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“The financial crisis destroyed the traditional small business lending system and left
these companies with severely impaired abilities to raise capital and grow. In this
book, Karen Mills brings her government and her private sector expertise to bear
describing how technology may reinvent the ways small businesses operate and raise
capital going forward. Economists, policymakers, and anyone interested in the future
of small business will benefit from her insights on how the future of fintech and the

small business economy will be inextricably linked.”
—Austan D. Goolsbee, Professor of Economics at University of Chicago Booth School
of Business and Former Chairman of the Council of Economic Advisers

“Small businesses have been the path to economic independence for millions of
Americans. Mills shows how fintech can extend that opportunity to even more.”

—Deval Patrick, Managing Director, Bain Capital Double Impact

and former Governor of Massachusetts

“Few people have done more over the last decade to help small business owners than
Karen Mills. Now, in Fintech, Small Business & the American Dream, Mills describes
a brave new world for small businesses where technology has made capital more read-
ily available and fintech firms use data to break down old barriers. She provides a
refreshingly optimistic look at how innovation can bring about Small Business Utopia
where the entire financial life of a small business is transformed in a positive way by
new technology. But this is not pie in the sky thinking, Mills lays out a detailed plan
as to how we can reach this new promised land.”

—DPeter Renton, Founder of Lend Academy and Chairman of Lendlt Fintech

“This book should be required reading for all policymakers with an interest in entre-
preneurship, small business development and economic growth.”
—XKeith Morgan, CEO, British Business Bank

“As we have documented with data from over a million enterprises, small businesses
have low cash buffers and bumpy cash flows. Mills’ outstanding book assesses the cost
of these stresses to small businesses and creates a new vision for technology-driven
solutions of the future.”

—Diana Farrell, President and CEO of JPMorgan Chase Institute

“Small businesses are often referred to as the ‘backbone of the economy’ and they
need capital to grow and succeed. Mills understands small businesses through her
work at the SBA and gives us real insights into how technology will affect, as well as
benefit their future.”

—Mike Cherry, National Chairman of the U.K. Federation of Small Businesses
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Preface

It was a cold day in Arkadelphia and we were shivering out in the muddy
grounds of the sawmill. As part of my new role in Washington, I had gotten
up at 4 AM, taken two planes to land in Little Rock, and driven two hours
south to visit Richie and his wife Angela at their business, Shields Wood
Products. I was not in a good mood. Then Angela, who was also the business’s
bookkeeper, turned to me and said the words that changed my whole perspec-
tive on the day and probably led to the writing of this book. “You know,” she
said, “you saved our business.”

I heard these words dozens of times over the next year as we worked to get
capital flowing to small businesses who were suffering because credit markets
had frozen during the Great Recession of 2008. Banks that had become over-
extended stopped lending, making loans guaranteed by the U.S. Small
Business Administration (SBA) a lifeline for many. As the head of the SBA, I
was the member of President Obama’s Cabinet who was responsible for all of
America’s entrepreneurs and small business owners. It was a terrific job. But it
sometimes required pounding the table to ensure the voice of small business
did not get lost under the mass of other priorities.

I knew how important small business was to the economy. My Grandpa
Jack had come to America from Russia at the turn of the last century with
nothing. Starting with two machines in the back of a shoe shop in Boston, he
built a textile business that not only provided for his family and extended
family, but grew to employ hundreds of people. When I worked for him in
the mill during my college years, he would tell me not to go to work for a big
company. “Our family,” he would say, “doesn’t work for other businesses. We
build our own.”

vii
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Grandpa JacKk’s story was the story of the American Dream. Our country is
one of the few places in the world where it is possible to lift oneself and one’s
family to a new set of opportunities and a new life by starting and growing a
small business. This path to opportunity, however, is threatened. Access to
capital for small businesses has been under pressure, not only during the reces-
sion, but for decades prior, due to consolidations in community banks and
the difficulty banks have in making profits with small loans, particularly those
given to the smallest businesses.

Beginning around 2010, however, fintech entrepreneurs have come on the
scene. Using data and technology, they have brought a new experience to
small business borrowers, massively improving a process that has essentially
not changed since the time when Grandpa Jack sought a loan. Through their
early success and some subsequent stumbles, these innovators are transform-
ing the small business lending market. Large global banks and small commu-
nity banks have woken up to the fact that small businesses are looking for a
more responsive, more innovative set of products and services focused on
their unique needs. Platforms like Amazon, Square, and PayPal are demon-
strating the power of data to overcome the information opacity that has long
made small businesses difficult to understand.

This book explores the current and potential future states of small business
lending. It asks, “What do small businesses want? Who will be the winners
and losers? And how should regulators respond?” But most of all, this is a
book about the role of small business, its importance to the economy, and the
prospects that technology brings to overcome some of the fundamental barri-
ers to a better small business lending market. It seeks to define a new state—
Small Business Utopia—a world of innovative solutions that will help small
businesses get the capital and financial insights they need to grow and
succeed.

At the center of this book is a basic premise that small businesses matter.
They matter for economic growth, they are fundamental to our communities,
and they are critical to the future of the American Dream. This has been my
experience as a venture capitalist and a small business owner, and during my
time in government. And it is confirmed by the stories of Richie and Angela,
Grandpa Jack, and the owners and employees of so many of America’s 30 mil-
lion small businesses.

In October 2009, I was standing with President Obama in a warchouse in
Landover, Maryland, filled with small business owners. The President finished
his speech, looked into the faces of these entrepreneurs who were suffering in
the aftermath of the financial crisis, and said:
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1 know that times are tough, and I can only imagine what many of you are going
through, in terms of keeping things going in the midst of a very tough economic cli-
mate. But I guarantee you this: This administration is going to stand behind small
businesses. You are our highest priority because we are confident that when you are
succeeding, America succeeds.!

Small businesses are better off today in terms of access to capital than they
were in the midst of the financial crisis, but obstacles remain. The rise of tech-
nology may serve to help small businesses overcome these challenges, forging
transformative new products and services and a renewed pathway to the
American Dream. In this period of change, we must ensure that innovations
flourish in ways that enhance the prospects and prosperity of small businesses.
Because, when small businesses succeed, America succeeds.

Boston, MA, USA Karen G. Mills

Note

1. President Barack Obama, “Remarks at Metropolitan Archives, LLC” (speech,
Landover, Maryland, October 21, 2009), Government Publishing Office,
https://www.govinfo.gov/content/pkg/PPP-2009-book2/pdf/PPP-2009-
book2-doc-pgl1555.pdf.
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The Story of Small Business Lending

Half of the people who work in America own or work for a small business.
They account for half of this country’s jobs. There are more than 30 million
small businesses in the United States today, underpinning our economy and
the fabric of our society. These businesses operate in every corner of every
state, and exist in every industry, from retail shops to oil and gas exploration.
The story of the small business owner is often one of the community-minded
citizen who supports the local Little League or the immigrant entrepreneur
who builds a life of opportunity.

All of these small businesses are different, but they face a common challenge:
it is often difhcult for them to get access to the capital they need to operate and
succeed. Until recently, lending to small businesses hadn’t changed much over
the past century. A small business owner would compile a stack of paperwork,
go to their local banker, and often wait weeks for a response. If the answer was
“no,” they would go down the street to the next bank and try again.

While this might sound like a frustrating process, there are many who say
that it is not a serious problem. They argue that many of the small businesses
that have trouble accessing capital should not actually get it because they are
not creditworthy, and that most small businesses don't want to grow, so have
no need for external financing. They also argue that today’s banks are fully
meeting the needs of the creditworthy borrowers in the marketplace. These
statements have some truth to them. Not every business who wants a loan
should get one and many businesses don’t want to grow. The lending environ-
ment is also much improved from the dark days of the Great Recession.
However, these views are blind to market failures in small business lending,
which have only worsened over recent decades.

© The Author(s) 2018 1
K. G. Mills, Fintech, Small Business ¢ the American Dream,
https://doi.org/10.1007/978-3-030-03620-1_1
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Small business lending is hard. In this book, we will meet small business
owners—from Miami to Manhattan to Maine—who are struggling to get the
right loan in the right amount at the right cost. We will meet lenders—from
New England to Texas to Silicon Valley—who are trying to figure out which
small businesses are creditworthy and how to lend to them profitably. These
are not just isolated anecdotes, but rather, they represent the experiences of
small business borrowers and lenders in a market filled with frictions. Using
the best available research and data, we will show a picture of the gaps in
access to capital for creditworthy small businesses, and the barriers that have
made many traditional lenders less willing or able to meet their needs. And we
will track how innovations in fintech have begun to address some of these
problems.

Transforming Small Business Lending

Many industries, from music to telecommunications, have been transformed
by technology, but small business banking has been slow to evolve. That is
changing. Financial technology, or “fintech,” is a broad category that includes
innovation across the banking, insurance, and financial services sectors, as
well as new activities in areas like cryptocurrencies and blockchain. This
book uses a narrower fintech lens, focusing on the way technology will affect
lending—specifically, small business lending.

Lending does not happen in isolation. Other fintech innovations, particu-
larly in payments, will have a related impact as they evolve. But, for the
purposes of this narrative, the innovations in lending, and in data and intel-
ligence related to lending, provide a rich environment to explore the ways in
which technology will bring changes to the market. The cycle of fintech
innovation in small business lending is not yet complete, but it has ushered
in promising changes.

Today, all that is visible are the “green shoots”™—ideas that early fintech
entrepreneurs brought to the market beginning around 2010, and the nascent
activities of larger banks and technology companies. Based on analysis of the
foundational elements of small business needs and current lending markets,
this book describes the ways that technology can be truly transformative,
opening up better prospects for both small businesses and the lenders who
serve them. Such a positive future for small businesses may sound overly opti-
mistic. But newly available and soon-to-be discovered ways that data and
intelligence can change decision-making promise to alter even areas as “old
school” as small business loans.
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As technology opens the doors to vast troves of data, opportunities are
emerging to create new insights on a small business’s health and prospects.
Insights from this data have the potential to resolve two defining issues that
have faced lenders and borrowers in the sector: heterogeneity—the fact that
all small businesses are different, making it difficult to extrapolate from one
example to the next—and information opacity, the fact that it is hard to know
what is really going on inside a small business.

From a lender’s point of view, the smaller the business, the more difficult it
is to know if the business is actually profitable and what its prospects might
be. Many small business owners do not have a great sense of their cash flow,
the sales they might make, when customers will pay, or what cash needs they
could have based on the season or the new contract. Small businesses have low
cash buffers and a miscalculation, a late payment, or even fast growth could
cause a life-threatening cash crunch.

But what if technology had the power to make a small business owner sig-
nificantly wiser about their cash flow, and a lender wiser as well? What if new
loan products and services made it easier to create what one investor calls a
“truth file”—a set of information that could quickly and accurately predict
the creditworthiness of a small business, much like a consumer’s personal
credit score helps banks predict creditworthiness for personal loans, credit
cards, and mortgages?' What if a small business owner had a dashboard of
their business activities, including cash projections and insights on sales and
cost trends that helped them weave an end-to-end picture of their business’s
financial health? What if this dashboard helped them understand all credit
options they qualified for today and which actions they could take to improve
their credit rating over time? And better yet, what if the dashboard, marshal-
ling the predictive power of machine learning amassed from data on thou-
sands of business owners in similar industries, could help a business owner
head off perilous trends or dangers?

This future is appealing because it responds to the fundamental need of
small business owners to be able to see and more clearly interpret the informa-
tion that already exists, helping them navigate the uncertain world of their
businesses on their own terms and plan accordingly. And it provides an oppor-
tunity for lenders to better understand the creditworthiness of their potential
customers and lower lending costs as a result. We call this future state “Small
Business Utopia.”

It may be that this name overpromises the outcome. Small businesses are
perhaps too varied to be predictable and entrepreneurs run their businesses
with so much ingenuity and peculiarity that their insights cannot be replaced
or even augmented by artificial intelligence. Small business owners have a
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reputation for being set in their ways, and might be resistant to technology.
But they are also pragmatic. If new intelligence is developed that will help
them succeed, they will find a way to adopt it. Small businesses are hungry for
new solutions. They responded so positively to the early fintechs’ quick turn-
around times on loans and the ease of the online applications that they spurred
traditional lenders to action.

In this book, we trace the progress of the fintech innovation cycle and
explore what will be next and who will provide it. We build these predictions
for the future on a fundamental foundation of elements we can understand
today: the needs of small businesses as they access the capital they require, the
challenges their current lenders face in meeting these needs, and the opportu-
nities that technology is providing for new solutions.

Three Myths of Small Business Lending

In the course of this journey, this book takes on three commonly held misconcep-
tions about small businesses and small business lending. There are often good
reasons why countervailing narratives exist. Sometimes, they are partly true.
Often, there is not enough data to know definitively what the actual situation is
or to prove causality. This is often an issue with small business, as data sources are
scarce. Fortunately, since the Great Recession, more research and analysis has been
conducted on the importance of small business to the economy, the role of access
to capital to small business, and the gaps that exist in the market. We take advan-
tage of this new research as we explore three myths of small business lending.

The first myth is the view that small businesses aren’t that important to the
economy, and that most small businesses fail and probably shouldnt be
financed. This narrative argues that the small businesses that succeed largely
don’t need external financing, and those that should get financing are already
well served by the market. In contrast to this narrative, the early chapters of
this book pull together the best evidence of the barriers which are preventing
small businesses from getting the financing they need, and describe the under-
lying market gaps in small business lending.

The second myth is that traditional lenders were “dinosaurs” that fintech
start-ups would soon replace. Subsequent events have shown that this initial
expectation about fintech disruption was too simplistic. However, the poten-
tial remains for technology to revolutionize small business lending. The con-
tribution of this book is to separate hype from reality—to pull apart where the
disruption will occur and where it will have the most impact, both on the
health and wellbeing of small businesses and their finances, and on small busi-
ness lenders. Based on an understanding of the kinds of products that will
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best serve small businesses and their needs, this book predicts what will deter-
mine the winners in the future small business lending environment.

The third myth is that the primary culprit for the decline in small business
lending is post-crisis financial services regulations, particularly the Dodd-
Frank reforms.> Some argue or imply that if these regulations were reduced or
eliminated, community banks would return to their former role as the critical
providers of small business loans, particularly through relationship lending.

There is truth to the claim that small banks have suffered disproportion-
ately from the burdens of post-crisis regulation and that changes must be
made to ease the regulatory burdens, particularly on small banks. But deeper
analysis shows that the morass of competing and overlapping regulation is not
the only problem. Structural issues that have existed for decades are largely
responsible for the decline in community banking. Innovation, particularly in
the use of data, is creating changes that can improve the marketplace, but will
bring new regulatory questions. The answer is not simply less regulation;
rather, it is the right regulation that considers and anticipates the new chal-
lenges that a technology-enabled small business lending world will face.

Taking on these three arguments requires an ambitious journey, because it
means delving into the data and evidence in three distinct areas of economic
work. First is the macroeconomic and microeconomic debate over the impor-
tance and role of small business, and the gaps in small business lending. Second
is the innovation literature, which helps us to understand how cycles of innova-
tion work and what outcomes we can predict for the fintech revolution. Third
is the policy and regulatory arena, which requires an understanding of both the
current state of financial regulation and the debates over the future of regula-
tion as it relates to data and artificial intelligence. The constant thread in this
journey is the narrow lens of small businesses and their need for capital.

Small businesses are the key actors in our narrative, but not all small busi-
nesses are the same. To define which types we are talking about, we introduce
a new categorization of the country’s 30 million small businesses: sole propri-
etors with no employees, Main Street businesses, suppliers, and high growth
start-ups. This book focuses on bank-dependent small businesses that fall
mostly into the first three groups. We do not cover the capital needs of the
relatively small number of high-growth firms that are backed by venture capi-
tal. They are vitally important, as they are the firms that could grow to be the
next Google or Amazon, but they largely operate in a different market for
equity capital.

There are a few other areas that are not covered. Fintech, Small Business &
the American Dream is the story of U.S. small businesses and their available
capital markets. The United Kingdom and China play a small role as examples
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of countries with different regulatory approaches, but the promising develop-
ments in global fintech, particularly in developing nations, is left for future
exploration. Additionally, this book is about innovation activity in the lend-
ing markets and how technology might help these markets operate more efhi-
ciently. Government policy is covered in reference to the response to the Great
Recession, and recommendations regarding the regulatory environment
receive substantial attention. However, this effort does not suggest specific
government interventions to further close market gaps or fully explore how
technology might optimize government efforts to improve lending options to
underserved segments, an area with much potential.

Book Overview

This book is organized into three parts. Part I begins with the problem: small
businesses are important to the economy and access to capital is important to
small businesses, but banks, which have been the traditional lenders to small
businesses, face both cyclical and structural pressures. The result is a gap in
access to credit, particularly for the smallest businesses who seek the smallest
loans. Part IT describes the rise of fintech innovations, and the new and old play-
ers who have stepped up to fill this gap. Although this fintech innovation cycle
has moved in fits and starts, it has the potential to be truly transformative, for
both small businesses and their lenders. Part III takes on regulation, discussing
issues with the current state of regulatory oversight, and the principles on which
a better future environment can be built. The book concludes with a look at
eternal truths about small business lending and predictions for the future.

Part —The Problem

Small businesses are the backbone of the U.S. economy. While most politicians
and the public say they agree with this statement, small businesses are excluded
from many economists’ models and exert little influence in Washington poli-
cymaking circles. Yet small businesses contribute disproportionately to job cre-
ation and innovation. Moreover, the ability to start and own a small enterprise
embodies the American Dream. Small businesses support a vibrant middle
class and strong communities, providing a pathway for social mobility.
Contrary to popular perception, not all small businesses are the same. This sec-
tion describes four distinct small business segments, each of which has differ-
ent needs, particularly with regard to access to capital.
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Capital is the lifeblood of small businesses, who depend on credit to start,
operate, and grow. Historically, small businesses relied on banks to access capital.
But during the 2008 financial crisis, credit markets froze, and banks temporarily
stopped lending even to businesses with good credit. This crisis hit small busi-
nesses hard and credit conditions have been slow to recover. The economic
downturn significantly devalued collateral—especially home equity—that small
business owners use to secure credit. Lenders and business owners became risk
averse due to lost sales and the trauma from the crisis. Short-term cyclical factors
made securing credit particularly hard for small businesses during the recovery,
opening the door for the entry of new technologies and lenders.

After the recovery, there was still a gap in access to capital for small busi-
nesses. It is tempting to blame this on regulation or other cyclical issues, but
longer-term structural factors had been putting pressure on banks for decades.
Community banks, which traditionally devoted a disproportionate amount
of their capital to small business lending, had been declining since the 1980s.
The concentration of assets in large banks reduced the focus on small busi-
nesses. Larger banks tend to prioritize consumer banking, mortgages, and
investments, often viewing small business loans as less profitable. Indeed,
small business loans are riskier, have transaction costs that do not scale, and
are difficult to securitize. These structural factors have reduced small business
access to capital over several decades.

Against this background, we ask the crucial questions: what do small busi-
nesses want? Why do small businesses seek capital, what kind of capital do
they need, and where are the market gaps? The majority of small businesses
are looking for small-dollar loans, but the lending market is plagued with fric-
tions that make it difficult for banks to deliver small loans efhciently. The gaps
in the small business lending ecosystem and the capital challenges small busi-
nesses face set the scene for the potentially transformative role of fintech.

Part II—The New World of Fintech Innovation

In Part II, we explore how technology is changing the game in small business
lending. Joseph Schumpeter, an influential twentieth-century economist, pos-
ited that innovation was the fuel that energized the economy through a process
of “creative destruction.” In his theory, new inventions would be applied in
economically useful ways that disrupted traditional industries. Later scholars
built the theory of the innovation S-curve, where new innovations live for some
time in a stage of ferment, as markets become accustomed to new products and
services, followed by a period of acceleration and market adoption. Fintech
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entrepreneurs, when first entering the market, appeared to have an opportunity
to dramatically change the landscape of small business lending at the expense of
banks. The process, however, proved more complicated.

The second phase of the innovation cycle, takeoft, did not occur as expected.
The initial excitement around the entry of hundreds of new fintechs produced
rapid growth and a loosely regulated environment that allowed for high prices
and hidden fees, which caught some small business borrowers unawares.
While the first fintech wave laid the foundation for greater changes later on,
it soon became clear that the innovations brought by the new entrants were
largely focused on the customer experience and could be replicated by tradi-
tional lenders more easily than initially anticipated. Banks and other existing
lenders also had significant advantages over the newcomers, particularly in the
form of large customer bases and low-cost pools of capital from deposits.

The aborted takeoft phase led to a second rich period of market develop-
ment, which included the entry of a new set of platform players like Amazon,
American Express, and Square. Their ability to use data foreshadowed a prom-
ising new world for small business owners. In this world, big data and artifi-
cial intelligence would be used to smooth out small business cash flows,
enhance small businesses’ understanding of their finances, and provide them
with timely access to capital that fit their needs.

In Part II, we also develop a playbook for traditional lenders and banks to
innovate in this ecosystem. Using Massachusetts-based Eastern Bank as an
example, this section addresses the key question: how should banks and tradi-
tional lenders innovate in small business lending? We lay out strategic guid-
ance for banks thinking about partnering with fintechs, innovating internally,
or engaging with technology in other ways. This section also addresses the
difficulties of bringing disruptive ideas and products into a traditional institu-
tion and proposes structures through which to overcome these obstacles.

Part lll—The Role of Regulation

In Part III, we ask how the regulators should respond to existing and coming
changes. The current U.S. regulatory system is inhibiting innovation and fail-
ing to protect small business borrowers from bad actors. While these prob-
lems have long existed, the emergence of fintech has made solving them more
urgent. The fragmented “spaghetti soup” of regulators overseeing banking has
meant that small business borrower protections have fallen through the cracks.

We propose new regulatory structures and principles for the future of small
business lending, particularly in an era of big data and artificial intelligence—
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drawing on lessons from the United Kingdom and China. A new regulatory
framework should both protect small businesses and encourage innovation while
recognizing that many of the new players will look different from traditional
lenders. Collecting timely data on the small business loan market is a lynchpin of
any new system, allowing regulators to identify market gaps and “bad actors.”
The optimal regulatory structure of the future will require bold actions to stream-
line the overlapping and sometimes contradictory jurisdictional issues. Regulators
must also confront thorny questions that will be raised by the use of big data and
artificial intelligence to deliver new products and services.

This book is the story of the transformation taking place in small business
lending, and the impact these changes will have on the financial sector and
the small business economy. In the future, the result will not be that all small
businesses get loans, but there should be a better marketplace with fewer
stresses, frictions, and gaps.

With the new entrants, there will be more lenders and more lending
options. Improved data and intelligence will mean that lenders are able to
identify and serve more creditworthy borrowers, and that small businesses will
have more insights to manage their cash and operate their companies. The
right regulation will enhance borrower protections for small businesses and
create a more transparent environment. If this small business lending trans-
formation occurs, the prospects will improve for small business owners to
succeed and achieve the American Dream.
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Small Businesses Are Important
to the Economy

In 2017, late night star John Oliver began a segment by noting something
interesting about politicians and small business. First, he showed former
Democratic presidential candidate Hillary Clinton saying, “Small business is
the backbone of the American economy.” Cut to former Republican vice-
presidential candidate Sarah Palin making almost the same statement. Then a
split screen of former presidents Barack Obama and George W. Bush intoning
the same small business mantra in tandem. More screen mitosis followed
until, in total, 34 politicians from across the political spectrum appeared, each
touting the importance of small business in almost exactly the same words
(Figure 2.1). In an increasingly partisan political arena, support for small
business is a rare point of bipartisan agreement.

It’s not just politicians who express support for small business—it’s also the
public. According to a 2018 Gallup survey, 67 percent of Americans have a
“great deal” or “quite a lot” of confidence in small business—twice the average
rate for all major institutions surveyed. Only 6 percent said they had “very
lictle” confidence. Small business has consistently ranked near the top in
public trust, second only to the military, and well ahead of media, govern-
ment, religious and criminal justice institutions, and large businesses.'

Americans have great affection for small businesses and believe in their
importance. But what exactly does it mean to say that “small business is the
backbone of the American economy?” Are we referring to the importance of
innovators and entrepreneurs who develop new ideas and start companies
that grow rapidly to become the next tech giant? Or are we describing the
Main Street shops and other small businesses that make up the fabric of our
communities? How do we measure the impact of small businesses on economic
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Figure 2.1 “Small Business is the Backbone of the Economy” from John Oliver’s Last
Week Tonight

Source: “Corporate Consolidation: Last Week Tonight with John Oliver (HBO),”
September 24, 2017.2

growth and on the quality and quantity of employment? Since half of U.S.
employment is in small businesses, we know they are important, but exactly
how relevant are they, and why?

To understand how small businesses fit into both the economic growth and
employment picture, we must clarify a point that often leads to confusion
among policymakers and the public: not all small businesses are the same.
High-growth tech businesses play a different role in the economy than the dry
cleaner or restaurant on Main Street, yet each has an important place in help-
ing America prosper. Supporting each type requires a different policy perspec-
tive, as each one has different needs, including for capital.

In this chapter, we draw up a new way to categorize small businesses and
quantify the different types of firms that make up the small business sec-
tor. This construction helps us better understand the significance and role of
America’s small businesses, and sets the stage for exploring the markets where
they access capital and evaluating how technology is changing those markets.

Is Small Business Important to the American
Economy?

Surprisingly, economists have no analytical framework to understand the con-
tribution of small businesses to the economy. Macroeconomists tend to focus
on broad indicators, such as GDP, average wages, and the unemployment
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rate. In Keynesian models, consumption, investment, and government spend-
ing drive the economy. Since so much spending power lies with consumers
and larger businesses, small businesses receive little attention from these econ-
omists. Monetary economists pay attention to inflation and what the Federal
Reserve (Fed) does. In their assessments, small businesses are not relevant, as
small business policy does not drive monetary flows or outcomes. That is the
province of global markets, where small companies seldom participate.

When macroeconomists think about the contribution of entrepreneurs, it is
often through the lens of innovation or productivity. As one economist
observed, “No amount of savings and investment, no policy of macroeconomic
fine-tuning, no set of tax and spending incentives can generate sustained eco-
nomic growth unless it is accompanied by the countless large and small discov-
eries that are required to create more value from a fixed set of natural resources.”
In this framing, the contribution of entrepreneurs who invest in and market
new products and services should be captured as inputs to innovation and
reflected as improvements to productivity.* But this contribution is difficult to
measure. For example, it is hard to know how the advances that allow us to
Google information instead of going to the library—or use Amazon instead of
shopping at a brick-and-mortar store—translate into productivity measures.
Arguably, surfing the Internet and binging Netflix have reduced productivity
for many of us. Nonetheless, we know that entrepreneurs and the innovations
they produce are important because they contribute to the “creative destruc-
tion” of the status quo that economist Joseph Schumpeter once argued was the
price for a nation to keep or attain leadership in the global economy.”

Even with accurate productivity measures, this analysis of small businesses’
contribution to the economy would be incomplete. There are only a relatively
small number of high-growth small businesses, the ones we often think of as
the influential innovators in the U.S. economy. Some economists have argued
that these are the only ones that truly matter and should therefore constitute
the majority, or even be the sole focus, of government policy. For example,
Pugsley and Hurst write that policies that encourage risk-taking and support
access to capital for all small businesses might be better aimed at a smaller set
of businesses that expect to grow and innovate.® Others go one step further,
arguing that “the focus of entrepreneurship policy should be squarely on spur-
ring more technology-based start-ups.””

It is true that these high-growth innovative businesses contribute much to
the economy. But try this thought experiment: imagine a world in which we
fully subscribed to the belief that the other kinds of small businesses didn’t
matter much. If policymakers could identify the high-growth firms early on,
they might reasonably decide not to waste time providing licenses to any
other small businesses or support their efforts to start and grow. The economic
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argument would be that small businesses like the shops on Main Street were
not worth government or market attention, as they fail at a high rate, are
replaced by other businesses, and don’t appear to add much to the economy.

In this imaginary world, small businesses and the loans and other services
that support them would not exist. Without a small business lending market,
there would be no private financing for small businesses, other than a few
venture capital firms that focused on innovative, high-tech industries. The
economy would be driven by large businesses. Every Main Street shop would
be a chain restaurant or store. Except for a few high-growth entrepreneurs,
sole proprietorships would not exist. The Uber driver would be an employee
of Uber and the small-town lawyer would be an employee of a large law firm.
The path of starting your own business and building generational wealth
would be replaced by an entry-level job at a large company. A world without
small businesses would dramatically alter the fabric of our communities. It
would certainly change the way we lived and worked, and would affect the
image and culture of America—and the American Dream.

When faced with the prospect of even an imaginary world without small
businesses, the average American becomes upset. People inherently know the
value of small business. A national survey found that 94 percent of consumers
said “doing business with small businesses in their communities is impor-
tant.”® And despite the fact that many consumers shop at Starbucks and
Walmart, the same survey found that increasing numbers of respondents
expressed a willingness to go out of their way, and perhaps even pay more, to
support their local small businesses.

When politicians say that “small businesses are the backbone of the econ-
omy,” or when former NBA superstar Shaquille O’Neal stars in an ad for Small
Business Saturday, they aren’t focused on the high-growth firms.” They are
talking about the corner grocery store or the mom and pop coffee shop. But,
given their lack of importance in macroeconomic models, is the economic
value of these small business just a myth?

Contributions of Small Business to the Economy

A deeper look shows us that the sentiment many attach to small businesses is
reflected in economic reality. Small businesses do, in fact, matter to the econ-
omy. In contrast to macroeconomists, microeconomists see many ways that
small businesses contribute to the larger economic picture. Their reasons fall
into three major arguments: small businesses provide jobs, drive innovation,
and act as a path to achieving the American Dream.
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The most basic argument has to do with the size of the sector and how criti-
cal it is to employment and job creation. As Nobel Prize winning economist
Robert Solow points out, jobs are the main way our economy has chosen to
distribute wealth and other benefits.'” Small businesses employ about half of
all working Americans. As of 2017, 58 million jobs were accounted for by
people who worked for themselves or for a company with fewer than 500
people.'" In addition, small businesses created 66 percent of net new jobs
from 2000 through 2017."

The sheer number of employees in the small business sector warrants close
attention from a U.S. policy perspective. If small businesses are under pressure
and begin to cut jobs, the impact on national employment and wellbeing can
be significant. This was the case during the Great Recession. From the first
quarter of 2008 through the fourth quarter of 2009, small businesses shed
5.7 million jobs, 61 percent of the jobs lost during that time."? This sent lead-
ers in Washington scrambling to figure out how to stem the damage. In the
United Kingdom, the financial crisis elevated small business policy, particu-
larly with respect to access to capital, to a central place in the government’s
agenda—an action that continues to have a positive impact on the United
Kingdom’s small business and fintech economies.

Some economists and political theorists argue that small businesses are
important because they provide stability to the economy. This theory has trac-
tion in other nations that build their small and medium enterprise (SME)
policies around promoting a robust small business segment that can grow and
support a thriving and stable middle class.'*!> Saudi Arabia, for example,
began an SME fund in 2017 in an attempt to stabilize its economy and pro-
vide jobs to its growing middle class in the face of falling oil prices.'®

Even among skeptics, there is widespread agreement that some small busi-
nesses play an important role in innovation. A subset of high-growth small
businesses are led by innovative entrepreneurs who create competition for
established firms and markets by developing new ideas that keep the economy
from becoming stagnant.'”'® These small businesses produce nearly 16 times
as many patents per employee as larger firms.” In a review of related eco-
nomic literature, Mirjam Van Praag and Peter Versloot concluded that entre-
preneurs account for significant “employment creation, productivity growth
and produce and commercialize high-quality innovations.”*® Entrepreneurship
and the experimentation it engenders are important underpinnings of eco-
nomic growth and success.*!

Small businesses and entrepreneurship also provide a path for upward
mobility. Research suggests that self-employment increases intergenerational
mobility.”? At the level of the local economy, studies found a positive link
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between small businesslending through the U.S. Small Business Administration
(SBA) and future per capita income growth in a local economy.”

Small business has long been a critical part of the American Dream for new
Americans, who often start businesses soon after they arrive. Immigrants inject
a greater share of economic dynamism than their numbers would suggest.
According to recent research, immigrants make up just 17 percent of the U.S.
college-educated workforce, but constitute around a quarter of its entrepreneurs,
and account for a similar share of inventions.”* A Kauffman Foundation index
shows that, going back to 1996, immigrants have consistently punched above
their weight when it comes to entrepreneurship.”® From 1995 to 2005, immi-
grants founded a staggering 52 percent of new companies in Silicon Valley.?®

Despite these attempts to quantify the impact of small businesses in the local
and national economy, there is no clear framework that captures the contribu-
tion of all small businesses. This can lead to economic policy largely focused
on taxes, research and development, and trade promotion, and geared primar-
ily toward larger companies, leaving small businesses with the policy crumbs.
Creating smart and powerful policy geared toward small businesses is a worthy
objective, as it can have a positive impact on a large segment of our economy.

What Is a Small Business?

One key to economic insights when thinking about small businesses is to elimi-
nate the confusion about the kind of small business being discussed. When we
do, it becomes clear that each type of small business has a role, and each needs
to be considered separately in terms of product needs and policy approaches. In
response, we have segmented small businesses into four categories, quantifying
the size and activity of each group. As the old saying goes, “What gets measured,
gets done.” But a corollary ought to be, “What gets categorized, gets measured
accurately.” The following categorization can help us measure, create policy, and
assess the capital markets for the different types of America’s small businesses.

