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The decision to regulate peer-to-peer lending and crowd-investing in equities and debt securities is a 
welcome step in the process toward rejuvenating the regulated consumer finance market. But it is not 
appropriate to apply the same complex and unwieldy regulatory model that has evolved to protect 
established banking and investment business models from innovation and competition to date. New 
business models will not thrive unless the regulatory framework is altered to facilitate far easier market 
entry by new firms and the more cost efficient flow of savings and investment funds to people and 
businesses who need finance. While the FCA has made a genuine effort to understand the new business 
models and to begin to open up the regulatory framework to accommodate them, a great deal more 
needs to be done, as explained in answer to the questions below. 
 
In this context it is important to recognise that peer-to-peer lending and crowd-investing in equities and 
debt securities are part of a long term trend. They may illustrate the initial expansion of the online retail 
marketplace from e-money into the markets for regulated financial instruments. But entrepreneurs are 
already working on expanding the model into savings3, co-operatives4, general insurance5 and will no 
doubt do so in other regulated and unregulated sectors.  
 
Accordingly, the strain on the framework under the current Financial Services and Markets Act will only 
increase. That is because the current regime assumes most financial instruments are issued by a single 
provider to depositors/investors who have no control or visibility over how the proceeds are used; and 
are distributed through certain defined activities that have not substantively altered (or been allowed to 
alter) in decades. The common characteristics of the new retail financial marketplaces, however, mark a 
genuine departure from the traditional model (see Annex 1). The marketplace platforms use a similar 
                                                 
1 http://fca.org.uk/your-fca/documents/consultation-papers/cp13-13 
2 The writer is responding to this consultation on the basis of over 15 years’ experience as a solicitor advising on 
retail financial services and e-commerce, including peer-to-peer lending and crowd-investment; non-bank lending; 
e-money and payment services. However, his views are based on his own general knowledge and experience, and 
are not necessarily those of any client. Relevant experience also includes previous roles as General Counsel of any 
early person-to-person payment service; Legal and Compliance Director of a mortgage business preparing for the 
introduction of FSA mortgage and general insurance regulation; and as General Counsel (and a co-founder) of 
Zopa, the first peer-to-peer lending marketplace. He also advised on the creation of the Peer-to-Peer Finance 
Association. Previous submissions on this topic include those made to the Breedon Taskforce on small business 
finance, the Cabinet Office “Red Tape Challenge”, and the Financial Services Bill. In December 2012 the writer co-
organised the Peer-to-Peer Finance Policy Summit, in which officials from HM Treasury, BIS, the FSA and the 
European Commission participated. 
3 http://writing.makeshift.io/pieces/things-we-learnt-trying-and-failing-to-build-a-regulated-social-savings-service-
called-savemates  
4 http://communityshares.org.uk/; http://www.microgenius.org.uk/   
5 http://www.friendsurance.com/; http://signup.jfloat.com/   
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architecture, regardless of instrument. The operator seeks to balance the interests of participants on 
each side of the market in the terms on which the marketplace operates, as well as in the design of the 
financial instrument that lender/investor and borrower/fundraiser agree for each specific transaction. 
As such, these platforms have more in common with the operation of electronic payment platforms 
than typical investment firms or even stock exchanges (in which participation on both sides of the 
market is heavily intermediated).  
 
Industry self-regulation has therefore been based on payment services regulation, which regulates 
seven different types of payment service according to common operational risks at the platform level, 
with requirements for transparency according to the risks involved in what is being financed.6  The 
industry has also been calling for proportionate regulation along these lines for several years,7 and peer-
to-peer foreign exchange platforms have become authorised payment institutions. It should be noted 
that French proposals to regulate peer-to-peer lending adopt the payment services approach.8 That 
signals an opportunity to deliver proportionate regulation at European level in the context of the reform 
of the Payment Services Directive9 and the European Commission’s own consultation on 
‘crowdfunding’10.  The FCA should anticipate this opportunity in its own approach to this area by at least 
delivering a ‘tailored sourcebook’ containing all the rules that it proposes to apply to peer-to-peer 
lending and crowd-investment.   
 
In addition to answering each of the consultation questions below, I have included in Annex 2 a 
suggested regulatory approach, drawn from previous papers.  
 
Q1: Do you have any comments on our assessment of the equality and diversity considerations? 
 
For reasons given in answer to other questions below, in my view, the FCA’s proposals are based on an 
unduly narrow consideration of the competing uses for people’s money. Ironically, that is especially the 
case in relation to inexperienced investors and low-income earners who are most at risk from 
concentrating savings into a narrow range of underperforming asset classes (not to mention losing 

                                                 
6 See the Payment Services Regulations 2009; Electronic Money Regulations 2011; the Peer-to-Peer Finance 
Association Operating Principles: (http://www.p2pfinanceassociation.org.uk/wp-content/uploads/2011/08/P2PFA-
Operating-Principles.pdf) and the UK Crowd Funding Association Code of Practice: http://www.ukcfa.org.uk/code-
of-practice-2  
7 http://thefinancelab.org/documents/Peer-to-Peer_Finance_Summit_Open_Letter.pdf  
8 http://www.amf-france.org/Publications/Consultations-publiques/Annee-en-
cours.html?docId=workspace%3A%2F%2FSpacesStore%2F9ca0ca5a-e7b5-40df-8391-122027eb7cc0. The French 
proposed to use the transposition of the small payment institution provisions of the Payment Services Directive to 
require registration by donation-based crowdfunding and P2P lending platforms. As a small payment institution, 
platforms would need capital of €40K, and be subject to a rolling 12 month average limit of €3 million transaction 
per month (that could be lowered to €1 million under proposals to reform the PSD (“PSD2”). Above that threshold, 
platforms would need to be fully authorised as a payment institution, with minimum capital of €125K and higher 
amounts based on various optional calculations. However, the French proposals contain upper limits of €250 per 
individual per project and a global maximum loan amount of €300,000 per project. While this might not trouble 
consumer loan platforms, it would adversely impact platforms that facilitate funding for businesses or the 
purchase/development of larger assets such as commercial property.  
9 http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52013PC0547:EN:NOT  
10 http://europa.eu/rapid/press-release_IP-13-906_en.htm  
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money on regressive retail gambling products). The current proposals, while somewhat less restrictive 
than the general investment regime, will still tend to prevent the productive use of funds rather than 
promote the opportunity for fully-informed choice and diversification.  
 
