrow for and are charged for the term they select, with fees reduced or increased pro rata in the event of early or late repayment. 
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 auctioning their invoices.

In the first stage of the signing up for membership, the platform will carry out credit checks on the company and its directors and check their records at Companies House. If the business has less than three years’ trading history it is likely to be asked to submit management accounts, a P&L and a debtor list. As part of the process, the Companies House check will also indicate any debentures over the company’s book debts that will need to be waived in order to allow auctions to go ahead. The platform will usually be able to assist in obtaining the necessary waivers. 
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. 
Before the company can start an auction, there is a second stage to go through. 
The company will 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 auctioned. Only invoices that show a dedicated trust account when they are issued can be auctioned on an online platform. 
Then, the company will 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. 
Waivers of existing debentures

The waivers that companies usually obtain in order to be able to auction their invoices fall into three types: waivers relating to the company’s entire debtor book; waivers relating to specific debtors; and waivers relating to specific invoices. 
The second and third types of waiver are used in cases where a company has an existing working capital facility in place with a mainstream factor or invoice discounting provider, but is unable to obtain advances against all its invoices because too many of them relate to a single customer, for example. In such cases – where the existing finance provider is facing greater concentration risk than it is willing to accept – alternative providers can offer a solution by routing some invoices to alternative buyers via their online marketplace. 
Cost of finance 
The cost of finance available through these platforms depends on the results of individual auctions and will therefore be determined by the appetite of the buy-side investors on any given day. Beyond that, there are two main factors that can influence the outcome of auctions. 
First, the size and credit quality of the end debtor is a critical factor in determining the cost of finance. Smaller companies selling to large, blue-chip end customers will therefore usually be able to raise finance at attractive rates because the buyers will be influenced by the credit risk of the end debtor, rather than the credit risk of the supplier. 
Second, companies that develop a trading history on these online platforms over a succession of successful auctions tend to see their cost of finance trend downwards as the market becomes more familiar with them. 
Costs vary between platforms but will typically be in the range of 2%-4% per 30-day period.  There is also a small one-off membership fee when a company applies to become a seller on these platforms, to cover the set-up costs. 
Regulation

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

Key considerations
· Because invoices are sold “with recourse”, the company selling its invoices remains liable to repay the buyers in the event that its end-customer does not pay its bills.

· The cost of finance will necessarily reduce the profit margin on any invoices that are offered for sale. It is therefore critical for companies that use these services to be aware of their margins and to ensure they are great enough to absorb the cost of funding.
Major providers – Further information
MarketInvoice  - www.marketinvoice.com
Platform Black – www.platformblack.com
5. BUSINESS CASH ADVANCES
Conventional receivables finance, such as factoring and invoice discounting, is available only to businesses that sell to other businesses. For those that serve the retail market, this form of finance is not available but other ways exist to raise funding against their future cash flow, including the Business Cash Advance. This is a source of unsecured funding for businesses that accept payments from their customers on credit or debit cards. Unlike a conventional term loan, which requires fixed repayments on agreed dates, the repayments for a business cash advance are made daily by deducting a fixed percentage of the company’s income from card sales. The effect is to link the sum repaid each day to that day’s card revenues so that repayments rise and fall in line with the business’s daily income from card payments. 
The repayments are recovered directly from the company’s takings by the merchant services company that provides the card terminal, the fixed percentage owing to the finance provider being deducted automatically before the balance is remitted to the company’s bank account. This type of funding is therefore available to any company that users a card terminal to accept payments, but is particularly popular with retail businesses such as pubs, restaurants, hotels and retailers. Any income in the form of cash or cheque is excluded from the agreement.

The funding process
Business Cash Advances are an unsecured form of funding and are therefore fairly quick to arrange since the finance provider does not have to spend time valuing and verifying collateral. The company seeking funding will need to provide evidence of its takings from card payments over a period of several months to allow the finance provider to decide how much funding it is willing to advance. 
The maximum available is usually equivalent to a typical month’s card takings and companies can expect a decision on their application within a couple of days. 