The Four Types of Small Business

There is no generally agreed upon way of defining a small business. Most of us
have a rough notion of what a small business looks like based on our own
experiences. Economists, governments, bankers, and others each categorize
small businesses by different measures: their number of employees, their
annual revenues, or even the size of loans they take out. “What are you calling
small?” is a frequent question.
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Throughout this book, unless otherwise noted, we will rely on the defini-
tion used by the SBA, the U.S. Census Bureau, the U.S. Bureau of Labor
Statistics, and the Federal Reserve, which all classify a small business as one
with fewer than 500 employees. By that definition, there are 30 million small
businesses in the United States, constituting more than 99 percent of all
American companies.”’

To illustrate the different types of small businesses, let’s take a walk through
a typical American town—DBrunswick, Maine. Located near the coast,
Brunswick’s primary employers are the shipbuilder, Bath Iron Works (owned
by General Dynamics), and Bowdoin College. New businesses have been
opening in the industrial park, located at the former Brunswick Naval Air
Station. One manufactures composite aircraft parts, and another makes health
care equipment. These businesses supply goods and services to larger custom-
ers. 'Their employees are happy to get their lunch from the Big Top Deli,
where Tony makes the best sandwiches at his shop on Maine Street (spelled
with an “¢” in Brunswick). Tony had the chance to open another shop in
nearby Portland, but decided against expanding. Next door, however, the
entrepreneur owners of Gelato Fiasco had bigger plans. With growth capital
from investors and a local bank, they opened a wholesale plant and began sell-
ing Italian ice cream as far away as San Diego.

The aircraft parts supplier, Big Top Deli, and Gelato Fiasco are all small
businesses, as are the fast-growing tech start-ups moving in down the coast in
Portland. Although they are all small, they are different in many ways includ-
ing the ways they require and access capital. Some need money to invest in
equipment and buildings. Others like Tony are content with where they are,
but may need a credit line to smooth out operating expenses. Each is an
important component of the U.S. economy, but none alone paints the full
picture of the small business ecosystem in America.

The 30 million U.S. small businesses fall into four main categories: non-
employer sole proprietorships, Main Street firms, suppliers that primarily serve
other businesses and organizations, and high-growth companies (Figure 2.2).

Non-Employer Firms

Most small businesses, around 24 million of the 30 million, are sole propri-
etorships without paid employees. These “non-employer” businesses include
consultants and a range of independent contractors and freelancers, from
ride-share drivers and painters to real estate agents and hair stylists. Around
half of these businesses are full-time jobs for their owners, while others are
side businesses.”® Some people start such firms intending to eventually hire
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30 Million Small Businesses

Non-Employer Employer
~24M 5.9M

High-Growth Suppliers Main Street
~.2M ~1.1M ~4M

Figure 2.2 The Four Types of Small Businesses

Small Businesses by Number of Firms in the United States (Millions)

Source: Author’s calculations using Economic Census data. This analysis is based on the
work of Mercedes Delgado and Karen G. Mills, “A New Categorization of the
U.S. Economy: The Role of Supply Chain Industries in Innovation and Economic
Performance,” MIT Sloan Research Paper, no. 5241-16, December 11, 2018.%°

employees and expand, but many start them to accomplish other goals, such
as having more flexibility over the hours they work. For many Americans
looking to supplement their incomes, these businesses provide an attractive
opportunity in addition to their traditional work.

Non-employer firms make up a growing share of U.S. businesses. Between
2007 and 2015, the number of non-employer businesses increased by more
than 13 percent (Figure 2.3). Meanwhile, the percentage of American workers
in similar types of non-traditional jobs went from 11 percent in 2005 to
almost 16 percent by 2015.%° Innovations, such as instantaneous global com-
munication, have made it easier for people to work outside of a central office.
Innovation has also promoted growth in the “gig economy,” where people
increasingly use online platforms to find independent contractor work as
drivers at Uber or Lyft, as freelancers at Upwork or Handy, or even as dog
walkers at Wag! or Rover.”!

The growth in non-employer businesses has been driven in large part by
people working full-time jobs with a part-time business on the side. Whether
this development is positive, negative, or neutral is debatable. On one hand,
individuals now have more opportunities to earn money, and the hours of
these part-time businesses tend to be more flexible. However, this may also
indicate a structural issue in our economy, in that many people feel the need
to take on an additional part-time business because their full-time employ-
ment does not pay enough. It could also be that many of these individuals
would like to make their side business full-time, but do not have the resources,
such as capital or skills, to grow the business.
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Figure 2.3 Non-Employer Businesses Have Grown Compared to Employer Firms
Growth Rates From 2004 to 2015, Indexed to 2004

Source: Author’s calculations based on U.S. Census Bureau Business Dynamics Statistics
and Non-Employer Statistics data.

Main Street Firms

The second largest category of small businesses is what we call Main Street
firms. These are the local restaurants, gift shops, car repair operations, and
other storefronts that come to mind when we imagine a small business. Most
of these Main Street businesses, like florists and cafés, do not dramatically
increase their employment from one year to the next, but together, these firms
provide jobs and benefits for tens of millions of people.

Although the Internet is allowing some small firms to ship their goods
across the country and around the world, Main Street businesses generally
produce goods for local consumption. This contrasts with firms that engage in
what we call the “traded” economy, in which businesses sell goods or services
outside of their regions. However, the local and traded economies are linked
through a “multiplier” effect. For every new traded job, two or more local jobs
are created due to the demand of the employees at the traded firm to go out
to dinner and use other local services.
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Supply Chain Firms

A third category of small business is important but often overlooked: small
firms that supply large firms and government clients. There are about one mil-
lion of these supplier firms, which are often focused on growth and managed
with greater sophistication than Main Street firms. An example is
Transportation and Logistical Services (TLS) in Hoover, Alabama, just out-
side of Birmingham. Started in 2003, TLS employs about 10 people, has
$6 million in annual sales, and provides trucking and logistical services to
companies as large as Coca-Cola.

New research allows us to identify and separate supply chain industries
from business-to-consumer ones for the first time. This work has shown how
important small suppliers, which account for over 12 million jobs, are to the
U.S. economy. Although most people just view suppliers as manufacturers of
parts, the number of suppliers of traded services is growing rapidly and deliv-
ering innovation and high wages® (Figure 2.4).

Supplier firms play an important role in local economic growth and devel-
opment. Cluster theory suggests that strong suppliers impact the ability of
both large companies and start-ups to succeed. Co-location of companies and
their suppliers leads to more economic growth and innovation, so a dynamic
supply chain can be an important factor in encouraging businesses to move to
or remain in the United States.**?> For example, a research and supplier park
established in Prince George, Virginia in 2010 contributed to Rolls-Royce’s
decision to locate some of its production there.*

) Supply Chain Traded Supply Chain Traded
Supply Chain Traded Manufacturing Services
Small Firms (#) 1,152,173 160,623 991,550
Small Firm Employment (M) 12.3 3.6 8.7
Small Firm Wages $61,856 $47,499 $67,865

Figure 2.4 Supply Chain Employment and Wages (2012)

Source: Author’s calculations of 2012 Economic Census data. This analysis is based on
the work of Mercedes Delgado and Karen G. Mills, “A New Categorization of the
U.S. Economy: The Role of Supply Chain Industries in Innovation and Economic
Performance,” MIT Sloan Research Paper, no. 5241-16, December 11, 2018.
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High-Growth Firms

The smallest category of the four kinds of small businesses, at least numerically,
is high-growth firms. There are about 200,000 of these companies in the United
States, but they contribute a disproportionate share of job creation. An MIT
study showed that 5 percent of firms registered in Massachusetts delivered more
than three-quarters of growth outcomes and had specific qualities that were
evident even as early as the time of their original business registration.””

Most of the jobs at these high-growth small businesses are traded jobs,
meaning where these firms are incubated or decide to locate greatly impacts
the local economy. Cities have long recognized this and have provided incen-
tives to attract these high-growth firms. As one economist argues, “Because a
few, typically young firms grow rapidly and account for much of job creation,
finding an effective way to support their growth is important.”

Each of these four kinds of small businesses plays a different role in our econ-
omy, and each has its own needs. A mom and pop Main Street shop has different
financing needs than a tech start-up. The former might be best served by a bank
loan, while the latter might need a patient angel or venture capital equity inves-
tor. A sole proprietor such as an Uber driver might need a loan to buy a car, while
a supplier might need a short-term advance to hold them over until they are paid
by the companies to which they are selling. It is not “one size fits all.” The key to
robust capital markets for small business and to effective government policy is to
understand what it takes to meet the needs of each type of small business.

Fewer Small Businesses: The Long-Term Decline
in Economic Dynamism

If there was ever a time to pay attention to small businesses, it is now. In a
worrisome trend, the rate of small business creation has been declining for
several decades. Researchers who identified this raised the concern that less
firm creation would result in reduced economic “dynamism”—the fuel that
keeps the American innovation engine pumping.”’

For many years, economists and policymakers have understood that eco-
nomic dynamism means new ideas replacing old ideas, and new and energetic
companies and markets replacing incumbents. American entrepreneurship,
and its ability to generate innovation, growth, and change, have been the envy
of the world. A dynamic, healthy economy requires consistent firm creation,
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Source: U.S. Census Bureau, Business Dynamics Statistics, Firm Characteristics Data
Tables—Firm Age.

but between 1977 and 2014, the share of new firms in the U.S. economy
declined by more than half (Figure 2.5).

As a result, job creation from this critical sector has slowed. Economic
research has shown that new and young firms are the main drivers of job cre-
ation in the United States.*” *! But between 1994 and 2015, the number of
new firms created annually dropped from more than 500,000 to about 400,000
and the number of jobs created by new firms declined as well (Figure 2.6).

America still has a strong reputation for innovation, perhaps best symbol-
ized by the tech start-up culture of Silicon Valley. But recall that high-growth
start-ups only make up a small fraction of all small businesses, and the num-
ber of non-employer sole proprietorships has been growing. A significant part
of the decline in firm starts is most likely happening in the largest segment of
employer firms: Main Street businesses.

There is no single, clear explanation for the long-term decline of small busi-
ness formations in the United States.*’ Several economists believe that it may
be a result of the simple math of having a smaller labor force.* As baby boom-
ers retire, there are fewer working-age people, meaning there are fewer candi-
dates to start small businesses. Another explanation may be the proliferation
of “big box” stores, which can undercut pricing and offer a wider selection of
products, and made it harder to start small businesses. The high cost of health
care and increasing levels of student debt are also often cited as barriers to
entrepreneurship.* % In addition to these issues, the market frictions damp-
ening the ability of small businesses to access capital are much more pro-
nounced for younger firms.
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Figure 2.6 Decline in New Firms and New Firm Employment

Annual Number of New Firms and Jobs Created by New Firms <1 Year Old (1994-2015)
Source: U.S. Census Bureau, Business Dynamics Statistics, Firm Characteristics Tables—
Firm Age.

The health of the U.S. economy depends on the small businesses that create
the majority of net new jobs, drive innovation, and secure economic mobility
for millions of Americans. In some ways, as technology puts pressure on
repetitive jobs, small firms will be an increasingly important way to employ
people displaced by large firms. In the next chapter, to address the issues that
small businesses face, we explore one critical aspect of starting and growing a
small business in America today: the ability to access capital.
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Small Businesses and Their Banks:
The Impact of the Great Recession

In 2015, Pilar Guzman Zavala was down to her last chance to seize the oppor-
tunity she and her husband had worked years to achieve.! She had to convince
Jorge Rossell, the Chairman of TotalBank in Miami, to give her and her hus-
band Juan a loan to open a new restaurant at Miami International Airport.

As she drove into the parking lot of the bank, she ran through her story one
more time. Pilar would explain how she and Juan had rescued their business,
Half Moon Empanadas, from the brink of failure during the Great Recession.
She would show Rossell how they were now consistently exceeding sales tar-
gets, and how they had won the competitive bid to open a new location at
Miami International Airport. The new location would be a godsend and was
a perfect place for selling their delicious empanadas. Yet, despite their recent
success at other locations and even with the airport contract in hand, they had
been declined for loans everywhere they went, including at TotalBank. She
hoped against all hope that this personal appeal to Rossell might make the
difference. As she walked through the doors and up to the C-suite, she took a
deep breath, reminding herself that no matter the outcome of this meeting,
she and her family, and their business, were far better off than they had been
just a few years ago.

The Zavalas were both immigrants to the United States—Pilar from Mexico
and Juan from Argentina. Hoping to achieve the American Dream, they
opened Half Moon Empanadas in a fashionable dining room in South Beach.
The couple also had plans for a delivery business and ultimately wanted to cre-
ate “a new category of food.”” Pilar and Juan poured their savings into the idea
and borrowed additional money through a bank loan to start the business.
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But soon after opening in South Beach, the Zavalas realized that they had
misjudged the market for delivery, and they failed to hit their expected sales.
They also had the bad luck of opening their restaurant just before the financial
crisis cratered the Florida real estate market. As they struggled to find a work-
able sales model and weather the recession, they missed payments on a
$350,000 bank line of credit. Attempting to make it good and gain financial
flexibility, they used an injection of money from their family to make a
$125,000 payment. Instead of stabilizing their financing, the bank responded
to their show of good faith by cutting off the Zavalas’ line of credit.

A few years later, having put $1 million into the business, including all
their savings plus bank loans, they could no longer afford to pay rent. They
were evicted twice from their business location and then, unthinkably, from
their own home. Devastated, the Zavalas questioned whether they should
continue with the business. They believed their concept could still work,
because although the full-service restaurant had failed, when they took their
empanadas to open-air markets and festivals, they could barely keep up with
the demand.

Pilar and Juan didn't take a paycheck for nearly four years and avoided the
temptation to declare bankruptcy. They adjusted their business plan, got out
of their restaurant lease, and took over a food cart at the University of Miami.
The previous occupants of the cart had struggled to make $100 per day, but
the Zavalas averaged $1,500. Through trial and a fair amount of error, they
found the kinds of locations where they could succeed. As Pilar said, “We
dusted ourselves off, we tightened our belts, and we survived, never abandon-
ing our bigger dream.”

By 2015, when Pilar walked into Rossell’s office to request an expansion
loan, the Zavalas were operating three storefronts at the University of Miami
and had the winning Miami airport bid in hand. Given their credit history
since 2008, it was understandable that banks were hesitant to lend to them.
In fact, they had only gotten the meeting with Rossell due to a timely intro-
duction from Pilar’s mentor. Fortunately for the Zavalas, Rossell looked
past the numbers and saw that they really had turned things around. He
decided to provide them with the financing for the new location. That bet
paid off, with Half Moon increasing its revenues from $500,000 in 2014 to
$3 million in 2017.
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Many small business owners across the United States could tell similar stories
to that of Pilar and Juan. Getting a small business loan is tough enough on a
good day, but during and after the Great Recession, it became nearly impos-
sible for many businesses to access the financing they needed. Even armed
with a good idea, hard work, and a willingness to go to great lengths to fund
their business, many small business owners were not as fortunate as the
Zavalas. With bank credit frozen, small businesses lacking the additional cash
to weather the storm were forced to close their doors. Those that stayed open
often found themselves in the same position as Pilar and Juan—with rebound-
ing sales, but an inability to access additional financing because the crisis
damaged their credit and because of the long and uneven recovery of bank
lending to small businesses.

The 2008 financial crisis was a wakeup call for Washington and govern-
ments around the world, as policymakers saw the effects of a lack of access to
capital for small businesses. Although it was generally understood that access
to capital was important to the small business economy, the United States had
not seen such a shutdown in the bank credit markets since the Great
Depression. In fact, from 2006 to 2007, credit markets for small business
loans were so robust that the White House wondered if the government’s role
in guaranteeing small business loans was still necessary. The impact of the
credit crisis on small businesses was unforeseen and devastating. In the first
three months of 2009, the economy lost 1.8 million small business jobs, and
more than 200,000 small businesses closed between 2008 and 2010.3

In Chapter 2, we saw that small business is important to the U.S. economy.
But how important is access to capital to small businesses, and what happens
when that access goes away? In this chapter, we will explore why the financial
crisis was particularly devastating to small businesses to better understand the
importance of a highly functioning small business lending market. The lesson of
the recession is one we know from the work of economists: firms that depend
more on credit suffer more from a financial crisis.* Small businesses depend largely
on banks for their credit needs. When banks froze their lending, small businesses
had nowhere to turn. Without the liquidity they required, many had to shut
down their operations, adding to unemployment and deepening the crisis.

While the financial crisis of 2008 was sudden, the recovery in small busi-
ness credit was slow and bumpy. Banks sustained severe damage to their bal-
ance sheets and were reluctant to take on risk. At the same time, the recession
had dealt heavy blows to many small businesses” sales and profits. But the
difhiculties in the recovery were also an indication of a deeper problem. As we
will discuss in Chapter 4, structural forces also resulted in permanent changes
to the landscape of small business access to capital.
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Why Focus on Access to Capital for Small
Businesses?

Running a small business requires strong products or services, skilled workers,
access to the right markets and customers, a trusted brand, and more. But under-
lying everything a business does is access to capital, both working capital for daily
operations and capital to fund investments. While many owners of new businesses
finance themselves or rely on friends and family to help, a significant number do
not have those options or choose not to use them. In those cases, getting access to
capital another way, most often through a bank loan, can be the difference between
starting the business right away, putting it off, or not starting it at all.

Even once they begin operations, small firms tend to have more volatile
sales and profits than larger businesses, as well as thinner margins for error.
According to a recent study by the JPMorgan Chase Institute—which tracked
daily cash flows for more than 600,000 businesses—the typical small com-
pany only holds enough cash in reserve to last 27 days.” The median cash
buffer varies substantially across industries. For instance, the restaurant indus-
try in which the Zavalas operate holds only a 16-day buffer period. This means
that a poor month of sales or an unexpected expense can put a small business
in a cash squeeze. Securing a line of credit for operational funding can smooth
out volatility and provide a source of liquidity when cash is needed.

Access to capital is also important for expansion. When a sole proprietor
decides to add their first employee, they might incur incorporation fees, have
to purchase a payroll system, or need new office space. When a restaurant
owner identifies a market opportunity and expands from one location to two,
they will likely need new equipment, furnishings, and a point of service sys-
tem. According to the 2017 Federal Reserve Small Business Credit Survey,
nearly 60 percent of firms that sought financing in 2017 said they did so to
expand or pursue a new opportunity.® These firms required a one-time invest-
ment that would often exceed what their businesses could generate internally,
or what their owners’ personal resources could handle. In these cases, they had
to turn to outside sources of financing.

The Financial Crisis

For many years, little national attention was paid to the issue of small business
access to capital. The U.S. economy, including small businesses, seemed to be
doing well in the mid-2000s. Economic growth had been consistent, if not
spectacular, for several years. Few financial policy experts, much less small
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business owners, understood the risk building up in the financial system due to
soaring home prices, exotic financial products, and highly leveraged invest-
ment banks. They certainly did not foresee that it would all come crashing
down, sparking the most severe economic downturn since the Great Depression.

The Great Recession harmed the economy broadly, but small businesses
were hit harder than most sectors. Between 2007 and 2012, small businesses
employed 50 percent of the private sector workforce, but accounted for over
60 percent of the net job losses in the economy (Figure 3.1).

Small businesses were hurt more, in part, because they have fewer financing
options than larger firms. Large companies can raise money by issuing and
selling debt to investors in capital markets (and in the Great Recession, they
could take on this debt at historically low interest rates). Larger firms have
these options because they usually have longer, more established track records,
less volatile incomes and profitability, and are considered less risky to lend to
than smaller firms. In addition, they borrow in the larger amounts that debt
markets have traditionally required. Small businesses depend on banks, and
when banks are in trouble, as many were during the Great Recession, they tap
(or slam) the brakes on lending.

During the financial crisis, banks and their regulators realized that the huge
numbers of mortgages and financial products based on mortgages on their
books were much riskier than previously thought. As the value of these assets
dropped, banks didnt have the capital and reserves they thought they had.
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To get back into regulatory compliance, some banks ended up allocating less
money to small business lending. The four largest banks—Bank of America,
Citigroup, JPMorgan Chase, and Wells Fargo—dramatically reduced lending
to small businesses, relatively more than the rest of the sector. Loan origina-
tions for these top four banks fell to just 50 percent of pre-crisis levels and
remained there through 2014.”

In addition, many community banks failed during the crisis. From 2007
through 2013, the number of U.S. banks declined by 800, including a 41
percent drop in the number of the smallest banks (those with less than $50
million in assets).® Since community banks are disproportionately large lend-
ers to small businesses, this was an additional disruptive force preventing
small businesses from accessing capital during the recession.’

Economic research demonstrates that credit markets act as “financial accel-
erators’ that amplify both periods of growth and downturns for small busi-
nesses that rely on bank financing. One influential 1994 study showed that
small firms contract significantly more than large firms when credit conditions
are tight.'® More recent research found that firms that are more dependent on
banks for their financing suffer more during banking crises.!" The Great
Recession fit the pattern of previous financial crises in which the risk of unem-
ployment was higher for people working in a sector that was more dependent
on external financing. In effect, firms that couldn’t secure enough capital from
banks to fund their operations had to downsize.'* Another analysis of the crisis
found that, among all firms dependent on bank financing, small and medium-
sized firms experienced the greatest drops in employment, partly due to the
costs of switching lenders when their original lender ran into trouble."

Government’s Response to the Great Recession

By January 2009, it was clear that there was a crisis in small business lending.
Lehman Brothers had failed, and banks were suddenly facing uncertain times.
Some of the most important U.S. banks were calculating their balance sheets
every few hours to see if they were bankrupt or could continue operating.
Small business credit markets were frozen. New lending came to a standstill,
and, even worse, many small businesses received a surprise phone call from
their banker: their lines of credit had suddenly been cancelled—many times
not due to anything those businesses had done wrong. Without access to
liquidity from their credit lines, small business owners were forced to cut back
on spending. This meant anything from delaying an expansion to missing a
rent payment to laying off employees.
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In the United States, the federal government knew that small businesses
were in trouble, but the full extent of the problem was hard to quantify. In the
West Wing of the White House, the economic team gathered in the early days
0f 2009 to discuss what should be done. The debate was fierce: should banks
be forced to lend to small businesses? Should the government step in and lend
directly? Were small businesses still creditworthy? What level of defaults
should the government be willing to risk? The discussion was difficult because
the exact data needed to define the state of the crisis did not exist. Despite
bank regulation and quarterly call reports, there was no real-time collection of
small business loan originations.'* Anecdotes, however, were pouring into the
White House and into congressional offices from small businesses like the
Zavalas’ who were caught in a credit squeeze and had nowhere to turn.

In the United Kingdom, George Osborne, the Chancellor of the Exchequer,
noted that during the crisis, there was not a day that went by when he did not
hear from small business constituencies about the depth of their plight.”” As a
result, the U.K. government made small business lending a priority, coming
to the aid of their four major banks that together made up over 80 percent of
small business lending. For the United States, the situation was more compli-
cated. In 2008, the U.S. government took bold action, implementing the
Troubled Asset Relief Program (TARP) to provide capital to banks and pre-
vent their collapse. However, TARP legislation did not require that a certain
amount of the capital infusion be used to lend to small businesses and keep
their credit lines active. Although some banks used the capital for small busi-
ness lending, most had what they viewed as more pressing needs. Between
2008 and the first quarter of 2012, outstanding small business loans (defined
as the stock of commercial and industrial—C&I—Ioans under $1 million)
dropped by 17 percent.'®

In the face of the devastation, the United States had at least one often over-
looked asset: a widespread loan guarantee network through the Small Business
Administration (SBA). The SBA had relationships with 5,000 banks through-
out the country and the ability to guarantee loans—a powerful tool that did
not exist in the United Kingdom or many other countries. However, as the
financial crisis peaked, even SBA-guaranteed lending had ground to a near
halt, as banks pulled back and SBA securitization markets froze. In response,
starting in early 2009, the SBA took aggressive steps to boost credit availabil-
ity for small businesses."”

Before 2009, the SBA generally guaranteed 75 percent of the value of a
loan. In early 2009, Congress passed the American Recovery and Reinvestment
Act—popularly known as the stimulus bill—which temporarily raised the
guarantee to 90 percent of the loan value, making these loans less risky for
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lenders to offer.’® In addition, the bill eliminated almost all SBA fees. The
combination worked. Using the new guarantees, more than 1,000 banks that
had not made an SBA loan since 2007 made at least one during the next six
months. The turnaround helped many businesses survive and contributed to
three record years of SBA-backed lending from 2011 to 2013."

More legislation followed. The Small Business Jobs Act of 2010 contained
additional lending and tax support for small businesses. One program, the
Small Business Lending Fund (SBLF), provided capital to community banks,
with the stipulation that they increase small business lending. According to
the U.S. Department of the Treasury (Treasury), the SBLF invested $4 billion
in 281 community banks and 51 community development loan funds. Small
business lending increased by almost $19 billion at those institutions from the
time the program began.***!

In August 2011, President Obama sat down with small businesses at
Northeast lowa Community College in Peosta, Iowa. One owner was visibly
unhappy. His business had a government contract, but had not been paid for
nearly a year. From that meeting, the QuickPay program was born. On
September 14, the White House directed all government agencies to speed up
federal payments to small business contractors from 30 to 15 days.** This
acceleration of payment was designed to increase the cash liquidity of these
small business suppliers and offset their need to seek credit in the still tight
post-recession markets. The program worked. Payment times were cut in half
and firms that received the quicker payments showed higher growth in
employment, although the impact was less pronounced in tight labor mar-

kets.?? (See box.)

Impact of QuickPay

Necole Parker is the Founder and CEO of The ELOCEN Group LLC, a construction
and renovation project management firm located in Washington, employing 47
people. The company works with a number of federal agencies, including the
Food and Drug Administration, the Bureau of Land Management, and the
General Services Administration. Before QuickPay, Necole was constantly in touch
with her contracting officers to make sure she got her invoices paid within 30
days. In addition, she had to frequently check to make sure she had enough in the
bank to meet payroll. QuickPay’s reduction of the payment cycle from net 30 to
net 15 days allowed The ELOCEN Group to have a significant buffer of cash in the
bank on a more regular basis. Necole reported that as a result of QuickPay and
better cash balances, she was able to convince her bank to increase her line of
credit from $250,000 to $1 million. In her words, QuickPay “had an incredible
impact, [allowing] us to ... provide a better service not only to our clients, but to
our subcontractors who help us with our capacity.”?*
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The Slow Post-Recession Recovery for
Small Business

Government action helped spur small business lending, but the recovery still
took time.” Employment growth returned in 2010, but it took until mid-
2014 for jobs to reach pre-crisis levels*® (Figure 3.2).

Similarly, lending was slow to come back, as compared to past recessions
(Figure 3.3). The levels of total loans in the economy, even eight years after the
crisis, were below the recovery levels of any of the previous seven recessions.

The story of post-crisis bank lending was different for small and large busi-
nesses. The volume of C&I loans under $1 million dropped substantially dur-
ing the Great Recession, and only reached its pre-crisis level in 2016. Larger
loans, usually made to larger businesses, also dropped during the recession,
but recovered more quickly and continue to grow at a rapid rate (Figure 3.4).

Why was the recovery so slow for small business lending? The financial
crisis caused cyclical damage to both small businesses and small business
lenders, which was deep and lasted well beyond the official end of the crisis.
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As a result of this trauma, small businesses became less creditworthy and
banks became more risk-averse, in ways that took years to reverse.

Cyclical Damage to Small Business Lending

One version of the narrative in the period after the financial crisis was that the
market was functioning as it should: banks were not providing loans to small
businesses because they werent creditworthy. In the post-recession period,
bankers believed that they were making loans to all viable small business own-
ers.”” At the same time, small business owners were telling stories of going
from bank to bank and being rejected. The reality was likely a combination of
a decrease in demand by recession-damaged small businesses and a slow recov-
ery of supply by the banks.

Lending has always been simple at its core: banks make loans when they are
reasonably confident they will be repaid. Banks ask themselves many ques-
tions when deciding whether to lend to a small business: does the firm have a
good chance at sustained profitability? Is it managed well? Can it put up
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collateral to reduce the risk of making the loan? Can it find the workers it
needs to start or expand? Do the owners have a track record of success and
paying their debts on time? Is the economic outlook positive?

During the Great Recession, it became harder for banks to get to “yes” on
these questions. The prime culprits were cyclical issues: declining revenues,
damaged collateral for potential borrowers, and more risk-averse lenders
facing new regulatory pressures.

Declining Revenues

During a recession, revenues can decline even for otherwise healthy compa-
nies. For about four years after August 2008, small businesses reported disap-
pointing sales as their biggest problem.”® The Wells Fargo/Gallup Small
Business Index shows that, from 2004 to early 2008, 40 to 50 percent of small
businesses reported increased revenue in the previous year. That metric plum-
meted to 21 percent following the crisis and did not return to above 40 per-
cent until the second half of 2014.% These revenue issues had lasting effects.
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Even when revenues improved during the recovery, the tough times that many
small businesses went through in the recession made potential borrowers, like
the Zavalas, look less attractive to banks.

Collateral Damage

If a bank can take possession of collateral assets when the borrower defaults on
a loan, the loan is less risky to make. Home equity has traditionally played an
important role in financing small businesses.”® Unfortunately, the financial
crisis wreaked havoc on this collateral, in large part because the crisis was built
on an unsustainable bubble in the value of home prices. Once the bubble
burst, home values dropped substantially, erasing trillions in asset value.

We do not know for sure how many small businesses finance themselves
using their homes as collateral for a loan or a home equity line of credit
(HELOC). In 2007, at the peak of U.S. home prices, the estimate was as high
as 56 percent.”’ However, in 2011, after the collapse, a survey by the National
Federation of Independent Business (NFIB) found that only 22 percent of
small business employers either took equity from their homes and used it for
their businesses or used their homes as collateral to finance their businesses.
The collapse also left nearly a quarter of small business owners underwater on
their home mortgages.*

Risk Aversion

In late 2007, with their balance sheets reeling and the devastating effects of
risky loans like subprime mortgages fresh in their minds, banks began to
tighten their credit standards. At the peak of the crisis in 2009, over 70 percent
of senior loan officers surveyed by the Federal Reserve said that they were tight-
ening their credit standards, including higher collateral requirements, calling in
loans ahead of maturity, increasing the amount of equity businesses needed for
new loans, and increasing personal credit thresholds. Credit standards remained
tight until 2010, and only loosened slowly in the following years (Figure 3.5).

Regulatory Overhang

An excessive regulatory burden was at least in part to blame for the slow post-
crisis recovery in small business lending. The Dodd-Frank Act required
hundreds of new rules and regulations to be written, and U.S. regulatory
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agencies opted to develop others. One study found that regulation after the
recession reduced the incentives for all banks to make very small loans, and
also reduced the viability of banks with assets of less than $300 million.?
Since Dodd-Frank, the small loan share at larger banks fell by nine percentage
points, while the magnitude of the decline was twice as great at small banks.

A 2016 Bipartisan Policy Center paper found that while post-crisis reforms
had generally made the financial system and consumers safer, they had also
created unintended consequences. Some regulations were unnecessarily dupli-
cative, or even in conflict with each other, causing firms to stop offering cer-
tain services.** Attempts have been made to quantify the costs of compliance
to banks.”® The American Action Forum estimated in 2016 that the Dodd-
Frank Act had imposed more than $36 billion in final rule costs and 73 mil-
lion hours of paperwork.*® Estimates published in the Federal Register pegged
the cost much lower, at $10.4 billion.”” Other estimates of the total compli-
ance cost to the industry vary widely.

What is clear is that increased regulation raised costs for banks, which made
it costlier to lend and likely caused some financial firms to reduce or eliminate
their lending to small firms. The regulatory burden seems to have fallen on
smaller banks the hardest. In a 2013 paper, the Federal Reserve Bank of
Minneapolis found that the smallest banks, those with assets of less than $50
million, suffered the greatest hit to their profitability from having to hire com-
pliance staff.?® This makes intuitive sense because the smallest banks have the
fewest employees, so having to hire one more person for compliance costs
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relatively more than it does for a large bank that already has a robust compli-
ance department. A 2016 paper from the Federal Reserve Bank of St. Louis
presented evidence confirming that “compliance costs at banks with assets of
less than $100 million represented more than 8 percent of noninterest expense,
while the same costs at banks with assets of between $1 billion and $10 billion

represented less than 3 percent of noninterest expense.””

An Improved Funding Environment

Despite these issues, credit markets eventually improved. The 2017 Federal
Reserve Small Business Credit Survey showed that over 46 percent of respon-
dents said they had received all of the funding they applied for, up from 40
percent of respondents in the previous year*’ (Figure 3.6).

It is important to note that this number should not be close to 100 percent.
Some small businesses are not creditworthy enough to qualify for the full
amount they request, and lending to them would likely result in poor out-
comes both for the lender and the small business owner. However, we also do
not want a market gap in which many creditworthy small business borrowers
are being turned away.

Unfortunately, there is evidence that, despite the improved environment, a
credit gap did continue. Even as late as 2017, small business loan assets held
at U.S. banks had not reached pre-recession levels. In fact, by 2017, the share
of small business loans as a percentage of all business loans at banks had
dropped to about 20 percent, down from over 30 percent before the crisis
(Figure 3.7).

2017 46%

2016 40%

All ®Some ® None

Figure 3.6 Small Business Funding Has Improved

Amount of financing approved (percentage of applicants)

Source: “2017 Small Business Credit Survey: Report on Employer Firms,” Federal Reserve
Banks, May 2018.