Q2: Do you agree with our assessment of unregulated, exempt and regulated crowdfunding activities? 
 
Terminology is important in this context. The FCA has coined the terms ‘loan-based crowdfunding’ and 
‘investment-based crowdfunding’ for the purpose of this consultation, but these terms run contrary to 
global industry usage. However, the use of consistent terminology will be critical to clearly 
differentiating the various types of marketplace for potential new participants and other stakeholders. 
The term ‘crowdfunding’ was developed to describe the process whereby many people could donate 
small amounts to many different projects, as a means of raising funds outside the US securities markets. 
‘Peer-to-peer lending’ developed in the UK as a means of distinguishing retail loan models from both 
donation-based crowdfunding and the regulated activity of issuing debt securities.  Use of the word 
‘lender’ in the context of peer to peer lending is also important to distinguish someone who is lending 
rather than making donations or investing in securities. By contrast, it is increasingly common to see 
platforms which facilitate investments in debt securities and equities referred to as ‘crowd-investment’.  
 
However, I understand the need for a neutral regulatory term which ‘covers the field’ and enables a 
consistent approach to the sector as a whole. I have previously suggested using the term “direct finance 
platform” without resistance as far as I am aware.11   
 
It will also be important for the FCA to clarify the distinction between these newly regulated activities 
and other forms of regulated activity, as well as the difference between instruments which appear to be 
very similar (e.g. loans and relatively simple debt securities, units in unregulated collective investment 
schemes, alternative investment funds and so on), type of investment vehicle, and the risks of the asset 
or activity being financed. 
 
Q4: Do you think there are other risks relating to crowdfunding that we should consider and seek 
to address? 
 
The wider consumer context: 
 
Consumers are faced with many potential uses for their money both inside and outside the markets for 
regulated financial services. The FCA should therefore evaluate the risks of participating in various types 
of retail financial activity in that wider context.  
 
The FCA considers crowd-investing to be high risk, for example, owing to what it perceives to be the high 
rate of start-up business failures, the possibility of unauthorised advice, professionals picking the best 
offers, lack of dividends, equity dilution and the lack of a secondary market.  
 

                                                 
11 E.g. http://www.slideshare.net/Pragmatist/proposed-amendments-to-the-financial-services-bill-sdj-21-06-12  
The term “peer-to-peer finance” has also been used, but tends to be mistaken as a reference only to peer-to-peer 
lending. 
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Yet retail investors already find themselves pitted against professional investors in the regulated 
financial markets today. Professionals may not be any better at 'picking the best offers' from among 
early stage businesses than, say, passionate consumers of products those businesses aim to produce.   
 
The cited research on business failures equally supports the proposition that half of new businesses 
employ at least one person for up to five years. Indeed, other research shows that the UK relies on small 
businesses to provide approximately 60% of new jobs.12  Therefore, you would think it should be harder 
for consumers to spend money on lottery tickets, bingo or gambling machines - where the ‘house always 
wins’ - than to invest the same amounts in small businesses to the benefit of both local communities 
and their economies. But that is not the case. The FCA states that it has "no evidence to show that the 
wrong type of investor is investing in unlisted shares or debt securities," but does not explain why 
someone who uses gambling machines would be ‘wrong’ to invest in start-ups that might provide jobs 
for them and others in their community.  
 
The FCA may not have responsibility for supervising retail gambling, but it should acknowledge that 
consumers are freely engaging in activities that lose money with far greater certainty than investing in 
start-ups.  
 
Rather than effectively making that decision on people’s behalf, regulation should merely ensure that 
risks are explained to people so that they can make a fully-informed choice from among the competing 
uses for their money. 
 
Form over substance 
 
There is generally an over-emphasis in the current regulatory regime on products and regulatory 
structures rather than the consumer experience, which is frequently the same regardless of the product 
type or structure behind it.  
 
The current proposals also assume that risk resides only in the nature of the particular financial 
instrument or how it is promoted and distributed, rather than according to risk profile of the 
borrower/fundraiser and the activity being financed.  
 
Q5: Do you agree that we should not include loan-based crowdfunding platforms within the remit of 
the FSCS? 
 
In principle I agree. However, it is important to recognise the implicit endorsement that favours the 
instruments and activities which are included within the remit of the FSCS.  This is frequently mentioned 
by journalists covering alternative financial services.  Yet a significant reason for including bank deposits, 
for example, within the remit of the FSCS must be that banks do not otherwise safeguard those funds. 
So the FCA should accord a similar status to businesses which do safeguard their customers’ funds, to 
help ensure a more level playing field.  
 

                                                 
12 “Business Population Estimates For The UK And Regions 2011” BIS:  
http://www.fsb.org.uk/pressroom/assets/statistical%20release%20bpe%202011%20edition.pdf  
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Q6: Do you agree with the prudential standards proposed for loan-based crowdfunding firms? If not, 
what amendments would you make and why? 
 
Not entirely, no. A volume-based component is not appropriate for the capital calculation, since a P2P 
lending platform does not carry loans on its balance sheet. As a result, the P2PFA Operating Principles 
call for an amount equivalent to the greater of £20,000 and 3 months’ operating overhead costs.   
 
As to the risks cited by the FCA as necessitating a volume-based limit:  
• the risk of holding large amounts of client money is already addressed by the safeguarding regime;  
• the length of time to wind-down a firm and attendant cost is covered by the requirement for a back-

up servicer in the event that the platform operator ceases to trade;  
• the complexity of the firm and number of customers will naturally be reflected in the operating 

overhead; and 
• recalculating the capital requirement in the event of a 15% increase in loan volumes introduces 

further complexity for no benefit – any increase in volume that is material should result in increased 
overhead, which would in turn increase the capital requirement in any event. 

 
Q7: Do you agree with the transitional approach proposed for the financial requirements for loan-
based crowdfunding firms? 
 
Yes, subject to the concerns raised in answer to Q6 above. However, I would also suggest that the 
transitional position be maintained permanently for the benefit of registered small platforms to ensure 
the barrier to entry remains low (see answer to Q.19 and Annex 2). 
 
Q8: Do you agree that firms running loan-based crowdfunding platforms should be subject to our 
client money rules? 
 