Costs and repayment terms
Because a Business Cash Advance is not the same as a conventional loan, the cost of borrowing is not expressed as an Annual Percentage Rate. Instead, the provider will quote a total fixed price for the advance, which will include repayment of the sum borrowed plus the price of making that much money available. This usually comes out at about £3000 for every £10,000 advanced, so that an advance of £10,000 will cost the company about £13,000 regardless of how long it takes to repay. 
Because the advance is repaid via a fixed levy on each day’s card revenues, Business Cash Advances do not have a fixed term but are repaid when the full amount owing has been recovered from daily card revenues. 
Key considerations
· Because a business cash advance will be repaid as a set percentage of your daily income from card payments, the repayments will reduce the company’s profit margin on every sale. 

· As a fixed-price advance provided over a flexible term, it is not possible to reduce the total amount owing by repaying the advance early.

· Because repayments are linked to card revenues, they increase when the company’s income is high and fall as it decreases, helping to minimise the pressure on cash flow. 
· Business Cash Advances are unsecured and therefore do not require borrowers to offer business or personal assets as security. 
Major providers
Liberis – www.liberis.co.uk
Boost – www.boostcapital.co.uk
Annecto UK – www.annectouk.co.uk
First Data Merchant Solutions – www.firstdatams.co.uk
United Kapital – www.unitedkapital.co.uk
6. EQUITY PLATFORMS

In the years since the financial crisis, several online platforms have emerged that enable private companies to offer equity directly to the general 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 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 the businesses raising funds meet the 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 a conventional fundraising exercises. 
First, private companies that offer shares via P2P or crowdfunding sites 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 risk that the entrepreneurs take, therefore, is that they will fail to attract sufficient interest to raise the sum they are seeking (in which case the offer will be void and they will receive no money), rather than that they will have to agree to sell more equity than they hoped in order to secure 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 rare and the majority of companies that sell shares using this method are seeking sums of £200,000 or less and are at a relatively early stage of development. 
Very early-stage businesses that have yet to commercialise their product or service are also able to sell shares to the public via crowdfunding platforms and one, Seedrs, specialises in raising sums of up to £150,000. The usual amounts raised by start-ups tend to fall in the £20,000 to £50,000 range. 
Aside from raising capital, some businesses may also find that they can draw on their crowd of investors to find people with specific expertise that can help to 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 an 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. 
One of the larger platforms, Syndicate Room, operates a slightly different model, under which each investment is led by an experienced business angel, who negotiates the terms of the deal and invests a significant portion of the sum sought personally. The public can invest alongside this ‘lead angel’ on identical terms, thereby gaining the benefit of the lead angel’s experience and detailed due diligence.

Regulation

Equity crowdfunding is regulated by the Financial Conduct Authority and access for retail investors is confined 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. 
Start-ups 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 above all on the judgment of ‘the crowd’ rather than formal 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 called ‘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 cost of using a crowdfunding platform to sell shares varies according to the platform, but is generally at least 5% of total raised. 
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 different classes of shares that, for example, might carry no pre-emption or voting rights – this means that the investor can be forcibly diluted in any subsequent fundraising without being consulted, but it may also mean that they can sell their shares to another person without seeking the company’s permission. 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, 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, individual shareholders are represented by the platform which takes decisions on their behalf. This potentially 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. 
Key considerations 
· Companies that sell shares via crowdfunding platforms do so on a ‘take-it-or-leave-it’ basis, removing the need to negotiate with investors over the valuation of the business and the amount of equity to be offered. 
· 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%. 
· Companies that fail to reach their fundraising target do not receive any investment. It’s an all-or-nothing process. 
· Many pitches fail – some estimates suggest up to two-thirds of equity fundraisings do not reach their target. 
· Companies can issue different classes of share via these platforms, for example 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. 
Major providers – Further information
Crowdcube – www.crowdcube.com
Seedrs – www.seedrs.com
Syndicate Room – www.syndicateroom.com
Crowdbnk – www.crowdbnk.com
Angels Den – www.angelsden.com
The Ideas Factory – www.theideasfactory.com
7. MINI-BONDS
Over the past few years, a small number of companies have successfully raised money from the public by issuing “mini-bonds”, which are also sometimes called Retail Bonds. Although they are commonly referred to as bonds, these are “debt securities” that, unlike conventional bonds, cannot be bought and sold on the open market but instead have to be held until the company decides to redeem them. That may happen after a fixed period, but companies can also give themselves the right to repay a mini-bond at any time, for example if cheaper funding becomes available from another source.