Note: Values may not total 100 percent due to rounding. Data from the 2014 and 2015
surveys is not included due to differences in sampling.
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If the cyclical pressures had receded, then why was bank lending to small busi-
ness still so low? Small business lending was also affected by structural changes,
which had begun before the Great Recession, were exacerbated by the crisis,
and continued in its aftermath. In the next chapters, we will explore these
changes in the structure of the banking industry and the response of fintech
entrepreneurs who identified the unmet needs of small business owners seek-
ing capital. The crisis and the sluggish recovery opened the door to a technol-
ogy-driven revolution in small business lending that may be changing the
game for small business owners like the Zavalas. To understand the impact
that technology and fintech innovation will have, we need to go back to the
trajectory of the last 40 years of U.S. banking and explore the structural
decline of community banks, on which small businesses have relied for their
capital needs.
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Structural Obstacles Slow Small
Business Lending

In 2016, Rich Square, North Carolina—population a bit south of 1,000—
found itself without a bank branch for the first time in more than 100 years.!
Nearby Roxobel had lost its only branch in 2014, forcing small business
owner Tommy Davis to drive 25 minutes each way to make deposits at his
bank. Davis was not the only time-strapped small business owner facing this
issue. These banks are the lifeblood of many local communities—rural and
urban—and their small business ecosystems.

The financial crisis and the slow thawing of credit in the recovery that fol-
lowed affected small businesses more than many others. But there were trou-
bling signs for small business lending in the U.S. economy long before the
crisis hit. The number of community banks, which have always been more
likely to lend to small firms, had been declining since the 1980s. The Federal
Reserve Bank of Cleveland summarized another problem: “The factors
unleashed by the financial crisis and the Great Recession added to a longer-
term trend. Banks have been shifting activity away from the small business
credit market since the late 1990s, as they have consolidated and sought out
more profitable sectors of the credit market.”

As we saw in Chapter 3, the increase in post-crisis regulation caused a dis-
proportionate burden to small banks, which affected small businesses’ access to
capital. Some believe that if these regulations were reversed, small community
banks would flourish again as they returned to their roles as the providers of
smaller loans to local small businesses with whom they had relationships. But
structural changes in the banking industry were also a root cause of the prob-
lem. Thus, the solutions are not as simple as just a rollback in regulations.
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Small Businesses Rely on Community Banks

Community banks are an important thread in our story because they provide
a disproportionate share of loans to small businesses. In 2017, small business
loan approval rates were 68 percent at small banks versus 56 percent at larger
banks.? Given this, it is not surprising to find that, when compared with large
banks, community banks dedicate a higher share of their assets to small busi-
ness lending. In 2017, the smallest community banks held just 7 percent of
the assets in the banking industry, but made 17 percent of the loans to busi-
nesses® (Figure 4.1).

What is it about community banks, their local presence, and the relation-
ships they build that is so important in small business lending?’

Defining Community Banks

I¢’s helpful to be explicit about what a community bank is. As with small busi-
nesses, there is no universally agreed-upon definition. The term most often
refers to banks that are small—generally with less than $1 billion in assets, but
sometimes going up to $10 billion—do business within a limited geographi-
cal area, and are focused on traditional lending and deposit-taking.

Share of Bank Assets Share of Small Business
Loans by Bank Size

¥ Small Banks ™ Mid-Sized Banks M Largest Banks Other

Figure 4.1 Community Banks Provide a Disproportionate Share of Small Business Loans
Source: Author’s analysis of FDIC Statistics on Depository Institutions Report, 2nd
Quarter 2018.

Note: Small banks are defined as those with $1 billion in assets or less, and mid-sized
banks as those between $1 billion and $10 billion in assets. The largest banks are those
with assets over $250 billion. Small business loans consist of commercial and industrial
loans of $1 million or less.



Structural Obstacles Slow Small Business Lending 45

These banks do not have the resources, geographic footprint, or diverse
product offerings that larger banks often possess, but they tend to know the
communities they serve more intimately.

To understand the advantage a community bank might have in making
loans, imagine that Michelle owns an ice cream parlor and wants to open a
second one across town. She runs into problems securing the financing she
needs because three years ago, she was late on several loan payments, a red flag
for lenders. However, a local banker who knows Michelle personally may
understand that the reason for the late payments was a family medical emer-
gency, that other locals vouch for Michelle’s character and ability, and that her
credit is otherwise spotless. That banker will likely consider Michelle a better
credit risk than she would appear if her numbers were run through a standard-
ized formula.

Small firms tend to be more “informationally opaque”—that is, they don’t
have as much publicly available, transparent information for lenders to review
as larger companies would have. Local banks are more able to invest the time
and personnel to build closer relationships with borrowers, which then makes
it easier for them to assess a borrower’s creditworthiness.® The economic litera-
ture indicates that larger banks are more likely to rely on standardized, quan-
titative criteria when deciding whether to make a loan to a small firm, while
smaller banks are more likely to use qualitative criteria that look beyond the
numbers to the applicants’ personal qualities.”®

Focusing on local markets and having more insights into the borrower may
be an advantage for community banks. One study found that loans performed
better when borrowers were located closer to their lenders. Borrowers 25 to 50
miles from the lending bank were 10.8 percent more likely to default on a
loan, while those located 50 or more miles away were 22.1 percent more likely
to default.’

Relationship lending can have additional benefits, including providing the
function of monitoring loans and counseling small businesses after the loans
have been made. About three-quarters of borrowers ask bankers or lenders for
financing advice, making these sustained relationships valuable for the bor-
rowers, who can run more successful businesses as a result, and for the lenders,
who can provide more credit and other financial services to those businesses
over time.'? Research found that firms with longer-term banking relationships
experienced stronger credit growth and lower interest rates during a financial
crisis, and maintained greater investment and employment growth than firms
that did not have such relationships."

With higher approval rates and a focus on relationship banking, small busi-
nesses are more likely to hear a “yes” in response to their application at local
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Source: “2016 Small Business Credit Survey: Report on Employer Firms,” Federal Reserve
Banks, April 2017.

banks than they are at larger banks. Thus, it is no surprise that community
banks are more highly rated when it comes to customer satisfaction. In 2016,
small banks had a satisfaction rate of 80 percent, similar to credit unions and
Community Development Financial Institutions (CDFIs). Meanwhile, satis-
faction for large banks sat at just 61 percent and online lenders trailed the
pack at only 46 percent (Figure 4.2).

The Decline of Community Banks

Not every country has a large ecosystem of community banks serving small
businesses locally. In order to understand how this came about in America, we
need to go back 200 years to the early days of the Republic. Since the time of
our Founding Fathers, many Americans have been skeptical of an energetic
government and a powerful financial system, such as the one Alexander
Hamilton advocated, and have more or less sided with Thomas Jefferson, who
favored decentralized and relatively weak government. The history of U.S.
central banking is a microcosm of this ongoing conflict. Congress created two
central banks, in 1791 and 1816, only to see both charters expire under
Presidents Jefferson and Jackson. The creation of the third central bank, the
Federal Reserve, only happened after a difficult and acrimonious political
battle in the early 1900s.

As a result, the U.S. banking system was often chaotic, with state-chartered
“wildcat” banks proliferating between 1816 and the Civil War, along with
more frequent banking crises than in many other Western countries. The
number of U.S. banks boomed with more than 10,000 commercial banks
operating by the mid-1890s. By 1921, there were more than 30,000 banks in
the country, an all-time high.'> The vast majority were small and focused on
serving their local communities.
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Figure 4.3 Banks are Declining, 1984-2018
Source: FRED Economic Data, Federal Reserve Bank of St. Louis.

After a series of failures in the 1920s and 1930s largely due to the agricul-
tural depression of the 1920s and the Great Depression that followed, the
number of U.S. banks dropped to about 15,000 and stayed roughly around
that level until the 1980s. But midway through 2018, only about 4,800 com-
mercial banks remained. Through failure, consolidation, and mergers, the
number of U.S. banks had dwindled, even while the banking sector had
grown much larger' (Figure 4.3).

The Banking System Has Been Growing More
Concentrated

As the number of lenders was decreasing, assets in the U.S. banking system
were becoming increasingly concentrated in a small number of larger banks.
From 1984 to 2017, while the number of banks declined by 66 percent, the
total assets in the industry grew from $3.7 trillion to $17.4 trillion.'* Almost
all of that growth went to non-community banks (Figure 4.4).

The largest banks have seen the lion’s share of this growth. The assets of the four
largest banks grew from $228 billion (6 percent of total banking assets) in 1984
to $6.1 trillion (44 percent of total banking assets) in 2011."” Another way to
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Source: Adapted from FDIC community banking research project, “Community Banking
by the Numbers,” February 16, 2012.

Note: For the FDIC definition of large and small community banks, as well as non-
community banks, see: https://www.fdic.gov/regulations/resources/cbi/report/cbsi-1.pdf.

express the widening gap between the smallest and largest banks is that, in 1984,
the average non-community bank was 12 times as large as the average commu-
nity bank. By 2011, the multiple had grown to 74 times as large.

The size of the average community bank also grew significantly during that
time. Banks with assets less than $100 million accounted for essentially the
entire decline in the number of bank charters from 1984 to 2011. Meanwhile,
the number of community banks between $100 million and $1 billion in
assets increased modestly during this period.

Wave of Consolidation

Until the early 1990s, most states limited or prohibited banks from acquiring
or opening branches across state lines, while a few states even restricted
branching within the state itself. These rules were put into place in the 1920s
because policymakers worried that larger, multi-state financial firms would be
too hard to supervise. As a result, the number of U.S. banks was kept artifi-
cially high.

After large numbers of small banks and thrifts failed during the 1970s and
1980s, Congress decided that the banking system was not concentrated
enough.'® They came to believe that small, local banks were too susceptible to
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local economic conditions, and consolidation would help them diversify their
geographic risk. The Riegle-Neal Act of 1994 eliminated most of the restric-
tions on interstate branching and contributed to a wave of consolidations in
the banking sector.

From 1995 to 1998, an average of 5.7 percent of banks consolidated each
year. One analysis suggested that this was almost entirely due to mergers and
acquisitions, which Riegle-Neal made easier.'” The rate gradually declined,
but between 2004 and 2007—prior to the financial crisis and in good eco-
nomic times—3.7 percent of banks were still merging or consolidating every
year. Financial crises also precipitated a decline in the number of community
banks. Between 1984 and 2011, 2,555 banks and thrifts failed, mostly during
the savings and loan crisis of the early 1990s, and during the 2008 crisis.'®

Few New Bank Charters

Of course, bank failures and consolidations are nothing new. In the past,
however, new banks would step in to fill some or all of the market gaps left
when incumbent banks retreated. In recent years, that has not been the case.
From 2000 to 2008, the Federal Deposit Insurance Corporation (FDIC)
approved more than 1,000 de novo, or new bank, charter applications."”
Before that, the fewest number of de novo charters approved in any single year
was 15 in 1942.%° In contrast, from 2009 to 2016, the FDIC approved a total
of just five de novo applications®' (Figure 4.5).
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Figure 4.5 Rate of New Bank Formation Declines

Source: FDIC Statistics at a Glance, Historical Trends. Adapted from Kelsey Reichow,
“Small-Business Lending Languishes as Community Banking Weakens,” Dallas Fed
Economic Letter 12, no. 3, February 2017.
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One reason for the slow pace of applications and approvals is that the FDIC
and other regulatory agencies have been more cautious since the crisis. De
novo banks chartered between 2000 and 2008 were more financially fragile
and failed at a higher rate than more established small banks.?* After the
2008 crisis, regulators required a higher level of capital at banks to make them
safer, and many would-be bankers saw the application process as too difficult
and the level of regulation as too onerous. The FDIC has taken steps to make
the process easier, and higher interest rates sparked a slight increase, but the
number of applications for new banks remains historically low.

Impact of Low Interest Rates

It may be more than economies of scale that are weighing on the ability of
small banks to compete. Former FDIC Chairman Martin Gruenberg is
among those who have blamed long-term economic conditions for the dearth
of new banks, saying that “low interest rates and narrow net interest margins
have kept bank profitability ratios well below pre-crisis levels, making it rela-
tively unattractive to start new banks.”*

There is strong evidence for this point of view. The persistence of histori-
cally low interest rates has been challenging for banks, but especially for com-
munity banks, which rely more on loan interest income than larger banks.
Net interest income as a percentage of community banks’ assets has decreased
since the early 1980s.>* The advantage larger banks have over community
banks in being able to efficiently generate revenue widened significantly
between 1998 and 2011, mostly due to lower interest income.?* In addition,
low rates have limited a traditional advantage that community banks had of
being able to pay higher interest rates to their depositors.

Consolidation Is Problematic for Small Business Lending

Bank consolidations and the disappearance of local community banks have
been a problem for many small business owners. Tommy Davis, the North
Carolina small business owner mentioned earlier, closed his Nationwide
Insurance office in Colerain and moved to Windsor, a larger town 25 miles
away, after the local community bank closed. For Tommy, it was “like a death
sentence for a small town because the bank is the center of all activity.”*
Economists have found that community bank closings have had a pro-
longed negative impact on the credit supply available to local small businesses.””
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Interestingly, this decline persisted despite the opening of new banks. These
results underscore the importance of lender-specific relationships and local
information for small business lending. This information is often held within
local bank branch personnel and lending systems, and can disappear or
become less relevant if large banks bring in different personnel or more auto-
mated lending systems. Of particular concern are the findings showing that
the negative effect on small business lending was concentrated in low-income
and high-minority neighborhoods, where local relationships may be a more
significant factor in lending decisions.*®

Relationship Lending and Large Banks

As banks get larger, they typically have more branches, are more geographi-
cally dispersed than community banks, and have more employees to coordi-
nate. Because of this, large banks need explicit rules and underwriting
guidelines to keep loan officers rowing in the same direction and producing
consistent outcomes.”

Larger banks, especially those with more than $10 billion in assets, are
more likely to use a “cookie cutter” approach to lending, relying on standard-
ized data such as a borrower’s FICO (Fair Isaac Corporation) credit scores and
financial statements. They find it hard to manage a relationship approach to
lending and include “soft” or subjective information, such as a borrower’s
character, in their loan decisions.”® In addition, larger banks tend to be less
creative in developing customized loan structures tailored to a small business’s
needs. According to the 2017 FDIC Small Business Lending Survey, large
banks use standardized small business loan products 65 percent of the time
versus 9 percent at smaller banks.?!

As the number of community banks declines and as larger banks create
even more automated and standardized lending decisions and loans, the con-
cern arises that there will be more market barriers and frictions. The smallest
and newest businesses, especially those that do not have as much financial
information or have endured financial issues in the past, will likely have a
harder time accessing capital from traditional sources. More borrowers will
find themselves judged only by rigid formulas, unable to make a case for
themselves to a banker with an open ear, increasing the possibility that cred-
itworthy borrowers will slip through the cracks, opening up further gaps in
small business lending markets.

A challenge for the future is how to continue to capture soft factors, but
also increase automation and reduce costs. Relationship lending is expensive
and its cost tends to affect the smallest loans most. One solution is to “harden”
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soft information by finding new data that brings additional insights to tradi-
tional automated lending formulas. We will explore these new data sources
and insights in later chapters; however, it is unclear whether these processes
can ever fully replace relationship lending.

Small Business Loans Are Less Profitable

Another serious structural issue is that small business loans are less profit-
able for banks than many other lines of business. The chief obstacles are
difficulties and costs of the traditional methods of underwriting small
business loans, and the lack of ways for banks to offload small loans from
their balance sheets, as the secondary market for small business loans is
not robust.

Information about small business borrowers is important because small
business lending is riskier than large business lending. Small businesses are
more sensitive to swings in the economy, have higher failure rates, and gener-
ally have fewer assets to use as collateral for loans.

But, as we have discussed, reliable information on small businesses is diffi-
cult to obtain because the operating performance, financials, and growth
prospects of small businesses are hard to see and predict. There is little public
information about the performance of most small businesses because they
rarely issue publicly traded equity or debt securities. Many small businesses
are run by inexperienced or busy owners who may lack detailed balance sheets,
understate their tax returns, or keep inadequate income statements. This
information opacity makes it more difficult for lenders to tell creditworthy
and noncreditworthy borrowers apart.

Another factor working against small business lending is that the cost of
loan underwriting does not scale with the size of the loan. In other words, it
costs about as much for a bank to process a $100,000 loan as a $1 million
loan. That means that smaller-dollar loans are less profitable for banks. As a
result, banks are less likely to lend at lower dollar amounts.

One response for a bank is to move away from small business lending
and focus on more profitable activities. Some banks have reduced or elim-
inated loans below a certain threshold, typically $100,000, and some will
not lend to small businesses with annual revenues of less than $2 million.
Often, the largest banks will refer businesses below a certain size to their
small business credit card products, which are usually more expensive for
borrowers.
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Most Small Business Loans Cannot Be Easily Sold

One way for banks to reduce their risk exposure and increase the funds they
have available to lend is to sell off some of their loan portfolio. They often do
this by securitizing loans, which involves bundling loans they have made into
a single security that can be sold on a secondary market. This is common with
mortgage loans, which can be easily bundled because most of them are under-
written using standardized formats.

Until recent years, there has been essentially no secondary market for
small business loans. Loans to small firms are not easy to standardize, since
they vary in how they are documented and the terms given to companies
in different markets. In addition, there is a general lack of data available on
their performance. One exception is loans made through the Small Business
Administration’s (SBA’s) 7(a) program, which are sold with a government
guarantee. Historically, about 40 to 45 percent of SBA loans have been
securitized.

Creating a secondary market for small business loans is not a new idea. In
the 1990s, Congress considered creating a government agency similar to
Fannie Mae and Freddie Mac to sponsor securitization transactions.”* In
1994, Congress took a different approach by reducing barriers to securitizing
small business loans, but those changes ultimately had little effect.?

If accurate data on small businesses’ credit were standardized and widely
available, the securitization of small business loans would also be more wide-
spread, making capital more fluid and accessible, and benefiting small busi-
ness lending overall. This may be on the horizon. One set of new fintechs
called peer-to-peer lenders have emerged who match investors with borrow-
ers, and as a result, the details of each loan are published online. These lenders
allow banks to purchase individual or packaged small business loans after
origination to hold on their balance sheets.

Even with full disclosure of the underlying loan details, many concerns
have arisen about the heterogeneity of small business loans and the ability
to accurately assess the risk in a packaged tranche or portfolio. These issues
and others have meant that the new secondary markets have gotten off to
a slow start. However, as metrics-driven lending develops, the ability to
eventually identify and describe risk pools may improve the packaging
and pricing of small business loans and allow them to trade more
seamlessly.
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Searching for Small Business Financing Is Costly
and Frustrating

As a result of these structural factors, even qualified small business borrowers
can struggle to find willing lenders. Successful applicants for bank loans report
waiting a week or more for the funds to be approved and transferred into their
accounts. Research from the Federal Reserve Bank of New York found that in
2013, the average small business borrower spent more than 25 hours on
paperwork for bank loans and approached multiple banks during the applica-
tion process.** Some banks have even refused to lend to businesses within
specific industries that they consider particularly risky, such as restaurants.

The reduction in the number and role of community banks has made
searching for and securing a bank loan even more time-consuming and costly.
Meanwhile, the low relative profitability of small business lending combined
with a lack of accurate data on small business borrowers has meant that other
banks have not stepped in to fill the role traditionally played by local lenders.
In this environment, everyone is frustrated. Small businesses often feel that
banks don’t know them anymore and don’t care about their business. Bankers
rail against the post-crisis regulatory regimes and feel oppressed by the costly
and confusing morass of compliance requirements.

The solution is to look forward rather than backward. The structural
changes in U.S. banking are not likely to reverse themselves, even if the regu-
latory environment is optimized (Chapters 10 and 11 take on the flaws in the
current regulatory environment and propose principles for a “smarter” regula-
tory structure). We will not return to an environment of 15,000 banks, most
of which are owned and operated in local communities, anytime soon.

But there are other ways to solve the problem. We know that small busi-
nesses need access to capital to grow and operate their businesses, and that
banks are increasingly finding these loans less appealing to make. But just
because banks have not been making these loans does not mean that there are
no profitable loans to be made. Chapters 6 and 7 focus on how technology is
changing the dynamics of lending. Fintech entrepreneurs have identified
innovative solutions to some of these structural barriers that have been put-
ting pressure on small business credit markets.

But first, it’s important to ask, what exactly is the problem we are trying to
solve? The next chapter examines what small businesses want, including what
size and type of loans they need, and identifies gaps where the current lending
market is failing to deliver.
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What Small Businesses Want

The financial crisis reminded us that capital is the fuel that small businesses rely
on to grow and create jobs. The most common sources of funding for small
firms are retained earnings and the owners’ personal resources. However, bank
credit is a vital source of external funding for many, especially the economy’s
Main Street businesses. The Great Recession made bank funding more difficult
to obtain, and in its aftermath, there was a robust public debate about whether
banks were ramping up small business lending fast enough. In 2014, this
debate was in full swing—was there really a gap in small business financing?

The question was not an easy one to answer because of the lack of good data on
U.S. small business lending. No one tracks loan originations to small businesses in
the aggregate, much less in detail. Banks, of course, have the raw data about their
own loan businesses, but it is not collected as part of the Federal Deposit Insurance
Corporation (FDIC) call reports or other regulatory activity. The FDIC does col-
lect data on the stock of loans on the balance sheets of banks, but since that num-
ber is a net of the additions and pay downs of loans, the flow of new loans can be
obscured. Survey results, particularly from the Federal Reserve (Fed), are helpful
resources, as are loan numbers from the Small Business Administration (SBA) and
from reporting required under the Community Reinvestment Act (CRA).
However, these sources of data don't tell the whole story.

Good policy requires real-time information on loan originations to small
businesses. Other countries, such as the United Kingdom, have taken on this
data collection successfully, viewing it as vital to small business policy. One
provision of the Dodd-Frank Act (Section 1071) required the collection of this
data, and delegated that responsibility to the Consumer Financial Protection
Bureau (CFPB). However, the provision has yet to be implemented.
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Using the best available data, however, a worrisome picture emerges. In the
slow recovery years, there was a gap in small business lending in smaller size
loans. Banks generally define small loans as those under $250,000, but the
most severe gap was for loans under $100,000." For loans above those thresh-
olds, and even more so above $1 million, there was robust competition.
Regional banks such as Zions, Regions, and Key Bank had targeted loans
between $500,000 and $5 million to fuel their growth. They saw that it would
be profitable to give larger small business loans to well-run small businesses
recovering from the recession or looking to buy equipment or fuel expansion.
For loans of this size, the traditional model worked, with bankers cultivating
a relationship and providing advice and additional banking services.

But what about the creditworthy Main Street business who wanted a small
line of credit, or $20,000 to buy a van? Banks pushed these customers toward
business credit cards or declined to serve them at all. This was a serious con-
cern because small-dollar loans were what most small businesses wanted.
Thus, for many years during the recovery, the smallest firms were having more
trouble obtaining bank funding, in part because they were the ones seeking
the smallest loans. This unmet need made the industry ripe for disruption by
the new fintechs, as we will see in Chapter 6.

The Small-Dollar Loan Gap

How many small businesses seek outside financing and how many want small
loans? The limited data sources we have tell different stories.” A report from
Javelin research in 2016 showed that just about one-eighth of small businesses
planned to apply for a loan the following year.> Meanwhile, the Fed’s 2017
Small Business Credit Survey indicated that 40 percent of small businesses
applied for credit in the past 12 months.*

We do have better data, however, on the size of loans small businesses want.
Three-quarters of small business loan applications from employer firms were
for small-dollar loans—Iloans under $250,000—and more than half of the
loan applications were for amounts under $100,000 (Figure 5.1).

This means that 75 percent of the small business owners approaching a
bank for a loan want a product that the bank would, in many cases, prefer not
to provide or cannot provide profitably. As we saw earlier, it takes as much
time and effort, if not more, to make a small loan as it does to make a large
one. The revenue from the fees and interest are lower and the risk is often
higher. Banks do make money providing credit cards for these small-dollar
needs, as the fees tend to be higher and the credit process is automated. But
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Figure 5.1 Small Businesses Want Small-Dollar Loans

Percentage of applications from small businesses by loan size

Source: “2017 Small Business Credit Survey: Report on Employer Firms,” Federal Reserve
Banks, May 2018.

credit cards are usually more expensive to the small business owner than loans,
and not all expenses can be paid using a card, making them a less than optimal
solution in many cases.

The Smallest Businesses Struggle the Most

Access to capital is the most difficult for the smallest businesses. In 2015, loan
approval rates for micro-firms—those with less than $100,000 in annual rev-
enue—were the lowest of any cohort of businesses. Micro-firms applying for
loans faced a funding shortfall about two-thirds of the time, while companies
with over $10 million in annual revenue had a shortfall less than one-third of
the time (Figure 5.2).

It is unsurprising that micro-firms have more trouble with financing
because, in general, the smaller the firm, the riskier it is, the more likely it is
to fail, and the fewer assets it has to offer as collateral for a loan. The smallest
firms are also the most informationally opaque. They often don’t have com-
plete financial statements and their taxes can understate their profits.
Gathering a bank package to apply for a loan can be a long and tortuous
process. And once it is completed, it is often not as compelling as it could
be—the business owner may well be good at their business, but inexperienced
in financial analysis and presentation.
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Even controlling for credit score, Fed data shows that smaller businesses have
a harder time getting loans. In 2016, firms in the “low credit risk” category with
revenues of less than $1 million had an approval rate 10 percent lower than low
credit risk firms with more than $1 million in revenue. In the “high credit risk”
category, the approval rate was 20 percent lower for small firms.”

With this knowledge we return to the question: How important is the gap
in access to capital for small-dollar loans for the smallest firms? Significantly,
80 percent of firms with annual revenues under $250,000 want a loan of less
than $100,000.° Thus, this large pool of very small businesses—the same ones
that are more informationally opaque and often riskier—wants the smallest,
least appealing loans for banks to provide.

Start-Ups Versus Ongoing Businesses

Access to capital is also an issue for younger, less established firms. In 2016, about
half the firms less than two years old (considered “start-ups” by the Fed survey)
applied for outside financing, compared to 42 percent of firms more than five
years old.” These start-up businesses had a more difficult time getting loans. Fifty-
eight percent reported facing issues with credit access in 2016 compared to just
39 percent of firms over five years old. While almost half of the firms more than
five years of age received all of the financing for which they applied, this was true
for only about one-third of the firms less than five years old (Figure 5.3).

Banks rely on the creditworthiness of small business owners themselves in
their lending decisions, which is even more of an issue for start-ups. According
to the Fed survey, 92 percent of small firms less than two years old rely on the
credit score of the owner to acquire outside financing, compared to 84 percent
of firms more than five years old. These frictions in small-dollar lending and
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lending to new businesses were likely a contributing factor to pressures on
start-ups after the Great Recession—a matter that continues to be of signifi-
cant concern for job creation and the dynamism of the U.S. economy.

Why Small Businesses Seek Financing

We have analyzed the supply forces at work in the small business lending
market, but what about the demand side? What do small businesses want,
why are they seeking financing, and what kinds of products will meet their
needs? Recall that there are four main types of small businesses and that,
for example, Main Street firms have different growth objectives than new
tech start-ups. Even inside a category, small business needs can differ. In
Chapter 2, we introduced you to Gelato Fiasco, an ice cream shop with big
expansion plans, and Tony from the next door Big Top Deli, who was satis-
fied with his single location. As a result, their business plans would require
different types of capital, in different amounts, with different durations,
and for different purposes.

One might think that the most common reason to take out a small business
loan would be to start a business. Because of lenders’ resistance, new entrepre-
neurs who get loans rely heavily on leveraging personal assets by taking out
home equity loans or lines of credit. Even more often, they draw down sav-
ings, take on credit card debt, or ask for money from friends and family.® Over
two-thirds of businesses less than two years old were started using funds from
one or more personal sources.” Venture capital is important for a certain seg-
ment of start-ups with high-growth potential that need larger sums of money
and high-risk investors, but it is barely on the radar of most other types of new
firms as a source of funding.

As we discussed earlier, in this book we focus on small businesses that are seek-
ing loans, rather than equity capital. We are looking primarily at the needs of the
Main Street firms, suppliers, and sole proprietors. Among these businesses seeking
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loans, the most common reason is to expand—whether to open a new location,
hire more people at an existing location, or perhaps buy a new machine to expand
production (Figure 5.4).

The second most common reason small businesses seek loans is for operat-
ing expenses. Recall that small businesses have bumpy cash flows and often do
not have a clear picture of their future cash needs. They also have cash buffers
of, on average, less than one month. Therefore, many small businesses rely on
a loan or line of credit to weather the uneven monthly or seasonal fluctua-
tions. Linda Pagan, the owner of a successful millinery shop in Manhattan,
found the slow periods in her business dramatically challenging, calling them
the “trifecta of terror.”'® (See box). Linda and her hat shop are not alone in
facing the anxiety associated with cash fluctuations. The small business own-
er’s need for liquidity and capital to survive rough patches is fertile ground for
the game-changing breakthroughs that technology can provide. In Chapter 8,
we will explore some of these possibilities.

Small Village Shop in the Big City

Linda Pagan has owned The Hat Shop in New York City for almost 24 years. Based
in SoHo in lower Manhattan, she provides specialty made-to-order hats for grand
occasions, and for the everyday purpose of keeping the head warm in winter
and protected from the sun in the summer. Linda believes in using local suppli-
ers, usually other small businesses. Her feather provider is based in Queens, the
fourth-generation company that makes her hats’ ribbons and silk flowers is on
37th Street, and a basement studio on Grand Street blocks the hats.

Linda is a champion of the small businesses in her community. In 2009, the
influx of large stores in SoHo spurred her to organize her block to form an asso-
ciation of independent business owners. In 2016, the area was designated the
Sullivan-Thompson Historic District by the Greenwich Village Society of Historic
Preservation, focused on maintaining the block’s unique owner-operated small
businesses and historic flavor.

But despite Linda’s knack for building a loyal customer base and the high qual-
ity of her hats, she dreads the slow months, usually January through March,
when cash flow can get tight. She dubs this slow period the “trifecta of terror.”
After Christmas, her shop experiences a seasonal drop in sales. At the same time,
sales tax is due from the holiday season and by March, she has to buy inventory
for the busy upcoming Kentucky Derby sales season.

2016 was a particularly rough year for Linda. Money was tight and sales were
down. Instead of dipping into her savings, Linda took out a loan from an online
lender, OnDeck. The process was simple: Linda provided OnDeck with her bank
statements and business documents, and quickly received a $30,000 loan. She
ended up having the best Kentucky Derby sales in shop history, and promptly
paid back the loan with $2,000 in interest.
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Use of Proceeds Percent of Small Businesses

Expand Business/New Opportunity

Operating Expenses

Refinance

Other

Figure 5.4 Small Businesses Use Loans to Grow Their Businesses

Percentage of total small businesses surveyed

Source: “2017 Small Business Credit Survey: Report on Employer Firms,” Federal Reserve
Banks, May 2018.

Note: These percentages add up to more than 100 percent, as many small businesses
state more than one use for the loan proceeds.

Customer-Product Fit—What Loan is Right?

More than simply getting access to capital, it is also important to make sure
that small businesses get financing that fits their needs. This means accessing
the right product at the right price and duration. This customer-product fit is
critical to a healthy small business credit market.

For example, short-term loans that are repaid in a few months work well for
seasonal businesses or for firms that need to purchase unusually large amounts
of inventory for holidays or certain times of the year. Longer, multi-year term
loans are a better fit to finance equipment or real estate purchases, since the
purchase is typically made to increase long-term revenue, which will then be
used to pay off the loan. If a short-term loan is used for an equipment purchase,
it may come due before the business has increased its revenues enough to be able
to pay it off. This could lead to a default on the loan, or a cycle of refinancing,
each time paying additional fees to do so. Ensuring that each small business gets
the right kind of loan is a win-win for both the borrower and the lender.

The main types of financing available to small businesses today fall into a
few distinct categories:

small firms to buy equipment or real estate.

H 1erm loans are paid back on a set schedule. They are often used by
5

,, Bank lines of credit are liquidity available for a business to draw
7~ down on an immediate basis to smooth out uneven cash flows.
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Merchant cash advances (MCAs) let businesses—usually retailers
who take debit and credit card payments—get a lump sum cash
advance. The lender is repaid by taking a percentage of the busi-
nesses’ future sales.

Receivables financing allows a small business to sell or pledge some
of its accounts receivables to a third party. In return, it gets imme-
diate cash in an amount which represents a discount on the total
receivable. This discount compensates the third party for taking
on the risk that it may not be able to collect the full amount of
the receivable.

™ Business credit cards are often the most accessible forms of financ-
——/ ing, but they carry high interest rates and are not permanent
financing, making them less than ideal for ongoing working capi-
tal needs or for large, one-time purchases that will not immedi-

ately generate revenue.

SBA loans are an option for some applicants who cannot get
financing from lenders without credit support. In these cases, the
SBA partially guarantees a loan made by an authorized lender.
The guarantee makes the loan a less risky prospect, since there is
less exposure for the bank if the borrower defaults. This incentiv-
izes lenders to provide financing. Since women and minority-
owned businesses have a harder time than others do when it
comes to accessing credit, it is not surprising that the SBA over-
indexes in these kinds of loans.!!

How does a small business owner know what loan is right? In the past, the
local banker who knew the small business owner helped make sure that there
was customer-product fit. In the process of discussing the small business’s
plans and prospects, the banker saw the financials, assessed the use of the loan
proceeds, and made a judgment as to whether the endeavor would be a suc-
cess. This interaction allowed the banker to make an informed credit decision
and the customer got advice and counsel about the right loan product.

As the presence of community bankers declines, who will take the respon-
sibility for making sure there is customer-product fi2 In a borrower-lender
relationship, the interests of the parties should be aligned. It is not a good idea
for alender to give someone a loan that is so expensive that they can never pay
it back, or one that has a timing mismatch. Maintaining optimal matching of
the borrower to the loan that meets their needs is a challenge for the small
business lending market of the future.
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Filling the Gap

With a better sense of what small businesses want, we turn to the question of
who will deliver it. As banks moved away from small-dollar loans and lending
to small firms, entrepreneurs stepped in to fill at least some of the gap with
creative solutions. Around 2010, new fintech entrants emerged in the small
business lending segment, bringing a technology-driven approach to solving
some of the market’s issues.

