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Small businesses are among the hardest hit by the COVID-19 crisis. Many are shuttered,
and far more face cash flow constraints, raising questions about just how many will survive this
recession. The government has responded with a critical forgivable loan program but for many of
these businesses, this program alone will not provide the cash they need to retain workers, pay
rent, and help their business come back to life when Americans are no longer sheltering in place.
This essay calls on regulators to find new and creative ways to work with existing intermediaries,
including banks and online lenders, who have the infrastructure and tools needed to help small
businesses get the additional loans they need to survive and thrive. Leveraging existing
institutions could enhance the speed, scale, and scope of the government’s response, all critical
virtues in the efforts to support small business.
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The public health crisis posed by COVID-19 may soon be overshadowed by the massive
economic disruption that lies in its wake. A severe recession is certain but questions remain
about just how deep it will sear, how long it will last, and how it will reshape the economy that
emerges. Among the critical questions policy makers are facing are how best to support small
businesses and how to reduce the number of otherwise viable businesses that will be forced
into bankruptcy as a result of COVID-19 and efforts to slow its spread.
We argue that in order to minimize the adverse impact on small businesses, lawmakers
should harness existing mechanisms for extending credit to companies with the potential to
succeed and for renegotiating the terms of existing loans. The core idea is that grants to
support small businesses such as the Paycheck Protection Program (“PPP”) are a critical but
insufficient response to the cash flow needs of small businesses. No one yet knows just how
long the threat posed by COVID-19 and associated activity constraints will last and whether a
second or even third wave will arise after this one. Nor can anyone foresee what the economy
will look like when people emerge from their shelters. The government lacks the means to
provide full support to all of the people and businesses that will suffer so, over the longer term,
it must consider how best to leverage the money it is investing to get the economy back on
track and to help people in need. Banks and other lenders, particularly the new breed of online
lenders, can help.
Banks and online lenders have the relationships, information, expertise, and
infrastructure needed to help get cash into the hands of the small and mid-sized businesses
that need it. Providing appropriate support to banks and online lenders could also go a long
way in softening the blow to small and mid-sized businesses as obligations to pay outstanding
loans can be among the more significant ongoing liabilities these businesses face. Further,
making an effort to work with a diverse array of intermediaries could expand the pool of
businesses that ultimately receive help and could also reduce the tendency for the
government’s needed interventions to distort an already uneven playing field.
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The challenge is that banks and online lenders face their own liquidity and capital
constraints, limiting their capacity to provide the type of aid small businesses so desperately
need. We provide an overview of why these institutions are critical and how the government
can best leverage them to maximize the impact of governmental support on the long-term
success of the small businesses threatened by recent developments. The aim is to provide a
frame for understanding both the efforts underway and the further steps that could be taken.
Much of what is called for could be implemented through facilities authorized by the
Coronavirus Aid, Relief, and Economic Security Act (“CARES Act”), including the PPP
administered by the Small Business Administration (“SBA”), but we also point to additional
interventions policymakers should consider as they contemplate new legislation or other
regulatory efforts to support small businesses through these difficult times. Finally, we point to
policies that may be needed to reduce the systemic risks created by the recent rise of online
small business lenders.
Background
COVID-19 has quickly evolved into the greatest global economic threat of the century.
These challenges arise in part from the suffering and sometimes passing of those who contract
COVID-19 but even more from the type of government interventions and behavioral changes
needed to stop its spread. Among the hardest hit are small and mid-sized businesses, often
defined as those businesses that have less than 500 employees. According to the Census
