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In this statement, I discuss small business lending and some ways to improve the situation with a
particular focus on peer-to-peer (P2P) lending. I also very briefly discuss ways to increase small
business equity investment levels. And I discuss why this matters to the broader public.
Entrepreneurship Matters
Entrepreneurship matters.1 It fosters discovery and innovation.2 Entrepreneurs also engage in the
creative destruction of existing technologies, economic institutions and business production or
management techniques by replacing them with new and better ones.3 Entrepreneurs bear a high
degree of uncertainty and are the source of much of the dynamism in our economy.4 New, start-up
businesses account for most of the net job creation in the economy.5 Entrepreneurs innovate,
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providing consumers with new or better products. They provide other businesses with innovative,
lower cost production methods and are, therefore, one of the key factors in productivity
improvement and real income growth.6 The vast majority of economic gains from innovation and
entrepreneurship accrue to the public at large, rather than entrepreneurs.7 Entrepreneurs are central
to the dynamism, creativity and flexibility that enables market economies to consistently grow,
adapt successfully to changing circumstances and create sustained prosperity.8 High levels of
successful entrepreneurship only occur in the private sector. Government attempts at emulating
private entrepreneurship usually end badly.9
Among the most important factors impeding entrepreneurship are securities laws and banking laws
and practices that restrict entrepreneurs’ access to the capital needed to launch or grow their
businesses. After all, without capital to launch a business, other impediments to entrepreneurial
success are moot.
Sometimes, an entrepreneur has sufficient capital to launch and grow his or her business from
personal savings, including profits from previous entrepreneurial ventures, and retained earnings.10
Often, however, an entrepreneurial firm will need capital from outside investors or lenders.11 Other
than friends or family, outside investors are typically described as “angel investors” or “venture
capitalists.”12 Typically, “angel investors” are individuals who invest at the early “seed stage”
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while “venture capitalists” are firms or funds that make investments later in the firms’ life-cycle
after “proof of concept.” Firms seeking outside investors are often the most dynamic, high growth
companies.13 The process of raising capital from investors is heavily regulated at both the state
and federal level. State laws governing securities are known as blue sky laws.14
Access to Capital
More than half of small businesses consider access to capital to be their most important problem
or a major problem.15 Most small firms seeking outside capital are seeking loans (debt capital)
rather than equity capital.16 This is particularly true of the smallest companies, family-owned firms
or other closely-hold businesses. Bank lending to small businesses, while improving, is still at precrisis levels.17 In short, small business access to capital is a continuing problem.
The Source of the Problem
The question is why. If, as some argue, it is because regulators (especially bank examiners) have
without justification deemed small business loans to be riskier assets and therefore banks
struggling to meet capital requirements have become less willing to lend to small firms, then it is
a phenomenon caused by regulators.18 Regulators generally deny this.19 Community bankers often
claim this (especially in private). If the cause of the problem is regulators, a Congressional
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response is appropriate. If, as others argue, the decline in small business lending is simply a
function of small businesses seeing their balance sheets weaken compared to larger firms and
become less credit worthy, then it is a market phenomenon. A Congressional response directed at
bank lending per se is unnecessary. More general pro-growth policies and policies directed at other
regulatory impediments harming small businesses should be the focus. High regulatory burdens
have a disproportionate impact on small firms since regulatory costs do not increase linearly with
size. This is the primary reason that small firms are disappearing from highly regulated industries
like banking, investment banking (broker-dealers) and health care. Competition and innovation are
stifled.
The decline of community banks relative to large money center banks caused by the marked
increase in bank regulation is another possible factor. Community banks are often more willing to
lend to small firms. To some extent, the rise of alternative lenders, often called marketplace
lending, is a sign that the market is responding to the lack of lending from highly regulated banks.
In terms of equity finance -- generally of importance to the highest growth potential, young,
entrepreneurial firms -- the securities laws and regulators are clearly a problem. I discuss this
below. In short, there are multiple reasons for the problem of inadequate small business access to
capital.