The most visible initial innovation was a “digital first” approach where the
process was done online, not in banks. The new lenders introduced a simpler
credit application process and used algorithms to make quick and low-cost
lending decisions. The new credit processes used more relevant and timely
data from a small business’s own bank account and other financial activities to
make more nuanced decisions about whether to offer credit.

Most importantly, they created a better customer experience for the small busi-
ness. Instead of Xeroxing a pile of paperwork, walking from bank to bank trying
to get a loan, and waiting weeks for a response, small businesses could now apply
online in minutes, have a response within minutes or hours, and have the money
in their account within a day. These changes addressed some of the more painful
frictions that had been plaguing the small business lending market.

The innovators were met with an early positive response from small busi-
nesses. The Fed’s 2015 Small Business Credit Survey found that more than
half of small businesses surveyed were dissatisfied with a difficult application
process at their bank, while only one-fifth said the same about their online
lender. Nearly half also expressed dissatisfaction with a long wait time for a
credit decision from their bank, while again, only about one-fifth said the
same about their online lender (Figure 5.5).

Difficult 51%
application 52%
process 21%

Long wait 45%
for credit 43%
decisions 22%

Large Bank mSmall Bank ®Online Lender
Figure 5.5 Borrower Dissatisfaction by Lender Type

Source: “2015 Small Business Credit Survey: Report on Employer Firms,” Federal Reserve
Banks, March 2016.
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The stage was set for a cycle of innovation in small business lending. Finally,
after much time and frustration, small firms and those seeking small-dollar
loans thought that they would soon have many alternatives to easily access
capital that met their needs. Using technology, innovators would fill the gaps
in small business lending in ways that were good for the borrower and the
economy as a whole.

Technology does have the power to solve some of the market frictions we
have identified, and enable lending to more creditworthy borrowers at a lower
cost and with a better customer experience. With the increased availability of
data, lenders should be better able to identify the financial prospects of smaller
companies, and because of automation of their systems, make small loans
profitably. The resulting more efficient market should mean better matching
of creditworthy small businesses with willing lenders, closing the small-dollar
loan gap. Yet, as with many cycles of disruption, the story is not as simple as
“they all lived happily ever after.”

Part IT of this book explores the cycle of fintech innovation that has begun
to transform the small business lending market. After some early success, new
fintech entrepreneurs faced powerful competition from large technology
companies like Amazon, and banks and traditional lenders which refused to
be counted out. For small businesses, the final outcomes are still evolving.
Increased innovation has brought and will continue to deliver more products
that meet their needs. In addition, artificial intelligence will enable new
insights for both small business owners and their lenders, but will also bring
risks as future markets operate under a regulatory system that has not caught
up to the changes technology has brought. The next chapters explore what the
small business lending environment of the future will look like, and who the
winners and losers will be as the cycle evolves.
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The Fintech Innovation Cycle

In 1947, Bell Labs developed a small device known as the transistor. This
miniature piece of hardware could control the flow of electricity, either ampli-
fying or switching it. Using the transistor, electronic devices like radios and
computers could be built more cheaply and reliably—and smaller—than
their predecessors that relied on vacuum tubes. The transistor formed the
basis for the electronics industry, perhaps the most economically and cultur-
ally important sector in the world. Most often built using silicon, the transis-
tor created Silicon Valley in both substance and name.

But as important as the invention later became, it received little notice at
first. Design and production problems had to be resolved. Potential had to be
translated into concrete products. It was unclear how the innovation would
go to market, and how large the market would be for it once it did. Ten years
later, after a slow start, transistors had reached mainstream product markets
and could be found in radios, hearing aids, clocks, phonographs, and more.'

In the late 1950s, another transformative event occurred. Jack Kilby at
Texas Instruments patented the integrated circuit, which placed transistors
and other components onto a single chip. Engineers worked to cram more
and more transistors onto a chip, boosting their functionality along the way.
This led to further innovations through miniaturization, plummeting costs,
and ever more powerful chips that enabled the creation of personal computers
in the 1970s, and eventually led to today’s iPhones, Internet infrastructure,
on-board automobile computers, and even pet tracking devices.

Today, we rely on a chip that can hold hundreds of millions of transistors
every time we pick up our smartphones or our computers. What began as a
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simple invention to direct electric currents eventually gave us the modern-day
products and services that transform how we conduct many facets of our daily
lives. Yet, in 1947 and in the early years after the initial discovery, the trans-
formative nature of the transistor was unclear.

While we are not necessarily predicting that innovations in fintech will be
as transformative as the transistor or integrated circuit, the change to online,
data-driven lending is the start of a significant cycle of innovation in a market
that has not, up until recently, seen much change. Fintech covers a broad
array of new technologies, from blockchain to online mortgages, of which the
changes in small business lending are just one part. The path of innovation in
small business lending will be influenced by activity in other parts of financial
services, including consumer lending, payments, and artificial intelligence.
But it will ultimately follow its own distinct course.

We are at the beginning of the fintech innovation cycle. The early innova-
tions we have seen in online lending are like the phase of the transistor, open-
ing the door to a new future in the way that small businesses access capital.
What will be the “chip” that unleashes the full potential of these changes?

The Innovation Life Cycle

The creation of the transistor and its integration into the now ubiquitous chip
is an example of how the innovation cycle works in action. An invention or
fundamental change occurs in a market, and is at first adopted by just a few
“first movers.” The use cases for the innovation are unclear and the players
who go to market often take on substantial risk, with the potential for large
market share if the innovation is commercially successful. As more entrepre-
neurs understand the innovation’s potential and translate it into new products
and industries, the innovation becomes more widespread. Eventually, prod-
ucts become standardized and the market reaches a large scale with strong
acceptance and usage. Then, new innovations come into play that compete
with the old products, and thus begins the next innovation cycle.

These innovation cycles create economic progress. Joseph Schumpeter, one
of the most influential economists of the twentieth century, was known for his
work on innovation and business cycle theory. Schumpeter did not see eco-
nomic growth as a gradual, steady climb like many economists did. Instead,
he believed growth came from innovation, which was, in his words, “more
like a series of explosions” than a gentle, continual transformation.” These
discontinuous innovations overturned old ways of doing things and destroyed
incumbent firms, and even entire industries.
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Schumpeter cast the entrepreneur as the hero of his economic story, leading
what he described as a “process of industrial mutation ... that incessantly
revolutionizes the economic structure from within, incessantly destroying the
old one, incessantly creating a new one. This process of Creative Destruction
is the essential fact about capitalism.” For Schumpeter, innovation was not
invention per se, but rather the application of inventions in economically use-
ful ways. Innovation could mean a new product, a new process of production,
opening up a new market, securing a new source of supply for production, or
designing a new market structure for an industry, such as by creating or break-
ing up a monopoly.*

Later in the twentieth century, several scholars built on Schumpeter’s
work, including Everett Rogers, who popularized the innovation S-curve in
his 1962 book on the diffusion of innovations. Others have since adapted
Rogers’ S-curve to include a four-stage life cycle for innovations: Ferment,
Takeoft, Maturity, and Discontinuity.” Ferment describes the early stages of
an innovation when the products and uses are not fully understood, and new
avenues are being explored. Takeoff is the growth phase in which new com-
panies, new products, and new customers fuel a rapid increase in adoption
and usage. Eventually, sometimes after many years, a market reaches the
maturity phase. Finally, discontinuity occurs when the market is overtaken
by another innovation.

Our story of the transistor was just one example of how innovation follows
the S-curve pattern, but there are plenty of other cases as well. Think, for
example, about videocassette recorders (VCRs). The forerunners of VCRs
were massive and expensive magnetic tape recorders, first invented in the
1950s. It was not until the 1970s that the VCR format was standardized and
made affordable enough for mass consumer adoption. By the 1980s, two
major formats had shaped the market: JVC’s VHS and Sony’s Betamax. VHS
won the format war largely because its cassettes allowed for longer recording
times—a major selling point for consumers. By the late 1980s, the VCR was
maturing, growing primarily from movie rentals and making VCR ownership
widespread.® Finally, in 1995, DVDs were introduced, disrupting the market
quickly due to the smaller size and superior capabilities of the disks.

Financial Services and the Innovation Life Cycle

In banking, the automated teller machine (ATM) was a visible example of the
innovation cycle. First introduced in the late 1960s purely to dispense cash, it
caught on in the 1970s as banks added functionality that allowed customers
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to conduct other banking services such as deposits. By 1980, shared networks
proliferated and banks began to view ATMs as necessities, and finally, as
replacements for branches. From the late 1990s to the present, ATMs have
remained common, but new innovations have moved customers toward
Internet and mobile banking, and debit cards have made cash less important
for payment transactions.

The evolution of banking services reflects the changes that have occurred in
payment technologies, beginning over four centuries ago. This evolution can
be envisioned as a series of S-curves (Figure 6.1). In Europe, physical money
and checks were gradually accepted as payment starting in the 1600s. They
were disrupted by a series of innovations—credit and debit cards, electronic
payments, and ATMs in the 1960s to 1980s—which caused the number of
checks written to peak in 1995 and decline ever since. In more recent years,
e-payments have begun giving way to online banking and mobile money,
such as Venmo and ApplePay. Contemporary innovations such as cryptocur-
rencies and distributed ledger technology may fail to take hold, or they may
represent the next innovation discontinuity in payments.

However, with the exception of changes in payments, the banking sector
has generally been slower to adopt innovation than many other industries.
When innovation has occurred, small business products have often been the

Rate of 4
innovation

[S-curve and technological change]
adoption

Paradigm shift towards a
cashless society?

Physical Electronic money: Mobile money
money/cheques ATM, Credit card, Bitcoin

EFTPOS/ Debit card innovation ;

1600s  1960s-1980s 2000s 2009 Time

Figure 6.1 The Evolution of Payment Technologies
Source: Jarunee Wonglimpiyarat, “S-curve Trajectories of Electronic Money,” The
Journal of High Technology Management Research 27, no. 1 (2016).
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last ones affected. Until the small business fintech innovation cycle began in
about 2010, small business lending was still a tedious process and decisions
about whether to extend credit were generally made slowly, using personal
underwriting and methods of assessment that had not changed in many
decades. Small business lending was long overdue for innovation.

Why Did Innovation Lag in Small Business Lending?

With the advent of the Internet, entrepreneurs began challenging old-line
industries in earnest. The technology to move lending completely online
existed before 2005. Why had marketing, underwriting, and servicing of
loans—particularly small business loans—Ilargely taken a back seat?

There are several possible explanations for the slow pace of innovation in
lending, and in small business lending in particular. First, the banking sector
is heavily regulated. With so many industries and markets ripe for innovation
in the age of the Internet, many entrepreneurs may have seen the financial
sector, with its heavy overlay of rules, as an unappealing market. Second, the
high level of regulation and supervision engendered a risk-avoidance culture
at many banks. Banks employ armies of people whose job it is to ensure that
they accurately assess and manage their risks. It can be difficult for an organi-
zation with a risk-averse culture to accomplish innovative internal change.

An example of the regulatory overhang on innovation in banking is the
ability to deposit and handle checks electronically. Traditionally, banks were
required to transfer original paper checks among themselves to make pay-
ments, and depositors received their paper checks in their monthly bank
statements. In 2003, Congress passed a law known as Check 21, which
allowed deposits to be made with electronic photos of checks, and for banks
to transfer checks electronically as well.” Although the technology to do this
existed well before, it required a new law to provide the convenience and cost
reduction of electronic check deposits that we now expect.

A third barrier to innovation is the fact that the small business loan market
is more heterogeneous than the consumer market. Mortgages, for example,
are largely standardized and simple for the market to understand and securi-
tize. Small business loans involve more risk in part because each business is
different and their needs vary according to their industry, age, financial his-
tory, and other factors.
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A final possibility is the relative size of the small business lending market.
According to the Federal Deposit Insurance Corporation (FDIC), U.S. banks
held $352 billion in Commercial and Industrial (C&I) loans of less than $1
million—a good proxy for the stock of small business loans.® In addition,
there was $493 billion in spending on small business credit cards in 2017.°
These numbers add up to just over $845 billion in small business credit, which
is large in absolute terms, but small relative to the consumer market. Banks
held about $1.7 trillion in consumer loans on their balance sheets in mid-
2018.' In addition, the Federal Reserve Bank of St. Louis estimated the total
consumer credit owned and securitized as more than twice as large, or about
$3.9 trillion, plus another $2.2 trillion in residential real estate loans.'"'

Although small business lending was clearly an important segment for
many banks, it was not the largest source of activity or profit, and not the
priority for innovation. For JPMorgan Chase, although small business has
been mentioned often in the CEO’s speeches and in the company’s annual
report, the small business lending segment constituted just $22 billion out of
a lending portfolio of $688 billion in 2017." The voices of small business
customers were not loud enough to demand more convenience and better
service. Until faced with a real threat of disruption by fintech innovators, the
traditional industry players felt little pressure to change the way they provided
services to small businesses.

The Small Business Lending Innovation Curve

The first phase of innovation in small business lending emerged as the recovery
from the 2008 credit crisis took hold. Fintech lenders had been around before
then, most notably CAN Capital, which was founded in 1998 and pioneered
the merchant cash advance (MCA)."* But OnDeck really provided the first
noteworthy small business focused innovative lending approach. Why not,
asked OnDeck founder Mitch Jacobs, use the actual data from a business’s bank
account—including the record of what bills they had recently paid—to help
determine their creditworthiness? This information was more current than the
traditional measures used in small business credit, primarily the business own-
er’s personal FICO (Fair Isaac Corporation) score. As Jacobs put it, “The time
is right, the adoption of software by businesses is high, and there’s an opportu-
nity for businesses to quickly create a full data profile that minimizes risk for
lenders and opens up a vast sum of capital for the small business owner.”"

In the Great Recession, FICO scores had indeed proven unreliable predic-
tors of default risk, and many like Bank of America, which had relied on them
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extensively in 2005 to 2007 to make automated loans, had withdrawn from
the small business lending market with heavy losses.'® And, as we discussed in
Chapter 3, banks” slow return to small business lending in the aftermath of
the recession, particularly to the less profitable small-dollar loan segment, left
a gap in the market that innovators like Jacobs began to fill.

Ferment

The first, or ferment, phase of the online small business lending innovation
cycle relied on available technology to rethink two longstanding frictions in
the small business lending market: the speed and ease of the customer experi-
ence and the visibility of small business finances to lenders for credit under-
writing. These pain points were not new, and the technology being used was
not groundbreaking, but early fintechs such as OnDeck, Lending Club, and
Kabbage gained momentum by creating experiences that were simpler and
faster for small business customers. The applications were easy to complete,
taking about half an hour at the time, and money could be in the business’s
bank account within days.

For small businesses, this time frame was unheard of, and for many it was
the decision driver. Despite higher pricing, borrowers flocked to the new
offerings, drawn by this superior and attractive customer experience. The first
concrete analysis of the appeal of the new online products came in the 2015
Federal Reserve (Fed) Small Business Credit Survey. A shocking 20 percent of
small business applicants reported applying for online loans, even more than
were applying to credit unions (Figure 6.2). While the initial belief was that
these respondents were applying to fintech companies, it later became clear
that many were actually using their bank’s online application, so the number
applying to fintechs was likely lower. Nonetheless, the real or perceived speed

Small Bank 52%

Credit Union 9%

Large Bank

Figure 6.2 20 Percent of Applicants Applied to Online Lenders in 2015
Credit sources applied to (percentage of loan/line of credit applicants)
Source: “2015 Small Business Credit Survey,” Federal Reserve Banks, March 2016.
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of adoption put fintech lenders on the radar of venture capitalists and other
early stage investors, and spurred competition.

At the time, we dubbed this period the “wild west,” as literally hundreds of
new firms—including online lenders, online loan marketplaces, and data
analysis firms—entered the market. From 2013 to 2015, many argued that
online lending would fundamentally disrupt the marketplace and push tradi-
tional banks out of business. Data that already existed, from Yelp reviews to a
small business’s bank and credit card files to utility bill payment histories,
could now be accessed through application programming interfaces (APIs), a
major development in computer software that allowed for easier and more
efficient data sharing. Automated underwriting algorithms offered a lower
cost (and potentially higher quality) innovative replacement for expensive
personal underwriting activities. The combination of access to new data and
novel underwriting formulas enabled online lenders to start taking market
share. In Schumpeterian terms, it appeared that creative destruction would
occur as the “takeoft” phase gained steam.

“Takeoff” Aborted

Despite this momentum, the small business lending innovation cycle took a
surprise blow in the summer of 2016. An internal probe at Lending Club, one
of the leading online lenders, revealed that the company had failed to disclose
information to an investor regarding a loan pool. The Lending Club board
responded by firing the charismatic CEO and founder, Renaud Laplanche."”
OnDeck, which had gone public with a valuation of over $1 billion and a
share price of $20, saw its stock price plummet by 42 percent between
December 2015 and July 2016."® Concerned industry observers also began to
question whether the new entrants had truly brought disruptive innovation to
the market, or had simply made the application experience faster and more
pleasant for borrowers. Were online lenders offering new products or were
they just offering the same loans and lines of credit processed more quickly
and at a higher cost to the borrower?

In the 2015 Fed credit survey, some troubling information about the price
of those online loans also emerged. While borrowers generally expressed satis-
faction with the ease of the online lending experience, they complained about
the high costs and hidden fees (Figure 6.3).

Anecdotes about small businesses falling into debt traps began to appear in
the media, and concerns about “bad actors” found their way into the halls of
Congress and the offices of regulators. More questions arose: were the new
algorithms actually better predictors of small business credit than the bank
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Figure 6.3 Borrowers’ Reasons for Dissatisfaction by Lender Type
Percentage of employer firms dissatisfied with lender in 2015
Source: “2015 Small Business Credit Survey,” Federal Reserve Banks, March 2016.

underwriting models? Were they even as good? And, if the innovation was just
in the customer experience, why couldn’t banks replicate these processes?
Were they just a bunch of “dinosaurs,” unable to adapt to change? Most
importantly, who held the competitive advantage?

Ferment—DPart II

Thus began a second phase of the small business innovation cycle, or perhaps
a mini-cycle of further fermentation. The original development of a technol-
ogy and Internet-enabled front-end application process was so appealing to
the small business owner that it jolted the industry into a new era. But, at this
point, there was little innovation in the loan products that were delivered. In
fact, the products were arguably worse—at least in terms of their cost to bor-
rowers—primarily due to the competitive disadvantages of the new players.
For one, the new online lenders had trouble finding customers. Small busi-
ness owners are busy and, despite the appeal of a faster experience, online
lenders found that placing targeted ads on Google was not enough to reach
this fragmented customer base. Beyond just reaching small businesses, the
online lenders also needed to get their ads in front of the borrower at almost
exactly the moment when they were ready to borrow. As a result, acquiring
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customers was like finding a needle in a haystack. Customer acquisition costs
reached about 15 percent of revenue, some of which was passed back to bor-
rowers in the cost of the loans.

In addition, the new fintech entrants had little track record of performance
and no access to the cheap capital that banks held in the form of deposits.
Many were using high-cost money from hedge funds to finance their loans.
Peer-to-peer lenders played matchmaker, for a fee, between eager borrowers
and the individuals and institutions that wanted returns. The unit economics
of the innovators, that is, their ability to make profit on a per loan basis, were
proving to be a challenge.

At the same time as the early players were stumbling, the dinosaurs were
waking up. The established banks and other lenders saw their customers
enjoying the ease of the faster and friendlier customer experience, and decided
they needed to respond. At first, many just tightened their timelines for
responding to loan applications. Turnaround times went from weeks or even
months to 10 to 14 days. Processes were still partly manual, but the banks
worked on incremental improvements to create fewer burdens for the appli-
cant. This alone made a difference to many small businesses, who finally
found more responsive loan officers with a sense of urgency at the other end
of the phone. In the months that followed, many banks, even some of those
least prone to embracing change, came to realize that they too could use tech-
nology to automate small business lending, either by partnering with the new
fintech challengers or by beating them at their own game.

Each bank had its own strategy for testing the fintech waters. JPMorgan
Chase took early action, partnering with OnDeck in 2015 to deliver an auto-
mated small business loan product “white-labeled” under the Chase brand.
Wells Fargo developed its own product, called FastFlex, an online fast-
decisioned option for small business loans under $100,000 launched in May
2016. Between 2012 and 2017, Citibank invested in more than 20 fintechs to
keep an eye on the developing sector and see what innovations might prove
worth incorporating. Even community banks engaged, defying the initial
view that they would be too small and too technologically backward to explore
the new frontiers. Eastern Bank in New England hired a team of fintech
entrepreneurs to create Eastern Labs and develop their own in-house small
business lending product. After successfully launching Eastern Labs inter-
nally, they spun out the technology into its own company, with the purpose
of selling the software to other community banks. (Chapter 9 explores the
different strategic options available to banks in more detail.)

In the second period of ferment, as the innovation cycle continued to
evolve, banks focused on reasserting their leadership in small business lend-
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ing. Banks realized that they could remain major players because they had at
least two important advantages over their fintech competitors. The first advan-
tage was that banks had a pool of customers with whom they already had
relationships—and the insights that come from these customers’ bank
accounts, credit cards, and other bank activities. If a fintech lender like
OnDeck could build a company based on data from small business bank
accounts, why couldn’t the banks that actually hold those accounts use that
same data to rebuild their lending processes? The second was that banks had
access to lower cost capital in the form of customer deposits. The greatest
challenge for the banks would of course be how to change—how to bring new
ideas and technologies into a traditional culture in order to better serve their
small business customers.

Data and the Entrance of Technology Companies

One of the breakthroughs that enabled the first phase of small business lend-
ing innovation was access to data through APIs. Data will also be the driver
behind the next set of transformations in small business lending. Big data is
increasingly used across multiple industries to better understand customers,
competitors, trends, and more. The question is how better data will impact
small business lending.

One area is in the credit decision—can the business repay the loan?
Additional data to drive better risk assessment could be particularly valuable
in small business credit scoring, since small business creditworthiness is diffi-
cult to assess due to the heterogeneity and information opacity of small busi-
nesses that we discussed earlier. Already, online lenders have begun gathering
and analyzing information about small businesses from non-traditional
sources. Banks have now begun to look at the bank account payments and
credit card activities of their customers to get a more holistic and timely pic-
ture of the small business’s financial health and ability to repay.

But making the data useful requires algorithms that can utilize it to consis-
tently and accurately predict risk. Although greater availability and multiple
sources of data will certainly help, businesses are so different, and their profit-
ability so volatile, that it is not yet clear how to create algorithms that work
through the ups and downs of business cycles and maintain accuracy while
accounting for the large amount of heterogeneity in small business.

Perhaps the players in the best position to accomplish such a task are large
technology platform companies like Amazon and Square. Amazon knows
how much the companies on its platform are selling, their cash needs for
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inventory, and even how their competitors are performing. Square knows
their business customers’ receipts in real time. These companies also have no
issue attracting talented software engineers to build and test new algorithms,
while traditional banks often struggle to recruit this talent. And, in contrast to
the customer acquisition issues of new fintech start-ups, platforms like
Amazon and Square are embedded into the finances and daily operations of
many small businesses. They can suggest modifications that seasonality or
weather fluctuations might require, and lend the cash to support those invest-
ments. Square’s MCA products even take their loan repayments from the
money that passes through Square’s own payment systems, giving them direct
access to the collateral that supports their advances.

Reaching “Small Business Utopia”

The early fintech innovators responsible for pushing the small business lend-
ing market to a more automated, easy-to-use process may not be the ones to
benefit the most from their innovations. This is not unusual. Henry Ford did
not invent the automobile, but he dramatically improved the processes by
which they were made, and reaped profits and fame as a result. Once told that
The Velvet Underground, the seminal 1960s rock band, had only sold 30,000
copies of their debut album, famed musician and producer Brian Eno retorted
that “everyone who bought one of those 30,000 copies started a band.”"’
Those who change the world do not always profit most from their actions.

The early innovations in small business lending, enabled by entrepreneurs
using new sources of data and rethinking the customer experience, have
proven not to be the end of the road, but rather, an early stage. It may also be
the case that the partnerships between fintechs and banks, and even the
improvements banks have made internally, are only incremental though posi-
tive steps toward the ultimate small business lending solutions. As in the story
of the transistor and the chip, another set of transformative inventions has
already become visible—ones that will push this market to achieve its full
potential to change the game for small businesses.

We call the end point of this transformation “Small Business Utopia,” a
state in which the entire financial life of a small business is transformed in a
positive way by new technology and innovative tools that meet their needs. In
Small Business Utopia, a truly efficient market, operating under appropriate
regulatory oversight, will ensure that every creditworthy small business has
customer-friendly access to the capital they need to start and grow their busi-
ness and create jobs.
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In addition, this optimal small business environment will give business
owners access to new insights on the cash needs of their businesses. This will
allow them to be able to take on the right type of capital at the right time, the
right price, with the right duration, and use it in a way that maximizes their
operating potential. This future state will also benefit lenders, as the costs to
make a small business loan will be lower, the risk of default will decrease, and
the successful borrower will then likely be a repeat customer for a future loan
as their business continues to grow and succeed.

Takeoff: Small Business Lending of the Future

What will be the “chip” of the small business lending story? Platforms such as
Amazon, PayPal, and Square will certainly play a role in the new landscape.
China has already shown us a model where such actors can dominate. Some
traditional players—most notably American Express with its “OPEN” plat-
form, Capital One, and the large banks—with strong small business fran-
chises are also poised to potentially play a role.

But as we move into the next phase of the innovation cycle, there is one
additional factor that could determine the winners. The first stages of innova-
tion came from entrepreneurs who saw and understood the pain points of the
small business customer. Making the loan experience faster and easier was a
breakthrough that got the attention of small businesses and started the chain
reaction of industry response. The next phase of innovation will include a
solution to another critical small business pain point: the fact that today, there
is no tool, no platform, or set of services that provides a small business with a
central place to conduct @// of its financial activity in an integrated, easy-to-
use way.

Small businesses often get in trouble because of unexpected cash flow short-
falls. A late customer payment or an unusual inventory need can cause a sud-
den demand for financing. Most small business owners have low cash buffers.
But what if they could see and understand their financial situation and needs
more easily? And what if they could borrow the right amount with the right
terms at the press of a button? What if they had one dashboard from which to
conduct all of their financial activities? Such a platform would include inte-
gration of banking activity, cash flow insights and management, and pay-
ments processing. It would allow accounting software and tax planning tools
to communicate seamlessly with bill paying and retirement planning func-
tions. Artificial intelligence—or even personal advisors—could provide
insights and options, based on a holistic picture of the small business.
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This is the true vision of Small Business Utopia, where small businesses can
run their operations with greater success and longevity. The successful lenders
of the future will allow small business owners to better understand what their
financing needs are, and access capital quickly and at a competitive and trans-
parent cost. This future may sound distant and difficult to achieve, but the
technology required to make it a reality exists today.

Getting to Small Business Utopia will not be easy, in part because many
innovations have unintended consequences. Lead was added to paint to make
it more water resistant, maintain its color, and dry faster, and added to gaso-
line to reduce engine knock and boost octane. However, after it became
increasingly clear that lead in the environment was a major health hazard, the
government began phasing out leaded gasoline in 1974 and banned lead in
paint for consumer use in 1978. Even the technological innovations that have
allowed us to connect with anyone in the world, get groceries delivered right
to our doorstep, and search the web for any information we desire, have also
brought with them new issues of data privacy and cybersecurity.

There is abundant evidence that innovation in finance can have negative, or
even disastrous, outcomes. The market for over-the-counter derivatives—
financial products often used to manage risk that were designed and sold in
customized transactions rather than on publicly traded exchanges—grew
exponentially in the decade prior to the financial crisis. Many financial firms
reaped huge profits through the creation of ever-more-complex products that,
in some cases, made the financial system more fragile and vulnerable to col-
lapse. In the fintech innovation cycle, decisions that are rational to individual
banks and borrowers may, at the same time, prove collectively destabilizing to
the broader financial system. Unfortunately, we have seen the consequences to
the economy—and particularly to small businesses—of operating without a
well-functioning regulatory structure.

On the other hand, we also have seen that too much or the wrong kind of
regulation can impede innovation, particularly in the heavily regulated bank-
ing sector. Thus, to achieve the best outcomes, we must develop government
policy that promotes innovation while protecting consumers, small busi-
nesses, and the financial system.

The innovation cycle in small business lending has gathered steam because
technology has delivered new breakthroughs that reduce the long-standing
frictions in the ability of new and old lenders to serve the market. In Chapter 7,
we describe how the activities of the early fintechs ushered in these changes.
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In Chapter 8, we take a further look at the future of small business lending
and what a new unified small business financial platform might look like.
Given these existing and potential transformations, Chapter 9 explores strate-
gic options for the traditional banks. Finally, Chapters 10 and 11 describe
the state of the regulatory system that governs small business lending in the
United States, and suggest principles for regulatory reform to increase the
likelihood of successfully and safely achieving the heights of the small business
lending innovation cycle that these early stages have promised.

The cycle of Schumpeter’s creative destruction is only midway through its
course. The best results for small businesses lie ahead.
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The Early Days of Fintech Lending

In June 2013, about 350 people gathered in the Empire Room at Convene
Innovation Center in New York to take part in the first ever LendlIt confer-
ence. Co-founded by Peter Renton, the head of Lend Academy, the one-day
event featured a keynote by Lending Club founder and then-CEO Renaud
Laplanche. His speech, entitled Transforming the Banking System, told par-
ticipants that they had the opportunity to emulate disruptive companies such
as Netflix and Amazon, and to reshape financial services. Later panel discus-
sions focused on direct and peer-to-peer small business lending models, using
better data to make lending safer and more profitable, and exploring why
venture capitalists were funding online lending companies. The day ended
with a cocktail reception, and the entire event concluded by 7:30 PM."?
Almost all of the small family of fintech lending players attended, but banks
and other traditional lenders were notably absent.

The response to this first conference was so positive that Renton and his team
turned it into an annual event. In May 2014, the second LendIt conference was
a two-day affair that took place at the San Francisco Hilton. Interest had
exploded to around 950 in-person attendees and nearly 2,000 watching online.
The substance became more specialized, with sessions on small business and
short-term lending, loan securitization, peer-to-peer lending in other countries,
crowdfunding, and even a Q&A on legal and accounting issues. Significant
attention was paid to longer-term industry trends regarding credit underwriting
models and the use of big data. Some international fintech issues were touched
upon, but most of those were saved for the Lendlt conferences in Europe and
China that started in 2014 and 2015, and also became annual events.?
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By 2015, the conference had grown to 2,500 attendees, including banks
and credit unions. It featured sessions on “Borrower Acquisition at Scale” and
“Partnering with Banks.”*> Former U.S. Treasury Secretary and Lending Club
board member, Larry Summers, predicted in his keynote that fintechs would
take over 70 percent of the small business lending market.® The fintech dis-
ruption had been launched.

The Frictions of Small Business Lending

Lending to small businesses has always been much more difficult than lending
to consumers for two reasons that we have discussed at some length in Part I:
the heterogeneity and the information opacity of small firms. Each small busi-
ness has different characteristics based on industry, location, size, and business
goals. Even small business owners themselves are often unsure about what
their future cash flows and revenues will look like. As a resul, it is difficult to
develop a full and nuanced picture of a small business’s credit-related metrics:
the size of their revenues, when they incur large expenses, how quickly they
pay, and how their business is trending. This kind of information makes up
what one investor called a “truth file”—a way of capturing the essence of the
businesss future prospects.” For small businesses, developing a truth file has
always been notoriously difficult, particularly for smaller and newer firms.

Around 2000, the development of new information interfaces, known as
open APIs (application programming interfaces), helped trigger important
changes in the quantity and quality of available information on small busi-
nesses. An open API is a connection that allows third-party developers to
access selected data from a company’s site, which can be used to create new
applications.® In 2000, eBay became one of the first e-commerce companies
to use an open API to make extensive information available on small busi-
nesses who were selling products on the website. This created a data pipe for
online lenders to access information about a small business’s eBay sales. The
entry of Plaid in 2012 provided a unified API for banking data, which allowed
developers to access valuable transaction information and use it to build
applications for the fintech ecosystem.’

The new backend infrastructure altered some of the longstanding frictions
in the small business lending market. With these breakthroughs in data access,
online lenders could make better-informed underwriting decisions. In the
past, underwriting largely depended on FICO (Fair Isaac Corporation) scores
and tax returns, which were not a timely reflection of a business’s activity. With
new data sources, real-time information once hidden from view or perhaps
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reported inaccurately by a small business became more visible to underwriters
who could use it to better identify creditworthy borrowers.

The First Movers

The fundamental innovation was harnessing the power of the Internet and
data, but the incidental innovations were almost as powerful. Enabled by
technology and inspired by market need, fintech start-ups brought a new
“digital first” approach to online small business lending starting in the late
2000s. This early period lasted through roughly 2013 and was dominated by
a few first movers—including CAN Capital, Lending Club, Kabbage, and
OnDeck—that each broke new ground in their own way. One common hall-
mark of the early players was the automated turnaround of online applica-
tions that were easy to fill out and created a much better customer experience.
These fintechs also brought other new approaches to the market including
risk-based pricing, different sources of capital, and twists to traditional prod-
ucts and services.

Risk-Based Pricing

Many credit CAN (Credit Access Network) Capital, founded in 1998, with
inventing the merchant cash advance (MCA). The original MCA products
relied on a patented technology that allowed credit card receipts to be split
between multiple parties.'” For a small business, this meant that a percentage
of its credit card sales could automatically be sent to the MCA provider in
order to pay down the advance.