Bureau there are roughly six million such businesses currently operating in the United States.
Helping these businesses has been a central focus of the government’s interventions. 2 One
reason is the critical role these firms play in the economy. Small businesses are a key driver of
economic activity. They support the growth and vitality of our neighborhoods, spark innovation,
and provide a proven pathway for many people — particularly women and minorities — to
achieve financial success and independence. In recent years, almost one-half of the U.S.
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workforce worked in a small business and small businesses collectively produced 45% of U.S.
GDP.3
A related reason for the emphasis on small businesses, also reflected in the CARES Act,
is that small businesses embody and reflect certain American ideals. Particularly given concerns
that the United States has become excessively dominated by large businesses and that those
businesses exercise too much influence over policy making, many see small businesses as
critical to the long-term vibrancy of democratic institutions. 4 Finding ways to help these
businesses get the cash they need to survive, while also ensuring their owners are not saddled
with excessive personal debt in the process, is at the forefront of the current economic policy
challenges.
In its early efforts to minimize the economic costs of COVID-19, Congress passed a series
of laws that provide extensive fiscal support to businesses and individuals. The CARES Act is the
most important of the interventions to date, although further congressional action appears
likely as the economic toll of COVID-19 materializes. In broad terms, the CARES Act seeks to
help small businesses in two ways. One is through the PPP’s forgivable loans, which effectively
operate as grants to help small firms retain most of their employees and weather the other
short-term challenges they face. Although a critical first step, these loans alone are unlikely to
satisfy the medium and longer-term cash-flow and other needs of these businesses.5 Given the
fluidity of the situation, we explain here in broad terms why it is so critical for policy makers to
harness existing institutions to meet these needs, and then propose some of the ways they can
do so. Longer term, we encourage policy makers to think creatively about the country’s reliance
on powerful middlemen, in finance and elsewhere. We also recognize the importance of
potential conflicts of issue that can sometimes arise when the government works closely with
these institutions to provide aid. For now, however, we believe the focus must be on finding
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the most viable avenues possible for supporting small businesses. We make specific
recommendations to illustrate what is possible and how, even for these proposals, the
tradeoffs at stake will need to be evaluated in context.
A. Lessons on the Importance of Harnessing Existing Institutions
History, both recent and distant, suggests that the government’s ability to harness
existing institutions can be key to achieving particular policy goals. During the 2008 financial
crisis, for example, then Treasury Secretary Paulson asked Congress for $700 billion to buy
mortgage-backed securities and other troubled assets with the aim of putting a floor under the
price of those assets. After being given this authority in the Emergency Economic Stabilization
Act (“EESA”), however, Treasury quickly changed course, recognizing it was impossible to erect
its own facilities for valuing and buying up those assets in a manner fast enough to calm
markets, particularly given the liquidity strains and informational challenges of the time.
Less than two weeks after EESA became law, the Treasury Secretary interpreted the
Department’s authority to buy “troubled assets” as sufficient basis for a massive
recapitalization of the banking system. These interventions proved to be an effective and timely
way to restore market functioning and allowed the banking system to play a role in the
recovery that followed. 6 Other programs to stabilize markets such as the Term Asset-Backed
Securities Loan Facility (“TALF”) were established by the Federal Reserve and supported by
Treasury and its provision of Troubled Asset Relief Program (“TARP”) funds to absorb possible
losses. Under the TALF program, the Federal Reserve issued nonrecourse loans with a term of
up to five years to holders of eligible asset-backed securities (“ABS”). TALF financing was
intended to support new ABS issuance and increase the flow of credit to consumer and
business borrowers. Any U.S. company that owned eligible ABS collateral was able to request a
TALF loan. In the words of the Federal Reserve: “While TALF borrowers benefited from the
leverage provided by the facility, they served primarily as conduits…. The[] issuers and sponsors