Securities Laws
Capital formation and entrepreneurship improve economic growth, productivity, and real wages.
Existing securities laws impede entrepreneurial capital formation. Congress and the SEC need to
systematically reduce or eliminate state and federal regulatory barriers hindering entrepreneurs’
access to capital. The regulatory environment needs to be improved for primary and secondary
offerings by private and small public companies.20 Specifically, improvements need to be made
with respect to Regulation D, Regulation A, crowdfunding, secondary markets and smaller
reporting companies.21
Peer-to-Peer Lending
I would like to focus on one issue where the Securities and Exchange Commission has caused
damage, but the banking agencies and the CFPB could play a constructive role: Peer-to-peer (P2P)
lending to small businesses.
20
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P2P lending represents a way to make financial intermediation for consumer and small business
loans much more efficient to the benefit of consumers, small business owners and small lenders.22
There is a very strong need to cut down the regulatory weeds and allow the potential efficiencies
of internet lending and borrowing to take place.
The key substantive, non-legal point here is that a loan is a loan not a security.23 And whether that
loan is from a bank, a credit union, a non-bank lender or an individual via a P2P lending portal
should not matter. Under the current regulatory regime and SEC practice, loans to small businesses
by banks, credit unions, finance companies or individuals not using a P2P lending platform are
almost always treated as exempt from registration requirements. Loans via peer to peer lending
platforms are not. This fundamentally irrational disparity in treatment creates a major regulatory
impediment to both consumer and small business lending using P2P lending platforms, harming
both small business and consumer borrowers and investors seeking a better return. It also protects
banks from competition from non-bank financial intermediation and protects the two incumbent
consumer P2P lending platforms from competition from new entrants.24
Prosper and Lending Club have web platforms allowing consumers to lend money to multiple
individuals and enabling consumers to borrow directly from other consumers. This enables lending
consumers to achieve a higher rate of return than by depositing money in banks while still having
a diversification of risk. It enables borrowing consumers to get better rates than they can at banks.
The lending consumer can choose the amount of credit risk they want to take and the returns are
commensurately higher for lending to borrowers with lower credit ratings.
Originally, Prosper and Lending Club also lent to small businesses. In 2008, the SEC launched
investigations of both Prosper and Lending Club.25 As the SEC put it:
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The notes offered by Prosper are investments. Lenders expect a profit on their
investments in the form of interest, which is at a rate generally higher than that
available from depository accounts at financial institutions.26
This is a blatant example of the SEC creating a regulatory barrier to entry and protecting incumbent
firms (i.e. banks) from competition from a disruptive new entrant.
As a result of the SEC action, Prosper and Lending Club now must file a revised registration
statement (prospectus) every few weeks or so.27 Thus, the regulatory burden on this business is
very high.28 The regulatory burden has caused all of the European companies in this business to
exit the U.S. market and none have entered it (so far as the author knows) even though P2P lending
is a thriving business in Europe.29 It is my understanding that Prosper and Lending Club are now
raising capital using Regulation D for purposes of lending to small firms to avoid the regulatory
thicket created by the SEC. But ordinary consumers are generally prohibited from investing
Regulation D offerings.30
The mere fact that somebody expects a return should not trigger SEC involvement let alone the
requirement to file a registration statement. If that were the test, any business would be caught up
in securities regulation and so would every lender, no matter how small, and so for that matter
would any real estate, commodities or other investor. Undertaking to make a consumer or small
business loan should not trigger Securities Act registration requirements. They generally don’t
today because the banks are exempted from the registration requirements and the SEC doesn’t
typically launch enforcement actions for making small private loans. P2P lending platforms,
however, don’t fit into the existing exemptions.