CAN tapped into a market that banks often found too risky: small busi-
nesses with urgent cash needs. Since many small businesses experience fre-
quent cash flow fluctuations and have low cash buffers, quick and responsive
lenders, even expensive ones, were in high demand. CAN and other MCA
lenders were able to extend credit to riskier borrowers using two approaches
that traditional banks avoided. First, they used true risk-based pricing, adjust-
ing the interest rate they charged for the perceived risk. Banks have generally
had narrow interest rate ranges, pricing loans largely based on what other
banks are charging, and assessing risk primarily to make binary decisions
about whether or not to lend, as opposed to the rate at which to lend. This has
been due in part to the regulatory requirements that govern banks’ capital
levels. Particularly after the recession, regulatory audits could classify a loan as
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too risky, and force it to be “qualified” or offset against the banks’ capital,
making banks reluctant to take on a risky loan asset even if they could theo-
retically charge a high rate.

The second reason MCA lenders were willing to take on riskier loans was
that the structure of the product provided a new and valuable type of collat-
eral. Small business lenders, including the Small Business Administration
(SBA), often rely on a personal guarantee from the business owner to provide
greater certainty of repayment. In such a case, the bank uses the borrower’s
assets, often their home, as collateral. Technology allowed MCA lenders to
extract loan payments directly from the borrower’s bank account or credit
card receipts. This technique gave the lender a new kind of collateral—imme-
diate access to customer receipts—rather than waiting for the borrower to
make a payment.

Many online lenders followed the structure and pricing levels set by CAN to
create pricing for the riskiest loans. The new products were generally priced at a
fixed amount. A borrower might receive $10,000 and repay $12,000, by remit-
ting some percentage of daily receipts to the lender as they came in. This was
appealing to some small business owners, as their repayment schedule would
vary based on actual sales. Business owners also liked knowing the total cost of
the loan. But because the schedule to repay the loan was based on sales and not
a fixed timeframe, it was nearly impossible to calculate an annual percentage rate
(APR) or interest rate before knowing when the loan would be paid back, creat-
ing difficulties for small business owners trying to compare the cost of an MCA
to that of a traditional loan.! With a standard repayment time frame, APR prices
could be well north of 30 percent, and even reach 100 percent or more.

New Sources of Capital

Another early fintech was Lending Club, which began as a consumer lending
company in 2007. Lending Club was a pioneer of peer-to-peer lending, using
technology to bring one of the oldest and most basic forms of consumer lend-
ing into the modern world. Like Prosper, another early entrant in consumer
loans, peer-to-peer lenders did not make the loans themselves. Instead, they
matched individuals and institutional investors willing to provide funding to
borrowers seeking capital. By 2010, Lending Club owned 80 percent of the
U.S. peer-to-peer lending market.

During its first few years of operation, Lending Club mostly provided con-
sumer loans, reaching $1 billion in loan volume in 2012. The company went
public in 2014 with an $8.5 billion valuation, one of the largest IPOs ever for
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a consumer-facing Internet company.'” In 2015, Lending Club began to
extend credit by matching investors with small business borrowers, providing
small-dollar loans between $15,000 and $100,000, with “fixed interest rates
starting at 5.9% with terms of one to five years, no hidden fees and no prepay-
ment penalties.””” Lending Club aimed for ease and simplicity in the loan
application process, specifically targeting the painful customer experience that
borrowers were getting at banks. In order to sell more of these loans, Lending
Club partnered with BancAlliance to gain access to a referral network of hun-
dreds of community banks.'

New Data

Another fintech first mover was Kabbage, which launched in 2010. Unlike
Lending Club, which began with consumer loans, Kabbage focused on small
businesses from the start. Their early business model was to provide working
capital loans to eBay merchants, using eBay’s newly developed open API to
access data on potential small business borrowers and make underwriting
decisions.

Kabbage engaged with several partners, including Celtic Bank, using that
relationship to scale lending products from the Kabbage platform. Partnerships
with Intuit and UPS provided access to customer data to assess creditworthi-
ness, and a partnership with online payment processor Stripe opened up
access to more small business customers. Co-founder Kathryn Petralia noted
that while Kabbage had started as a niche e-commerce lender, by 2018, a full
90 percent of its business borrowers were offline businesses, and the company
had originated a total of $5 billion in loans to more than 130,000 small
businesses.!>1®

Founded in 2006, OnDeck also set out to provide small business credit
using a proprietary credit scoring system, known as OnDeck Score. This sys-
tem integrated public records, accounting, and social data in addition to per-
sonal credit scores.”” In 2012, at a small business lending conference held by
the SBA and the U.S. Department of the Treasury (Treasury), OnDeck told
the gathering that it was using bank account data to obtain real-time informa-
tion on small business transactions. This announcement sent a signal to lend-
ers: why use historical data if one could determine creditworthiness in real
time? OnDeck went public in 2014 with a $1.3 billion valuation, and in 2015
they began offering credit lines and long-term loan products.'”® By 2018,
OnDeck touted itself as the largest online small business lender in the United
States, having issued over $8 billion in small business loans."
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As with Lending Club and Kabbage, OnDeck’s proprietary creditworthi-
ness score could only have been created through APIs that provided access to
data from non-traditional sources. In a 2018 interview, LendIt co-founder
Peter Renton remarked on how the first movers had set the stage for the fin-
tech revolution. “The data that Kabbage was getting from UPS, eBay, etc.,
and how they were using it to make predictions—this had never been done
before,” said Renton. “This was brand new intelligence. There has always been
data available, but no one knew how to use it until Kabbage and OnDeck
came in and pulled it together.”*

The Small Business Lending Ecosystem—Circa
2015

The success of the early entrants did not go unnoticed. From 2013 to 2015,
dozens of new firms entered the small business online lending ecosystem. The
space changed so rapidly that it didn’t even have a fixed name. Sometimes the
sector was called marketplace lending, reflecting the early success of Prosper,
Lending Club, and other peer-to-peer lenders, while at other times, it was
called online, alternative, or fintech lending.

The entrants active in this period fell into six categories. There were four
types of lenders: balance sheet, peer-to-peer, platform players, and invoice and
payables financers. In addition, there were multi-lender marketplaces where
small businesses could shop for and compare lenders and their products, and
firms that provided data to the other players in the ecosystem (Figure 7.1).
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Figure 7.1 Small Business Fintech Lending Ecosystem in 2015
Source: Author’s analysis based on Jackson Mueller, “U.S. Online, Non-Bank Finance
Landscape,” Milken Institute Center for Financial Markets, curated through May 2016.
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Balance Sheet and Peer-to-Peer Lenders

Balance sheet lenders included those offering MCA products and one to two-
year term loans. These companies held the loans on their firm’s balance sheet.
Peer-to-peer lenders, by contrast, matched interested investors with potential
borrowers. They dominated the early fintech landscape, particularly in the
United Kingdom, where government support for new lenders increased fol-
lowing the financial crisis. One particularly strong U.K. entrant was Funding
Circle, a small business-focused peer-to-peer lender that entered the U.S.
market in 2013 through a merger.”!

Platform Players

Although they grew to be critical players in online lending, platform lenders
did not enter the emerging market until 2011 and their efforts did not gain
momentum until a couple of years later. The most visible platform, Amazon,
launched Amazon Lending in 2011 and, by the summer of 2017, they were
lending $1 billion annually to small businesses with loans ranging from
$1,000 to $750,000.>* With the clear potential to expand into other prod-
ucts and services, they became the player to watch. PayPal launched PayPal
Working Capital in 2013 and, by 2017, they had lent a total of $3 billion to
small businesses.?

Square had a built-in base of small businesses using their card payment pro-
cessing device that could be easily attached to a smartphone. Jack Dorsey,
Square’s founder (and co-founder and later CEO of Twitter) saw that customers
needed small amounts of capital to meet their fluctuating cash needs. He also
saw the value of the insights that Square could glean from using their proprietary
data on businesses’ daily cash receipts and the advantage of having first access to
the receipts for debt repayment. In 2014, he formed Square Capital and, in
2015, he hired Jacqueline Reses from Yahoo to lead the effort. By 2016, Square
had lent $1 billion, with an average loan size of $6000.” By 2018, Square
Capital was originating almost $400 million in loans per quarter, largely to the
underserved segment of extremely small businesses seeking very small loans.?

Another important platform player was American Express, which already
had a customer base of thousands of small business credit card users, and had
built visibility and good will through its Small Business Saturday initiative
and the OPEN small business brand. American Express began utilizing its
access to sales and payments information to provide capital to qualified
American Express credit card users, allowing these small businesses to access
short-term financing at a lower interest rate.
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Invoice and Payables Financing

Several new companies began providing invoice financing to help businesses
with late-paying customers or seasonal cash flow fluctuations. While
factoring—a form of lending that allows a business to sell its invoices to a
provider and get immediate cash in exchange for a fee—had long existed, the
automation of that process allowed it to occur more seamlessly.

Invoice financing solutions are particularly important for small supply
chain companies, which play an underappreciated role in the U.S. econ-
omy.”” Recall our example from Chapter 2 of Transportation and Logistical
Services (TLS), a trucking company with ten employees outside of
Birmingham, Alabama. Now imagine that Coca-Cola, one of its biggest cus-
tomers, decides to delay their payment terms from 30 days to 60 days. This
would create an unexpected cash crunch for TLS. Online invoice financing
provides a solution for small suppliers like TLS to get paid more quickly if
they need to.

On the other side of this equation, a second set of products such as Working
Capital Terms created by American Express, allowed companies to delay a
payment by having the platform pay the vendor, with the company taking on
the obligation to pay back the money in 30, 60, or 90 days. This product
acted like a business credit card, but provided more flexibility in that pay-
ments could be made to entities that didn’t accept cards, and terms and pric-
ing were more like those of a short-term loan.

Many fintechs and platforms developed innovative invoice and payments
solutions including Fundbox, BlueVine, NOWAccount, and C2FO. Some
products were classified as loans, while others were not. All of the providers of
these products, however, recognized the reduced risk of lending when they
had access to a small business’s invoices, a strong piece of collateral to back up
the advance.

From the perspective of small businesses, for whom late customer pay-
ments have long been a potentially life-threatening nightmare, the new inno-
vations provided a large range of more cost effective and accessible options.
Traditional factoring companies such as CIT, once the industry leader, were
never inclined to create this kind of innovation, and their products were noto-
riously expensive and difficult to obtain. As we saw with the government’s
QuickPay program in Chapter 3, timely payments improve cash buffers and
small business performance. Thus, the availability of these fintech products
might save thousands of small businesses from untimely demise as a result of
cash timing gaps.
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Marketplaces

Another group of entrants that emerged during this time were the online lending
marketplaces. Companies such as Fundera and Lendio offered small businesses
the ability to comparison shop for loan products from both banks and alternative
lenders. Marketplaces took a referral fee for each loan originated through their
site, which proved worthwhile to many fintechs struggling with customer acqui-
sition. Consumer marketplaces for loans and mortgages have long existed, but
small business loan comparisons are more difficult as the products have more
variability and small business owners often have less clarity about what kind of
loan they need. Nonetheless, online small business marketplaces are a much-
needed vehicle to create a more transparent, easier to navigate credit experience.

Data Providers

Data providers became an important part of the new technology-enabled
lending ecosystem. Xero and FreshBooks began competing with QuickBooks
as a software through which small businesses could manage their finances.
Yodlee, an account aggregator, provided software to help businesses predict
future cash flows and expenses.

Others collected information on the lending industry itself. PayNet gath-
ered data from banks and commercial finance companies to provide insights
and credit ratings to the lenders on their platform. Meanwhile, Orchard col-
lected and shared data about the new fintech players, tracking the number of
companies and loan originations, and providing advanced analytics on the
nascent industry.”® These providers developed important information streams
for both banks and online lenders, as well as policymakers and regulators.

Small Business Online Lending Appeared Poised
for Takeoff

By 2015, online lenders were originating around $5 billion annually in small
business loans.”” Morgan Stanley predicted that these firms would comprise
16.1 percent of the small business lending market by 2020, but that banks
would not be at risk, losing only 4.6 percent of their origination volume. The
company also predicted that a significant amount of the growth in online
lending volumes—$35 billion—would come from expanding credit to under-
served borrowers.”® The new entrants would have plenty of room to grow by
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Source: “Fintech Investment in U.S. Nearly Tripled in 2014, According to Report by
Accenture and Partnership Fund for New York City,” Accenture, June 25, 2015,
Accenture analysis of CB Insights data.

addressing the market gap in small business lending, particularly the small-
dollar loans that banks did not want to make.

During this time, venture capital investment in fintech skyrocketed, grow-
ing by almost 200 percent between 2013 and 2014 alone, reaching nearly $10
billion across 493 deals (Figure 7.2).%'

The new fintech small business lending market seemed poised for takeoff—
the phase of the innovation cycle in which volume accelerates and new custom-
ers jump into the marketplace, leaving behind old products and companies. Yet,
despite the investment and the hype, this expected jump did not occur. What
happened instead was another cycle of innovation. This time, the incumbent
banks and other new entrants—namely platform companies—took the lead,
developing new products and approaches based on their competitive strengths.

Organizational theorist Geoffrey Moore described discontinuous innova-
tions as those that force us to modify our behavior or modify other products
and services we rely on.’” But, he added, “truly discontinuous innovations are
new products or services that require the end user and the marketplace to
dramatically change their past behavior, with the promise of gaining equally
dramatic new benefits.”*® During this period, fintech innovations changed the
markets for established financial products but, for several reasons, they would
not prove to be “truly discontinuous.”

The early movers in the fintech space had shaken up the industry by using
new information sources and technology to deliver lending products in a way
that was highly automated. From the perspective of the small business owner,
the customer experience was significantly better, particularly in terms of
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speed. But in other important ways, there had been little real innovation in
the actual products. With many of the offerings characterized by high prices
and low transparency, small businesses began raising concerns about bad
actors in the market. Cracks in the fintech success story began to appear.

Challenges to Online Small Business Lenders

By 2017, the industry’s underlying issues had caught up to the nascent fintech
companies. Rosy predictions about the future of online small business lending
were on the decline. This was due, in large part, to a growing realization that
many of the innovations brought by the new fintechs could be imitated by
incumbent banks, as well as concerns over the advantages that large platform
players could exercise if they chose to enter the market.

It started to become clear that both incumbents and disruptors had advan-
tages and disadvantages, and that the winners would be the group that could
most quickly and effectively address their shortcomings. Comparing the
incumbent players (large banks like JPMorgan Chase and Wells Fargo and
smaller community banks) with the new fintech entrants, it became apparent
that no one was the clear winner. Instead, it was a pretty mixed picture
(Figure 7.3).

Existing banks had the large pools of customers that fintechs were strug-
gling to find. The 2015 annual reports of OnDeck and Lending Club showed
that sales and marketing efforts were among the largest operating expenses
for both lenders, at about 24 percent and 40 percent of gross revenue,
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respectively.** On a per-loan basis, average costs to acquire a customer were
estimated to be $2,500 to $3,500 per loan.* As a comparison, in 2017,
regional New England lender Eastern Bank reported an average marketing
cost of $500 per small business loan under $100,000.%

Banks also had access to low cost deposits, while online lenders were largely
forced to rely on capital markets to fund loans. Yield-seeking individuals and
hedge funds were early sources of capital, but they were expensive and soon
dried up as the Federal Reserve began to raise interest rates and the real level
of risk in some fintech loans became apparent.

In the early days, the lack of federal regulatory oversight of non-bank lend-
ers was perceived to be an advantage. Banks were reeling from increased com-
pliance costs caused by Dodd-Frank, leading many to predict that the
disruptors would see large benefits from “regulatory arbitrage.” However, the
lack of federal oversight was a double-edged sword. The inability of non-
banks to obtain a federal charter may have actually inhibited the national
growth of online lenders, as they were forced to charter themselves state by
state, use a bank partner, or create products that did not qualify as loans.

The early fintechs had clearly initiated innovations that reduced some of
the barriers to a smoother matching of borrowers and lenders in the small
business marketplace. They created an advantage by using technology to
deliver an easier, faster digital customer experience, but it was unclear whether
that advantage was sustainable. Although fintechs were the first to catch on,
there was nothing preventing incumbent banks from imitating or even beat-
ing them at their own game.

By 2018, the market was consolidating, as peer-to-peer lending stopped
growing, and traditional banks increasingly incorporated fintech innovations via
acquisition, imitation, or partnership. Perhaps that is why the mood at LendIt
2018 was less exuberant than when it started in 2013, and why the conference
had diversified by adding an entire track dedicated to blockchain technology.

Despite the stops and starts, the fintech innovation cycle was underway. The
early movers had shown that it was no longer acceptable for banks and other
lenders to provide the same small business products and service levels they
had for the past several decades. Small businesses had gotten a taste of a new
level of service and were in search of more. The stage was set to see how tech-
nology might change the game—how additional innovations from current
players or future entities might serve the financial needs of small businesses in
novel ways that were affordable, integrated, and intelligent.
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Technology Changes the Game: Small
Business Utopia

On a Thursday morning at 5:30 AM, Alex sipped her latte, her elbows atop
the service counter. Each day at this time, the sunlight through the front win-
dow blanketed her coffee shop and she enjoyed a few moments of peace and
quiet before the morning rush began. With 30 minutes to spare before she
corralled her baristas for their morning pep talk (and shot of espresso), she
unlocked her iPad and pulled up her most valuable assistant: her small busi-
ness dashboard. A graph on the upper right predicted her cash position at the
end of the week. After payroll expenses, she would have $5,000 left over. In
seconds, Alex’s supply advisor scoured her accounts, sales and expense histo-
ries, local weather forecasts, event information, and past tourism data, and
told her she would need five new sets of filters and 1,000 plastic cups for the
coming week. She ordered them from Amazon with a single touch. She also
knew the shop needed a new espresso machine, but she had been putting it off
for over a month. With the savings in her account, she could either order the
new machine now or make a payment on the term loan she had taken out two
years ago to start the business. If she continued to put off a replacement, the
machine could break at any moment, and espresso was the second-best selling
item on the menu after iced coffee. On the other hand, she was almost done
paying off her loan, and procrastinating another month would add interest.

Alex asked her robo-adviser for advice. “You can do both,” it reported.
“Given your expected sales for the month, it looks like you’ll be able to use
your savings to pay down the loan and put the espresso machine on your
credit card, which has available credit of $3,500. When the credit card pay-
ment comes due in 30 days, you will have the cash to pay it off, based on
current sales projections.”
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Alex ordered the espresso machine and paid down the loan, and for good
measure, she delayed paying herself for a week, knowing she had enough
money in her savings and that sales would jump next week, when the school
year ended and summer vacation began. Just to make sure there were no mis-
takes, she ran an instant credit check on herself, in which her bank bot con-
firmed she had $3,500 of available credit, and then she double-checked her
projected sales based on prior years. Remembering that Dunkin’ Donuts had
recently opened down the street, Alex asked her bot for sales ideas to ensure
they met their goals for the first week of summer vacation.

“It is going to be above 75 degrees next week, so iced coffee, which has a
profit margin of 53 percent will likely sell more than usual. Dunkin’ Donuts
is running a sale on iced coffee next week. When they have run similar pro-
motions in the past, you have lost an average of seven of your daily customers.
If you send your regular customers a coupon for $1 off iced coffee, I estimate
you will increase your margin for next week by 3 percent. Would you like me
to send an e-coupon to your regular customers now?” With one tap, the cou-
pons were sent. After the morning pep talk with her staff, Alex opened the
doors for the day, confident in where her small business was headed.

At the end of the day, as Alex was closing up, her bot reminded her that it
was June 1, and that quarterly taxes would soon be due. She momentarily
worried that she had overlooked her tax payments when buying the new
espresso machine, but then the bot said, “Don’t worry. Your estimated tax
payments have already been accounted for in your cash projections for June.”
Finally, with a few more taps and swipes, Friday’s payroll was set, healthcare
deductions were taken from her employees’ paychecks, and taxes were ready

to file.

Small Business Utopia

Alex’s story allows us to imagine a potential golden age of small business
financial services that fintech innovations could deliver for small business
owners. We call this future state “Small Business Utopia.” Alex has access to
the capital she needs to operate and grow her business, she can easily under-
stand her cash flow, and she has real-time insight into customer acquisition
and sales techniques that can help her business prosper. In this story, a machine
augments Alex’s ability to run her business through artificial intelligence that
collects a range of data, knows how to assess and learn from it, and can answer
our protagonist’s questions about her business’s financial situation.
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In consumer lending, it is easy to imagine this world. We already have
mobile banking apps that tell us our FICO (Fair Isaac Corporation) scores,
credit availability, and how much we are spending each month. A platform
that integrates all these capabilities is likely to emerge in the future, and might
even include robo-advice about taking out a mortgage or when to refinance
student debt.

The future for small business will not look quite like the consumer envi-
ronment because the needs of small business owners are different. A “smart”
environment of the future will integrate the disparate sources of information
a small business owner currently has to wade through manually. Accounting
software, bank balances, credit cards, tax payments, and bank loans all exist
today in their own information streams. It is left to the small business owner,
or her advisor or accountant, to integrate them and draw out the implications
for cash balances and business decisions. The technology exists, or will soon be
available, to meld this information onto a single platform. Imagine an intel-
ligent virtual assistant that relies on a range of automated features and predic-
tive formulas, all serving to compile and sort through the vast array of available
data and anticipate a small business’s future sales and cash requirements.

Reaching this state of Small Business Utopia will involve getting three fac-
tors right. First, technology will need to make information streams about
small businesses more readily available and integrate them in ways that illumi-
nate the small business’s financial health and future needs. Second, credit or
other appropriate loan products need to be easily available to the small busi-
ness borrower. This requires lenders to refine their expertise in determining
who is creditworthy. Third, to be successful, the new environment must be
built around the needs of small businesses, rather than a consumer concept
that is simply modified for small businesses. In the past, all three conditions
were hard to meet. Today, they may be within our reach.

A Platform to Rule All Others

In the story of Alex and her coffee shop, she comes to work and logs into one
system, her small business dashboard. This dashboard does not exist for small
businesses today. Instead, a business owner has one system, perhaps
QuickBooks or Xero, for their accounting software, one portal for bank trans-
actions, another like HubSpot for marketing, and a separate payroll system
such as ADP or Gusto. In addition, there is a separate healthcare or benefits
portal and taxes are often paid offline.
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Ask small businesses about their concerns and they often mention their
worries about forgetting to make a quarterly payroll tax payment or coming
up short because they neglected to put away the cash that they will owe. They
fear that they have not planned well for seasonal cash needs, when they have
to pay for a big order of inventory, or when a large customer pays late. In a
large business, enterprise resource planning (ERP) systems take care of cash
forecasting, based on an integrated platform that draws on sales systems, sup-
ply chain systems, and manufacturing and product data.

A similar system for small businesses would combine at least four key activ-
ities: banking and payments, loans and credit, accounting, and tax. The key to
the dashboard’s value would be to give more visibility into a business’s future
cash flows. One can see the value of knowing more precisely when future lean
periods or shortfalls might be coming up, and having the opportunity to set
aside a rainy day fund. This transparency into future cash flows could benefit
a growing business by giving it the confidence to make a large investment
decision, such as expanding or buying new equipment. In this “utopian”
world, fewer good businesses might fail, and more businesses would have the
confidence and financial resources to grow successfully.

A cash flow dashboard would not just benefit the small business owner. It
would also create valuable information flow for a lender. Today, lenders such
as Amazon, American Express, and Square rely on transaction data from their
platforms. But for small businesses that do not sell at retail, lenders do not yet
have the equivalent real-time data on their prospects. A platform that provides
an intelligent combination of revenue, receipts, orders, payments to suppliers,
and other expenses would help a lender provide credit at the push of a button.
Businesses could proceed more securely, knowing they had greater cash buf-
fers, and lenders would have the benefits that cash flow transparency lends to
the underwriting and risk assessment process.

The basic technology to create a connected dashboard exists today. Why, if
it is what small businesses want, has it not been developed? Today, each data
stream lives within the purview of a different provider (e.g. TurboTax or Visa),
each of which may or may not be inclined to provide access. Some of the data,
such as banking information, is not controlled by the business owner. This is
why Open Banking initiatives in Europe and the United Kingdom, which
gave ownership of banking data to consumers and small businesses, were so
momentous. (Open Banking and its implications are discussed further in
Chapter 11.)

There is no question, however, that small business intelligence will develop
quickly on the coattails of other areas of big data and artificial intelligence.
Combining data sources and using analytic techniques to understand patterns



Technology Changes the Game: Small Business Utopia 929

and create predictions is happening already in numerous areas such as market-
ing and customer acquisition. These same capacities will be the foundational
elements for creating an intelligent small business financial platform or

dashboard.

Big Data, Predictive Modeling, and Artificial
Intelligence

During our interviews, we heard a story about a man in Shanghai who used
Alipay, a payment application developed by the technology platform Alibaba,
to buy his coffee. As he sat down to drink his coffee, he received a notification
on his smartphone, providing him with a map of his predicted route (based
on his previous travel to the area), and notifying him that he would receive 10
percent discounts at two small businesses along his path. In the United States,
iPhones have begun to more subtly provide this kind of information, direct-
ing you “home” using the route with the least traflic and predicting locations
where you may want to stop along the way. Facebook has a feature that pro-
vides users with a list of nearby restaurants they might like whenever they
arrive in a new city. We have become accustomed to seeing ads on Google and
Amazon based upon our search history.

One large U.K. bank told us the story of a client, a small seaside hotel look-
ing to understand its customers. The bank had extensive information on a
large share of the hotel’s customer base, because many of those customers had
used the bank’s credit card to pay for their stay. The bank could provide ano-
nymized data and intelligence about the hotel’s clientele—how far they had
traveled or what other food or activities they preferred—which helped the
hotel develop better customer-focused services and marketing plans.

The ultimate small business dashboard of the future will combine intelli-
gence from a business’s past activity (i.e. sales, purchases, etc.) with predic-
tions and marketing advice, producing a business-savvy bot like the one in
Alex’s coffee shop. If the projected business trends show a cash need for invest-
ment or routine cash fluctuations, the owner may wish to seek a loan or line
of credit. This intelligent bot would be able to help the small business owner
access credit more seamlessly, comparing available options and recommend-
ing drawdowns on credit as needed.

For the bot we have imagined to work, the market for small business credit
needs to be much more transparent and efficient than it is today. The future
state requires more standardized and clearly defined loan products, and crisp
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credit standards so a small business knows quickly and exactly how much
credit might be available to them. Small business credit marketplaces such as
Fundera and Lendio have made some strides in this direction. In addition, the
emergence of standardized, automated credit formulas is pushing small busi-
ness lending toward a state where a small business might have a well of exist-
ing credit that they can draw from at their disposal, like a credit line on a
business credit card. Eventually, this credit would be visible on an intelligent
small business platform and accessible at the push of a button.

The Role of Big Data in Establishing Creditworthiness

The availability of new and large sources of data is not just helpful to the small
business owner in managing their business and predicting their credit needs.
Big data is also changing the way lenders make credit decisions. The use of
data started slowly as fintechs emerged. One of the most important break-
throughs was actually fairly mundane: the idea that OnDeck pioneered of
using current activity from a business’s bank account as a timelier indicator of
whether a business was creditworthy. A business that was paying its rent and
suppliers on time was likely a better loan prospect than one who was behind
and missing payments. Other data streams, such as Yelp reviews, looked inter-
esting, but initial algorithms struggled to find good results with these novel
indicators. This may be changing, as the possibilities of using data from new
sources, such as mobile phones, are nearly endless. (See box)

Unlocking Credit with an Android App

Tala Mobile, a company specializing in making micro-loans to individuals and
small businesses in the Philippines, Kenya, Tanzania, and Mexico, pulls data from
the mobile devices of its users, converts it into a scalable format, and uses it to
analyze a business owner’s behavior and likelihood to repay. With the customer’s
permission, Tala gains access to a massive amount of information through its
Android application, including merchant transactions, call logs, receipts, and
other predictive data. Tala uses the information not only to determine the cred-
itworthiness of the business owner, but also to assist them in developing their
business plan and managing cash flow.

Focusing its work in underserved communities, where potential customers are
often unseen due to their lack of credit history, Tala has been able to succeed
using this new data source and innovative approach to assessing credit. Since its
founding in 2012, Tala has provided 7 million loans to more than 1.5 million
people in five countries across three continents. The company loaned $350 mil-
lion in just under three years while still maintaining a write-off rate of under 7.5
percent.’
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The story of Tala Mobile is not an isolated example. Many traditional and
new lenders, from large banks to platform players like Amazon and Google,
have large amounts of data that can be used to generate information about
what kind of loan a small business needs and when, as well as what the busi-
ness can do to increase its sales and otherwise improve its financial situation.

The potential uses of big data, predictive algorithms, and other kinds of
artificial intelligence are both exciting and scary. As with all advances, there is
a lot of potential downside in the future world we have imagined for small
businesses and their lenders. One significant risk is the possibility of unin-
tended consequences, or even potential misuse of data, as a result of algorithm-
driven decision-making.

Imagine a car insurance company that sifted through its customer data and
identified a single factor that consistently correlated with a 30 percent increase
in car accidents. Now imagine that the factor was whether the driver of the car
bought frozen pizza. This example may seem absurd, since there is no obvious
causal link between frozen pizza-buying behavior and auto accidents, but it is
based on a true story. The real insurance company in the example decided not
to use the data to determine their insurance premiums for two reasons. First,
if people found out that buying frozen pizza would hike their premiums, they
would stop buying it without changing the other risk factors that actually
caused accidents. Second, the company felt that its use of the information, if
known, would likely provoke a public backlash.

But what if the insurance company had made the opposite decision or a
small business lender used similar data to determine loan approvals and pric-
ing? What recourse would the small business owner have if they were sud-
denly refused credit? Would the business have the right to a transparent review
of the data used to make the decision? Who controls the algorithm?

These questions are pertinent as we think about the next phase of innovation
in financial technology. In the United Kingdom, regulators have implemented
an Open Banking regime, which facilitates data sharing across financial entities
and in which small businesses and consumers own their financial data.” Their
experience will begin to test important questions, such as who can use data and
how, and perhaps, most importantly, what happens when lenders increasingly
move from pre-programmed algorithms to machine learning.

A Black Box

In 2000, Google co-founder Larry Page said that, “Artificial intelligence
would be the ultimate version of Google. The ultimate search engine that
would understand everything on the web. It would understand exactly what
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you wanted, and it would give you the right thing. We’re nowhere near doing
that now. However, we can get incrementally closer to that, and that is basi-
cally what we work on.”

It is easy to imagine a dark side to the advances in artificial intelligence. In
March 2016, inventor David Hanson brought his newest gadget to an inter-
view with CNBC. What followed stunned the world, as Sophia, a lifelike
robot built in the image of Audrey Hepburn, responded to Hanson’s question
of “Do you want to destroy humans?” by saying, “OK. I will destroy humans.”
Technology entrepreneur Elon Musk warned, “I'm increasingly inclined to
think that there should be some regulatory oversight, maybe at the national
and international level, just to make sure that we don’t do something very
foolish. I mean with artificial intelligence we're summoning the demon.”

Economists have begun to explore the implications of artificial intelligence
on innovation. They view artificial intelligence as a “general purpose technol-
ogy,” which, like the semiconductor in our innovation story, has the potential
to create significant advances in multiple industries.® Artificial intelligence has
the possibility of becoming a powerful enabler of innovation because it is
actually an “invention of a new method of invention.”” These economists also
suggest that the winners are going to be those who have control over large
amounts of unstructured data.

This raises a potential risk of artificial intelligence. If certain companies are
allowed to have a monopoly over collections of data, this could adversely
affect future innovation and the shared benefits it would bring. As we will
discuss further in Chapter 11, future regulation needs to ensure that there is
open access to data streams to power better insights for small businesses and
other sectors.

In addition, as machines learn to identify who is more likely to default on
their loans, the risk of discrimination and exclusion becomes significant. Most
worrisome is the idea that data would be analyzed in a “black box”; that no
one would know exactly what the machine was using to make recommenda-
tions or decisions. So, while the insurance company in our previous example
could deliberately decide not to include frozen pizza purchases in its algo-
rithm, a machine could discover the same correlation and—barring explicit
rules preventing it from doing so—include it as a pricing factor. By the same
token, a machine might identify a risk factor that happens to correlate strongly
with race, gender, or the characteristics of other protected classes. Machines
that lack intuition and situational awareness could create serious problems.

Black box models are not un-auditable; they’re just incomprehensible, but it
is possible that artificial intelligence could make them comprehensible and
monitor or control them. Both companies and regulators will need to develop
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new technological methods to untangle the inner workings of the algorithms of
the future. Even if automation is developed that is capable of detecting dis-
crimination and other bad outcomes, it seems likely that human oversight of
these important issues at companies and by regulators will be required as well.

The Small Business Bank of the Future

Traditionally, small business loans and services have been conducted by banks
that also serve consumers, do real estate transactions, and have other impor-
tant lines of business. The idea of a bank or other financial entity focusing
exclusively on small business is a somewhat novel concept in the financial
services market. Yet, such an entity will likely have a competitive advantage in
developing the small business dashboard and associated integrated credit
activities we have described.

The small business dashboard and the intelligence that powers it do not
have as much in common with consumer systems as one might think. A con-
sumer might be focused on repaying student loans, consolidating credit card
debt, or planning for college, a vacation, or retirement. Although there are
analogs in the world of small businesses, their basic activities and worries are
different. The concerns of small business owners revolve around the inner
workings of their business: if it is making a profit and whether the cash flows
match the required payments.

Another way for a bank to specialize even further is to cater to a particular
subset of small businesses differentiated by their industry, geography, or size.
Given the heterogeneity of small businesses, such a focus might be a winning
formula. Live Oak, a forward-thinking bank founded in 2008, began by lend-
ing almost exclusively to veterinarians. They followed on with funeral homes
and chicken farms. This early specialization gave them unique insights into
the particular activities and creditworthiness of each chosen small business
segment. Kabbage began with online eBay sellers. Other lenders have special-
ized in women or minority-owned businesses or government contractors.