Debt raised by mini-bonds is usually an unsecured loan taken out for a fixed term of three to five years. These loans are usually non-amortising, with twice-yearly interest payments during the term and a “bullet” repayment of the principal at the end. 
Mini-bond issues are increasingly being organised by equity crowdfunding platforms, which have developed this capability in order to broaden the range of investment options they can offer to the public and the fundraising opportunities available to smaller companies. They may be particularly appealing to the owners of growing companies that need to finance expansion, are not in a position to take out a secured loan and do not want to dilute their ownership by selling shares.

Interest rates and loyalty bonuses
The businesses that choose to raise money by issuing mini-bonds usually serve consumer markets and have usually been able to find willing lenders among their customer base, for example the luxury chocolate company Hotel Chocolat or the restaurant chain Chilango. As well as raising money to fund their business, issuers tend to see mini-bonds as a way to increase awareness and loyalty among their customers. 
For this reason, companies that issue mini-bonds often offer lenders the option to take part of their interest income “in kind”, which may mean free products, discount vouchers or other rewards. The financial element of the return is usually in the 6%-9% range, with the equivalent of another 2%-3% paid in rewards

Typical offer sizes and costs
Mini-bond issues normally require companies to hire professional advisers to organise the issue and draw up the legal documents involved. The costs of this advice mean that mini-bonds are usually used to raise fairly large sums, starting from about £500,000. 

Most issuers have chosen to raise a few million pounds and it is possible to fix the final size of the offer depending on the demand that it attracts, so that a company might decide to raise a minimum of £1m but during the course of the offer it can increase the total if there is strong appetite from lenders. John Lewis borrowed more than £50m from its customers via a mini-bond in 2011. 
Issuing a mini-bond will involve several sets of professional fees. Lawyers will be required to draft the documents needed for the issue and accountants will be needed to prepare the financial information that will accompany the offer documents given to potential investors. Issuers will need a firm of registrars to receive money from investors who buy the mini-bond and to arrange the regular interest payments to them on the company’s behalf. Because issuing the documentation for an offering of mini-bonds to the public counts as a financial promotion, and is therefore a regulated activity, any company that plans to raise funds this way will need to hire a firm that has the relevant permissions from the Financial Conduct Authority to authorise the issue of the offer documents.  

Key considerations
· Companies that issue Mini Bonds are entitled to set a minimum amount that anyone can subscribe, which may be as little as £500 or £1000. They may also choose to set a maximum. Allowing very small minimum subscriptions will increase the administrative work involved in issuing the bond and therefore the costs.
· If a company has existing debts, for example bank loans, it should ensure that raising further debt via a mini-bond, even if it is unsecured, will not put it in breach of any conditions or covenants attached to its existing borrowing.
· Because mini-bonds are interest-only products, they will have to be refinanced at the end of the term, rolled over into a new bond or repaid from the company’s cash resources. 
8. SUPPLY CHAIN FINANCE

Supply chain finance (SCF) is a relatively little-known 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 cash flow 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 suppliers’ 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, see here: www.accaglobal.com/gb/en/technical-activities/technical-resources-search/2014/june/supply-chainfinance-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 an auction-based 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, by providing a promissory note to back the suppliers’ approved invoices, which are then sold to investors. 
Variations of SCF are also provided by e-invoicing companies that either partner with a finance provider in order to offer early payment to suppliers that use their e-invoicing systems, or in some cases that offer both e-invoicing and finance themselves. 