There are three means of eliminating, or reducing, the regulatory impediments to peer to peer
lending generally and P2P small business lending in particular.31
First, Congress should exempt peer to peer lending from the federal and state securities laws. The
House passed version of the Dodd-Frank legislation adopted a version of this approach.32 It
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exempted “[a]ny consumer loan, and any note representing a whole or fractional interest in any
such loan, funded or sold through a person-to-person lending platform” and defined a consumer
loan as a “loan made to a natural person, the proceeds of which are intended primarily for personal,
family, educational, household, or business use.”33 Such an exemption should also include loans
to small businesses. This approach is the preferred approach. To the extent Congress wishes to
have a regulator overseeing this market, it could assign that task to the CFPB or one of the bank
regulators.34 Their primary role would be anti-fraud enforcement.
Second, Congress should amend Title III of the JOBS Act to create a category of crowdfunding
security called a “crowdfunding debt security” or “peer to peer debt security”35 whereby the issuer
offering securities pursuant to Securities Act section 4(a)(6) – the crowdfunding exemption –
would be exempt from much of the continuing disclosure requirements. Continuing disclosure
requirements may be appropriate with respect to an equity investment but are entirely inappropriate
for debt securities.36 Valuing equity securities requires making a judgment about expected future
returns. Ergo, significant disclosure is appropriate. Moreover, some form of equity security will
exist so long as the company exists. In the case of a loan, disclosure related to future earnings
prospects is much less appropriate. The question is simply whether the loan is being repaid and,
of course, once it is repaid, there is no need for continued disclosure. The exemption should include
single purpose entities whose sole purpose is to allow investors to invest in an entity that holds the
debt securities of a single issuer. This approach, which should be adopted in addition to the first
approach, might give some vitality to lending via Title III crowdfunding platforms. The statutory
“peer to peer debt security” exemption should be self-effectuating and not rely on the SEC to issue
rules to become effective.
Third, Congress could adopt an alternative regulatory regime for P2P lending. Such an approach
has been proposed.37 It would require some regulatory agency (usually the CFPB is suggested) to
promulgate rules and create a division to regulate peer-to-peer lending. This is not the ideal
approach and there is the risk that it would bureaucratize the area to a greater degree than the
current SEC approach. If there is a way to do it with a light regulatory hand, it should be discussed
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because the current approach has produced a duopoly for consumer lending and no true P2P
lending to small firms.
Section 1071 of the Dodd-Frank Act
Section 1071 of the Dodd-Frank Act38 requires financial institutions to collect at least seven items
of data with respect to every application for a loan to women-owned businesses, minority-owned
businesses, or small businesses generally. They must maintain this information separate from the
application and accompanying information subject to a wide variety of rules and requirements and
report this information to the CFPB. The term “financial institution” is defined about as broadly
as it can be to mean “any partnership, company, corporation, association (incorporated or
unincorporated), trust, estate, cooperative organization, or other entity that engages in any financial
activity.” (emphasis added). Thankfully, the CFPB, “by rule or order, may adopt exceptions to any
requirement of this section and may, conditionally or unconditionally, exempt any financial
institution or class of financial institutions from the requirements of this section, as the Bureau
deems necessary or appropriate to carry out the purposes of this section.”
I would like to make some quick observations. First, the CFPB should exercise its authority to
substantially narrow the application of this rule. Otherwise, it will impose yet another burden on
small firms, especially small lenders, broker-dealers, investment advisers and the like. These firms
are already under tremendous financial pressure due to regulatory costs and their numbers are in
free fall. This harms competition and innovation. In fact, the definition is so broad that it would
include many firms typically not considered financial institutions. Second, those who are required
to incur the costs of complying with this provision must recover those costs to remain profitable
and to stay in business. The costs will be (must be) recovered by charging small business borrowers
more for credit. Thus, narrowing the scope of the provision will reduce the cost of small business
borrowing. Third, as regulatory costs escalate, fewer firms will offer less capital to small firms.
Thus, the provision will harm small firm access to capital.
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