The small business bank of the future may not even be a bank in the sense we
think of them today. It could be an online entity that conducts its transactions
through a traditional bank, or it could be one of the current platform players
such as Amazon, or a financial services competitor such as American Express,
Capital One, or Visa. The beauty of the innovative boost that the fintech wave
has given to small business lending is that all of these competitors are consider-
ing their options. And most are doing it with a new appreciation of the particu-
lar needs of their potential small business clients, and a desire to serve them well.



104 K. G. Mills

The Future Role of Relationships

It might seem at first that in a new era of technology-enabled underwriting,
processing, and advising, there would be no place for relationship lending.
But this will not be the case. Small business problems are so particular, and
entrepreneurs are so different, that relationships will remain important, if
they can be built and maintained affordably.

Community banks have historically held a competitive advantage for small
business loans, largely because of their relationships with their small business
customers, where they provide advice and counsel. These conversations help
create customer-product fit—getting the small business a loan of the right
amount, the right duration, and the right cost, so they can successfully use it
for the intended purpose and repay it. Under pressure to improve their profit
margins, community banks have been forced to move away from relation-
ships, particularly with the smallest businesses, as these personal activities are
costly to build and maintain.

Who will fill these needs in the future? The Small Business Administration
does an important part of this work, counseling over one million small busi-
nesses a year using a vast network of Small Business Development Centers
and SCORE volunteers.*” Community Development Financial Institutions
(CDFIs) have historically provided access to credit to underserved borrowers
through personal relationships and advice."” They are valuable players, but
they cannot meet the marketplace’s needs given their limited funding,.

The answer is likely that both human and artificial intelligence in combina-
tion will provide a new set of solutions. The small business owner can use
automated intelligence to understand their needs and get credit as their situ-
ation permits. But they also will need access to a personal conversation or
relationship, to help them make more complicated decisions.

JPMorgan Chase has taken this two-fold approach. In addition to billions
in fintech investments, they are investing in face-to-face services. In 2018, the
bank announced it would open 400 additional branches and launched the
Chase for Business BizMobile™.'" This bus parks in a designated area and
invites small business owners in to have a conversation about their marketing
strategies and financing needs (Figure 8.1)."

One could imagine that Alex, our coffee shop owner, would also have the
need for a trusted human advisor to supplement the bot that proved so help-
ful. Although the human advisor could be part of the platform and in a dif-

ferent location, it does seem more useful if they knew the local situation. In
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Figure 8.1 Chase for Business BizMobile™
Source: Chase BizMobile teaser, June 14, 2018.

an optimal future small business ecosystem, new intelligence for small busi-
ness owners, easily accessible loan products, and human advice and counsel
will all be part of the mix.

The small business bank of the future might be a large or small bank that is
already part of the landscape today—it may be a platform or fintech lender,
or it may be a new entity that does not currently exist. There may only be a
few of these “banks” or there may be many, each serving different industries.
As the innovation cycle progresses, a shakeout process will likely occur along
the way, where the successful firms will be those that understand the needs of
small businesses and serve them in a streamlined way. Thus, in this future
state, small businesses will be the ultimate winners.
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A Playbook for Banks

It was a cold, winter day in January 2017 as Eastern Bank CEO Bob Rivers
stared out the window overlooking downtown Boston, reflecting on Eastern’s
recent innovation adventures. Rivers had just become Eastern Bank’s Chairman
and CEO, starting his career as a bank teller 35 years earlier and working his
way up through the ranks in several banks, before becoming Eastern’s President
in 2007. Rivers had seen the signs of disruption—technology seemed to be tak-
ing over the world and banking was no different. Now the bank was at the end
of a three-year internal innovation project designed to bring new technology
solutions to its customers. Eastern Labs had developed a hugely successful, fully
automated small business lending product that was recognized as an industry
leader, and had strong adoption by Eastern customers.

Rivers was proud of what they had accomplished. Eastern Bank was by all
accounts a traditional bank. Founded in Salem, Massachusetts in 1818,
Eastern was the oldest and largest mutual bank in the country. Being a
mutual bank meant Eastern had no shareholders, and was instead owned by
its depositors—a model that restricted the bank’s capital stock to retained
earnings. Begun as an attempt by some wealthy New England merchants and
ship owners to provide access to capital for those in the community to build
homes, Eastern Bank originally opened once a week—on Wednesdays from
12 to 1 PM. It offered a 5 percent passbook account and a precursor to the
modern home mortgage. In addition to repaying the principal and the inter-
est on their loans, borrowers incurred one additional “fee.” They had to
volunteer at the bank in order to help expand the hours. This community
focus and the mutual ownership structure had been part of the fundamental
identity of Eastern Bank for almost 200 years.
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Through most of the 1980s and 1990s, Eastern operated as a traditional
community bank, serving the New England region with a large branch net-
work, specializing in small and middle-market business, consumer banking,
and insurance brokerage. In 1997, Eastern began a massive expansion push,
aiming to double the size of the bank within ten years. More than a decade later,
as the nation emerged from the worst financial crisis since the Great Depression,
Eastern found itself in a relatively fortunate position. With few risky loans on its
books, it had escaped the crisis with minimal losses and without closing a single
branch. As the crisis came to an end, Rivers realized that Eastern had the capac-
ity to meet the needs of small businesses whose credit had been constrained
during the crisis. As Rivers put it, his team felt they had “both an opportunity
and a responsibility to step up.” They decided to focus on Small Business
Administration (SBA)-guaranteed lending and, within six months of ramping
up their small business operation, Eastern was the top SBA lender in
Massachusetts, and eventually became a top-10 SBA lender nationally.

But Rivers was still worried. Small business lending was a core part of their
business, but fintech disruptors were providing a better customer experience
and processing the loans faster than Eastern’s manual process would ever
allow. Determined to compete, Bob Rivers and Chief Information Officer
Don Westermann decided to take a walk around Kendall Square, home to
Massachusetts Institute of Technology (MIT), where many of these fintech
entrepreneurs were incubating their companies. With few connections in this
field, Rivers and Westermann cold called people and took meetings with
whomever they could find. Rivers ultimately wanted to find someone to
transform Eastern’s technology, arguing, “We should worry about people put-
ting us out of business, but we should also put ourselves out of business.” One
day, Rivers picked up the Boston Globe, and noticed that PerkStreet Financial,
an online bank headquartered in Boston, was struggling to make ends meet.
Once thought to be the future of banking, PerkStreet was closing after just
four years in business. But the talented innovator behind PerkStreet piqued
Rivers’ interest. He picked up the phone, called his network in Kendall Square,
and asked if they could put him in touch with PerkStreet’s CEO Dan O’Malley.

By the time Rivers called, O’Malley had already been searching for a bank
with whom to partner for about one month. He believed that his project at
PerkStreet would have been more easily executed within a bank rather than
through an independent entity. After three months of negotiating, O’Malley
ofhicially joined Eastern Bank as their Chief Digital Officer, responsible for the
bank’s product team, customer support, and “Eastern Labs”—the new innova-
tion group located in the lobby of Eastern Bank’s headquarters. With a $4 million
annual investment from the Board, Eastern Labs began running a series of tests.
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Initially, they simply set up a basic web page and used the customer support
team to reach potential customers by phone and email. Once a customer
applied, their information was processed manually within two hours, cutting
turnaround time dramatically without having to build an automated system. As
O’Malley said, “We decided to fake it until we made it.”

But having an innovation team work inside of a traditional bank was not
easy. The process of experimenting with new products was messy and involved
risk. For example, in O’Malley’s first test, he wanted to run what he called a
“universe test,” approving loans for anyone who applied just to see if there was
a demand for the faster, online process. One team member’s response was, “So
you want me to open the window, take taxpayer-guaranteed money and just
hand it out to anyone who shows up. That’s the stupidest idea I've ever heard.”

Even those who did not work with Labs felt its influence—after all, they
saw it in the lobby every day. Some felt that the money and attention going to
Labs could be better spent supporting their day-to-day operations, or on other
new projects such as developing the mobile banking application on which
they had been previously focused.

Despite all of this tension, Labs developed a successful product. Over three
years, $12 million, and multiple tests, a project that began with a basic web
page ended with a product that fully automated Eastern’s small business lend-
ing and improved customer acquisition through digital marketing, all while
meeting the bank’s regulatory and internal underwriting requirements.
O’Malley saw an opportunity to sell the product to other community banks
and believed this combination of automated loan processing and improved
marketing gave the product unique appeal. As he put it, “Real-time loan orig-
ination reduces back office costs but doesn't itself drive growth. Growth comes
from automating sales in new [digital] channels.” Eventually, O’Malley spun
out the product into its own company called Numerated Growth Technologies,
in which Eastern Bank had an equity stake.'

The Future of Small Business Banking

Eastern Labs was seen as a success story, and other small banks started to take
notice. If a 200-year-old mutual bank could innovate like this, perhaps they
could, too. Or perhaps they could take a product like Numerated and inte-
grate it into their existing systems. Banks also began to realize that the processes
being digitized were processes that already existed within their own institu-
tions. While the impetus to automate them may have come from the outside,
banks had a range of options to adapt, from building their own new products
to partnering with a fintech company.
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One of the key attributes that helped Eastern Bank succeed is that they had
long focused on serving small businesses. As banks think about the future of
small business lending, it will no longer be enough for them to treat small
business lending as an add-on to their consumer business or a subdivision of
their larger commercial lending departments. The successful small business
lenders of the future will make small business its own area, creating the cus-
tomer experiences and innovative products that small businesses will see from
new competitors, and come to expect and demand.

If a bank does want to become a “small business bank of the future,” there
are a number of ways in which they can acquire the expertise and technology
necessary to compete. Around the same time as the Numerated spin out was
happening, there was an explosion of partnerships between fintechs and
banks. In December 2015, JPMorgan Chase led the way by announcing a
partnership with OnDeck under the Chase brand.*® This was not an easy
process and it took more than a year for JPMorgan to complete the partner-
ship, due to the technical requirements of systems integration and third-party
regulations that required OnDeck to be compliant with bank vendor stan-
dards. The arrangement was viewed by many as a brilliant move. JPMorgan
Chase gained access to the technology and expertise of one of the leading
fintech players without paying billions of dollars to acquire OnDeck, which
had gone public with a large valuation just a year earlier. And in another win
for the bank, Chase was the brand giving the small businesses this new level
of service. However, others saw this effort as a mistake, including some inside
the bank. Why not create their own innovative product as Wells Fargo had?
And why put so much time and energy into such a small segment of their
overall lending portfolio? Nevertheless, the investments continued. From
2016 to 2018, as many other banks were adjusting their bearings, JPMorgan
Chase pumped more than $20 billion into developing new mobile and digital
products and invested in more than 100 fintechs.*

Wells Fargo began its foray into the online lending space in May 2016
through its FastFlex small business program. During the initial rollout, loans
were only available to existing business customers who had held accounts with
Wells Fargo for at least a year. The transactional data the bank already possessed
proved invaluable to the underwriting process. FastFlex offered loans starting
from $10,000 and up to $35,000, targeting a portion of the small business
lending market often overlooked by other traditional banking institutions.’
Wells Fargo also built out a section of its website dedicated to assisting small
businesses. Wells Fargo Works for Small Business® oftered advice on topics rel-
evant to small businesses, success story videos, business and marketing plan-
ning centers, and even a competitive intelligence tool that helped small
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businesses map out their competitors, customers, and suppliers to determine
where best to target their next advertising campaign.® These efforts extended
the bank’s activities, but were not transformative. In 2016, Bank of America
launched Erica, a “virtual financial assistant” that could retrieve account infor-
mation, make transactions, and provide help to the bank’s customers using
“predictive analytics and cognitive messaging.”

The initial efforts of JPMorgan Chase, Wells Fargo, and Bank of America sig-
naled that these banks wanted to play in the new lending environment, but
these early templates should not be viewed as the final model. Small business lend-
ing markets continue to change rapidly, and merely adding information and tools
will not be enough for these important large banks to maintain their leadership.

In this shifting small business landscape, all banks, large and small, face a
decision: should they evolve their activities or stick to existing ways, and if
they decide to be engaged in innovation, how should they go about it? Should
they build a product internally, partner, or buy the new technology? And, how
will small business innovation relate to other fintech investments in data
access, payments, or artificial intelligence that they might make?

A Playbook for Banks

A surprising number of banks, including many who were smaller and more
traditional like Eastern, decided that they were not dinosaurs (as Bill Gates
had described them in 1994) and found ways to innovate.® Bob Rivers of
Eastern Bank saw a benefit in finding a lower-cost, more automated way of
delivering small loans, as it allowed the bank to make some profit and main-
tain the relationship with the business. If a business cannot come to a bank for
a $100,000 loan, it is unlikely to come to that bank for the $500,000 loan it
needs down the road. Rivers believed that his bank would be in serious finan-
cial trouble if it did not innovate in small business lending, which led him to
take on big initiatives, like Eastern Labs, even though doing so upset many of
the bank’s norms and processes.

There is, however, a second line of thinking at many banks: the “not my
problem” approach. This stems from the view that the bank does not have the
time or capacity to compete with fintech companies, and sometimes operates
on an implicit assumption that fintech firms are a passing fad or will not
directly compete with banks. For some banks, this approach has meant dou-
bling down on their strengths, including high-cost activities like manual
underwriting, believing that the bank’s procedures result in better lending
decisions than a technology-enabled process would deliver.



112 K. G. Mills

Some banks have developed a middle ground, such as Frost Bank in San
Antonio, which took an innovative approach without giving up its strong
reputation for relationship lending.” Frost began offering online mobile prod-
ucts that were well-designed and user-friendly, while maintaining a call sys-
tem in which customers were directed to a real person, instead of an automated
menu. All final loan decisions involved a face-to-face interaction. Frost saw
value in maintaining their emphasis on relationship lending, but used tech-
nology to reduce costs and make the borrower experience faster and easier.

Questions Banks Should Ask

More generally, framing the question as an “either/or”—either a bank is inno-
vative or it is not—often obscures the larger set of questions that banks should
consider when deciding what to do about small business lending. To develop a
strategy that fits each bank, we propose asking a new set of questions (Figure 9.1).

First, does the bank even want to serve more small business customers? For
some banks, the answer will be no. For others, like Eastern Bank, small busi-
ness lending is a priority. How might a bank make this decision? On the one
hand, small business loans tend to be small and therefore low profit, particu-
larly if the costs to acquire, underwrite, and process the loan are too high.
They are also diverse in terms of risk, so a portfolio of small business loans has
to be monitored effectively, which can take time and expertise. On the other

Partner with online lenders to deliver
“white label” online customer
experience under the bank's brand

YES Refer SMB customers to online

Does the bank want to serve more
— platforms or lenders

small business customers?

Offer bank's products in online
marketplaces

NO
Develop new capacity in house or buy
online competitor
Does the bank want to diversify YES
investments into alternative -
SMB lending?
NO Invest in online
lending companies

Figure 9.1 Decision Matrix for Banks
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hand, making small business loans can be done profitably and allow banks to
cross-sell other products to the small business. In the past, it was acceptable
for banks to say that small business was a priority, but to put off concrete
actions that would improve their small business products and customer expe-
riences because they knew there were few alternatives for small businesses
seeking credit. In the emerging, more competitive environment, lip service
will no longer be sufficient.

If the answer is “no,” the bank does not want to service more small business
customers, then the next question is whether the bank wants to hold small
business assets on its books, even if they do not provide small business loans
themselves. If the answer to this second question is no, there is no need to go
any further. However, if the answer is yes, then buying small business loans
can be an appropriate strategy for smaller banks. Companies like Community
Capital Technology have begun providing a marketplace for smaller banks to
buy and sell loans."

Another strategy, more appropriate for larger banks, is to invest in online
lending companies as a way to indirectly participate. From 2012 to 2017,
Citibank, for example, participated in 30 funding rounds to over 20 fintech
companies hoping to both earn some return and monitor interesting develop-
ments in the fintech space."

For banks that answer “yes” to wanting to serve more small business cus-
tomers, there are a range of mechanisms to do so. The first is partnerships,
which involve some level of integration with a fintech provider. Banks can use
an alternative lender’s technology to power an online loan application, often
“white labeling” the online application, underwriting, and technology, by
branding it with the bank’s own marketing. Citizens Bank, for example, part-
nered with online lender Fundation to provide a digital application and pro-
cessing for small business loans, with same-day decisions and funding within
three days of approval.'

Others have copied Citibank and incubated fintech companies in a sepa-
rate environment, then bought or partnered with those that add value to the
bank. Barclays, for example, started the “Rise” program, an effort to attract
the best ideas and entrepreneurs to accelerator programs in seven locations,
with the tag line, “If you are involved with Fintech, you need to be involved
with Rise.”"? This provided a mechanism to monitor industry developments
and latch on to the best ones that fit within the bank. In August 2018, Barclays
teamed up with MarketInvoice, a tool that helps companies sell their out-
standing invoices in exchange for working capital. Barclays obtained a minor-
ity stake in the technology platform and announced plans to use the fintech’s
investor capital and invoice financing capabilities to provide capital to its
small and medium-sized businesses.'



114 K. G. Mills

A second way to serve more small businesses is referrals, in which banks
refer declined applicants to online lenders. In the United Kingdom, the gov-
ernment mandated that banks refer declined small business loan applicants to
a fintech provider for consideration. Although this has not been very success-
tul in the United Kingdom, some banks and fintechs in the United States have
partnered on referrals to help the bank serve more customers. In the Citizens
Bank/Fundation partnership, for example, Fundation will sometimes provide
loans to small businesses that do not meet Citizens credit approval criteria."

The third option is offering the bank’s small business lending products
through an online marketplace. Small businesses are increasingly looking for
a central location where they can get access to the growing variety of loan
options. Early fintech entrants, Fundera and Lendio, provide a platform on
which banks and fintechs can offer lending products to small business cus-
tomers, who can comparison shop to get the loan that is right for them. These
online marketplaces generally reduce customer acquisition costs for lenders
and provide potential borrowers with a user-friendly experience. If banks can
offer lower interest loans due to their cheaper capital costs or other factors,
these channels can also help them compete directly with fintechs in a trans-
parent marketplace.

The fourth option is to develop capacity in-house, as Eastern Bank did.
This can be done through incremental innovation or with the goal of trans-
forming the bank. These in-house innovations can range from the automation
of existing bank processes to the development of new underwriting methods
based on machine learning and alternative customer data, like utility bill pay-
ments. Wells Fargo, for example, is pursuing a large innovation project that
involves pooling all of its information in a central data lake, and using this
resource to create new insights and ultimately improve lending products for
small businesses.'®

With this range of options, how should banks that want to serve more small
business customers decide which strategy is right for them? The choice depends
largely on how much time and money the bank is willing to invest to enter
the new marketplace, and the level of integration the bank wants between the
new digital activities and their traditional operations. In other words, the two
questions that banks must ask are: “how much time and money do I want to
invest?” and “how much integration do I want to have?” The following chart
puts the strategic options described earlier into a matrix that explains the level
of resource investment and integration associated with each (Figure 9.2)."”

Making a decision about how much time and money to invest to compete
with disruptive innovation requires answering an additional question, “How
threatening is innovation to the business?” At Eastern, Bob Rivers thought
technology was very threatening. He saw that within a few years of the
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fintechs’ emergence, a growing percentage of small businesses were applying
online, and they preferred the borrower experience of online lenders to the
paperwork-intensive process of banks like Eastern.'® When he and O’Malley
looked into Eastern’s small business transaction data, they saw that even the
small businesses that banked with Eastern were taking loans from online lend-
ers. This led Rivers to invest 1 percent of Eastern’s annual gross revenue into
the Labs project and to dedicate a great deal of personal time and attention to
Eastern Labs.

Determining how much integration is appropriate requires asking another
question: how essential is small business lending to the bank’s business? As the
regional leader in SBA lending, Rivers knew that small business lending was
core to his business. He also knew that if small businesses started going to online
lenders instead of to Eastern, it could have implications not only for Eastern’s
small business lending, but also for all of the other products cross-sold to their
small business borrowers. Thus, Rivers decided he needed the small business
innovation activity to be highly integrated into his bank. This meant pursuing
the high-risk strategy of building his own product. It also meant putting Eastern
Labs in the lobby of the bank’s headquarters so that the entire organization
understood the level of commitment that the CEO wanted to attain.

Innovation in a Traditional Bank

Any innovation inside of a traditional organization, such as a bank, is diffi-
cult. Banks tend to have risk-averse cultures, in part because they are heavily
regulated and must protect customer deposits. What if the technology doesn’t
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work? What if customers don’t like it? What if internal personnel don’t want
to change? When the management of the traditional business feels threatened
by the innovation, they may try to stymie it. (On the other hand, an innova-
tion that is not at all threatening to a core business line is probably tangential
to the bank, and may not be worth taking up in the first place.) So how
should banks think about structuring whatever innovation activity they decide
to pursue?

One prominent theory of organizational behavior suggests initially separat-
ing the innovative activity from the day-to-day operations of the business,
creating an “ambidextrous” organization, in which each activity has a separate
budget, personnel, processes, and metrics for success. This approach allows
the traditional organization to continue to pursue the profitc-generating activi-
ties that sustain the current success of the business, and provides a protected
environment for the innovators to take risks and explore new and disruptive
approaches.”

In addition to creating a separate structure, these efforts have little chance
of success without the personal attention and active oversight of the top lead-
ership—in particular, the CEO. Bob Rivers clearly showed this commitment,
providing significant time, attention, and financial resources to Eastern Labs.
Developing senior team buy-in is also critical and requires a narrative and
logic about the identity of the company that is broad enough to encompass
the innovation activity. In addition, incentives, culture, and metrics, particu-
larly compensation and bonus plans, must be modified to support the new
goals across the entire senior team.

The most challenging aspect of ambidexterity is that, after innovations have
been incubated in a separate, protected environment, they need to be success-
fully integrated back into the organization. This is an easier process if the
benefits of the innovation are a two-way street. Rather than something that is
done “over there,” there must be aspects of the innovation that create immedi-
ate value to the traditional organization. For example, in Eastern Bank, loan
officers began to realize that the new automated loan process was creating a
better experience for their customers. Both loan officers and small business
owners could get an answer more quickly, and the underwriting was generally
aligned with the bank’s own standards, making the process more efficient for
everyone. In this process, they were also outmaneuvering their competition,
by making sure that every creditworthy borrower who walked in the door or
logged onto their website had a good experience and received a loan from
Eastern. Rather than being a threat to the employees in the core business,
technology was an opportunity to enable their success.
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On the other hand, getting the whole organization behind an innovative
idea can be hard to accomplish. The founder and former Chairman of Intuit,
Scott Cook, a successful entrepreneur and sponsor of innovation, learned this
lesson during an attempt to integrate a new tax product into his established
business. While the innovation was valuable to the company, those in the
traditional TurboTax business felt threatened by the new product and did not
allow it to flourish. Eventually, despite a strong senior level commitment, the
innovation died.?

Even with a commitment to innovation at the top, how does a traditional
bank attract the talent necessary to transform the business? Some large banks
have tried to create more entrepreneurial environments, such as Barclays with
its “Rise” centers. In 2015, the Dutch banking group ING completely restruc-
tured the organization and operations of its Netherlands office, transitioning
to an “agile” model inspired by that of large tech companies. In this way, they
hoped to attract and retain innovation talent and compete as a fintech
platform.”" At Eastern, even though they ended up losing the initial team of
innovators in the spin out, the CFO of the bank noted that Eastern Labs
increased their reputational capital within the entrepreneurial community,
making it easier to recruit new talent. As he put it, “We certainly got a lot of
publicity and cache out of it. When I'm recruiting prospective hires, I'm
always surprised at how interested they are in Labs.”**

The Bank of the Future

What is the successful model for the small business bank of the future? Can
today’s banks evolve to be those players, or will they be beaten out by new
entrants, small or large? There are three major hurdles that the banking
industry must overcome to be successful in the new technology-enabled finan-
cial services environment. First, banks of the future will need a threshold level
of data integration to provide the intelligence and customer service that small
business lending will require. Small businesses will want to use their bank
accounts, credit facilities, investment accounts, and other services in a much
more seamless fashion. And from the bank’s perspective, all of this informa-
tion will be important for credit analysis. To do this, banks will need to find
ways to evolve their legacy systems, whether they develop new technology
in-house or provide integration with applications developed by third parties.
As we discussed in Chapter 8, the future will likely still involve relationships.
The second hurdle is that the role of loan officers, those who interact with
customers, can and should evolve, which means change for this key group of
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employees. Bankers will need to be trained to integrate their advice with the
next generation of financial technology, in which small businesses will have
more information to begin the conversation, and the loan officer’s role will be
to provide expertise and advice that supplements that information. In medi-
cine, patients now have online access to their test results and WebMD, but
only doctors have the expertise and training to interpret the data effectively
and recommend a course of action. Likewise, loan officers of the future will
need to serve as experts—working with small businesses who have more access
to financial data on their business, but are unsure of how to interpret and use
the information.

Finally, banks are not to be counted out of the ranks of the winners in the
future world of small business lending, but to be successful, they will need to
make clear decisions about what small business customers they wish to serve,
and invest in new technology and tools to serve that segment’s needs. The new
world of technological solutions has increased small businesses’ expectations
from their banks, and that trend will only continue. Those banks that concen-
trate on small businesses and prioritize their needs will likely be the most
successful in the new small business lending environment.
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Regulatory Obstacles: Confusion,
Omission, and Overlap

In the mid-1960s, banks began to realize that a relatively recent innovation—
credit cards—could become the next big contributor to their bottom lines.
The first card that was usable at multiple merchants, Diners Club, was issued
in 1950. This spurred financial firms to work out how to make offering them
profitable and attractive enough to be adopted en masse by consumers and
merchants. Among other improvements, they developed cards that could be
used at any merchant—not just restaurants—anywhere in the country, and
experimented with how to sign up more customers.'

By 1966, a group of Chicago banks thought they were ready to jump into
the market with both feet. Just before that year’s holiday season, these banks
began to mail millions of unsolicited credit cards to Chicago residents, espe-
cially targeting affluent suburbanites. The effort turned out to be a disaster.

The banks’ mailing lists were full of errors. Cards were sent to children,
pets, and dead people. And since the banks publicized their effort, criminals
were enticed to steal the cards, which did not require customers to activate
them, from mailboxes and post offices. Some merchants even conspired with
thieves to put banks on the hook to pay for fraudulent charges. In all, the
Chicago Debacle led to an estimated $6 million to $12 million in losses.?

The scandal also produced scrutiny from legislators and reformers who real-
ized that the financial regulatory system had not been adapted to handle the
new cards. Some called for credit cards to be banned, but lawmakers took a
more measured approach. During the late 1960s and 1970s, Congtress passed
several major consumer protection laws that banned a variety of abusive and
predatory practices, and empowered consumers to dispute billing errors. In
1978, a Supreme Court ruling allowed banks to set credit card interest rates
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based on the home state of the bank, rather than having to abide by different
interest rate caps in each state, which made broad credit card issuance more
attractive to banks. Updated banking rules and regulations better protected
consumers while creating more regulatory certainty for banks. As a result, the
groundwork was laid for credit cards to become nearly ubiquitous in America.

In recent years, financial innovation has brought new lenders and loan
products to the small business market that could have enormous potential.
New actors, from fintech entrepreneurs, to nonbanks like Amazon and PayPal,
are already operating under a legal and regulatory system that never antici-
pated their presence.

A hands-off approach to regulating online lending may result in more
innovation, but innovations are not inherently good; they can be used by less
scrupulous or predatory lenders to maximize their own profits at the expense
of borrowers or the financial system. On the other hand, heavy-handed regu-
lation may protect borrowers at the cost of a well-functioning market and the
widespread development of affordable financial products and services for
small businesses.

We need a balanced regulatory system that encourages innovation and
helps small businesses find the best financing options for them, while simul-
taneously identifying and stopping the bad actors that can threaten the mar-
ket. Unfortunately, the current financial regulatory system is flawed in ways
that prevent the market from reaching this optimal state. Small businesses are
paying for those flaws in the form of high costs, hidden charges, and confus-
ing payment terms. And new innovation may be getting lost under the bur-
den of overlapping, and sometimes overwhelming, rules and requirements.

Fintech Oversight Falls Through the Cracks
of the Fragmented Regulatory System

No one would design the current U.S. financial regulatory system if they were
to start from scratch. The existing structure was cobbled together piecemeal
over more than 150 years, with Congress often responding to financial crises
by creating at least one new federal financial regulatory agency. For example,
in 1863, Congress created the Office of the Comptroller of the Currency
(OCCQ) to help finance the Civil War and address inconsistencies in banking
regulations among the states. The legislation that created the Federal Reserve
(Fed) grew from the Panic of 1907, while the Great Depression led Congress
to establish the Federal Deposit Insurance Corporation (FDIC) to prevent
runs on bank deposits and the Securities and Exchange Commission (SEC) to
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provide oversight of securities markets. The creation of the Office of Thrift
Supervision (OTS) was a response to the savings and loan crisis of the 1980s.

Following the 2008 financial crisis, Congress eliminated the OTS, which
had failed to adequately supervise several large financial firms that were at the
heart of the crisis, including American International Group, Inc. (AIG),
Countrywide, and Washington Mutual. However, through the Dodd-Frank
Act 0f 2010, Congress also created three new entities: the Consumer Financial
Protection Bureau (CFPB), the Office of Financial Research (OFR), and the
Financial Stability Oversight Council (FSOC). The result is not a model of
efficiency or effectiveness. The U.S. financial regulatory system is fragmented,
featuring multiple agencies—both state and federal—with overlapping juris-
dictions engaged at times in duplicative, and even conflicting, activities.

Banks, thrifts (also known as savings and loans), and credit unions can all
take customer deposits, but they are governed by different rules, and each
can be chartered at the state or federal level. Each state has different rules for
the depository institutions that it charters, while four different agencies—the
Fed, the FDIC, the OCC, and the National Credit Union Administration
(NCUA)—oversee federally chartered depositories and also have some author-
ity to oversee state-chartered depositories. Collectively, these agencies are some-
times called “prudential” regulators, because their primary mission is to ensure
the safety and soundness of the individual financial firms they oversee. Other
financial regulatory agencies focus on oversight of certain activities rather than
on individual firms. For example, the CFPB writes and enforces rules aimed
at protecting consumers from predatory financial products. The SEC regulates
securities activities with rules for trading, broker licensing, and transparency.

Few disagree that the financial regulatory structure is problematic. According
to a recent report by the Government Accountability Office (GAO), the current
regulatory structure, despite some strengths, “has created challenges to effective
oversight. Fragmentation and overlap have created inefficiencies in regulatory
processes, inconsistencies in how regulators oversee similar types of institutions,
and differences in the levels of protection afforded to consumers. GAO has long
reported on these effects in multiple areas of the regulatory system.” Figure 10.1
depicts the current U.S. regulatory structure which resembles a “spaghetti
soup”—a tangle of interconnected entities, relationships, and rules.

The problems of fragmentation, overlap, and duplication never seem to get
solved, but not for lack of ideas. Researchers from the Volcker Alliance
catalogued no fewer than 45 legislative and official proposals to restructure
the financial regulatory system between 1915 and 2013.* This does not
include many of the proposals made by think tanks and other policymakers
during the same period.
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Figure 10.1 Small Business Online Lending Falls Through the Regulatory Cracks
Source: Adapted from GAO-16-175, “Financial Regulation: Complex and Fragmented
Structure Could Be Streamlined to Improve Effectiveness,” February 2016.

There are several reasons for the lack of reform. Opponents of reform have,
over the years, argued that competition among regulatory agencies improves
the overall quality of regulation and avoids overregulation, that reform will
create uncertainty, or that the system works fine as it is. Regulators themselves
may lobby to protect their jurisdictional “turf,” and so too might members of
congressional committees who would lose oversight authority over an agency
within their jurisdiction if it were merged into another. Financial firms may
also resist change because reform could mean extra costs of adjusting to a new
supervisor and new rules.

Recent innovations in financial services have challenged regulators because
new fintech firms are different entities than banks and other traditional finan-
cial institutions. Fintechs are subject to some of the same rules as other finan-
cial firms, to the extent that their activities are similar. But some of the
regulatory regime either applies differently to fintechs, or does not apply to
them at all. In fact, in its current state, small business lending has, in several
important ways, fallen through the cracks of the current regulatory system.
Specifically, until recently, there was no federal nonbank charter, and of even
more concern, many of the protections consumers enjoy do not apply to small
business borrowers.
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Federal Agencies Did Not Charter Nonbank Lenders

There are at least seven federal agencies—not to mention states, each of which
conducts its own banking and securities oversight—that have some regulatory
authority over the banks and credit unions that lend to small businesses. But
until 2018, none of these federal entities would grant charters to nonbank
lenders, such as the new fintech competitors or nonbank platforms.

The Federal Reserve (Fed). The Fed oversees state-chartered banks and thrifts
that are members of the Federal Reserve System, foreign bank organiza-
tions operating in the United States, and all holding companies that include
banks or thrifts. The Fed has additional duties, including promoting the
stability of the financial system, promoting consumer protection, and fos-
tering a safe and efficient payment and settlement system.” The Fed also has
a mandate to understand and monitor market conditions, including the
small business lending market.

The Federal Deposit Insurance Corporation (FDIC). The FDIC provides
deposit insurance and is the primary federal regulator for state-chartered
banks that are not members of the Federal Reserve System.®

The Office of the Comptroller of the Currency (OCC). As an independent
bureau of the U.S. Department of the Treasury, the OCC oversees all
national banks, federal thrifts, and federal branches and agencies of foreign
banks.” The OCC announced in 2018 that it would allow nonbanks to

apply for a limited purpose bank charter, though some have challenged
that the OCC has the authority to do so.