For more information on the passage of EESA and how the Treasury Department interpreted its authority, see
Eric A. Posner & Adrian Vermeule, The Executive Unbound: After the Madisonian Republic (2011).
6

113

of newly issued ABS were the beneficiaries of the program.” 7 This is a great example, and one
being invoked again, of the Federal Reserve and Treasury working together to harness existing
institutional capacity to promote the extension of credit needed to support the real economy.
The most relevant lesson is that it is very hard for the government on its own to develop the
expertise and infrastructure to do what private financial institutions specialize in—assessing the
value of financial instruments and the creditworthiness of potential borrowers. An additional
lesson is that a well-capitalized banking system is key for economic recovery.
Looking further back, we see that the Federal Reserve has attempted to make loans
directly but with very mixed results. Between 1934 and 1958, pursuant to what was Section
13(b) of the Federal Reserve Act, the Federal Reserve was authorized to provide working capital
loans directly to nonfinancial firms. 8 In a recent analysis of Section 13(b), George Selgin closely
details just how difficult it was for the Fed to determine who should get funds—resulting in
widespread denials of applications—and how poorly those loans nonetheless performed. When
Congress took away the Fed’s power in 1958, it was acting in accord with, not contrary to, the
wishes of respected Fed Chairman William McChesney Martin, who had testified that the
program was inconsistent with “good government” as well as “good central banking.” Both of
Martin’s critiques pushed for a Fed that was more focused on its core mandates.
None of this is to belittle the value of government-run programs. Just the opposite—
public options can be a critical way to provide services and can spur private activity. 9 Depending
on how the next few months play out, a critical reassessment of the country’s reliance on
financial middlemen may well be warranted. For now, however, the government’s capacity to
extend credit and provide other aid to businesses in need will likely depend on how successfully
it harnesses and directs existing intermediary structures. Failure to engage with institutions
specifically well designed to aid small business could result in a post-COVID-19 world with far
Board of Governors of the Federal Reserve System, Term Asset-Backed Securities Loan Facility (TALF),
https://www.federalreserve.gov/regreform/reform-talf.htm.
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more large, powerful businesses and far fewer small businesses critical to the vibrancy of our
economy and society.
B. Banks Remain Critical
That banks are critical is reflected in many of the legislative and regulatory interventions
to date. The challenges here will be finding new ways to harness bank capacity and ensuring
banks remain sufficiently well capitalized to work with existing small-business borrowers and
extend new loans.
The difficult balance in ensuring banks have both the capital cushions needed to survive
and lend and the flexibility to make accommodations when appropriate is already leading to
heated debates. One aspect of the challenge is the need to maintain a long-term perspective
that reflects the genuine uncertainty of the public health crisis the country and world is facing
and hence the possibility of greater losses ahead. So far, there has been a tendency to focus on
ways that banks can help their clients and themselves at the same time. But the more difficult
and important decisions entail tradeoffs between these groups. If Congress wants to do more
to help small businesses, and more effectively leverage banks in that process, it must to find
ways to encourage banks to act even when it is costly for them to do so. This requires far more
than moral suasion, which could even be counterproductive longer term if banks become
under-capitalized in the process. Figuring out ways both through and beyond the CARES Act to
provide targeted subsidies to reward banks for making costly modifications or extending certain
new loans to small businesses could be a critical complement to the efforts already underway.
A more troubling development is that, in addition to encouraging banks to work with
customers, Congress and regulators are giving banks the freedom to renegotiate loans without
adhering to appropriate accounting standards and are otherwise weakening capital standards. 10
On the one hand, capital and liquidity requirements often act as a buffer, so modest relaxations
during finite periods of distress may at times be justified. Similarly, excessively rigid adherence

10

E.g., CARES Act, Sections 4012–4014.
115

to existing and new rules may discourage precisely the type of long-term value-creating
workarounds that all want to see. On the other hand, these developments can lead in
dangerous directions. Banks, for example, may opportunistically use these temporary
relaxations in accounting and other standards to restructure loans that are problematic for
other reasons. The weakest and worst-run banks may be most likely to engage in such
concerning behavior. More broadly, an undercapitalized banking system could inhibit recovery
in the real economy, as vividly illustrated by Japan’s lost decade. Finally, by softening standards
in ways that reduce the informativeness of banks’ financial statements, these developments
could breed the type of unknowns that can exacerbate market dysfunction. Take away the
credibility of the information available and that too could lead to doubt about the banking
sector and a prolonged crisis. 11
Apart from these dynamics, there are questions about whether the Treasury and
Federal Reserve could do more to harness banks’ infrastructure for making loans. The big
problem, again, is that banks’ incentives and society’s interests are not well aligned. Banks
cannot be expected to do what needs to be done without financial incentives to do so. This is
an important area for further exploration: Treasury and the Federal Reserve should find ways to
encourage the extension of new loans to small businesses, with terms that are friendlier than
what a bank could make on its own, by finding a way for banks to quickly unload such loans.
This approach could be a good way to help small businesses without threatening bank health.
The final point to note is that even though banks are critical, they are also not disinterested. This has already come through in their role in helping small businesses access PPP
loans. On the one hand, banks have played a critical role in enabling the program to work and in
getting money into hands of small businesses in a timely way. Without banks, the program as
designed would not work. On the other hand, the program and banks involved have run into
operational challenges that are delaying the distribution of these funds. More disturbingly,
banks are favoring their own clients, particularly clients with outstanding loans. This is not only

