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On behalf of Fintechs Canada, | would like to thank you for the opportunity to
comment on the draft regulations that were published late last yearon the
maximum allowable rate of interest.

Fintechs Canada serves as the collective voice for the most innovative financial
technology companies. Serving millions of Canadians from
coast-to-coast-to-coast, our membership consists of market-leading Canadian
fintechs, fintech-friendly financial institutions, the technology companies that
power the credit union space, and global fintech companies, among others. Our
missionis to assist Canadians in accessing a more competitive and inclusive
financial sector, while also protectingits integrity, stability and security.

The federal government’s intention with the regulations is to lower the maximum
allowable rate of interest on certain consumerloans that are predatory, not
commercialloans, which aren’t predatory. As the government wrote inits regulatory
impact statement:

Commercial lending does not require the same degree of regulatory
oversight as personalloans. Often commercial loans require high rates of
return to attract capital investments and are usually undertaken by parties
that understandrisk versus return trade-offs occurring as a part of diversified
portfolios designed to hedge risks. Overly restrictive rules on these types of
loans could have a cooling effect ontransactions that, all factors
considered, would be beneficial to both parties and the economy.


https://www.gazette.gc.ca/rp-pr/p1/2023/2023-12-23/html/reg3-eng.html
https://www.gazette.gc.ca/rp-pr/p1/2023/2023-12-23/html/reg3-eng.html

Moreover, commercialloans do not trap individuals in Canadain a cycle of
debt. Inaddition to capturing certain commercial lending practices that are
outside the policy intent, furtherlowering the criminal rate could restrict the
ability of sophisticated commercial entities to engage in borrowing
transactions. Thisis why the proposed Regulations would exempt
commercialloans from the new lower criminal rate.

The proposedregulations, as they’re currently drafted, fail to exempt many
commercial loans serving small and growing business owners from the new
maximum allowable rate. Unless the regulations are amended, the government will
disproportionately restrict Canada’s smallest businesses and entrepreneurs from
accessing the credit they need to investin their businesses and grow.

Inthe rest of this letter, we:

1. Describe afew features of the market forcommercial creditin Canada

2. ldentify the unintended consequences of the draft regulations

3. Submit three recommendations forhow to amend the regulations to avoid
the unintended consequences

1. The market for commercial creditin Canada

The availability of commercial creditis becoming scarcerin Canada and around the
world due to economic factors. Business lending conditions in Canada have been
tightening, according to a survey by the Bank of Canada. Suchis the case around
the world. According to recent bank lending surveys by the European Central Bank
and Federal Reserve, banksinthe EU and the United States have also been
tightening their standards for commercial loans to firms of all sizes and across
industries.

Meanwhile, the Canadian Federation of Independent Business, which surveys
thousands of businesses on aregular basis, reported this year that:

e Demandforcreditin Canada’s community of small- and medium-sized
businessesisincreasing. Businessesreporting a need for financing
increased from 35to 58 percent from 201210 2022. Small
businesses—those with 49 employees or fewer—reported a greater need for
financing than other businesses.

e Especiallyamong traditionallenders, such as large financial institutions,
financing requests were denied for about one in five of the smallest
businesses—those with four employees or fewer.


https://www.bankofcanada.ca/publications/slos/
https://www.ecb.europa.eu/press/pr/date/2023/html/ecb.pr230725~8358d3939d.en.html
https://www.federalreserve.gov/data/sloos/sloos-202307.htm
https://www.cfib-fcei.ca/hubfs/research/reports/2023/2023-07-sme-financing-indicators-en.pdf

Because they’re being shut out of the market for commercial credit from traditional
lenders, many small businesses are turning to “non-traditional” sources of credit,
such as financial technology companies.

The current financial system, which relies heavily on established credit scores and
credit history, fails to effectively accommodate “thin-file” borrowers such as
low-income individuals, minority communities, immigrants, and young
entrepreneurs. The proposed regulations create real risk that these classes of
entrepreneurs will be disparately impacted when it becomes more difficult for
them to gain access to the financial system.