No. I do not believe that it is proportionate to subject peer-to-peer lending platforms (or crowd-
investment platforms for that matter) to the full weight of CASS, as explained further in answer to Q.19 
below. For example, the P2PFA Operating Principles already require safeguarding in accordance with 
Regulation 19 of the Payment Services Regulations (“PSRs”), and some crowd-investment platforms 
involve a payment institution as an alternative to handling client money, in line with the UKCFA Code of 
Practice. Accordingly, the FCA’s rules could import the provisions of the PSRs.   
 
As an alternative, a platform operator may also either (a) involve another FCA authorised firm with 
client money permissions to handle client money; or (b) enable a borrower to make the payment via a 
payment institution or e-money institution.  In the latter case, the customers’ funds would never be 
‘client money’ at all, since they would flow between the customers’ own bank accounts and the 
segregated account of the payment service provider on the basis specified in the PSRs or equivalent 
Electronic Money Regulations (“EMRs”), which require safeguarding, and specify limits for value-
dating/crediting.  If safeguarding under the PSRs/EMRs is acceptable in this context, there is no reason 
why platform operators themselves should not be able to adopt the same approach in the first place.  
 
 



 
 

Q9: Do you agree that money held by the failed platform at the primary pooling event should be 
returned only to relevant investors? 
 
Yes. The Payment Services Regulations (and contractual segregation arrangements based on them) 
would work the same way. 
 
Q10: If contracts do not provide for risk transfer in the way described above, should CASS include a 
rule to require this in order to protect borrowers? 
 
Yes, an explicit risk transfer agreement is typical in segregation arrangements and should be mandatory, 
but only where the platform operator receives customer funds in its own (segregated) bank account and 
not where the operator is using an alternative service provider (see answer to Q.8). Where an 
alternative service provider is used, the question of risk transfer would depend on the specific option, 
but the customers could still agree that risk is transferred when either an entity with client money 
permission or a payment/e-money institution is paid.  
 
Q11: Do you agree with our understanding of how money received after a primary pooling event will 
be treated? 
 
Yes, subject to the answers to Qs 8-10. The alternative methods of safeguarding mentioned in answer to 
Q.8 would deliver the same result. 
 
Q12: Do you agree that firms operating loan-based crowdfunding platforms should be required to 
have arrangements in place so that existing loans continue to be administered in the event of 
platform failure? 
 
Yes. However, paragraph 3.47 appears to conflate the need for collection arrangements in the event of 
default by a borrower in the repayment of its loans with the need to administer all loans on the platform 
in the event the platform operator ceases to trade.  
 
Arrangement in the event of borrower default: Typically, all participants agree under the platform 
service terms that the default by a borrower under its loans will trigger an assignment of the lender’s 
interest in each loan to an enforcement entity which can then efficiently take enforcement proceedings 
in its own name. That entity pays the amount recovered from the borrower, less any collection costs 
that are not paid by the borrower, to the platform operator’s segregated account for distribution to the 
affected lenders.  However, the assignment of the lender’s interests may not need to occur in situations 
where the borrower’s performance under the loans is secured by security documentation held in trust 
by a separate entity on behalf of the lenders, since the security entity need only enforce the security 
documentation against the borrower and pass the proceeds, less collection costs not paid by the 
borrower, to the platform operator’s segregated account for distribution to the affected lenders.   
 
Arrangements in the event that that the platform operator ceases to trade: The fact that the platform 
operator ceases to trade has no impact on the loans, since the platform operator is not a party to the 
loans. But in that event the platform operator would no longer be in a position to perform its loan 
servicing obligations under its service terms, so the liquidator or a separate firm would need to step in 
for those obligations to be performed.  Alternatively, the platform operator might put in place 



 
 

insurance, or a provision of the platform service terms could provide that lenders can sell their loans for 
the amount outstanding to a third party at that point (as they do in the event of default).   
 
Q13: Do you agree with our interpretation of the Distance Marketing Directive cancellation rights for 
firms operating loan-based crowdfunding platforms? 
 
No.  
 
There are two contracts to consider, and they may not actually qualify as ‘distance contracts’ in some 
cases.  
 
The first contract to consider is the service agreement that is entered into by the platform operator with 
all users of its platform, whether they are borrowers/fundraisers or lenders/investors. The second 
contract to consider is the loan or subscription agreement entered into directly between the 
borrowers/fundraisers or lenders/investors, to which the platform operator is not a party.  
 
My own view of how the various distance marketing cancellation provisions apply is set out below. 
However, as a matter of practice/fairness, platform operators tend to allow investors/lenders to 
withdraw their offers to lend/invest prior to acceptance; and to cancel or terminate their service 
agreements at any time, subject to their being no outstanding offer to lend/invest and no existing 
loans/subscription agreements to which a lender/investor is a party that require the administration 
services under the service agreement.  
 
Of course, borrowers under regulated consumer credit agreements may also benefit from a right of 
cancellation or withdrawal, but that is not at issue here. 
 
The platform service agreement: 
 
Generally speaking, a consumer has the right to cancel a platform service agreement if it is a ‘distance 
contract’ either:  

a. within 7 days under the Consumer Protection (Distance Selling) Regulations 2000 (“CPDSRs”), if 
the service is not a ‘financial service’ (which is not necessarily clear13); or  

b. within 14 days under the Financial Services (Distance Marketing) Regulations 2004 (“FSDMRs”) if 
the service is a ‘financial service’ (the FSDMRs are replicated in the FCA’s rules in COBS 15).  

 
The definition of ‘distance contract’ is slightly different in each case.14 

                                                 
13 There is an argument, perhaps not available in the context of crowd-investing, that the platform service itself is 
not a ‘financial service’ (i.e. a service of a banking, credit, insurance, personal pension, investment or payment 
nature) since the financing is provided by the lender/investor, not the platform. 
14 Under the CPDSRs, a ‘distance contract’ is concluded between a supplier and a consumer under an organised 
distance sales or service provision scheme run by the supplier who, for the purpose of the contract, makes 
exclusive use of one or more means of distance communication up to and including the moment at which the 
contract is concluded.  
Under the FSDMRs, a ‘distance contract’ is one concluded between a supplier and a consumer under an organised 
distance sales or service-provision scheme run by the supplier or by an intermediary, who, for the purpose of that 



 
 

 
However, the CPDSRs provide that the right to cancel is lost in relation to a distance contract for services 
if the performance of the contract has begun with the consumer's agreement before the end of the 
cancellation period and after the supplier has provided the pre-contract information: Regulation 13(a). 
Accordingly, offering to lend or invest money via a platform within that period should negate any right 
of cancellation of the platform service agreement.  
 