National Credit Union Administration (NCUA). The NCUA regulates and
supervises federal credit unions, and insures the deposits of all federal and
most state credit unions.

The Federal Trade Commission (FTC). The FTC was created in 1913 to
prevent unfair competition and business practices that affect commerce
generally, including lending to consumers and small businesses. The FTC
adopted the Credit Practices Rule to protect consumers against abusive
terms and conditions in credit contracts. In 2016, the FTC indicated that
it intended to extend the same protections that consumers have in tradi-
tional lending to marketplace lending.®
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The Consumer Financial Protection Bureau (CFPB). In the Dodd-Frank Act,
Congress created the CFPB and gave it the mission to monitor consumer
financial markets, including industries such as student loans, retail mort-
gages, and consumer credit cards. The CFPB has jurisdiction over a wide
range of financial products and activities to ensure that the marketplace
works for both lenders and borrowers, but only consumer borrowers.’

The Securities and Exchange Commission (SEC). The SEC protects investors
in public markets, including publicly traded small business loan securities.
The agency also supervises securitization markets and new securities, such
as funds that invest in peer-to-peer loans.

Despite some of the gaps in direct authority, several federal agencies kept an
eye on a portion of early fintech activities. Regional Federal Reserve banks
included fintech questions in their coordinated credit surveys on small busi-
ness lending. The SEC monitored the activities of online lenders that were
raising capital in securities markets, paying special attention to protecting
investors in those markets and ensuring that appropriate disclosures were
made. State-level regulators granted charters and licenses to fintechs in their
states. Yet, until the OCC stepped up to the task, the federal regulatory system
did not have a central mechanism to oversee nonbank small business lenders.

Benefits of a Federal Charter Overseeing Nonbank
Lenders

Most early online small business lenders were governed by a patchwork of
state-by-state oversight that made compliance expensive, complicated, and
time-consuming. Nonbank lenders essentially had two options: (1) lend-
ing directly to borrowers by acquiring licenses and being supervised in each
state in which they operated, or (2) originating loans through a partnership
with a national or state bank. Some new entrants specifically designed their
products so they did not qualify as loans, to avoid regulation and regulatory
uncertainties.

The tangle of multi-state oversight raises compliance costs, especially for
new and small firms. Large companies are better able than small or start-up
firms to absorb these costs, which could cause start-ups to wait until regulation
becomes more certain, thus stifling innovation."” To their credit, state regu-
lators recognized these issues, and the Conference of State Bank Supervisors
(CSBS) began efforts to coordinate and align regulation across states. In 2018,
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they issued an ambitious plan to adopt an “integrated, 50-state licensing and
supervisory system, leveraging technology and smart regulatory policy” by
2020." The initiative is admirable, but will probably take more time than pro-
jected and will likely encounter resistance, so it may not be the ultimate answer.

In 2016, the OCC announced that it would allow nonbanks to apply for a
special purpose federal bank charter. Under the category of “no good deed
goes unpunished,” this proposal was met with objections from multiple par-
ties, including existing fintechs that had already gone through the pain of
registering in every state and did not want to see new competitors find an
easier path. Banks thought the charter would be “banking light” and disad-
vantage them. The state bank supervisors went so far as to file a complaint
against the OCC proposal in U.S. District Court.

In July 2018, the OCC went forward with a charter that would allow non-
bank lenders to become special purpose national banks. In its announcement
of the move, the OCC affirmed support for federal regulation of innovative
fintech firms saying, “The federal banking system must continue to evolve and
embrace innovation to meet the changing customer needs and serve as a
source of strength for the nation’s economy. The decision to consider applica-
tions for special purpose national bank charters from innovative companies
helps provide more choices to consumers and businesses, and creates greater
opportunity for companies that want to provide banking services in America.
Companies that provide banking services in innovative ways deserve the
opportunity to pursue that business on a national scale as a federally chartered,
regulated bank.”"?

This was a good step forward. With a national charter, online and other
nonbank small business lenders will be able to operate nationwide, subject to
a consistent set of federal standards that will increase transparency and benefit
small businesses. The lenders will have a single supervisor and examination
process, which should reduce barriers to entry and lower costs. Small business
borrowers should benefit from these lower costs and additional innovation in
new products and services from new nonbank providers.

Lack of Coordinated Third-Party Regulation Discourages
Innovation

There are also regulatory frictions facing banks that want to partner with fin-
techs to bring innovative lending options to their small business customers.
These partnerships fall under the category of “third-party arrangements” and
are subject to oversight from a number of entities.
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In 2013, the OCC issued guidance for banks on how to manage risks that
may arise from their relationships with third parties, such as brokers, pay-
ments processors, and I'T vendors. The OCC said that it would expect banks
to use “more comprehensive and rigorous oversight” of third-party relation-
ships that involved “critical activities.” The OCC set out an eight-phase pro-
cess for managing risk with third parties, including due diligence, ongoing
monitoring, documentation and reporting, and independent reviews."? In
2017, in response to questions from banks, the OCC clarified that fintech
firms are also subject to the 2013 guidance.

It is difficult to fault the OCC for wanting to better understand the risk
that third parties might pose to the safety and soundness of banks that they
supervise. However, the OCC is not the only agency interested in third-party
risk. A national bank would be supervised by the OCC, but its holding com-
pany would be overseen by the Fed, and the FDIC would have an interest as
well since it manages the Deposit Insurance Fund that guarantees the bank’s
deposits.”” The CFPB would also supervise the bank’s activities.

It would make sense for these agencies to coordinate on their expectations
for third-party risk management, but that has not always been the case. The
result has been overlapping and duplicative requirements that make partner-
ships between banks and fintechs difficult and time-consuming. In July 2018,
the U.S. Department of the Treasury (Treasury) recognized these issues and
asked federal regulators to review and harmonize their third-party guidance.
Treasury also focused on clarifying when data aggregators are subject to third-
party guidance, an issue important to the use of APIs.'® This sets the right
direction, although this kind of coordination between federal regulators is
easier said than done.

The Current Regulatory System Is Not Well-
Designed to Identify and Thwart Bad Actors

One of the most worrisome issues with the current regulatory system is that
the new consumer protections put into place after the 2008 financial crisis do
not apply to small businesses. These protections are restricted to consumers,
largely because small business owners have historically been viewed as sophis-
ticated enough to fend for themselves in lending markets. This means that
many rules, including those related to providing borrowers with standardized
and understandable information about the terms of their loans (such as annual
percentage rate—APR—and repayment terms), are not required for small
business or other commercial loans.
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Consumer Lending Protections Don’t Apply to Small
Businesses

In 2015, the Fed interviewed a group of “mom & pop” small businesses about
lending options. The 44 participating businesses had between 2 and 20
employees and less than $2 million in annual revenues, representing a variety
of industries and regions of the United States."” The owners were asked to
compare several sample loan products, as shown in Figure 10.2.

They were then asked to answer the following question: “What is your
‘best guess’ of the interest rate on product A?” (Figure 10.3).

The participants’ answers were all over the map, ranging from 5 percent to
over 50 percent. In reality, it is a trick question. The interest rate on Option A
cannot be calculated with the information provided because the effective rate
would vary depending on how long it took for the borrower to pay back the
loan. But many small business owners in the focus groups had answers they
perceived to be correct.

From 2015 to 2017, we presented this same exercise to several groups of
students and alumni at Harvard Business School and got a similar range of
answers. The truth is, even with a financially sophisticated audience, the costs
on a relatively simple small business loan can be difficult to understand and
compare. The Fed conducted another set of focus groups in 2017, presenting
small business owners with financing and loan descriptions similar to those
on online lending sites. Again, they saw that small business owners found the
descriptions of the loans confusing.'®

Product A Product B Product C

Amount borrowed $40,000 $40,000 $40,000

Information you provide  Your sales history and bank account  You give permission to have your records  Your bank account information, tax
information, tax returns, etc. You send  Pulled electronically for your sales history,  returns, and three years of financial

the information directly to the lender bank accounts, inventory, and online statements.You send the information
through mail or email. reviews of your business. directly to the lender through mail or
email. You pledge collateral to secure
the loan.
Credit score You need at least a 500 FICO You need at least a 650 FICO You need at least a 700 FICO
Waiting period for decision 3o 5 days 2 hours 7 days
How soon funds arrive in 3 to 5 business days after you are approved The same day you are approved 4 weeks

your account

Repayment information  You owe $52,000. The company takes You owe the original $40,000 plus  You owe monthly payments of $3,44[_J.
provided 10 percent of your debit/credit card sales 28 cents for every dollar you borrow.  Your effective APR is 6.0%. The loan is
receipts each day until it is paid off. The loan is paid off in one year. paid off in one year.

Figure 10.2 Loan Options Presented to Small Business Owners—2015

Cleveland Fed Focus Groups and borrower interviews

Source: Barbara J. Lipman and Ann Marie Wiersch, “Alternative Lending through the
Eyes of ‘Mom & Pop’ Small-Business Owners: Findings from Online Focus Groups,”
Federal Reserve Bank of Cleveland, August 25, 2015.
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What is your “best guess” 9.8%

of the interest rate on product A?

15%, fees and interest
28%

9

i 25%
@R 'mguessing it's about 23% :

59 Not sure, maybe 20%
/0

If you pay it back in 12 equal monthly Alittle less than 10%
&=

payments, it's on the high side of 50%

- 0%

‘ About 30% APR, probably includes
origination fees and interest

| am figuring around 30% for the $40,000
loan, plus the 10% of the sales each day

L BN A 2 B

It seems that the interest rate would be
a whopping 30%, unless it's a mixture of
interest and fees

Figure 10.3 Borrowers Had Trouble Understanding Loan Terms

Small business owners’ guesses of APR on product A

Source: Barbara J. Lipman and Ann Marie Wiersch, “Alternative Lending through the
Eyes of ‘Mom & Pop’ Small-Business Owners: Findings from Online Focus Groups,”
Federal Reserve Bank of Cleveland, August 25, 2015.

Nearly all of the small business owners in the 2017 Fed focus groups said
they wanted clear, easy-to-understand disclosures about all costs, payment
policies, and potential penalties to help them make informed decisions and
compare credit offerings. And why shouldn’t they? Such disclosures are help-
ful in making decisions and are required for consumer, mortgage, and student
loans, so why not for small business loans?

Small businesses should be empowered not only to make better credit
decisions, but also to protect themselves from predatory and otherwise
unscrupulous lenders. Several problems have already emerged in the online
lending market, which have caused concern among regulators, policymak-
ers, consumer protection advocates, and responsible lenders. Some of these
practices parallel the “four Ds” of predation—deception, debt traps, debt
spirals, and discrimination—that former CFPB Director Richard Cordray
sought to end in other sectors, such as mortgage, student, and payday
consumer loans.

Emerging Issues in Small Business Lending

The most worrisome emerging issues relate to high loan costs and terms that
may not be fully disclosed and can make the loan difficult to sustain and repay.
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High Costs

There are many ways to evaluate the cost of credit. A borrower can calculate
the daily and monthly repayment, financing charges, origination and other
up-front fees, the total cost of capital, the interest rate, and the APR of a loan.
APR, which measures the interest rate a borrower would pay for credit in a
year, is not a perfect metric, but it has become the standard in consumer lend-
ing. The APRs of some newer financing products can run well above 50 per-
cent and can reach more than 100 percent.'”?® Although lenders often argue
that disclosing APRs does not paint the full picture—and for short-term
credit they can be correct—some of these prices are high enough that one
wonders how a small business can sustain the loan.

Inadequate or Nonexistent Disclosure of Price and Terms

Borrowers may not even know they are paying high prices because, as we have
discussed earlier, disclosures that are required for consumer, student, and mort-
gage loans do not apply to small business loans. While some responsible lend-
ers have chosen to provide extensive and transparent disclosures, others might
disclose the information differently, or not at all. The result is that borrowers
don’t have access to clear metrics they can use to shop and compare loans across
products and lenders, as they do with consumer loans or auto insurance.

Double Dipping and Debt Traps

Small business owners who borrow short-term credit that they fail to repay are
often forced to roll over their debt into another loan, which piles additional
fees onto the underlying loan. Rollovers can easily turn into a debt trap in
which credit ends up becoming difficult to escape.?! One practice that creates
this trap for the small business owner is known as “double dipping,” in which
a lender charges a borrower additional fees when their loan is renewed, before
the term of the original outstanding loan is complete.

Confusion Over Prepayment Costs

Unlike traditional term loans that amortize over time, the financing charges
of some newer short-term products are fixed, meaning that if borrowers repay
early, charges are still incurred for the full term of the loan. In the 2017 Fed
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focus groups, these loans confused many borrowers who thought that paying
early would save them interest.”

Misaligned Broker Incentives

Small business loan brokers earn higher referral fees for more expensive prod-
ucts. It can also be difficult for borrowers to understand the costs a broker
adds to their loan. Moreover, the lack of disclosure prevents a borrower from
understanding when a broker may have incentives that conflict with the best
interests of the borrower.

Misaligned incentives can cause major problems, as we saw prior to the
2008 financial crisis, when many mortgage brokers were paid based on the
number of mortgages they originated, often with little attention to whether
the borrower was able or likely to repay the loan. Borrowers in the Fed focus
groups expressed concerns about being bombarded with solicitations by com-
panies and brokers after doing a search for online financing. Discussing the
issue of brokers in fintech, the former chief executive officer of Opportunity
Finance Network—a trade association of Community Development Financial
Institutions (CDFIs)—said, “It’s a direct parallel to what happened in the
subprime mortgage space.”*

Policymakers Lack Data on Small Business
Lending and Fintech Activity

One overarching issue facing regulators and small business advocates is that it
is not clear how pervasive predatory activities and high costs are in the small
business lending market. This is because there is no comprehensive data on
real-time loan originations and pricing for small business lending. The lack of
data leads to the worst of both worlds: legislators and regulators without
fact-based analysis are left to respond to anecdotal stories of small businesses
that have been taken advantage of by bad actors, and well-meaning lenders are
left confused and concerned about how unclear rules will be implemented.
The sources now available—FDIC call report data on commercial and
industrial (C&I) lending, Fed surveys, and private sources—are all rough
proxies for small business lending. There is no systematic data collection on a
host of important areas, such as loan applications and approvals, and the abil-
ity of different demographic groups to acquire credit. And there is no infor-
mation on the costs of the loans. All of this makes it diflicult to adequately
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assess, particularly in real time, the dynamics of the small business lending
market and to develop sound policy around it.

Imagine being a member of Congress during the next recession and wonder-
ing how you should act on reports of small businesses shuttering their doors
around the country and in your home state. It would be hard to respond effec-
tively without good data. And yet, that is the position in which U.S. policy-
makers have long placed themselves.

A partial solution to this data collection issue was included in Section 1071
of the Dodd-Frank Act, which was passed in 2010. The provision requires the
CFPB to gather and review certain data on small business lending. This includes
collecting data on loan originations and on fair lending practices, with a par-
ticular goal of ensuring that women and minority-owned small businesses
receive equitable access to credit. An initial statement from the CFPB indicated
that it would act “expeditiously” to develop these rules, but the Bureau focused
first on its consumer regulations and fell behind.?* It was not until 2017 that an
official request for information was released to help formulate the rules, and
little additional progress was made in 2018.%

Section 1071 has also encountered strong resistance from many banks and
others concerned about the increased cost burden of collecting the required
data. The anticipated difficulties stem from the fact that there is no universal
definition of a small business, and that the information required to determine
size and ownership is either not collected on applications, or not collected in
uniform or reliable ways. Banks and others are also worried that the informa-
tion will be used after the fact to show bias in lending patterns that was
unknown or unintended.

Some of these concerns are understandable. But the answer cannot be to
simply do nothing and allow policymakers and regulators to “fly blind” when it
comes to small business lending. One proposed solution is to start with data
that is available, such as loan originations by loan size, which are currently
known by banks and relatively straightforward to report, and if collected could
provide enormously valuable information on small business lending markets. In
fact, 2 2018 Bipartisan Policy Center Task Force on Main Street Finance Report
recommended that the OFR collect and store the relevant data and work with
the Small Business Administration’s (SBAs) Office of Advocacy to publish
reports and analysis.”® Another approach would be to have a confidential third
party, such as a university, collect and hold the data and make it available to
academics, policymakers, and legislators on an aggregated basis for analysis and
rulemaking. Solutions can be found for the concerns around data collection,
and more granular information will undoubtedly improve the ability of both
regulators and the market to meet the needs of small business borrowers.
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There is something to be said for light-touch regulation, which can stimulate
innovation and benefit borrowers as well as lenders. Since online lenders have
had to comply with fewer rules, they have experimented with more creative,
automated underwriting techniques that allow them to make faster lending
decisions. They have made the credit application experience friendlier by
taking advantage of the seamless user interfaces that have become common to
online companies. And they have extended credit to a broader range of bor-
rowers than traditional lenders.

But as the Chicago Debacle of 1966 illustrates, limited regulatory oversight
has drawbacks too. In the case of online lending, too many lenders have failed
to disclose adequate information about prices and terms.””*® Federal regula-
tors provide little oversight of online small business lending, specifically in
regards to borrower protections for small businesses seeking capital, which has
created many concerns about predatory lending.

A well-functioning financial regulatory system will help ensure that respon-
sible lenders can compete and expand access to capital for qualified borrowers.
Responsible regulation needs to protect borrowers and investors, and mitigate
systemic risk, while at the same time promoting innovation. It can be a tricky
balance to strike, but it is a balance that is necessary to improve the state of
small business lending. In Chapter 11, we suggest some principles for finan-
cial services reform that should guide the small business lending regulatory
system of the future.
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The Regulatory System of the Future

Fintech innovations will alter the financial system. In the small business
lending segment, there will be new lenders and new products and services,
many of which will use data in ways that have never before been contem-
plated. The ownership, security, and use—or misuse—of data will be defin-
ing issues in this coming era. Regulatory challenges will accelerate as
technology influences more and more parts of the banking and payments
industries. We cannot predict the future exactly, but we can be proactive
and reform our financial regulatory system to better prepare for the kinds of
changes that are coming.

We propose three core principles for how to approach reform and shape
future governance. The first principle is to promote innovation by creating
an environment that encourages new approaches, and does not allow risk
aversion to stifle the potential for exciting and valuable small business prod-
ucts and services to emerge from this fintech revolution. At the same time,
there must be guiderails and protections, both for the borrowers and for the
financial system as a whole. So the second principle is to protect small busi-
nesses, both from “bad actors” we can identify today and also from risks
stemming from the new use of data and artificial intelligence. Third, the U.S.
regulatory system needs to undergo a streamlining process that will allow it
to function more effectively and continue to promote an environment where
U.S. financial service firms can be world leaders. These principles draw on
lessons from other countries, particularly the United Kingdom and China,
and build on industry self-regulation proposals made by some early actors in

fintech.
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Industry Efforts to Self-Regulate

As hundreds of new fintech players entered the market, many of the first mov-
ers in the industry were aware of problems emerging in online small business
lending and took steps to self-regulate. The objective was to weed out bad
actors and avoid a “race to the bottom” characterized by low transparency and
high pricing that could result in responsible players being shut out of the
market. The industry also hoped to avoid more stringent government regula-
tion through effective self-regulation.

One of these efforts, the Small Business Borrowers” Bill of Rights, was
developed in 2015 and updated in 2017 by online lenders such as Lending
Club and Fundera, and by non-industry stakeholders such as the Small
Business Majority, the Aspen Institute, and the National League of Cities.'
The Small Business Borrowers Bill of Rights proposed six “fundamental
financing rights” to which the signatories believed small business borrowers
were entitled, including the right to transparent pricing and terms, non-
abusive products, responsible underwriting, fair treatment from brokers,
inclusive credit access, and fair collection practices.?

We believe that these are the right kinds of principles for the industry to
adopt, and the Small Business Borrowers’ Bill of Rights remains a worthy
template. However, it is only a template, not a detailed guide for implement-
ing regulation. For example, no specific format has been agreed upon for the
practice of providing borrowers with information that is easily comparable
across loan products, although several groups have proposed solutions. One
model was the single-page disclosures for mortgage lenders required by the
Consumer Financial Protection Bureau (CFPB). Another suggested format
called the SMART Box—developed by an industry group led by OnDeck,
Lendio, PayNet, and Kabbage—included the loan and repayment amounts,
the cost of capital broken out in detail, interest rate (annual percentage rate
APR), and the term of the loan, on a single page.’

Self-regulation can be effective. For example, the American Bar Association
(ABA) developed Model Rules of Professional Conduct to set minimum stan-
dards for attorneys to follow. Many states adopted all or part of these stan-
dards into their own legally binding rules for ethics and conduct. Although
the online lending industry came up with some strong proposals, they have
not been widely adopted even among those who suggested them. The self-
regulation effort would benefit from greater coordination, more commitment
among lenders to participate, and a way to raise the consequences for lenders
that do not comply.
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Unfortunately, it is likely the case that self-policing and voluntary disclo-
sures alone will not stop predatory lenders, since principles and best practices
do not have the force of law. Only regulation can compel every lender and
broker to treat borrowers fairly. Without universal standards, it is more diffi-
cult for lenders and brokers to abide by high standards when they have com-
petitors that behave less ethically. Thus, it falls to policymakers to create a
legal structure that rewards good industry behavior for fintechs, as they have

for banks.

Lessons from Other Countries

America is not the only nation facing these questions. Since fintech innova-
tion is a global phenomenon, there are already lessons—good and bad—that
U.S. policymakers can learn from the experiences of foreign regulators.

Positive Lessons from the United Kingdom

During the 2008 financial crisis, former U.K. Chancellor of the Exchequer,
George Osborne, recalled being flooded with calls to help small businesses get
access to credit.* The crisis and recession hit the United Kingdom’s small and
medium-sized enterprises (SMEs) hard. Osborne and then Prime Minister
David Cameron soon realized that the government had few tools available to
address SME lending and thereby help stabilize the economy. Unlike the
United States, which had a network of more than 5,000 community banks,
over 80 percent of U.K. SME lending was done by four large banks, and all
four were in trouble.

The crisis triggered aggressive steps by the U.K. government to help SME
lending recover. There are several lessons from that effort, which the United
States could do well to learn. These fall into five categories: (1) the benefits of
creating a single oversight agency with a mandate to protect the financial sys-
tem and encourage competition; (2) the need to create mechanisms in the
regulatory environment that encourage and support innovation; (3) the adop-
tion of a systematic review of the new rules that regulate new entities in order
to make sure they are working properly; (4) the value of collecting data that
allows policymakers to monitor the levels of and gaps in small business lend-
ing; and (5) that markets will be more innovative and more secure if consumers
and small businesses control their own data.
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The Financial Conduct Authority

In 2013, the British government created a new agency, the Financial Conduct
Authority (FCA), to supervise the business conduct of more than 56,000
financial services firms to make sure that financial markets were “honest, fair,
and effective.” It also became the prudential regulator for about 18,000 firms,
charged with ensuring their safety and soundness.’

But unlike most regulators, the FCA was given a third strategic objective: to
promote “effective competition in the interest of consumers.” This competition
mandate allowed the FCA to take on a proactive agenda around fintech and inno-
vation, in a way few regulators had ever envisioned. The approach led to the cre-
ation of Project Innovate, a much-discussed program for innovative fintech firms
to try out some of their business ideas before taking them to the broader market.
Perhaps the most interesting aspect of this initiative was the Regulatory Sandbox,
a place for businesses to test innovative products, services, business models, and
delivery mechanisms in a live environment without immediately incurring all the
normal regulatory consequences of engaging in the activity in question.”

For example, say a start-up has a new algorithm that might better predict
the creditworthiness of potential borrowers. Once the firm was in the sand-
box, they received individualized regulatory guidance from the FCA staff,
became eligible to receive waivers or modifications of existing FCA rules, and
could apply for “no enforcement action” letters that limited disciplinary
action if the firm dealt openly with the FCA.”* All of these activities were
designed to help start-ups test new ideas while simultaneously allowing the
FCA to monitor industry developments. In the first year the sandbox was in
operation, the FCA received 146 applications for its first two six-month
cohorts, and accepted 50 of those into the program.’

Routine Reviews of Regulatory Effectiveness

In 2010, in response to the financial crisis, Her Majesty’s (HM) Treasury
implemented a series of regulations that provided an oversight structure for
fintechs involved in the U.K. peer-to-peer lending markets, which were grow-
ing rapidly. The regulations were enacted quickly, in less than nine months.
Because the markets were new, HM Treasury officials built in an additional
provision—the entire set of rules would be reviewed in one to two years to be
sure they were working. This idea of quickly implementing, then reviewing
and adapting legislation, is absent from U.S. lawmaking and may be hard to
effect, but the concept would be useful as fintech regulation will need to
evolve as products and markets respond to new innovations.
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Mandated Industry Data Collection

The United Kingdom also took aggressive actions post-crisis on the data col-
lection front. The newly created British Business Bank (BBB) became respon-
sible for gathering quarterly data from banks and online lenders on loan
originations and loan stocks, including metrics on costs and defaults, to better
track the availability of credit and the progress of market reforms. The BBB
focused particularly on the SME lending market and on the fintech market-
place in general. Further, banks were required to share commercial loan data
in confidential formats with regulators and policymakers, and make this
information available to competitors via credit agencies to improve credit
assessments and oversight of potential discrimination. This effort appeared to
be valuable for policymaking and monitoring of the market’s recovery.

Data Ownership—PSD2 and Open Banking

In 2018, a landmark set of regulations governing financial data took effect in
Europe. The Revised Payments Services Directive (PSD2) upended the status
quo in the financial system by giving customers explicit ownership of their
financial data and requiring banks to share this data with third-party service
providers through open application programming interfaces (APIs) at a cus-
tomer’s request.'” PSD2 allowed third parties to more easily aggregate and ana-
lyze data from multiple sources and present it in a seamless way. It also leveled
the playing field between banks and fintechs, since incumbent firms were not
allowed to monopolize customer data. PSD2 included a number of other provi-
sions, including efforts to better safeguard the privacy of data. The United
Kingdom implemented its own version of PSD2, called Open Banking, which,
in addition to requiring that banks share data with third-party providers,
required banks to provide that data in a standardized format."!

Although the long-term impacts of PSD2 and Open Banking have yet to
play out, they frame a critical question for U.S. policymakers: the ownership
of data. Having small businesses own their financial data and be the decision
makers about who gets access to it, changes the competitive dynamics of the
market. Under this regulatory framework, new financial services provider
would have an equal opportunity to gain access to the information and cre-
ate novel small business products and applications. The new regulations will
be closely watched to see if PSD2 and Open Banking make markets more
competitive and innovative than if banks control their customers’ data.
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Cautionary Tales from China

The regulation of alternative lending in China started out with a light touch
approach, with the benefits and consequences one might expect. In China,
peer-to-peer lending had a long history, with people lending directly to friends
and relatives, and indirectly through rotating credit and savings associations.'*
Online platform lenders built on this tradition and flourished, with rapid
growth in the number of platforms. The Chinese government encouraged
innovation in the sector starting in 2013." By 2015, peer-to-peer trading
volume in China was four times what it was in the United States.* In that
year, an average of three new lending platforms were coming online each day,
and the volume of loans was growing by hundreds of percent annually.

Online lending proved particularly important for Chinese small businesses,
which have long found it difficult to secure financing from traditional banks
that are often at least partially controlled by the state. Even though SMEs
account for 60 percent of the Chinese GDP and 80 percent of its urban
employment, they receive only 20 to 25 percent of bank loans and are often
forced to pay APRs of up to 60 percent for credit.”

Despite the fact that the Chinese financial regulatory system has been
known as being heavy-handed and conservative in general, oversight of peer-
to-peer lending was almost nonexistent until 2016. With no formal disclosure
guidelines or regulation from national regulators, problems arose. As the
number of online platforms mushroomed, so did the share that had been
investigated by the police and those where the owners had walked away with
investor funds or where loan repayments had ceased (Figure 11.1). The 2016
Blue Book of Internet Finance backed up this assessment, finding that more
than one-third of Chinese platforms either had cases of fraud, or had gone or
were going out of business.'

In December 2015, authorities shut down Ezubao, an online peer-to-peer
broker that turned out to be a giant Ponzi scheme that collapsed after collecting
about $9 billion from more than 900,000 investors.'” Ezubao had promised
some investors returns of nearly 15 percent per year, much higher than banks
were offering. But one senior manager at the firm later said that “95 percent of
investment projects on Ezubao were fake.” Near the end, police had to resort to
digging up 80 travel bags full of financial documents buried six feet under-
ground by company officials.'® Ezubao helped spark a government crackdown
on numerous problems in China’s peer-to-peer lending market.

In 2016, the Chinese government announced a series of new guidelines
and rules. They defined online lending, banned platforms from engaging
in certain activities such as pooling lender funds or providing credit
enhancement services, set registration rules for platforms, required that plat-
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Source: Martin Chorzempa, “P2P Series Part 1: Peering Into China’s Growing Peer-to-
Peer Lending Market,” Peterson Institute for International Economics, June 27, 2016.

forms use a qualified bank as a fund custodian, and set 65 mandatory and 31
encouraged disclosures.” The China Banking Regulatory Commission
announced additional transparency rules in 2017, including that peer-to-peer
platforms had to disclose funding sources, details about outstanding loans
and repayment plans, and lending activity with people and companies con-
nected to the platform.” Afterward, peer-to-peer loans continued to grow
rapidly while the number of platforms fell by more than half between 2015
and 2018, indicating that the regulation may have had the desired impact of
eliminating fraudulent players, but not stifling market growth.?!

The Chinese market has also seen the rise of several large platform compa-
nies that have entered the small business lending space. In 2018, Ant Financial,
the parent company for Alipay and an affiliate of ecommerce giant Alibaba,
cemented itself as the largest fintech firm in the world by establishing a $150
billion valuation.”” Ant and Alipay have become “the modern gateway to an
ecosystem of financial services,” not only dominating the mobile wallet and
payments space, but also providing wealth management, insurance, credit
scores, and consumer lending services.”

This growth has not gone unnoticed by the Chinese authorities, who have
taken steps to limit Ant Financial’s ambitions, such as curtailing its effort to cre-
ate a national credit scoring system. The success of Ant has drawn the ire of
China’s traditional financial institutions, with one observer calling them “a vam-
pire sucking blood from banks.”** The banks have claimed that the company’s
practices decreased deposits, forcing higher interest rates and branch closures. We
do not yet know whether the rise of dominant players in China’s fintech market
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will be a positive or negative development for China’s SMEs. But it is worth
watching carefully as an example of how platform companies such as Amazon
could become a powerful force in financial markets in the United States.

U.S. regulators can learn from the experiences of both China and the United
Kingdom as they develop financial regulatory systems around the new fintech
innovators. China’ initial experience showed the dangers of too little oversight.
Left alone, the bad actors already present in the U.S. market could accelerate
their activities to the detriment of small businesses and the economy. The U.K.
model, in contrast, provides useful guideposts, as the government and regulatory
activities have been robust yet measured, straightforward yet comprehensive,
and have produced real successes. The U.K. example demonstrates an effective
balance of encouraging innovation and risk-taking with oversight and data col-
lection. Despite the rigidity and polarization of American politics around regu-
latory reform, this model would not be difficult for U.S. regulators to emulate.

Principles for U.S. Financial Reform

For the good of America’s small businesses, we must move on from the polar-
ized view that any new financial regulation is bad for industry and consumers,
as well as the opposing view that financial firms are untrustworthy, and must
have ever-more rules piled upon them. In their 2003 book, Saving Capitalism
Sfrom the Capitalists, Raghuram Rajan and Luigi Zingales make the argument
that protecting free markets requires government intervention.” Governments
need to guarantee property rights for the large and small alike to ensure that
incumbents don’t use their political advantage to benefit themselves, but also
to provide a safety net for those who are the losers from economic displace-
ment. The authors also suggest that too much government regulation of
finance can actually benefit incumbents and insiders rather than encourage
dynamic markets and benefit consumers and investors. Balance is the key.
Innovation has made its way into financial services, and the changes technol-
ogy will bring to products and markets will continue. The entry of platforms
and the more pervasive use of data and artificial intelligence are likely to impact
lending markets dramatically. The Basel Committee on Banking Supervision
summarized the moment: “fintech has the potential to lower barriers of entry to
the financial services market and elevate the role of data as a key commodity,
and drive the emergence of new business models. As a result, the scope and
nature of banks risks and activities are rapidly changing and rules governing
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them may need to evolve as well. These developments may indeed prove to be
more disruptive than previous changes in the banking industry, although as
with any forecast, this is in no way certain.”*® Change is coming, and our regula-
tory system is not yet prepared to meet these challenges.

Remaking the U.S. financial regulatory system will be difficult, but we
should make our best attempt to be proactive. The answer is not more or less
regulation, but the right regulation—balanced, sensible rules that operate in
a transparent environment. It is time for an active agenda of financial regula-
tory reform in small business lending that is guided by three broad principles:
(1) supporting innovation; (2) enhancing protections for small business bor-
rowers while ensuring the safety of the financial system; and (3) streamlining
and simplifying the regulatory environment.

Principle 1: Promote Innovation

Allowing small businesses to have a wider variety of financing choices will
benefit lenders, small businesses, and the entire economy. There are several
ways that the regulatory system can help to achieve this goal.

Engage with Innovators

The United Kingdom has provided a model for how regulators and fintech
innovators can engage to encourage responsible innovation. The FCA’s
Regulatory Sandbox has given innovators a way to test their products and gain
valuable feedback on how they should be designed to pass regulatory muster.
This approach also helps regulators to understand changes in technology and
methods, and how best to adapt to them. Many other countries have followed
the United Kingdom’s lead and created fintech sandboxes of their own, includ-
ing Australia, Singapore, and China.”