2. Regulations don’t exempt low-value commercial loans for
Canada’s smallest businesses

According to the draft regulations, loans would be exempt from the new maximum
allowable rate of interest if:

e Theborrowerisnot anatural person

e Theborrowerhas enteredinto the agreement orarrangement for business or
commercial purposes

e The amount of credit receivedisin between $10,000 and $500,000 and the
APR doesn't exceed 48%

The exemption criteria, as currently drafted, mean sole proprietors, who canbe
dieticians, freelance photographers, graphic designers, and hairdressers, will be
excluded from commercial purpose lending. These types of sole proprietors take
outinnovative, low-dollaramount loans that have flexible repayment schedules
and no requirements to pledge personal collateral. Sole proprietors need access
to suchloansin orderto grow theirbusiness, whetherit’s to buy alarge quantity of
supplies to fulfill new orders, sub-contract consultants, or toinvestin learning new
skills to grow their business.

The proposed exemption criteria create a material risk that sole proprietors who
already have struggled to gain access to loans from traditional means will lose
access tolow-dollaramount commercial credit from our members, as alternative
lenders forcommercial purposes may be forced to downsize operations or cease
providing these loan products to sole proprietors altogether. Ourmembers invest
ininnovations and flexible terms that enable them to responsibly offerloans to sole
proprietor borrowers and this needs to be adequately recognizedin the
regulations.



Forexample, considera newcomer, who is working on building her doula business
and has already worked with a few clients. Suppose she’sbeen asked to takeona
job that will pay her $5,000, but she doesn’t have all the necessary equipment.
Suppose she needs to buy birthing comfort supplies worth $3,000 to complete
the job, but doesn’t have enough cash on hand, her credit card limitisn’t high
enough, and while she is creditworthy, the size and age of her business means a
traditional bank will not offer her financing. She also can’t be assured that she’ll get
paidinfullinamonth orthree months after completing the job, despite how clear
the payment terms are in herinvoice. There are financial technology companiesin
the market right now that can offer the doula aloan with a flexible repayment
schedule based onwhen the money is received.

Based onthe government’s exemption criteria, such loans will be prohibited from
the benefits of the commercial exemption, under the government’s draft
regulations as currently written, even though they are essential for many sole
proprietors to build and grow their business.

The flexible repayment schedule of such loans is one of the most appealing
features, butit also caninfluence whether the APRis higher orlower. Forexample,
suppose after taking out the loan and buying equipment, our hypothetical doula’s
jobis cancelled due to aclient’s unexpected miscarriage. Though she gets to keep
a small deposit, it’'s not enough to cover the loan. The aforementioned loanis
beneficial becauseit’s structured such that she can pay the loan back whenever
she earnsincome, which gives her the flexibility to find other clients and pay the
loan back over alonger period of time without incurring extra cost.

Furthermore, the exemption criteria do not consider the importance of
commercial-purpose loans under $10,000. According to internal member data,
which represents tens of thousands of commercial borrowers, the median
commercial-loanvalue in 2023 was nearly $5,500. For sole proprietors, this median
loan value was even lower, coming in around $4,000 in the same year. Our
members fund around $200,000,000 in commercial-purpose loans. The draft
regulations as written would severely impact entrepreneurs by putting the
availability of these funds at risk, removing an essential funding stream for tens of
thousands of entrepreneurs across the country.

3. Our proposal forimproving the commercial-purpose exemption
criteria



The government’sintentionis to exempt commercial loans, but there are
commercialloans, such as the aforementioned type offered to sole proprietors,
which the regulations fail to exempt.