Similarly, the FSDMRs do not allow cancellation of a contract whose performance has been fully 
completed by both parties at the consumer’s express request before the consumer gives notice of 
cancellation: Regulation 11(1)(b). Accordingly, the acceptance by a borrower/fundraiser of any offer to 
lend or invest money via a platform within the cancellation period should negate any right of 
cancellation of the platform service agreement. 
 
The loan/subscription agreement 
 
The loan or subscription agreement would not be cancellable under the CPDSRs where: 
  
• the lenders/investors are not acting as ‘suppliers’ as defined in regulation 3(1) (ie in a commercial or 

professional capacity); and  
• the contract involves the provision of a financial service: Regulation 5(1)(c). 
 
While the CPDSRs require the automatic cancellation of a ‘related credit agreement’ (Regulation 15(1)), 
for those purposes, a “related credit agreement” only means an agreement for fixed sum credit which 
fully or partly covers the price under the contract (Regulation 15(5)). But as it is not the purpose of the 
loan/subscription agreement to cover the cost of services provided under the platform services 
agreement, the loan/subscription agreement would not be cancellable as a ‘related credit agreement’. 
 
The loan or subscription agreement would not be cancellable under the FSDMRs where:  
 

a. the lenders/investors are not acting as ‘suppliers’ as defined in regulation 2(1) (ie in a 
commercial or professional capacity) even if they do provide a ‘financial service’ as defined (e.g.  
credit or investment); 

b. the ‘main contract’ is not a ‘distance contract’, in which case the loan/subscription contract 
cannot then be a ‘secondary contract’: Regulation 12(3);  

c. the loan/subscription contract is entered into at the consumer’s express request before the 
consumer gives notice of cancellation (Reg 12(3)(a)/11(1)(b)); and/or 

d. The loan/subscription contract is for a financial service where the price of that service depends 
on fluctuations in the financial market outside the supplier's (i.e. lender/investor’s) control, 
which may occur during the cancellation period – and that exception could apply in primary 
market scenarios, as well as in the secondary market scenario noted by the FCA.  

 
 
                                                                                                                                                             
contract, makes exclusive use of one or more means of distance communication up to and including the time at 
which the contract is concluded.  
 



 
 

Q14: Do you have any comments on our proposed approach to regulating disclosures on loan-based 
crowdfunding platforms? 
 
The FCA’s Financial Promotions regime should not apply in the case of marketing the opportunity to 
make loans on peer-to-peer lending platforms (even though paragraphs 3.69 and following suggest they 
will), since loans are not ‘controlled investments’, and the platform operator is not undertaking a 
‘controlled activity’, under the Financial Promotions Order. 
 
In my view, it is not appropriate for platform operators to be obliged to state a lender’s return after tax, 
or to explain how that tax is calculated, as proposed in COBS 14.3.7A. The potential distortion in a 
lender’s effective personal tax rate arising from the inability to deduct bad debts arising from loans to 
consumers will vary from taxpayer to taxpayer, as has been repeatedly explained to officials since early 
2012 using the analysis set out in Annex 3 to this document. Of course, this could be resolved by 
allowing deduction of bad debt incurred in connection with loans on regulated platforms, or by including 
such loans within Individual Savings Accounts. The relevant performance data would be readily available 
to HMRC via each platform’s systems for audit/verification purposes in such instances, just as it is for 
each lender (see also the answer to Q16 on reporting). 
 
Accordingly, platform operators should only need to provide a statement at the end of the tax year to 
enable the lender to complete his or her tax return. Lenders can access and download all their 
transaction and repayment data via their platform account. 
 
Q15: Do you agree that firms running loan-based crowdfunding platforms should be subject to our 
dispute resolution rules? 
 
Yes. 
 
Q16: Do you have any comments on the reporting requirements we propose for firms running loan-
based crowdfunding platforms? 
 
It is of course important to minimise any manual intervention required to produce regulatory reports. 
Not only is manual intervention costly, but obligations to extract or summarise transaction data also 
introduce the potential for errors in human judgement as to how and what data should be included or 
summarised and for inappropriate conclusions to be drawn based on limited datasets. Indeed, given 
problems elsewhere in the regulated financial markets arising from the lack of access to firms’ actual 
trading data, it would be surprising if the FCA were not to maintain its own direct access to the 
electronic trading data from each platform, as any customer might do.  
 
This is another example of how the online marketplace model is more transparent than ‘traditional’ 
investment services.   
 
 
 
 
 



 
 

Q17: Do you agree with our proposals to revise our approach to investment-based crowdfunding 
platforms? 
 
No. As explained above, I have long advocated regulation that addresses the common operational risks 
at the platform level in line with payment services regulation, with the requirement for transparency as 
to the risks involved in what is being financed.  

Direct Offer Financial Promotions 

Clarification is required on the process for communicating a potential opportunity to a potential 
investor. 

The appropriateness test is required where no advice is given to a retail client and must be applied 
before the investment is arranged. It should be made clear that: 

• the assessment can be applied when the investor registers with the site, with some periodic 
reassessment, consistent with other financial services firms.  

• consumers should be able to browse platforms, and platforms should be able to use social media for 
general financial promotions that do not include a direct offer before the consumers categorise 
themselves or pass a test.  In this context, a clear definition of what constitutes a direct offer 
financial promotion (“DOFP”) is essential.[1] 

The FCA mentions spread betting firms. They market their services in newspapers, on taxis etc. and may 
give specific details as to their services, special offers and markets in which they trade.  But they only 
take investors through the appropriateness test when the investor wishes to sign up for an account and 
trade. This is not dissimilar to the way crowd-investment platforms work now and is consistent with the 
current rules: 

• COBS 4.7 deals with the content of DOFPs, not when it can be communicated (except in a limited 
case, but only to say that the appropriateness rules will be followed); and 

• COBS 10.2 only requires an appropriateness test when providing a services i.e. impliedly just before 
any service is actually provided – not before communicating a DOFP. 