Kathryn Judge, Information Gaps and Shadow Banking, 103 Virginia Law Review 411 (2017); Kathryn Judge, The
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because it is easier for banks to process these applications—the rationale most provide—but
also because those banks stand to benefit from the PPP funds. By improving the liquidity and
solvency of firms receiving the funds, PPP funds make it less likely that a bank’s outstanding
loan will go into default. These types of conflicts are not a reason to bypass banks in the short
run but they are a reminder of the importance of identifying and, when appropriate, minimizing
conflicts when they inevitably arise.
Overall, the evidence suggests that better capitalized banks do a better job lending
through the cycle. 12 Excessively relaxing capital requirements or allowing troubled banks to
opportunistically renegotiate with weak borrowers is unlikely to pave the road to long-term
success. Instead, the aim should be to devise tools that utilize bank expertise and provide
appropriate incentives for helping businesses in need.
C. Online Lenders are a Critical and Growing Part of the Small Business Credit
Ecosystem
The situation with online small business lenders is significantly more complicated.
Online small business lenders are the main source of credit for a large and highly vulnerable
part of the small business ecosystem that banks can't or won't serve effectively. 13 Due to their
capital markets-dependent business model as nonbank finance companies, online small
business lenders will be forced out of the market just when the liquidity they provide is needed
most. Online lenders have already curtailed or ceased lending as their ABS are downgraded
and funding costs rise precipitously. 14 Accordingly, unless the government finds a way to utilize

Leonardo Gambacorta & Hyun Song Shin, Why Bank Capital Matters for Monetary Policy, BIS Working Paper No.
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and support these lenders, a wide swath of small business borrowers may face a dire cash
shortage. As a longer-term matter, it may be advisable to consider reducing the systemic risks
created by small business lenders that are dependent on the capital markets and thus disabled
in a crisis. It may be more prudent to force these lenders into the regulated banking system
where access to deposit funding and effective capital and liquidity rules will prevent lending
paralysis.
It is important to be clear-eyed about how the small business credit market has changed
since 2008. Banks are no longer the only source of credit for true small businesses, especially
the type of very small “Mom & Pop” corner stores, laundromats, beauty salons, and coffee and
sandwich shops that line main streets. Over the last decade, the smallest enterprises have
increasingly turned to online lenders for their credit needs. The most recent Federal Reserve
Banks' Small Business Credit Survey indicated that, in 2018, nearly one-third of small businesses
that applied for credit sought it from an online lender. 15 For less traditionally credit-worthy
businesses, the number was closer to one-half. 16 Despite an average loan size much smaller
than that of a typical bank, 17 online lenders extended more than $20 billion in loans to small
businesses in 2019, overwhelmingly to very small enterprises. Combined with the
approximately $12-15 billion in aggregate merchant cash advances made to small retail
businesses in 2019, nonbank lenders provided somewhere between a quarter and a third of all
credit to the smallest businesses.
All this growth has brought systemic fragility with it. If you peel back the skin of an
online lender, what you find underneath is a finance company, simply a nonbank lender that
gets all of its funding from the capital markets. Leading finance company names from the past
like Household, GE Capital, CIT, MBNA, Countrywide, Money Store, and GMAC all relied on the
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same liquidity model: borrow in the capital markets and lend that money to customers. In good
times, this model works well. But when funding in the capital markets is unavailable or
prohibitively expensive, a finance company quickly hits the wall. 18 That's why the finance
companies of the past moved, though not always voluntarily, into the banking system to get
access to the stable deposit funding they needed to survive and prosper, or they failed. 19
Because they are so important to the small business credit ecosystem and because they
are liquidity-challenged relative to banks, online small business lenders will need both short and
medium-term assistance from the Federal government in order to play a meaningful role in any
small business credit and economic recovery. The most immediate short-term solution for
these lenders and their customers is direct participation by online lenders in the PPP, as
authorized by the CARES Act. 20 The speed and simplicity of online lenders’ processes would be
a significant advantage relative to the often more bureaucratic loan origination practices of
banks. While online lenders have the same incentives as banks to provide PPP loans to their
existing customers as a means of reducing potential defaults, they also have significant financial
incentives to make PPP loans to new customers. This is because, as monoline lenders unable to
fund traditional loans and without other revenue sources, they need the revenue from PPP
lending to “keep the lights on” in their origination operations until conditions improve.

