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p>The United States is home to more than 28 million small businesses. The businesses
are diverse and range from sole proprietorships to companies that employ workers,
produce goods or services in supply chains, or serve customers on Main Street. During
and following the financial crisis, bank loans to small businesses fell 18 percent,
exacerbating the credit crunch felt by small businesses. Accordingly, a number of new
lenders, many of which leverage advances in technology and the availability of data to
operate online, burst on the scene to serve the small-business market.,The new lenders
emerged along three basic models. The first model, peer-to-peer marketplace lenders,

connects prime and subprime small business borrowers with capital from individuals and
institutional investors that are looking for a return on their investment.
The second model, borrower-driven broker marketplaces, connects borrowers with
traditional and alternative financing sources, from banks and SBA-backed loans to new
online lenders. Finally, the third model, balance-sheet lenders, leverages capital provided
by institutional investors that they hold on their balance sheet to make loan decisions
based on proprietary risk-scoring algorithms that rely largely on cash-flow
data.,Regardless of the model used to originate business credit, shared key legal issues
emerged. We will explore some of the key legal issues that are unique to small-business
lending, which include determining the purpose of the loan, whether certain consumer
laws may apply, licensing and usury issues, electronic contracting issues, and DoddFrank Act considerations.,Determining what constitutes a â€œbusiness purposeâ€ for a
loan is important because many federal and state laws apply only to loans originated for
personal, family, or household purposes (i.e., a consumer purpose). The Truth in Lending
Act (TILA) and its implementing regulation, Regulation Z, is the primary federal law
regulating consumer credit. The TILA requires creditors to make disclosures to borrowers
concerning the cost of the financing extended when the transaction is for a consumer
purpose. The regulatory intent behind the TILA is to allow consumers to understand the
true cost of the credit/money they are receiving and to facilitate easy comparison of credit
terms across creditors.,If the borrower has characteristics of an individual consumer (such
as loans to home-based businesses), determining the loanâ€™s primary purpose can be
even trickier.
The Official Interpretations to Regulation Z provide that â€œ(a) creditor must determine
in each case if the transaction is primarily for an exempt purpose. If some question exists
as to the primary purpose for a credit extension, the creditor is, of course, free to make
the disclosures, and the fact that disclosures are made under such circumstances is not
controlling on the question of whether the transaction (is) exemptâ€ from the
TILA.,Regulation Z provides additional guidance as to the factors a creditor should
consider to determine whether the credit is for a business purpose. For example, the
borrowerâ€™s statement of the purpose for the loan is a powerful factor that can
potentially ward off claims that the transaction is for a consumer purpose.
Other factors include the relationship of the borrowerâ€™s primary occupation to the
transactionâ€”the more closely related, the greater the likelihood the transaction is for a
business purpose. Outside of the suggestions in the Official Interpretations to Regulation
Z, lenders can and should also try to look to other factors that showcase the strength and
credibility of the small-business applicant. Business longevity, industry reputation and, if
plausible, on-site visits are all valuable tools to analyze loan purpose, particularly for
lenders that finance sole proprietorships.,Under the TILA and many state laws, the main
risk with respect to the purpose of the loan comes when a lender makes a loan to a
â€œnatural person,â€ including individuals and sole proprietorships. To the extent the
borrower is a non-natural entity, like a corporation or a limited liability company, the
TILA and many state laws do not apply.,Although consumer laws generally do not apply
to business-purpose lending, significant exceptions do exist.

For instance, some of the consumer laws that may apply to business-purpose lending
include state consumer licensing schemes that define a â€œborrowerâ€ broadly to
capture business borrowers. For example, some versions of the Uniform Consumer Credit
Code (UCCC), such as West Virginiaâ€™s adopted version of the UCCC, capture socalled agricultural loans, which are business-purpose. In addition, some versions of the
UCCC provide rate regulation for different types of commercial-purpose transactions,
such as Oklahomaâ€™s adopted version of the UCCC, which covers transactions that do
not qualify as a â€œconsumer loanâ€ and provides that the annual percentage rate for
an â€œother loanâ€ (i.e., a commercial loan) cannot exceed 45 percent per year.
Further, some state consumer-protection acts may define a â€œconsumer transactionâ€
broadly to include transactions that are personal, household, or business
oriented.emergency payday loans direct lender Finally, many substantive state laws
will also apply to business-purpose loans, including state disclosure requirements.,In
addition, the Equal Credit Opportunity Act (ECOA) and its implementing regulation,
Regulation B, applies to business-purpose loans and includes explicit requirements for
informing business applicants of adverse action when a lender denies credit and fairlending standards.
Finally, the Fair Credit Reporting Act (FCRA) may also apply in some instances to
commercial credit transactions involving a consumer. Certain aspects of the FCRA, such
as the requirement to have a permissible purpose to obtain a consumerâ€™s credit report
and certain adverse action notice requirements, may apply when a lender â€œpullsâ€ a
credit report on an individual or a guarantor of a loan. One such example when it may
apply is when the consumer is a co-obligor or a guarantor on the business-purpose
loan.,Similarly, many states do not impose interest-rate limits on small-business loans (or
do not impose such limits if the lender is properly licensed). In these states, lenders and
small businesses are free to contract for an interest rate of their choosing. Other states,
however, enforce a range of interest-rate limits.
Within a single state, the interest-rate limits may vary based on certain attributes of a loan
or a small business, such as loan size or small-business entity type. In addition, the
interest-rate limits may provide separately for civil penalties and criminal violations, with
significant differences in the consequences based on the type of violation.,A significant
challenge faced by many online lenders in navigating the state-specific licensing and
usury regulations is that they can often be inconsistent in scope and application. In some
cases, overbroad or vague consumer finance statutes indiscriminately pick up many
small-business loans where such restrictive protections are less, or not at all, appropriate.
In other cases, overly restrictive interest-rate limits inadvertently squeeze credit
availability by consigning local small businesses to rely entirely on credit products
originated by banks, which can offer loans without the need to consider the interest-rate
limits.
In still other cases, outdated requirements, such as in-state, brick-and-mortar operations
requirements, persist in regulations. As a result of these challenges, many online lenders
have employed the following three approaches to offer a more consistent, uniform
lending footprint to small businesses on a nationwide basis.,First, many online lenders