However, the FCA proposes amending COBS 4.7 to add a requirement (4.7.7R) that the status of the 
client to be established before a DOFP relating to an unlisted equity/debt security is communicated, as 
well as the obligation to ensure that the appropriateness rules under COBS 10 will be followed before a 
service is supplied.  

                                                 
[1] A DOFP is defined as “a financial promotion that contains: 

(a) an offer by the firm or another person to enter into a controlled agreement with any person who 
responds to the communication; or 
(b) an invitation to any person who responds to the communication to make an offer to the firm or 
another person to enter into a controlled agreement;  

and which specifies the manner of response or includes a form by which any response may be made.”  
  
 



 
 

The situation should not be more disadvantageous than that applying to, say, spread betting firms. In my 
view, therefore, the proposed requirement in COBS 4.7.7R(2) should be deleted. 

Other Issues 

I have addressed most of the remaining issues with the proposed approach in other answers, 
particularly Q.19. However, the following key issues also need to be resolved:  
 
a. The FCA must clearly state its view on the distinction between loans and debt securities;  
 
b. The rules will need to accommodate consumer demand for both loans and securities of various 

types on the same platform and in the same ‘session’ (and potentially financing the same entity or 
activity);  

 
c. There should be provision for registered small platforms with volumes of less than, say, €3m per 

month, and ‘hybrid’ platforms that may undertake both regulated and unregulated activity (see 
Annex 2);  

 
d. Risk disclosures should vary according to the risk of what is being financed, rather than just the 

instrument; and  
 
e. In order to avoid duplication of regulatory obligations, it should be made clear which category or 

categories of regulated activity are actually implicated and that operating a platform of itself does 
not also qualify for other regulated activities; 

 
f. Lenders/investors should not need to be authorised to undertake activities that are carried out by 

the platform operator (e.g. no dual authorisation for lending in the course of a business on a peer-
to-peer lending platform). 

 
 
Q18: Do you have any comments on our analysis of the crowdfunding market or further information 
about it? 
 
It has been very encouraging that the FCA has engaged directly with the industry in the course of 
formulating the current proposals (although it may be that neither the participants nor the FCA quite 
appreciated the level of detail in the rules to be applied). However, every week it seems there are new 
platforms being created to introduce the marketplace model to new regulated sectors, including 
savings, co-operatives and general insurance. As a result, the FCA will need to maintain a dynamic focus 
on the sector if it is to foster innovation and competition in such a fast-moving environment. One way to 
achieve this might be through a small team focused on registering and supervising small platform 
operators, which would provide a channel for learning more about market developments as they occur 
and help adapt FCA (and Treasury) policy and rules accordingly. 
 
 



 
 

Q19: Do you have any comments on our cost benefit analysis for the proposed regulatory approach to 
crowdfunding? 
 
I do not believe that the costs likely to be incurred by platform operators in compliance with the 
proposed rules will be proportionate to any benefits in risk management to be gained. The FCA’s 
proposals are far more prescriptive in detail than the self-regulatory approach, and will significantly add 
to transaction costs and undermine economic advantages that the FCA identifies in paragraph 3 of its 
cost benefit analysis. In other words, the cost of compliance will increase largely through the undue 
complexity of the investment regime, rather than as a result of any beneficial substantive change in how 
operational risks are managed.  
 
Costs:  
 
Specifically, the costs in Table 9 do not reflect the costs of reviewing in detail which of the FCA rules will 
actually apply and how they will impact business processes.  The main operational rules relate to 
disclosure and financial promotions (in the COBS sourcebook) and client money (in the CASS 
sourcebook). However, peer-to-peer lending platforms also need to understand the consumer credit 
rules (in the CONC sourcebook), while they and the crowd-investment platforms need to be aware of 
how to avoid falling within scope of the other regulated activities mentioned in paragraph 4 of Annex 2. 
There are also general requirements to document in some detail senior management controls (SYSC), 
calculation of adequate resources (IPRU (INV); and to comply with rules on FCA reporting (SUP) and 
complaints handling (DISP). Where many of these provisions become particularly onerous is in the 
detailed record-keeping requirements, e.g.: 
 

• COBS  Schedule 1 has a long list, including the obligation to keep every financial promotion, for 
example, and to record the date on which each promotion was assessed for compliance. This is 
something a firm might do as a matter of best practice, but prescribing activities at this level of 
detail effectively means a firm has to document a process and procedure and audit/monitor the 
same, in addition to the activity itself. This adds to the cost of doing business. 

 
• CASS 7.6 obliges a firm to make proper records sufficient to show and explain its “transactions 

and commitments” in respect of its client, particularly in relation to reconciliations, and to notify 
the FCA of any breaches (e.g. co-mingling or inaccuracies or failure to reconcile; or failure to 
cure any problem detected); 

 
• documenting the financial resources calculation in line with IPRU (INV) 12;  
 

A key problem is that the FCA has so far only provided a mark-up of rules added to the existing 
investment regime, rather than extracting all the provisions that actually apply to P2P lending or crowd-
investment.  The FSA used to provide ‘tailored handbooks’ containing the 10% of the Handbook rules 
that were relevant to each specific activity, but the FCA does not. However, the FCA does maintain the 
very helpful “Approach” documents that the FSA prepared to explain its approach to the regulation of e-
money and payment services.15 Such tools would be invaluable for direct finance platforms. 
                                                 
15 http://www.fca.org.uk/your-fca/documents/tracked-changes-payment-services-approach-june-2013; 
http://www.fca.org.uk/static/documents/emoney-approach-june-2013-changes.pdf   

http://www.fca.org.uk/your-fca/documents/tracked-changes-payment-services-approach-june-2013
http://www.fca.org.uk/static/documents/emoney-approach-june-2013-changes.pdf


 
 

 
Various paragraphs refer to a single day for a “compliance director” to understand the rules. However, 
all business functions are affected and no single manager will be in a position to single-handedly 
determine (a) which rules apply and which do not; (b) the impact on operational processes; (c) the cost 
and other consequences of the changes required; and (d) oversee the process of implementing the 
changes required in every function. Compliance cannot exist in a silo. Platform operators will need to 
initiate cross-functional projects to prepare for regulation in the same way that mortgage and general 
insurance intermediaries had to when preparing for new regulation in their sectors in 2003-2004.  This 
will result in significant distraction from the day-to-day running of comparatively small, high growth 
businesses. 
 