For examples of the instability of capital markets funding for online lenders, see Lawrence Delevingne, Eyeing
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Rest of SMB is ‘On Hold’, Debtwire (April 2, 2020).
19
Unfortunately, some of today’s online small business lenders—the so-called “marketplace lenders”—are even
more fragile in a crisis than their more traditional predecessors. A marketplace lender has to keep issuing loans to
survive. It can’t slow down lending and slash operating costs to stay afloat while collecting cash from existing
loans, like a traditional finance company, because it typically doesn’t own many loans and relies on transaction
fees or “gain on sale” for its main source of revenue. If the capital markets stop buying a marketplace lender’s
loans and securitizations, or charge too much for the privilege, the music stops and the lender stops lending. Todd
H. Baker, Marketplace Lenders Are a Systemic Risk, American Banker (August 17, 2015),
https://www.americanbanker.com/opinion/marketplace-lenders-are-a-systemic-risk; Todd H. Baker, OK,
Marketplace Lenders, I’ll Say It: Told You So, American Banker (May 4, 2016),
https://www.americanbanker.com/opinion/ok-marketplace-lenders-ill-say-it-told-you-so.
20
The CARES Act permits “other lenders” to become licensed to make 100% guaranteed PPP SBA loans. CARES Act.
Section 1109(b). The Interim Final Rule sets out the terms and conditions on which “additional lenders” under
Section 1102(a)(1)(F)(iii) of the CARES Act may participate in the PPP program. U.S. Small Business Administration,
Business Loan Program Temporary Changes; Paycheck Protection Program, Docket No. SBA-2020-0015,
https://www.sba.gov/sites/default/files/2020-04/PPP--IFRN%20FINAL.pdf.
18

119

Recent actions by the Treasury, SBA, and Federal Reserve with regard to both the PPP
and the related Paycheck Protection Program Liquidity Facility (“PPPLF”) appear designed
eventually to allow online and other nonbank lenders to participate in both programs, although
online lenders are subject to various application requirements and other conditions (principally
related to Bank Secrecy Act compliance) which have delayed their participation relative to
banks. 21
The problem becomes more complex in the medium term when the immediate COVID19 crisis begins to abate but loan performance and economic activity are still depressed.
Additional term loans and other types of credit will be needed as small businesses begin to
emerge from lockdown and contemplate a return to more active operations. But loan losses in
the online lenders’ historical books (the credit risk of which was largely transferred to the
capital markets) will remain very high. The loan-secured “warehouse” facilities from banks,
which these lenders typically use as a source of cash to fund loans in good times, are unlikely to
be available so long as historic portfolio losses remain a problem. Such facilities are tied to
quickly funded loan sales/securitizations into the capital markets, and the capital markets will
not provide funding for new loans in an amount and at a price adequate to support nonguaranteed lending by online lenders until the economy is fully recovered and credit risks
return to a more normal range. Government solutions will be needed for an indeterminate
amount of time. We suggest two potential solutions to this problem: one involving direct
support to online lenders and one supporting capital markets funding as markets recover.
One way to help small business customers of online lenders secure the financing they
need would be for the Fed to provide for a limited period a direct secured line of credit facility
with a 100% advance rate and a concessionary interest rate available to any online lender that
meets the SBA 7(a) lending volume test for nonbank lenders included in the PPP. Treasury
should provide direction and loss absorption and online lenders should be required to use the

See, e.g., U.S. Small Business Administration, supra note 19; Board of Governors of the Federal Reserve System,
Federal Reserve Takes Additional Actions to Provide up to $2.3 Trillion in Loans to Support the Economy (April 9,
2020), https://www.federalreserve.gov/newsevents/pressreleases/monetary20200409a.htm. Under the PPPLF,
established April 9, 2020, the Fed will extend credit to eligible financial institutions that originate PPP loans, taking
the loans as collateral at face value. While banks are included in the PPPLF at commencement, the Fed’s release
indicates that it is working to include other lenders originating PPP loans “in the near future.”
21

