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Overview of alternative funding

• Alternative funding for private companies 
is a hot topic throughout the world and 
refers to a broad spectrum of funding 
sources – it is not yet well defined.

• Alternative funding includes both equity 
and debt instruments.

• There are significant regional 
geographical differences.

• Policymakers and regulators have only 
recently (since 2013) started looking at this 
phenomenon.

• Limited availability of credit information 
and analysis on small and medium-sized 
enterprises (SMEs) may be a challenge 
since mandatory disclosure increases 
transaction costs which make alternative 
funding less attractive.

• Shadow banking still seems somewhat 
ambiguous, in particular from a systemic 
risk perspective.

• Crowdfunding is a hot topic, while liquidity 
in alternative markets set up for SMEs is 
low, and costs for listing on these markets 
tend to be relatively high. 

• Private equity and venture capital markets are 
growing but also compete with each other.

• Royalty-based financing may be an attractive 
new tool in early stage funding.

Introduction

On 22 October 2014, the Closely Held and 
Growing Business Enterprises Committee 
organised a session titled ‘Company 
financing: alternative funding for private 
companies’. The meeting brought together 
about 50 lawyers from around the world 
and was organised to explore the various 
aspects of the rapid rise of new financing 
mechanisms for privately held companies 
as a consequence of (i) banks being more 
reluctant to lend money; and (ii) the ever 
increasing regulatory burden. 

The meeting was set up as an interactive 
panel discussion led by two moderators 
and covering the topics from the different 
geographical perspectives, which were 
Latin America, North America, Asia and 
Europe. The moderators also interviewed 
the panellists.

Session topics

The five main topics were: 
• non-bank banking and shadow or direct 

lending;
• crowdfunding, crowdlending and peer-to-peer 

(P2P) models;
• business angels, venture capital and 

private equity;
• debt capital markets and private offerings; 

and 
• novel instruments such as royalty-based 

financing.
After a general introduction to the topic, 
specific features and trends of each of 
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these sources of alternative funding for 
private companies were debated as well as 
developments, structures and documents, 
both from a private practice perspective as 
well as from the regulators/policymakers’ 
view. Each time the regional differences were 
highlighted as well, whereby in particular 
the Asian, European, Japanese, Latin 
American, United Kingdom and United States 
perspectives were shared by the panel and the 
audience.

Alternative funding: general approach and 
common issues

About 80 per cent of financing to the real 
economy in Europe is provided by banks, 
resulting in an aggregate bank balance sheet 
which is nearly four times larger than European 
gross domestic product (GDP). As the financial 
crisis has made clear, this dependence on 
banks makes the European economy somewhat 
vulnerable. By way of contrast, in the US, bank 
financing accounts for just 20 per cent of 
funding to the real economy (the remainder 
from non-banks and capital markets) and the 
aggregate US bank balance sheet is about 80 
per cent of US GDP. For the economies of 
Japan and South-America, the picture seems to 
be similar to Europe: bank financing remains 
the most important source of external financing 
of private companies.

‘Alternative funding’ in this context refers 
to a wide spectrum of funding sources, not 
provided by traditional banks. Some, like 
venture capital and private equity, have 
existed for some time, while others, such as 
crowdfunding and lending by funds (‘shadow 
banking’), have been established in more 
recent times. Other instruments are more like 
debt instruments, such as asset backed debt 
instruments in Brazil and mini-bonds in Italy 
and Argentina. In Japan, there are not many 
alternatives; the crowdfunding market has not 
yet kicked off. 

Policymakers and regulators in the US and 
the UK have only recently started looking 
at the regulation of crowdfunding. The 
Securities and Exchange Commission (SEC) 
in the US is encouraging different platforms. 
Investments by high net worth individuals in 
platforms with participations of US$200,000 
are not regulated, while others pursuant to 
the Jumpstart Our Business Startups (JOBS) 
Act are heavily regulated. In other parts of the 
world policymakers seem to be less active yet.

As a general observation, it was noted that 

there is a discrepancy between the costs of 
the protection of investors versus the costs 
of access to information needed by such 
investors. The duty to disclose on the side of 
the borrowers and the duty to undertake due 
diligence on the side of the investors remain 
key. The question seems to be how far each 
side should go.

Another important problem affecting all 
kinds of alternative finance is the limited 
availability of credit information and analysis 
on SMEs. Alternative finance providers must 
make decisions about the creditworthiness of 
borrowers. While banks are usually well placed 
to make these decisions, because they have 
detailed information about their customer, 
or can get it and analyse it with relative ease, 
alternative finance providers are less well 
placed than banks to make credit judgments. 
This information gap is a clear barrier to 
the rapid growth of alternative finance. It 
was noted by the panel that risk assessment 
is based on disclosed information; by 
imposing disclosure obligations on borrowers, 
transaction costs will increase and thus 
alternative finance will be less attractive.