The assumed operational overhead of £625,000 per annum may well exceed what small platforms might 
reasonably expect to spend in their early growth phases, so that even the initial and ongoing estimate of 
£25,000 per annum would represent a larger share of operational costs than 4%. This emphasises the 
need for a registered small firms option. 
 
The full FCA authorisation process requires significant work to be undertaken by platform operators in 
advance of filing (estimated at 6-9 months) at an estimated cost of £150,000 to ensure that the FCA can 
understand the proposed activities well enough to consider authorisation. It can then take at least 
another 6 months to get authorised.16 This makes financing the launch of such platforms expensive and, 
somewhat ironically, adds to the risk of failure. A pre-registration and/or registered small firms process 
would be helpful in reducing the cost and delay associated with market entry, while preparing for full 
authorisation in due course.  
 
Lack of Advice 
 
The restrictions on wider retail investor participation contemplate the availability of investment advice 
for participation in crowd-investing, which is unlikely to be available for many retail investors.  
 
Industry reports suggest that IFAs struggle to get Professional Indemnity insurance to advise on crowd-
investments, as they cannot carry out due diligence on small investments/start-ups. IFAs can advise on 
the platform risk, but not individual investments on that platform. In addition, at least one IFA has 
reported that his personal liability insurance specifically excluded making recommendations for 
investment under the SEIS.17 The FCA should assess the impact of the Retail Distribution Review and 
how proportionate the IFA rules are in relation to crowd-investment and P2P lending, as opposed to 
traditional investments offered by incumbents. 
 
This also overlooks the fact that investors may wish to embrace alternative finance platforms in 
preference to traditional channels. 
 
 

                                                 
16 See note 10 from the Fintech Challenger Business Workshop, October 2013: 
http://files.meetup.com/2243521/RFC%20-%20FinTech%20Challenger%20Businesses%20Workshop%20-
%20Oct%202013%20.pdf    
17 See note 5 from the Fintech Challenger Business Workshop, October 2013. 

http://files.meetup.com/2243521/RFC%20-%20FinTech%20Challenger%20Businesses%20Workshop%20-%20Oct%202013%20.pdf
http://files.meetup.com/2243521/RFC%20-%20FinTech%20Challenger%20Businesses%20Workshop%20-%20Oct%202013%20.pdf


 
 

Access to segregated bank accounts 
 
The industry reports that banks are slow and uncooperative in opening segregated bank accounts, failing 
to understand the nature of the business.18 Regulated status may help, but the FCA may need to ensure 
that appropriate banking services are more readily available to support the segregation requirements. 
 
Adverse consumer experience compared to other uses of money 
 
The adverse consumer experience associated with certifications and appropriateness tests are also likely 
to deter many investors from trying out new services with small amounts. Why should it be easier to 
gamble than to lend or invest?  
 
Allowing anyone to be invited to invest up to, say, €250 in any one project without any form of 
certification, advice or appropriateness test would seem appropriate (as envisaged in the French 
proposals for peer-to-peer lending). 
 
Dual consumer credit authorisation will deter lending by businesses and funds 
 
Dual consumer credit authorisation for any lenders who are lending to consumers in the course of a 
business on P2P lending platforms is likely to deter many business and institutions who do not need to 
be authorised in order to lend or invest in other contexts. Crucially, there is also no clarity on where the 
various compliance responsibilities would lie in the context of dual authorisation, given that all the 
operational activities associated with the marketing, creation and servicing of the loans takes place in 
the platform operator's systems, rather than the lender’s systems (even where that lender is, say, a 
bank). In other words, dual authorisation makes no sense where the lending is being done in the course 
of the platform operator's business, and not in the course of any business being run by the lender.  
 
To date, the FCA (like the OFT) has declined to give any guidance on what it means to be 'lending in the 
course of a business', other than to refer to generic guidance on the ‘business test’.19 It should be noted, 
however, that case law cited in HMRC guidance on this topic20 requires an assessment of the operational 
reality. In my view, that analysis supports the conclusion that lenders on peer-to-peer lending platform 
are not lending in the course of a business operated by them but in the course of the platform 
operator’s business. 
 
The FCA appears to interpret the Consumer Credit Directive to mean that any person or firm lending in 
the course of any business via peer-to-peer lending platforms will be a ‘creditor’ and therefore need to 
be authorised.  However, that interpretation is not consistent with the FCA's view (in paragraph 3.4 of 
the consultation paper) that a person who lends on a peer-to-peer lending platform is actually an 
‘investor’ in loans, rather than a lender. Moreover, taking a purposive approach to the Directive (as the 
European Court of Justice does when interpreting European law) it is to be doubted whether the 
European Parliament foresaw the problem of dual regulation in the context of peer-to-peer lending and 
decided in favour of it.  

                                                 
18 See note 12 from the Fintech Challenger Business Workshop, October 2013. 
19 http://fshandbook.info/FS/html/FCA/PERG/2/3  
20 http://www.hmrc.gov.uk/manuals/bimmanual/bim62201.htm  

http://fshandbook.info/FS/html/FCA/PERG/2/3
http://www.hmrc.gov.uk/manuals/bimmanual/bim62201.htm


 
 

 
So long as the borrower receives the benefit of all the compliance requirements that a lending business 
must meet, it should not matter whether the lender or the platform operator does the work of meeting 
the requirements.   
 
This emphasises the opportunity to enable economies of scale and other operational efficiencies by 
regulating to address operational risks common to all products at the platform level, with 
supplementary rules to that focus solely on the risks associated with different instruments and what is 
being financed. 
 
Benefits for those funding SMEs are not accounted for 
 
The FCA’s analysis of the potential impact on SMEs that are deprived of funding by the proposals does 
not account for the fact that even SMEs who survive for 3 to 5 years still generate jobs and incomes 
during that period.    
 
Risks are not differentiated by instrument type or use of proceeds 
 
The proposed rules do not operate proportionately according to the relative risks associated with 
different types of loan or debt security, or according to the nature of what is being financed and on what 
terms.  
 
Features of a ‘secondary market’ unclear 
 
The FCA includes an estimate of £4,000 to create a 'secondary market' and ongoing costs of four hours 
per day to oversee its functioning, or £10,000 per annum. However, the FCA should specify the features 
and related regulatory analysis on which that estimate is based.  
 
 
Q20: Do you have any comments on the compatibility statement? 
 