120

credit for extending small business loans to existing customers.22 This should help online
lenders keep credit flowing to existing borrowers who would otherwise be cut off because of
the lenders’ inability to access market capital. It is important to recognize that the Fed
normally should not engage in lending of this type, which involves the central bank in what
could fairly be called the amelioration of business model failure rather than market failure.
However, the emergency circumstances, the large number of businesses affected, and the
Treasury loss absorption guarantee make this the best immediate solution.
Another way that Treasury and the Fed could utilize their current authority would be to
expand the category of loans eligible for the TALF to include investment grade non-SBAguaranteed small business loans, which are currently not included in the program. Adding
these loans to the TALF would increase capital markets’ confidence in the ABS issued by online
small business lenders and improve pricing and funding availability, especially as the economy
revives and credit outcomes become more predictable. Specifically, the TALF would need to be
changed in three ways:
● Non-SBA-guaranteed small business loans would be included in the loan types eligible
for TALF ABS lending. The current list includes SBA loans, auto loans, student loans,
credit cards, and even insurance premium finance loans (a tiny business in relative
terms), but not normal small business loans. This provision would also help banks,
credit unions, and other small business lenders who make such loans.
● All investment grade consumer loan ABS would become eligible for lending. The TALF
rules only allow ABS rated AAA by two rating agencies. For many reasons, the ABS
issued by nonbank small business lenders typically don’t reach that type of rating and
are therefore ineligible. It may even be necessary to add some non-investment grade
securities to the program, especially those ABS that were investment grade but
subsequently downgraded as a result of the crisis.

To avoid unanticipated competitive effects, we believe that this facility should be limited to existing customers
of the online lenders, defined as any small business that has had a loan from the lender at any time within the last
2 years.
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● The TALF program would need to clarify that privately (Rule 144A) issued and
institutionally traded ABS are eligible. TALF in 2008 was limited to buying the publicly
traded ABS, which dominated the market at the time. That’s no longer the case today.
These changes would alter the nature of the current TALF significantly by adding an
element of credit risk that, theoretically, does not exist for today’s TALF-eligible, AAA-rated ABS
and may arguably be beyond the Fed’s 13(3) authority. For this reason, and to protect future
Fed independence, it would be preferable to create a new, parallel Fed lending facility
specifically for investment grade ABS backed by small business loans (and perhaps for
consumer installment loans, where there are similar issues) 23 with funding and/or loss
absorption provided by the Treasury.
Finally, policymakers need to come to terms with the systemic risks associated with
allowing fragile, capital-market dependent lenders to play a significant role in the provision of
credit to small businesses.24 There can be little question that allowing a large portion of lending
to a critical area of the economy to be provided by companies (a) beyond direct federal control
and (b) doing business in an inherently fragile and procyclical manner creates systemic risks.
We are seeing these risks play out today.
It may be time to insist that lending to critical areas of the economy belongs in regulated
banks, where funding is stable and a regulatory regime intended to support lending in crises
and recessions is in place. 25 While the COVID-19 crisis situation is unprecedented and there are
cogent innovation-based arguments to the contrary, it is hard to understand why government
should be responsible for rescuing lenders that could have designed their businesses to be
more resilient to liquidity and credit shocks. One might, and should, also ask why the Financial

Todd H. Baker, Fed’s New TALF has a Major Gap, American Banker (March 26, 2020),
https://www.americanbanker.com/opinion/feds-new-talf-has-a-major-gap.
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Stability Oversight Council (“FSOC”) did not do more to identify and address the systemic risks
posed by the rise of online small business lending.
There is no easy way for the government to readily provide the perfect amount of
support and credit to small businesses. Every path forward is fraught. But failing to provide
sufficient access to credit poses much greater downside risk than the complications that will
inevitably arise in efforts to harness the infrastructure embedded in banks and online lenders.
This paper presents just a few of the ways that the government could more effectively use
existing intermediaries to help small businesses get the credit they need to survive this
unprecedented shock.
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