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 60-90 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.
Major providers
Tungsten Network - www.tungsten-network.com/uk/en/
Urica - https://urica.com 
Oxygen Finance – www.oxygen-finance.com
Obillex – www.obillex.com
Platform Black – www.platformblack.com
9. INTANGIBLES
Raising funding for a business on the basis of the value of the company’s intangible assets is not normally possible through conventional lenders. This is partly due to a lack of understanding of the transferability and value of different types of intangible assets, for example product or performance rights. However, this can be done using a financing technique known as pension-based lending. This involves the owners of the business lending money to their company using the cash in their personal pension funds and taking security over the business’s intangible assets. Loans can be advanced by several individuals’ pension funds jointly, for example where there is a group of directors or shareholders willing to participate. Since this type of lending began about a decade ago, several thousand companies have raised finance this way. 

Eligible assets
The intangible assets that can be used as security for pension-based funding include trademarks, brands, logos, franchise or royalty agreements, databases and so on. This funding technique therefore opens up a further set of assets that a company can use to raise money. In order for any loan to proceed, the intangible assets to be offered as collateral must be independently valued by a specialist firm and the valuation must be accepted by HMRC in order for the transaction to go ahead. 
Intellectual property is typically valued using a combination of up to three approaches. The valuation may be based on the cost of creating the intellectual property in question; on its market value, if there is enough of a market in the particular assets to make this possible; or on the revenue that the IP is directly responsible for generating. 

As well as agreeing the valuation that has been placed upon the intangible assets by the valuer, HMRC must also be satisfied that any transaction takes place on commercial terms and rates. 
In order to undertake a pension-based funding transaction, the individuals who plan to advance money to the company will usually need to transfer part or all of their existing pensions to a specially created pension fund that has trustees familiar with the field and therefore able to agree to the terms on the pension fund’s behalf.  

Transaction structures
Pension-based funding is structured in one of two ways. Either the pension fund will make a secured fixed-term loan to the company on commercial terms, or the company will sell some assets to the pension fund and immediately lease them back, making a series of payments over the life of the lease. In either case, it will have to repay the loan or repurchase the assets at an agreed value at the end of the term. In both cases, the term is usually five years.
Deal sizes and costs
The size of any deal will depend on a variety of factors. Clearly, the value placed upon the intangible assets that are to act as the security for the loan or sale and leaseback agreement will determine the maximum amount that could be injected into the company. Similarly, the sum of money available within the pension fund will place a ceiling the size of any transaction. Beyond that, pension-based funding deals involve a great deal of administration and paperwork, which tends to mean that deals worth less than about £50,000 are not viable because they are too expensive to execute relative to the sums involved. Costs generally run into several thousand pounds, taking into account the legal and administrative work and the cost of obtaining an independent valuation of the intellectual property assets.
Key considerations
· IP assets owned or held as security by a pension fund are protected from the creditors of the company.
· If the company fails or is unable to repay the loan for any reason, the pension fund will suffer a loss.
· It may be more complex to sell a company that has a pension-based loan in place because some of the key assets of the company will be controlled by a separate entity: the pension fund. 

Major providers
Clifton Asset Management - www.clifton-funding.com
10. 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 most platforms currently pay interest gross but are expected to being withholding tax in due course). 
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) or even £5,000 (PropLend, a specialist property lender). 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 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 the loans ranked A+ up to 5% for those ranked C-. However, investors should also consider recovery rates where loans go bad, which to date have been 20% to 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, 58% 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. Following an announcement in the 2014 Autumn Statement individual investors are to be permitted to write off bad debts against their profits when calculating their tax liabilities. P2P loans are expected to become eligible for inclusion in ISAs in late 2015.  
Most platforms also operate a secondary market in which lenders can sell some of all of the loan parts they hold and release their cash if necessary. There is normally a small fee on each secondary market transaction. 
Working capital 

Working capital platforms are generally open only to high-net-worth investors and institutions able to deposit at least £50,000. These platforms offer the potential of high annualised returns of 12% to 18%-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 auctions in order to ensure their funds continue to earn a return. They should also be aware of possible concentration risks in their portfolio (both to individual sellers of receivables 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 remain relatively low, with annual figures of around 2% usually quoted. 
The platforms usually charge a percentage of the investor’s profit as a fee, ranging from 10% upwards and as before 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, neither of which has taken place to date since the industry remains in its infancy and the first exits are likely 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. 