In my view, the FCA proposals do not balance the FCA’s obligation to promote effective competition in 
the interests of consumers with the obligation to protect consumers. Consumer protection should not 
be a matter of simply preventing access to certain instruments, since this limits competition and denies 
consumers the opportunity to diversify even small amounts of money away from a narrow range of low-
yield assets. A consumer is better protected by being adequately informed of the risks before saving, 
lending or investing (or indeed gambling).  
 
The FCA plans to review the overall crowdfunding regime again in 2016, but we are still in the very early 
stages of a rapidly growing and disruptive trend that will sweep across more and more instruments and 
market segments. As mentioned above, the FCA will need to maintain a more dynamic focus on this 
sector if it is to foster innovation and competition in such a fast-moving environment. Perhaps a 
dedicated small platforms registration unit would help achieve this. 
 
The FCA sees peer-to-peer lending as "generally of lower risk than that made via investment-based 
platforms" although it sees the potential for innovation that may bring higher risks, so will keep the 



 
 

sector under review. What the FCA fails to highlight, however, is that applying the marketplace model 
(and rules) to other market segments might actually increase transparency in those sectors and reduce 
the risks of mis-selling, since the lenders/investors can decide where their money goes, whereas fund 
managers do not publish timely or accurate data on exactly how investors’ funds are deployed, or the 
charges imposed by the various intermediaries involved. 
 
Simon Deane-Johns 
Consultant Solicitor 
December 2013 



 
 

Annex 1 
 

Key Characteristics of Peer-to-Peer Lending and Crowd-investment Platforms 
 

1. An electronic or digital platform based on internet technology, enabling low cost business 
operations and customer access to transaction data via secure ‘my account’ features; 

 
2. Typically, the platform operator is not a party to the instruments on its platform and segregates 

participants’ funds from the operators’ own funds – accordingly, the operator has no credit or 
investment risk or balance sheet risk, and no temptation to engage in regulatory or tax arbitrage; 

 
3. Very small amounts can be subscribed or lent (typically a minimum of £10); 

 
4. Finance is drawn by each single recipient from many lenders or investors at the outset. In the case o 

of loans and debt securities, this may avoid the need to split a single loan or debenture into many 
bonds through securitisation at a later point in time, with all the risks that entails (i.e. mispricing21 
and mistaken calculations of capital reserve requirements22).  

 
5. Similarly, each lender or investor may diversify their funds by financing many different people or 

businesses on a range of different terms at the outset, again avoiding the need for securitisation as a 
mechanism for enabling investors to access different interest rates, maturities or borrower types.  

 
6. The one-to-one legal relationship between borrower/fundraiser and lender/investor (or their 

successors) is maintained for the life of each instrument via the same technology platform (with a 
back-up available), so that all the performance data is readily available to participants, enabling 
cost-effective and efficient risk monitoring, collections and enforcement activity; and 

 
7. Low cost operations and lack of balance sheet exposure enables platform operators to charge 

customers significantly less in fees and leave more of the profit margin with participants than banks 
or investment funds.23 

 
 
 
 

  

                                                 
21 “Shadow Banking”, Federal Reserve Bank of New York Staff Report No. 458. 
www.ny.frb.org/research/staff_reports/sr458.pdf  
22 http://www.fsa.gov.uk/pubs/guidance/gc11_12.pdf  
23 “Bank staff costs take bigger share of pot”, Financial Times, June 5, 2012: www.ft.com/cms/s/0/d4fe3186-ac0d-
11e1-a8a0-00144feabdc0.html#axzz1xI6Uo3tc  

http://www.ny.frb.org/research/staff_reports/sr458.pdf
http://www.fsa.gov.uk/pubs/guidance/gc11_12.pdf
http://www.ft.com/cms/s/0/d4fe3186-ac0d-11e1-a8a0-00144feabdc0.html#axzz1xI6Uo3tc
http://www.ft.com/cms/s/0/d4fe3186-ac0d-11e1-a8a0-00144feabdc0.html#axzz1xI6Uo3tc


 
 

Annex 2 
 

(1) Create a new regulated activity of operating a direct finance platform: Operators could be either 
authorised direct finance platform operator or as a small direct finance platform operator with 
average volumes of less than, say, the equivalent of €3m per month.  The rules should also allow 
for ‘hybrid’ businesses, as is the case under Payment Services Regulations 2009. Classification 
could depend on the aggregate value of transactions entered into on their platforms or the 
value of transactions that any one participant can enter into on their platforms. Direct finance 
platform operators could enable funding via a specified list of instruments (beginning with loans, 
equities and debt securities) subject to meeing certain operational conditions to ensure: 

a. The maintenance of adequate senior management systems and internal operational risk 
controls; 

b. The maintenance of a minimum of £20,000 capital (‘own funds’), plus an amount equal to 3 
months’ operating overhead; 

c. Segregation and safeguarding of participants’ funds (where held) – the Treasury should be 
empowered to order a bank to support safeguarding where necessary, with insurance as an 
alternative means of safeguarding; 

d. Clear, non-discretionary rules governing use of its platform, binding on the operator and all 
participants; 

e. Clear, fair and not misleading marketing and customer communications; 
f. Secure and reliable information technology systems; 
g. Fair complaints handling, with access to the Financial Ombudsman Service;  
h. The orderly administration of contracts in the event a platform ceases to operate; 
i. Appropriate credit assessment and anti-fraud measures (including customer due diligence). 
j. Risk warnings according to the risk associated with the use of proceeds; 
k. for shares or debt securities – minimum information that should be disclosed by issuers. 
l. Appropriate record-keeping and proportionate financial disclosures;  
m. Notification and appropriate management control of material outsourcing;  
n. notifying the FSA of any change in their circumstances relevant to the conditions of 

registration. 

(2) Limit transferability. A direct finance platform operator should only facilitate the transfer of 
ownership in a direct finance instrument that was entered into via that operator’s own direct 
finance platform or transferred to its platform from another direct finance platform (but this 
should not affect the transferability of such an instrument in the course of a separately 
regulated activity); 

(3) Enable portability where appropriate. Other than instruments that are dependent on 
underwriting and on-going relationships between borrower or issuer of the instrument and the 
platform operator, a direct finance instrument should be readily transferable by the owner from 
the direct finance platform on which it was originated to another direct finance platform that 
offers the same instrument, subject to the administrative capabilities and acceptance of the 
requested transfer by the second direct finance platform operator;    



 
 

 
Exemptions from other forms of regulated activity. 