We recommend that:

e The government exempt from the new maximum allowable rate of interest
natural persons taking out the loan for a business, trade or commercial
purpose.

e The governmentlowerthe minimum threshold forexempted credit to
$2,500 solong as the maximum threshold is $500,000, the annual
percentage rate of interest does not exceed 48%, and the borrower is taking
out the loanfor abusiness, trade, orcommercial purpose.

e The governmentrequire thatlenders conduct reasonable inquiries to ensure
that aborroweris going to use the exempted loan forabusiness, trade or
commercial purpose. The government should also require that lenders
conduct reasonable inquiries that the commercial borrowers have an
existing, operational business.

By making each of the aforementioned changes to the regulations, the
government would be exempting commercial loans more equally for all business
sizes while still safeguarding against loopholes for predatory lenders to prey on
vulnerable consumers.

In otherjurisdictions that exempt commercial loans, the exemptions for
commercial loans are broader than Canada’s proposed one. But thisis made
possible without creating loopholes because lenders are still liable for using
reasonable effort to verify the commercial purpose of aloan. Forexample:

e InAustralia, credit (including cost caps)isregulated at the national level by
the National Consumer Credit Protection Act, which incorporates the
National Credit Code. This exempts credit that is not for personal, domestic
orhousehold purposes from the National Credit Code. The corresponding
regulations allow borrowers to sign a form of declaration that creates a
presumption that the credit will be used wholly or predominantly for business
purposes. But the declaration can be deemed ineffective if the lender "knew,
orhadreasonto believe; or...would have known, orhad reason to believe, if
the [lender] had made reasonable inquiries” that the credit was going to be
used foraconsumer purpose. In practice, the law incentivizes lenders to
conduct reasonable inquiry to avoid exposing themselves to legal liability.



e Inthe United Kingdom, the Financial Services and Markets Act 2000
(Regulated Activities) Order 2011, Section 60C, allows for the exemption of
business-purpose credit from the application of the Consumer Credit Act to
alending agreement. The business-purpose exemptionis not unconditional.
There are threshold restrictions on the loan amount, which further limit the
range of credit that is exempted. What’s more, while a declaration can create
a presumption that creditis being extended for business purposes, the
declaration canberebuttedin the event the lender has grounds to believe
the creditis not for business purposes. Like in Australia, lenders are
incentivized lenders to conduct reasonable inquiry to avoid exposing
themselves to legal liability.

In practice, thisrequires lenders to review and verify a potential borrower’s
business-relatedincome history (rather than employment-generated income)
before approving the loan to determine whetherthere s, in fact, a commercial
purpose. It alsorequires thatlendersreject loan applications where there is
evidence of non-compliant use, such as when they will be used for personal
consumption. It also incentivizes such lenders to market to and attract customersin
need of commercial-purpose loans, rather than personal ones, which is apparentin
suchlenders’ websites, advertising, and other collateral.

Failing to exempt all commercial loans will disproportionately hurt
the smallest businesses

Financing for small businessesis already scarce, but itis likely to become even
more scarce and under-serving of even more entrepreneurs if the government
doesn’t amend the draft regulations so that commercial loans for sole proprietors
and commercial loans above $2,500 are exempted from the new maximum
allowable rate of interest. It’simportant for the regulations to be amended to allow
fora competitive commercialloan marketin Canada that protects consumers and
promotes business growth, whichis the government’s stated intention.

Fintechs Canada thanks you for considering our perspective on how the
government can avoid these unintended consequences for business owners, while
protecting Canadians from predatory lenders who may look forloopholes and prey
upon the most vulnerable in society.

We'd be happy to discuss ourviews and elaborate on them, providing more detail
and context wherever we can. We look forward to working with you and continue to
support the government’s efforts to crack down on predatory lending.Ina



separate letter, we recommended some things the government could do to
complement the new maximum allowable rate by addressing the market conduct
of predatory lenders.

Sincerely,

AlexVronces

Executive Director, Fintechs Canada
1Richmond Street West, Suite 200
Toronto, Ontario M5H 3W4