originate their loans by partnering with a chartered issuing bank. The National Bank Act
(NBA) and the Depository Institutions Deregulation and Monetary Control Act of 1980
respectively entitle federal- and state-chartered banks to export the laws of their home
state for loans, regardless of the state in which the loan was made. Under the issuingbank model, loans are typically originated in the following manner: (i) an online lender
evaluates the creditworthiness of an applicant small business, (ii) if the loan application is
approved for funding, the partner issuing bank originates the loan, (iii) the issuing bank
retains the newly originated loan on its balance sheet for a minimum hold period, (iv) the
online lender purchases the loan from the issuing bank for a specified fee, and (v) the
online lender either holds or sells the loan, or an interest in the loan, to an investor. An
online lender that purchases loans from issuing banks and their investors can,
accordingly, rely on preemption of state-law claims for all loans originated and sold
through the online lender. Recently, the issuing-bank model has been the subject of a
number of high-profile court cases, including Beechum v. Navient Solutions Inc. and
Commonwealth of Pennsylvania v. Think Finance.
The model has been under additional scrutiny due to the U.S. Court of Appeals decision
in Madden v. Midland Funding LLC in which the court held that non-national bank
entities that purchase loans originated by national banks cannot rely on the NBA to
protect them from state-law usury claims.,Second, outside of the issuing-bank model
context, some online lenders rely on choice-of-law provisions to apply the law of a
specific state to loans regardless of the location of the borrower. The state chosen may be
the lendersâ€™ home state or another state with less restrictive usury laws. The tests
applied by courts considering choice-of-law provisions in this context have differed stateto-state, but most courts typically have been willing to enforce the partiesâ€™ contractual
choice of law, unless there is no reasonable basis for adopting the laws of the chosen
state, or such adoption would be contrary to a fundamental policy of the borrowerâ€™s
home state.,Nevertheless, a borrower or state regulator could seek to invalidate a choiceof-law provision and argue that loans may not lawfully be made at interest rates
exceeding the maximum rate permitted under the usury laws applicable in the state in
which the borrower is located. Given the fact-intensive analysis applied by courts, lenders
fare better when the choice-of-law provision is clearly understood and agreed to by both
parties, and the chosen state bears a substantial relationship to the loan transaction. It is
important to note that the existence of a state licensing scheme often demonstrates a
strong public-policy interest in favor of protecting borrowers located in that state.
Accordingly, state licensing authorities generally conclude that a choice-of-law provision
does not affect the licensing analysis, and instead a license is required if loans are made
from within the state or are made to small businesses located in the state.,Third, some
online lenders have designed credit products in a manner that results in characterization
as something other than loans. Most state licensing and usury regulations apply solely to
loans. Many courts have taken the position that a transaction will be deemed a loan only
if the principal amount is repayable absolutely and is not contingent on any future
circumstance of event. Common examples of such credit products are merchant cash
advances or other agreements for the purchase and sale of future receivables. Courts,
however, do have the ability to recharacterize alternative financial arrangements as loans

on a case-by-case basis. Consequently, a product that is successfully recharacterized as a
loan ultimately will be subject to the licensing and usury laws of the governing
state.,Failure to have the appropriate license could result in severe consequences,
including the voiding of originated loans.
Consequences of contracting for an interest rate that exceeds the governing state law
when a court sets aside a choice-of-law clause and/or recharacterizes a contract as a loan
include voiding of the agreement, civil and/or criminal penalties, or other fines.
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