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Summary: Technologically-based SMME Alternative Finance

• Difficult to understand at the individual product-level

• Best understood at a sufficiently abstract-level (the players, the 
objectives, and the dynamics).

• Non-Financial, technologically-centric firms are entering the 
unregulated, or lightly regulated financial system, and are:
i. Addressing the SMME information asymmetry with non-

traditional data, and 
ii. Raising capital at the retail

• Not new objectives, or dynamics, but new players and processes.
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The Payers: SMME Lenders
Historical:
1. Regulated Depository Financial Institutions, which raise capital from 

individual savers, e.g. Commercial Banks, Credit Unions, Mutual Guarantee 
Societies:    Retail capital funding;

Traditional:
2. Regulated Non-Depository Financial Institutions, which raise capital from 

regulated, large financial institutions (interbank lending), e.g. Commercial 
Banks, Investment Banks, finance companies:     Wholesale capital funding;

New/Recent:
3. Lightly Regulated, or Unregulated Non-Depository, Non- Financial 

Institutions, which raise their capital from small Investors. Retail capital 
funding, e.g. P2PL, Crowdfunding.
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The Objectives (SMME Financing)

1. Overcome the Asymmetry of information where borrowers know more 
about their firms than lenders;

2. Raise funds, which raise capital from regulated, large financial institutions
(interbank lending), e.g. Commercial Banks, Investment Banks, finance 
companies: Wholesale capital funding;

3. Address the Mismatch between available products (Supply) and products 
desired (Demand) by MSME
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The Regulatory Dynamics

Step I: Financial 
Institutions

Development of financial 
services and eventually 

institutions

Step II: Regulatory 
Framework

Gov. regulates Step I for 
safety, soundness/stability, 

fairness, 
economic growth, etc.

Step III: Financial Innovation
Create new services and or 
institutions to leverage or 

bypass Regulatory Framework

Step IV: Financial Re-
regulation

Gov. regulates Step I for 
safety, soundness/stability, 

fairness, 
economic growth, etc.

Step III a: Technological  Innovation
(1) reduce costs
(2) new services 
(3) new markets

Technologically-based Alternative Financing
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Objective 1
Information Asymmetry: Lender knows less than borrower: 
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Historical: Financial Institutions use of Relationship Lending – Direct (retail) data 
gathering.
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Solutions:
Historical: Financial Institutions use of Relationship Lending –Direct (retail)data 
gathering.

Traditional: Financial Institutions use of Credit Bureaus and Credit Scores. 
Indirect (wholesale) data gathering.
New/Recent: Non-financial institutions use ICT to directly gather borrowers’ 
information from the Internet, provide credit services, Direct data gathering. e.g.:
1. OnDeck: Online Balance Sheet Lender, uses non-traditional data

Challenge: Balance consumer-SMME protection vs. free flow of information?

Opportunity: Governments ensures a secure, fair, transparent data infrastructure 
to foster consumer trust , but also easy data flow:
1. Reduce credit origination costs;
2. Potentially increase access to credit for very opaque firms (young, innovative);
3. Allow separation of financial services from IT solution? (back to Indirect

whosale data gathering)

Objective 1
Information Asymmetry: Lender knows less than borrower: 

Direct (retail) vs.     Indirect (wholesale) data gathering 



25

Objective 2
Capital Funding: Retail vs. wholesale 
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Historical: Depository Financial Institutions (banks) raise capital by providing 
depository services (safe keeping and interest) to “savers” (retail).

Traditional:
Non-Depository Financial institutions raise their capital from large financial 
institutions (wholesale, interbank lending);…Shadow Banking System

New/Recent: Non Financial institutions use ICT to raise capital from individual 
“investors” (Retail) e.g. P2PL ,Crowdfunding.
Challenge: How to regulate retail investing. Whom do you regulate? How much 
information is required? What is sufficient capital reserve? U.S. examples:
1. P2PL is deemed to issue equity shared to retail investors. Regulated under 

smaller flotation, “Lighter” regulatory burden (SEC Reg D or A, Or A+)
2. JOBS Act of 2012: Similar light regulatory approach for Crowdfunding (not yet 

implemented)

Opportunity: Huge opportunities to broaden the capital supply base. 

Objective 2
Capital Funding: Retail vs. wholesale 
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Objective 3
SME Credit Gap: The Supply-Demand Mismatch

Source: OECD

Historical-Traditional Alternative Lending by Banks and Finance Companies

New/Recent: Non Financial institutions use ICT to provide similar products but at a faster 
speed.

Balance Sheet Lenders (OnDeck)
P2PL (lending Club, Funding Circle)
Marketplace creators (Biz2Credit)