In 2017, the Office of the Comptroller of the Currency (OCC) created a new
Office of Innovation, which included a “light” version of a sandbox. The proposal
offered tools for fintechs and others with new ideas to collaborate with regulators,
but did not have the ability to waive legal liability for participants.”® In another
attempt, the Arizona State Legislature passed legislation in 2018 to create its own
fintech sandbox, with other states considering taking similar action.”

These are a good start, but as the U.K. model demonstrates, regulators need
to do more than pay lip service to innovation by saying they have a “sandbox.”
A real effort requires clear direction to fintech innovators about the rules of
engagement: what are the protections afforded by the admission to the
innovation environment? How long do these permissions last? What rules
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need to be followed in terms of disclosures? How do they apply to become
active under the sandbox? Coordination among the state and federal regula-
tors to allow firms to enter the sandbox will also be a necessary component,
given how many entities have oversight.

Data Ownership, Privacy, and Transparency

Data is a key ingredient of many of the new innovations that will transform
small business lending. This leads to a series of challenging questions facing
not just financial services regulators, but multiple actors responsible for gov-
ernment oversight and protection. These issues are particularly acute when it
comes to sensitive financial data. Policymakers will need to decide who owns
different kinds of data, including transaction information, and a small busi-
ness’s credit score. Significant concerns arise around whether a business should
have the right to know what is driving their credit score and what they can do
to improve it.

Most small business advocates believe that more transparency is better, and
that where possible, small businesses should own their own data. Innovators
who have developed proprietary credit scoring or other algorithms, however,
are concerned that too much transparency will undermine their competitive
advantage and lead to less innovation. The right answer should be a balanced
approach—with the weight on small business disclosure.

On the question of data ownership, many lessons can be taken from PSD2
and, in the United Kingdom, from the 2018 implementation of Open
Banking. This new approach to data regulation has two key components:
First, customers and small businesses own their data that resides in banks.
Second, they can also release that data seamlessly through APIs to be used by
other entities. The intent is to both protect data privacy and allow greater
innovation in the use of data for the benefit of consumers and small busi-
nesses. Although the results are not yet known, U.S. regulators need to watch
the European experience closely, and strongly consider whether a form of
Open Banking framework would benefit the American market.

Principle 2: Look Out for Small Businesses

Current regulations need to be adjusted to make sure that small businesses
have greater protections, particularly as new innovative products and services
emerge in the market.
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Require Appropriate Disclosures in Small Business Lending

If a person applies for a loan to buy a pickup truck for themselves, they are
protected by numerous consumer laws and regulations, including standard-
ized price and term disclosures. But if that same person applies for a loan to
buy a pickup truck to expand their small lawn care business, many of those
same protections do not apply. Given that small business borrowers are often
hard to distinguish from consumer borrowers, this dichotomy makes little
sense. And, at a more fundamental level, all borrowers should be able to easily
understand and compare their credit options.

A 2007 Federal Trade Commission (FTC) study found that disclosures that
enabled cross-comparisons dramatically increased borrowers’ ability to under-
stand mortgage options.” Loan disclosures already exist for consumers in for-
mats that work, so lenders can begin by using these as examples. And as we
have seen, small business owners want to be aware of the cost, fees, and terms
of loans in order to make good credit decisions. Simply extending the Truth
in Lending Act (TILA) provisions to small businesses might be the easiest
solution.’® However, given that consumer and small business loan products
may have increasingly different characteristics, a more tailored set of protec-
tions will likely be required.*?

Collect Small Business Lending Data

The first task for policymakers should be to improve the quality of data avail-
able on small business lending in a way that is minimally burdensome for
regulators and financial firms. It is the critical step that will make every other
action on small business policy easier. The most important data to collect is
information about small business loan originations. This should include
information on the type and purpose of the credit being applied for, the
amount of credit applied for and provided (if any), whether the application
was approved or denied, and demographic and location information on the
applicant.

These metrics are already required by Dodd-Frank Section 1071. In
Chapter 10, we suggested ways to phase in their collection, and mitigate
industry concerns about implementation of the provision. Regulating com-
plex financial markets is a demanding job. A lack of good data about the
transactions in those markets raises the degree of difficulty in identifying and
stopping bad actors, and in designing good small business policy.
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Protect Small Businesses from Discrimination

With the influx of large of amounts of data in the underwriting process comes
new responsibilities. As lenders increasingly rely on personal information and
transaction data as part of their standardized algorithms, it will be imperative
to adapt oversight to avoid adverse discriminatory effects. Our story in
Chapter 8 about predicting a driver’s accidents based on whether or not they
buy frozen pizza may have seemed like an innocuous example. But, it fore-
shadows real dangers about how artificial intelligence will be used and its
potential to marginalize certain populations. These are not imaginary con-
cerns—troubling examples of applied artificial intelligence are emerging in
social media and other platforms, and financial services will not be far behind.

Building a smart oversight environment in a financial services world driven
by big data will be complicated. Financial firms that use Al or other algo-
rithms to guide how they engage with customers will need to share the inner
workings of their models with regulatory agencies. Regulators will need the
expertise to assess these complex activities, and the data to see if discrimina-
tory outcomes are occurring. One useful parallel is the process that regulators
have used to build expertise on how to oversee banks’ internal risk models
since the financial crisis. A priority for financial regulators should be to
develop transparent and secure communication with lenders about the
algorithms and machine learning tools they are using, and the outcomes from
those algorithms on protected classes.

Principle 3: Streamline the Financial Regulatory System

The often-conflicting authorities of individual regulatory agencies make com-
pliance needlessly difficult for industry participants. Even before online lend-
ing came into the picture, many small banks expressed frustration and anxiety
about conflicting directives received from different agencies about the same
loan. In addition, each agency has its own examination process, which results
in duplicative requests for information, and other inefhciencies.

Numerous proposals have been made over the years to reduce the fragmen-
tation and overlap in the U.S. financial regulatory system. A 2014 report from
the Bipartisan Policy Center recommended a comprehensive overhaul that
would include consolidating the bank prudential regulatory functions of the
Federal Reserve (Fed), the Federal Deposit Insurance Corporation (FDIC),
and the OCC into a single agency with a unified federal charter, merging the
Securities and Exchange Commission (SEC) and the Commodity Futures
Trading Commission (CFTC) into a single agency to oversee capital markets,
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and creating a federal insurance regulator. The proposed structure could clar-
ify regulatory responsibility and reduce complexity and inefficiency.* More
recently, the 2018 Treasury report on fintech and innovation included recom-
mendations on agile regulation, regulatory sandboxes, and improving the
clarity and efficiency of regulatory frameworks.*

In general, reducing fragmentation, overlapping jurisdiction, and duplica-
tive regulatory functions would make U.S. financial regulation both more
effective and more efficient. Fintech provides an opportunity, and in fact, an
imperative, to streamline the system. The decisions on how to revise and
improve regulation should be based on clear factual evidence, not as a reaction
to industry pressure or ideological views. And regulatory review and improve-
ment should be a continuous practice, just as it is in the United Kingdom.

Develop Broad Principles Instead of Restrictive Rules

No matter how well developed a policy or law is, the world does not stand
still. Good policymakers have the judgment to consistently adapt to changing
circumstances by updating their approach and regulations. This is especially
important when technology is changing as quickly as it is today.

One good way to ensure adaptability is, when possible, to rely on broad
principles of conduct, rather than restrictive rules, for regulation. One such
principle would be to supervise like activity in like ways. This would mean
that an entity making a small business loan would fall under the same guide-
lines for disclosure or conduct of its business, whether it is a bank or a non-
bank lender. Basic tenets like those embodied in the Small Business Borrowers’
Bill of Rights could be important foundational principles for more specific
legislative or regulatory actions. One overarching principle might be to pro-
mote clear product disclosure in ways that customers find easy to understand
and compare. A principles-based approach would also provide more consis-
tency—and avoid conflicting or confusing guidance as different agencies
make their own rules around data ownership and privacy.

Ensure Constructive Communication and Coordination
Among Regulators

At a minimum, regulators should share relevant information with each other
and coordinate their efforts whenever possible. Following the 2008 crisis,
Congress recognized that fragmentation and lack of coordination were prob-

lems. They responded by creating the Financial Stability Oversight Council
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(FSOC) in the Dodd-Frank Act as a forum for its member agencies to regu-
larly meet to discuss issues of mutual concern. Another interagency body, the
Federal Financial Institutions Examination Council (FFIEC), was established
in 1979 with the goal of prescribing “uniform principles, standards and report
forms for the federal examination of financial institutions.” FSOC and FFIEC
have been helpful, but coordination should be enhanced in other ways.

A 2014 Bipartisan Policy Center report recommended creating a consolidated
task force made up of examiners from the OCC, the Fed, and the FDIC, who
would jointly conduct their bank examinations. The relevant state bank regula-
tory agency would also have the option of joining the task force. The task force
would submit a single set of questions to the entity being examined and publish
a joint examination report that would be immediately available to each of the
agencies involved.* Ideas such as this one would be excellent candidates for a
pilot program—perhaps coordinated by FFIEC—to test them in practice.

There could also be better coordination on third-party vendors, as we have
discussed in Chapter 10. If the agencies coordinated their guidance as much
as possible and provided financial firms with single agency points of contact
to streamline communication about third-party arrangements, they could
ensure that the compliance burden is no greater than it needs to be. FFIEC
could, for example, conduct regular trainings of examiners that are coordi-
nated across all the regulatory agencies, so that examiners have the same crite-
ria by which they administer third-party rules.

Use Innovation to Improve Regulation

Innovation is also important in regulatory compliance, where the use of regu-
latory technology, or “regtech,” is growing. Regtech applications help in two
ways. First, firms can increasingly use technology to ensure that they are com-
plying with rules and other requirements. And regulators can use innovation
to find more effective and less costly ways to audit compliance, find anoma-
lies, and identify potential bad actors for further review. Some countries have
even used regulatory sandboxes, and “sprints” and “hackathons,” to solve spe-
cific compliance problems. In general, more data, more transparency, and
more streamlining of activities are good watchwords in order for both regula-
tors and policymakers to make continuous improvement in regulatory pro-
cesses and outcomes.
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Getting regulation right is difficult, as it requires balancing appropriate over-
sight with promoting innovation. Too little oversight could lead to the emer-
gence of bad actors or another financial crisis that would hurt small businesses,
while too much regulation could stifle new products and innovations that
would make life easier for small businesses.

Unfortunately, while other countries have proactively sought out solutions
to this dilemma, the United States must make up ground. But it is not too
late for regulators to step up to the task. Indeed, how regulators respond to
the challenges before them will determine whether the United States takes
advantage of the enormous opportunity to lead in financial technology and
innovation—and to help the nation’s small businesses.
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The Future of Fintech
and the American Dream

Small businesses have been around since the time of early civilizations, and
lending to small businesses is almost that old. The roots of traditional lending
can be traced back to 3,000-year-old written loan contracts from Mesopotamia,
which show the development of a credit system and include the concept of
interest.

These ancient records include a loan to one Dumuzi-gamil, a bread dis-
tributor in the Mesopotamian city of Ur. He and his partner borrowed 500
grams of silver from the businessman Shumi-abum, who appeared to be act-
ing as a banker. Dumuzi-gamil became a prominent bread distributor within
the region by operating institutional bakeries that supplied the temple. In
fact, one tablet describes him as the “grain supplier to the King.” This early
businessman paid an annual rate of 3.78 percent. Some of his colleagues were
not as lucky. Other loans of silver to fisherman and farmers were documented
at rates as high as 20 percent interest for a single month.'

Even 3,000 years ago, the structure of commercial activities required capital
that the merchant could use to fund the business, and the owner of the capital
required a return for the use of those resources. Remarkably, this initial con-
tractual relationship still forms the foundation for the arrangements between
small businesses and their lenders.

Small business lending has been so consistent over time because the basic
math of small business operations has remained constant. A business sells a
good or service for some margin over the cost of providing the product. Even
in a high-margin business, the profits from each transaction are a small per-
centage of the sale. This makes it hard to accumulate the large amounts of
capital that investments in land, animals, or supplies can require.
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Enter the small business lender, and the resulting arrangements of loan
contracts, interest, and repayment over time. Over the centuries, many facets
of these arrangements have evolved, with the establishment of money, banks,
and traditional loan products such as term loans and lines of credit. But at
their core, the needs of small businesses for capital have not changed.

Until recently, the modern market for small business capital had been oper-
ating adequately, though not optimally. Large and small banks in the United
States provided various loan products and relationship activities designed to
address the needs of small businesses for working capital and expansion invest-
ments. For most of the twentieth century, small business lending saw little
innovation and only incrementally used technology to automate existing pro-
cesses. The customer experience was slow and paper-intensive, but the market
felt little pressure to change.

Not anymore. As we have seen, the financial crisis of 2008 and the entrance
of new fintech competitors was a one-two punch that galvanized a new cycle
of innovation in small business lending. The frozen credit markets showed the
importance of small business lending to the economy and the slow recovery
highlighted the market gaps. Entrepreneurs demonstrated that technology
could change the built-in frictions in the traditional small business lending
process, and a new era of innovation was born.

In this new era, we ask a final set of questions: what will the small business
lending environment of the future look like? How will technology enable new
products and activities to emerge? Will credit be more widely available? Will
more small businesses be better off, or will many be taken advantage of by bad
actors? Given the fundamentals of small business needs and the changes in the
lending markets we have explored, what exactly will be different in the
future—and what will stay the same?

Truths of Small Business Lending

Change is flourishing in small business lending because the innovators are
finding new ways to address some of the fundamental barriers or frictions in
the marketplace. These frictions have been there for a long time and have been
hard to ameliorate. They have been so constant that we call them the “truths”
of small business lending.

The first truth is that not all businesses succeed. In fact, small businesses fail
at an alarming rate. Over 50 percent of businesses started in the United States
over the last 10 years failed before they reached the fifth year. Providing a loan
to most of these businesses would not have been a good idea because they
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failed for some reason other than lack of credit. Often, their product or idea
was something that customers did not want, or something that they could not
deliver profitably.

Even in the most robust economic times, when credit is relatively easy to
obtain, an estimated 50 percent of loan applications are denied because the
small business is not creditworthy. If such a business were to get a loan and
fail, that loan would turn into an additional burden the owner would be des-
perately trying to pay off. Thus, the goal is not to get loans to every small
business, but to those who are creditworthy, meaning that they will be able to
effectively use the capital to help themselves succeed. A related objective is to
pair each creditworthy owner with a loan that fits their business: one that is
the right amount, duration, and cost, with terms that the borrower can suc-
cessfully handle and repay.

The second truth is that it is difficult to know who is creditworthy. Many
small business owners do not understand their cash flows well and, as a result,
can suffer unexpected cash shortages. Businesses sometimes need cash to
bridge a slow period, and sometimes they need funds because they are doing
better than expected. One of the least understood realities of growth in a busi-
ness is that it usually requires cash to fund increases in working capital or fixed
assets. Thus, a fast-growing business can run out of cash, and even fail, if it
does not plan ahead for a way to access the credit it will need.

Lenders have a hard time determining whether a small business owner is
creditworthy for two reasons that we have discussed earlier. The first is their
information opacity. It is hard to know if a small business is profitable,
especially given that they often don’t know themselves. The second issue is
their heterogeneity, the fact that all small businesses are different. Because
of this heterogeneity, it is hard to generate that “truth file”—the formula
that can automatically give a credit approval to a loan applicant. In tradi-
tional small business lending, a banker might spend weeks with a small
business, understanding their operations, only to ask at the end for a per-
sonal guarantee. A corollary to the second truth is that bankers seek col-
lateral whenever possible, especially when the prospects of a business are
opaque.

These two truths are the foundations for the story we have told in this
book. Despite the importance of small business to the economy, lending to
small businesses hasn’t changed much because this lending is risky, and the
information issues make the loan process costly and difhicult to automate.
Bankers have compensated by viewing the business as an extension of the
business owner, and making personal guarantees the standard for anyone but
the most creditworthy.
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These longstanding frictions in the small business lending market have
been the most difficult for newer or smaller businesses, because these busi-
nesses are the hardest to understand, have the least collateral, and are the most
likely to fail. But most of the 30 million U.S. small businesses are indeed small
and, if they seek capital, are likely to want small loans. The result is gaps and
inefhiciencies in the marketplace, and creditworthy borrowers who are either
rejected or discouraged from getting the capital they need.

The Future of Small Business Lending

The technology that is available today has the power to create information
and intelligence to which small business owners and their lenders have never
before had access. This should improve the small business lending market in
fundamental ways.

What Will Change in the Future?

Let’s imagine a future state in which lenders and borrowers have much better
and more transparent information, and there is an active and fluid market
matching supply and demand for loans. What would be the benefits of a more
perfect market for small business lending, and what risks and uncertainties
could undermine its functioning?

Better Matching

In this market, big data and artificial intelligence would play a central role,
helping lenders determine whether a small business borrower is going to suc-
ceed. If technology can significantly improve the ability to differentiate cred-
itworthy from noncreditworthy borrowers, everyone will benefit. Lenders
who have greater clarity on which borrowers are poor credit risks would avoid
piling more debt onto those who will be unable to pay it back, which in turn
would allow them to lend to creditworthy borrowers at lower cost.

Reduced Gaps

In a market with perfect information, there would be no gap in access to
credit for any borrower who met the credit criteria. The result: more credit-
worthy businesses would be funded, particularly those seeking small-dollar
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loans. Square’s average loan size of $6,000 has meant that many retailers who
never before had access to capital can buy the piece of equipment they need
to operate. The lower costs of automated transactions would allow even these
small loans to be made profitably.

Of course, in reality, perfect or complete information is unlikely to exist. No
data source will capture the entrepreneurial talent of the small business owner,
which may be a critical factor in the business’s success. It may be impossible to
fully replicate the input of a relationship banker who knows the borrower per-
sonally. But the marketplace is now crowded with fintech innovators, large tech-
nology companies, and traditional banks who are turning over new ground in
finding data that has predictive ability. Recall the story of Tala from Chapter 8.
Operating in the developing world, the company uses data gleaned from Android
phones to predict the creditworthiness of shop owners who have no formal credit
history or banking relationship. They successfully make loans as low as $100,
opening the door to more economic opportunity for those business owners.

In the United States, no one knows the size of the gap in access to credit or
what the improvement would look like if technology made markets work
optimally. But even with small improvements, tens of thousands of small
businesses could be affected.” At the margin, technology is likely to help lend-
ers find more creditworthy borrowers, and the reduction in frictions in the
user experience should make borrowers’ search costs lower, and make it easier
for them to find a loan.

Lower Search Costs

The perfect small business lending market will offer a better customer experi-
ence. We have already seen applications that are short and easy to fill out, sup-
ported by automated data access through application programming interfaces
(APIs). Small businesses that used to spend 25 hours on an application now
have a fully digital experience and a near immediate response. For small busi-
nesses who have been deterred by the time commitment and length of the
process, new lending marketplaces of the future will be more open, transpar-
ent, and usable. This should bring more borrowers into the process and improve
their ability to get matched with a loan if they meet the lending criteria.

Transparency and Choice

Comparison shopping with full transparency and choice will be part of the
future small business loan market. Borrowers will be able to understand the
costs, benefits, and risks of loan options, and be able to compare those options
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on an apples-to-apples basis. We are already seeing this story play out in the
personal credit card space. In the 1990s, almost all credit card offers came to
consumers in the mail or could be found at bank branches. Then, in the early
2000s, banks began offering products online, which allowed consumers to
shop and compare from the comfort of their own homes. Now, shopping sites
like CreditCards.com, Credit Karma, and NerdWallet are providing aggrega-
tion services that enable consumers to compare prices and shop bank by
bank online. Consumers have complete information written in plain English
about all available products, pricing, and approval odds in a central location.
Although small business loan products are more complicated, comparison
marketplaces such as Fundera and Lendio already exist, and their functional-
ity will improve. The question facing credit providers in this new environ-
ment will be, as one investor puts it, “Would a rational consumer armed with
perfect information choose your product?”™

Risk-Based Pricing

In a perfectly functioning market, every small business who wanted a loan
could get one—if three conditions were true:

1. Business owners were sophisticated and well-informed enough to under-
stand the full costs of the loan, both the monetary costs and the “life”
costs. That would mean borrowers were able to rationally assess the conse-
quences of failure, as well as success for themselves and their families.

2. Lenders were incentivized both economically and by regulation to create
full disclosure about all loan fees and costs.*

3. Lenders were able to perfectly match the price of credit with the risk of the
credit offered.

If these three principles were operating, then theoretically, the market
would match the risk of each loan with a price. If the borrower was willing to
pay that price, the loan would be made. It would be the personal choice and
responsibility of each small business owner to decide if the cost was too high.

This marketplace may be where we are heading. Certain fintech innovators
are offering higher-priced loans than banks are comfortable making. Some
borrowers, such as Linda Pagan of The Hat Shop NYC in Chapter 5, are
happy to take those loans, as they meet their needs.

But risk-based pricing and a free market solution for small business lending
comes with several concerns. Behavioral economists have demonstrated that
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humans are wired to downplay long-term negative consequences and overem-
phasize short-term wins. Entrepreneurs and small business owners are even
more likely than most to have an optimistic view of the potential future out-
comes. If small business owners were not generally optimistic, far fewer would
take the risk of starting a business in the first place. Will these entrepreneurs
be able to rationally assess the future risks of loan defaults, or will they just
take the money and believe it will all work out well?

The high costs of some loans in the fintech market raise another question:
what level of pricing are we willing to tolerate in the market? Should there be
caps, or should we allow the levels to be set by the market and let borrowers
use their own judgment in taking on loans? Although there are sharp disagree-
ments on these questions, logic says that at some point, the costs will simply
be too much for the small business owner to ever repay.

The risk of debt traps has long been recognized by usury laws and more
recent efforts to regulate payday lenders. Yet, some argue that a fast short-term
cash option can be a necessary lifeline for a business, even if it is costly. Leaning
on the side of a cap on rates, and living with the market inefficiencies, is per-
haps a better solution than allowing too many small businesses to fall prey to
overly optimistic forecasts, and end up losing their businesses and maybe
more. An interest rate cap or limit is particularly appropriate in an environ-
ment without full transparency of loan terms and small business borrower
protections.

The Perfect Information Platform

The Small Business Utopia described in Chapter 8 includes an information
platform for small businesses that gives them better insights into the financial
side of their businesses. In particular, we imagined this dashboard integrating
information flows from bank statements, payment activities, past sales, and
expense patterns to predict cash flows and potential shortfalls. With a more
fluid lending market in operation, different credit options would also be avail-
able at the push of a button, and an automated “bot” would dispense financial
advice. In the ideal world, this system would be augmented by human advisors
who would build a relationship with the small business owner and provide
timely counsel and insight on a more personal basis.

Anyone who has run a small business or interacted with small business
owners knows that, despite their abilities and talents, it is hard to carry an
integrated financial picture of the business in one’s head. QuickBooks, Xero,
and other accounting software have helped, but many entrepreneurs operate
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by instinct, supplemented by scraps of paper. The frictions and inefficiencies
of this less than perfect manual process would be transformed by a solution
that includes the three elements described above: a dashboard that integrates
financial information streams, simple access to loan products, and personal
and automated advice. With these tools, it is likely that fewer businesses
would fail, at least from unexpected cash surprises or mismanagement of their
cash positions.

The Voice of Small Business

Small businesses don’t go unnoticed, but sometimes they do go unheard. As
we noted at the beginning of Chapter 2, small businesses have a special place
in the hearts of Americans, and are one of the few areas where there is bipar-
tisan agreement. But the voice of small business is sometimes missing at the
table. Small business owners are an independent, diverse group, and are busy
running their companies, so they rarely convene and express their priorities.
We saw this in the slowness of the banks’ response to the pain points of their
customers in the traditional lending experience.

There are signs, however, that more attention is being paid to the voices of
small businesses. In 2009, Jack Dorsey founded Square, based largely on a
desire to make life work better for small businesses. Each day in San Francisco,
he would walk to work by a different route so he could observe small business
owners opening their doors and going about their daily tasks.” His focus
translated into Square, a device that allowed them to easily process credit card
payments, and then Square Capital. Other new entrants like the payroll and
benefits operator Gusto, and the accounting software provider Xero, see small
businesses as important customers, and innovate every day to more effectively
meet their needs.

Technology is also enabling small businesses to be a more connected com-
munity. A new Boston-based company, Alignable, has built a series of online
networks for small business owners. In over 30,000 locations, the Alignable
platform lets 3 million small businesses advise each other, sharing issues they
face and solutions they find helpful.® Often, they refer businesses to each
other, or just brainstorm answers to questions posed on the community
forum. Perhaps this kind of vibrant small business online community is one
of the new alternative sources of relationship advice. It will certainly have an
impact on the spread of good ideas, products, or companies that provide solu-
tions for small business problems.
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The Dark Side of the Black Box

The use of big data and algorithms will bring new products and services,
but also bring some new concerns. It is not yet clear what impact the changes
we anticipate from technology will have on access to capital for traditionally
underserved markets. In the past, women and minorities have struggled to
find willing lenders. The hope is that with more efficient markets and new
data sources, more creditworthy borrowers from underserved segments of the
market will get loans. However, “black box” algorithms, where the formulas
are not open to review, could lead to an outcome of more discrimination, not
less.

One way to get ahead of these concerns is to collect the actual data on
access to capital in the small business market. The most relevant metrics
would be loan origination data by size of loan and by type of small business
owner. As we have discussed, the law requiring this data collection was
passed after the financial crisis, but has yet to be implemented.” More inno-
vation can take place if there is a way to track potential poor market out-
comes. Collecting this information and using it to identify and correct
market gaps is a critical foundational element of a highly functioning small
business credit market, as artificial intelligence becomes an integral part of
lending decisions.

The Role of Government

With the insights from better information in hand, government can play a
more effective role in intervening when there are market gaps. Programs such
as Community Development Financial Institutions (CDFIs), the Small
Business Administration (SBA), and many state and local initiatives already
play this role, often with great impact. In the future, banks could use
Community Reinvestment Act (CRA) funds more effectively to target market
failures in small business lending and improve access.

The government must also ensure that small businesses are not taken advan-
tage of by bad actors amidst the new opportunities. The early days of fintech
saw the emergence of high cost products with hidden fees and brokers with
misaligned incentives. As we have argued earlier, Washington needs to take
steps through a more effective regulatory environment to protect small busi-
ness owners with the same vigor as they do consumers.
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Predictions for the Future of Fintech and Small
Business Lending

What is going to happen next? Of course, we don’t know for sure. But based
on the narrative described in the preceding chapters, it is possible to make
some predictions:

Prediction #1: Data Ownership Will Determine the Level
of Innovation in Small Business Platforms

We have described a new state of Small Business Utopia, where information
streams come together to provide a more transparent, helpful, and predictive
view of a small business’s cash and financial needs. This data integration will
improve how small businesses decide what capital they need, how lenders
assess whether they want to lend, and how efficiently the marketplace matches
the parties. At the margin, this enhanced information will increase the success
rates of small business owners, who will be able to plan for and manage unex-
pected cash fluctuations.

Who will provide the integrated platform?

The answer will depend on an unlikely source—regulation of data owner-
ship. If banks, or even large tech companies, control customer financial data,
then they will likely be the central facilitators of an integrated data platform.
Some view this as a big mistake. Brad Kitschke, the CEO of FinTech Australia,
said, “Allowing the big banks to control or restrict access is not in the interests
of consumers. Without access to this data, consumers will continue to be
forced to accept the off-the-shelf generic products on offer from the big banks
that don’t meet their needs.”®

In Europe and the United Kingdom, recent legislation has given control of
data to the customer. We believe this structure will drive more innovation. As
the fintech, Plaid, has demonstrated, new infrastructure can be created behind
the scenes to integrate data streams into useful formats. This will allow inno-
vators to access relevant data with customers’ permission, and create platforms
that fundamentally change the way small businesses operate financially. Banks
and other financial firms could then use these solutions, or create their own,
but would not control the data at the source. We should carefully watch the
countries who have already adopted Open Banking, as their experiences will
undoubtedly provide useful lessons on what decisions to make and what mis-
takes to avoid.
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It is not at all certain that the United States will ever implement Open
Banking regulation. Banks and large tech companies have vested interests in
controlling data, and there is no momentum for new data privacy legislation
in the current environment. This may change if powerful innovation occurs,
such as the dashboards and other tools we have described, or if other pressures
build on the side of data security. As we navigate these waters, it is worth
remembering that the theories of markets and competition support the pre-
diction that more control of data in the hands of customers rather than large
institutions is likely to lead to more experimentation and opportunity for
products and services that transform small businesses’ lives.

Prediction #2: There Will Be Small Business Banks

The narrative of this book begins with the fact that small businesses are impor-
tant, but often get less attention than they deserve. In lending, small business
products and services are sometimes treated as the poor cousins of larger con-
sumer lending divisions. In the future, this will not be the case. The future
winners in small business lending will be the players, new or old, that focus on
understanding and serving the unique needs and operations of small businesses.
With low-cost digital banks able to serve a national footprint, specialized banks
providing best in class services will become a new competitive factor.

These small business banks of the future will provide an integrated gateway
to loans, lines of credit, payments platforms, business intelligence, and numer-
ous other products and services. They will create easy to use digital experi-
ences that cater to the time-strapped small business owner and automate
functions that used to require paperwork or a physical trip to the branch. Yet,
they will not abandon personal relationships. Whether it is by telephone,
online, or in person, the successful players will find ways to feed the insatiable
need of small business owners for personal advice and counsel. The solutions
could be as traditional as the Chase BizMobile™ bus (Chapter 8) or as new as
the peer advisory groups on Alignable’s small business network.

As online banks take hold, there will be small business banks with vertical
specializations. By focusing on specific industries, these banks will improve
their expertise in underwriting and their ability to deliver more customized
services and advice. For example, imagine new financial services entities ready
to support restaurants, electricians, or dentists, and building custom financial
dashboards and loan products adapted to that small business segment. As the
best solutions emerge, word of mouth, facilitated by online small business
communities, will send customers flocking to the provider.
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In the longer term, digitization in small business credit will put pressure on
borrowing rates and profit margins. As options are increasingly transparent
and comparable, business owners will be able to more easily find their way to
products that meet their needs. As demonstrated by some consumer sectors
such as insurance and mortgages, this trend will commoditize products and
services as customers demand comparable features and simple interactions.
Banks and other financial services providers will need to have at least a base
level of competitive loan products and be conduits to other specialized options
if they want to maintain their role as the primary source of capital to small
businesses in the future.

Prediction #3: Regulation Will Fail to Keep Up

While it would be ideal for policymakers to be proactive, history shows that
human nature is more often prone to reaction. Congress in particular is a
reactive body, if only because voters reward elected officials for responding to
problems, rather than preventing them from happening. U.S. financial regu-
latory agencies have the advantage of greater independence from Congress
and the executive branch, including independent funding in some cases. This
gives them greater latitude to be proactive, and sometimes they are. But fixing
the fragmented structure of U.S. financial regulation, with its overlapping and
duplicative jurisdictions, will require well-coordinated, forward-thinking pol-
icy and true bipartisan commitment.

Therefore, we expect that regulation will struggle to keep up, to the detri-
ment of the market, allowing bad actors to prey on unsuspecting small busi-
nesses and fueling a confusing and costly regulatory environment. Unintended
consequences in a world of increased data usage, such as privacy issues and
disparate impact, will also result if policymaking does not become more
proactive.

Fintech, Small Business & the American Dream

The view of this book is largely optimistic. Additional data and efforts to
innovate in small business lending markets are generally good trends, which
we predict will have a positive impact on small business outcomes. The entry
of fintech entrepreneurs has awakened the competitive instincts of banks and
traditional lenders, who have realized that they don’t want to cede the small
business market to the new disruptors. Large technology companies have also
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demonstrated that they view small business lending as an important place to
play. This heightened competition is good for small businesses, who too often
have been an afterthought for lenders, in the shadow of consumers and large
businesses.

Of course, the full picture of the future is not entirely rosy. The U.S. regula-
tory system in its present state is ill-equipped to protect small business own-
ers, and political realities seem likely to prevent simplification of the current
morass of rules. Nonetheless, we could be on the brink of one of the most
positive transformations in small business lending in at least a century. As new
entrepreneurs enter, and older players innovate, the attention will be on
understanding what small businesses want and delivering new options that
will make it easier for small businesses to succeed.

There is a long debate within economics about the degree to which finance
causes economic growth, as opposed to just following economic activity. In a
seminal 1997 article, Ross Levine outlined several key functions performed by
the financial sector that drive economic growth, including allocating capital.’
Levine saw the development of financial markets as a critical influence on
growth, and not as an inconsequential or passive “side show.” Thus, innovations
that reduce frictions in critical functions like lending and make financial mar-
kets work better are a positive force that should drive more prosperity. From the
evidence we see today, fintech may be just such a force for small business lend-
ing and the small businesses that depend on Americas financial markets for
their growth and success.

Ten years ago, Ron Siegel decided to start a bakery, and wondered what he
would call his new business. “It was difhicult and scary to break out of my
daily work routine to pursue a dream that had an unknown outcome,” Ron
said. “The name “When Pigs Fly’ means ‘I doubt it’s possible’ and that’s why
it was the perfect name for my bakery.”!° Today, Ron tells his story on the
packages of millions of loaves of his bread. And following in the footsteps of
Dumuzi-gamil, our bread distributor from Mesopotamia, “When Pigs Fly”
sells its bread all over New England from its operating plant in York, Maine.

The American spirit of entrepreneurship has been a defining element since
the founding of our nation. Today, innovators have brought new ideas and
technology to the small business lending market and, as we have described in
this book, a consequential transformation has begun. The outlook for small
businesses is getting brighter, as these changes create more opportunities for
people like Ron to do what often seems impossible—open and operate a small
business and successfully pursue the American Dream.
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