Shadow banking and shadow financing or 
direct lending

‘Shadow banking’ in this context refers to 
a term used for the collection of non-bank 
financial intermediaries that provide services 
similar to traditional commercial banks. 
They do this outside the traditional system of 
regulated depository institutions. Examples of 
important components of the shadow banking 
system include investment banks and mortgage 
companies. The panel noted that this 
instrument has become popular, particularly in 
China, as an alternative to Chinese banks that 
have low yields. 

The fact that shadow banks are not active 
in the industry of deposit taking is argued, 
by some, as being an advantage as they may 
have less systemic risk than traditional banks. 
However, the recent failure of funds set up by 
China Credit Trust highlighted the negative 
impact that shadow banks can have on 
investors and, thus, the economy.

In the aftermath of the 2008 financial 
crisis, shadow banking also became somewhat 
popular in other regions in the world. In the 
UK, for example, General Electric (GE) acted 
as a ‘secondary’ lender thus filling the vacuum 
left by the traditional banks that were busy 
trying to avoid bankruptcy.
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Crowdfunding, crowdlending and P2P 
models

Crowdfunding refers to the practice of raising 
funds from multiple individuals via the web. 
It first emerged in an organised form in 
the low-investment environment of 2008, 
and has quickly grown into a multi-billion 
dollar industry. Crowdfunding combines 
the traditional practice of raising funds 
from friends, family and the community 
for projects, with the power of the internet, 
mobile technology and social networks to 
drive donations and investment. 

Credible crowdfunding systems require 
more than entrepreneurs and willing investors. 
They also need a supportive ecosystem and 
enabling factors, including forward-thinking 
regulations, effective technological solutions 
and cultures that can adapt to this new 
investment vehicle. One of the key factors that 
have facilitated crowdfunding in developed 
countries includes a regulatory framework. 

Crowd funding has recently been regulated 
by the SEC in the US, with the focus being 
placed on individuals. There is currently 
no regulation of crowd funding in many 
jurisdictions, such as Brazil and Argentina, but it 
is expected to be introduced in the near future.

Retail bonds and P2P platforms have 
attracted considerable attention recently as a 
form of alternative finance which could draw 
funding for private companies. With respect 
to retail bonds, some countries in Europe 
have launched specific markets for retail bond 
investors, for instance, Bondm by the Stuttgart 
Stock Exchange, the Initial Bond Offering 
(IBO) market in France and the Order Book 
for Retail Bonds (ORB) in the UK. 

Additionally, P2P lending is one of the 
hot investment strategies for people who 
want to invest their money and get a positive 
return. Web based P2P platforms are growing 
quickly but remain small in volume terms in 
Europe. For instance, the UK industry, which 
dominates the market, only facilitated €150m 
of lending in 2012. 

Regulators and others are concerned about 
the possibility that unsophisticated investors 
may not understand the risks of lending to 
smaller companies either via retail bonds or 
P2P platforms.

Business angels, venture capital and 
private equity

The panel discussed the regional trends. In 
Brazil, Chile and Colombia there has been 

a lot of activity in the venture capital and 
private equity sectors. It is expected that 
Argentina will follow next year.

It was also noted that in the US in 
particular the big corporates are doing the 
real big-ticket deals while private equity is 
moving more into mid-markets and even 
startups; this makes it more difficult for the 
venture capital and business angel industry. 
In conclusion, this means a very seller-friendly 
market in the US. The situation in the UK is 
very similar.

Throughout the different regions the use of 
earn-outs has become popular again. In Japan 
there is not much of a private equity market 
let alone a venture capital industry. Startups 
often look directly to the US for investors.

Debt capital markets and private offerings

Over the years, many countries have sought 
to address the issues faced by SMEs by 
establishing dedicated stock exchanges, 
junior market segments, or separate trading 
platforms exclusively for the SME sector, 
with the aim of facilitating access to capital 
markets more quickly at a lower all-in cost. It 
was noted that liquidity in these alternative 
markets is low and that the costs for listing on 
these markets tend to be relatively high.

Royalty-based financing

Royalty-based financing (RBF) is a new type 
of financing structure where a company ‘sells’ 
a set percentage of its future revenues to the 
investor in exchange for a capital investment. 
It is a financing structure that has historically 
been used in drug development and film 
production and has now become a more 
popular tool for funding growth with revenues, 
both by entrepreneurs and investors. 

RBF is often described as sitting between 
a bank loan, typically requiring collateral 
or significant assets, and angel investment 
or venture capital, which involves selling an 
equity portion of the business in exchange for 
the investment. 

Conclusion

It was concluded that the topic of the session 
will remain challenging for the near future 
and that, consequently, the Closely Held and 
Growing Business Enterprises Committee will 
remain focused on the subject of alternative 
funding for private companies.