 
(4) The applicable rules and related guidance should ensure that the regulated activity of operating 

a direct finance platform does not fall within other forms of regulated activity (including those in 
column 1 of the table below):24  

 
1. Activity 2. Instrument 3. Commentary 
Accepting 
Deposits 

FSMA 2001 (Regulated 
Activities) Order 2001  
(“RAO”) Article 5 et seq.  
 
 

Potentially relevant to some platforms 
involving savings and lending -type products. 
 

Dealing in 
investments as 
principal or 
agent  
 

Articles 14/21, RAO Potentially relevant to Platforms where debt or 
equity securities are bought and sold. 

Arranging 
Transactions in 
Investments  

Article 25, RAO This is almost always relevant to Platforms 
involving debt securities (“debentures”). 
“Arranging” is a particularly difficult term  
because of its “open texture” - an expression 
politely adopted by the courts to cover lack of 
clarity and uncertainty. The situation as 
regards “arranging” has become more 
uncertain because of recent High Court 
decisions25 with which the FSA has publicly 
expressed disagreement. It is genuinely very 
difficult to advise clients as to what constitutes 
“arranging” in any circumstances. There are 
exemptions but their scope is unclear. 

 
Safeguarding and 
administering 
investments  
 

Article 40, RAO A Platform might be regarded as undertaking 
such an activity if it acts as nominee for 
investors and arranges the transfer of 
dividends to the investors’ accounts. 

                                                 
24 I am indebted to Tony Watts, a fellow consultant solicitor at Keystone Law and specialist in financial regulation, for 
specifying the regulatory changes in paragraphs 4 – his input is based on his experience of advising in the area of 
alternative investment structures. 
25 See particularly Watersheds Ltd v (1) David Da Costa (2) Paul Gentleman (2009) [2009] EWHC 1299 (QB) 
 



 
 

Operating a 
Collective 
Investment 
Scheme 

Article 51, RAO  This is often relevant to innovative funding 
schemes, particularly   those that involve any 
degree of collective management, whatever 
type of asset (including debt) is involved.  Any 
number of individuals should be able to 
provide the funding towards any single 
instrument financed (e.g. a large invoice or 
debenture);  
 

Managing an 
Alternative 
Investment Fund  
 

Article 51ZC, RAO Similar, overlapping issues with CIS. 

Advising on 
investments 
 

Article 53, RAO It should be clarified that estimates, search 
tools, questionnaires etc created by the 
platform operator under the control of the 
investor do not amount to advice 
 

Activities relating 
to domestic 
mortgages 

Articles 61-63E, RAO  Entering/ administering Regulated Mortgage 
Contract. These may be relevant to any form of 
lending secured on a debtor’s house (even 
lending for business purposes 
 

 
Clarity on the scope of the “business test”. 

(5) The FCA should clarify that participants on a direct finance platform are not considered to be 
acting in the course of any business solely by virtue of their participation on a direct finance 
platform, even if they are otherwise operating as a business. It is not necessary to regulate 
individuals (and their agents or trustees) who participate on a direct finance platform as if they were 
acting in the course of any business, since the appropriate compliance requirements can be 
implemented by the platform, including anti-money laundering and anti-fraud checks. The criteria 
for determining what is done in the course of a business under FSMA are different for different 
activities. For example, what constitutes carrying on a regulated activity by way of business under 
FSMA is different for domestic mortgage lending from “arranging” in relation to securities. And even 
an isolated transaction can satisfy the “business” test for entering into mortgages as lender26. 
 

Promotional requirements. 
 
(6) Even where a provider of services is not required to be regulated, it is still likely to encounter 
problems under the rules concerning promotions and offers, namely: 

 
1. FSMA 2001 (Financial Promotion) Order 2005 (”FPO”); 
2. Offers of securities to the public under the Prospectus Directive; 

                                                 
26 See FSA PERG 4.3.7-4.3.9 



 
 

3. Offers of securities to the public under the Companies Act 2006. 

Direct finance platform operators should be given general exemptions from these rules and the FSA 
Rules relating to financial promotions could be clarified and/or modified accordingly.  
 
The basic rule is that invitations or inducements to engage in investment activity are required to be 
communicated or approved by an FSA-authorised person or to fall within an exemption under the 
FPO. Those commonly used are those relating to high net worth individuals (FPO Article 48) or self-
certified sophisticated investors (FPO Article 50A). However, these are extremely complex, requiring 
detailed financial promotions rules including the artificial and unwieldy practice of making investee 
companies subsidiaries for the purpose of the investment process.   
 
Offers of equity and debt securities are subject to: 
  

a. the Prospectus Directive requirements in Part VI FSMA – though this causes less difficulty 
because of the useful carve-outs including offers involving less than €5m; and  

b. the restrictions on offers to the public by private companies in Companies Act s. 755 et seq. 

It is not clear why there should be different conceptions of offers to the public in the different sets 
of legislation. 
 

EU Requirements 
 

1. Certain exemptions can only be effective if consistent with EU requirements under any applicable 
maximum harmonisation directives, which cannot be waived or changed by the UK legislature or 
regulatory authorities. The most relevant here are the Markets in Financial Instruments Directive 
(“MiFID”), the Alternative Investment Fund Management Directive (“AIFMD”), the Payment Services 
Directive or the E-Money Directive. The result is that it is always necessary to consider whether 
direct finance platform activity comes within any of the relevant activities or services – the most 
relevant being: 

• Executing transactions in investments under MiFID. 
• Receiving and transmitting orders under MiFID; and  
• Placement other than on a firm commitment basis under MiFID. 
• Providing payment services and/or issuing E-money. 

MiFID, in particular, introduces a considerable degree of complexity and uncertainty in relation to 
“transferable securities”. The consequences of a direct finance platform’s activity falling within any 
MiFID categories is that many of the exemptions under RAO are disregarded – because MiFID has a 
more limited range of carve-outs and overrides UK law within its scope.27 Key issues are: 
 

a. what level of activity constitutes the MiFID activity of “placement of transferable securities”. 

                                                 
27 An Article 4 MiFID derogation may be possible in some circumstances. 



 
 

b. the EU “business” element is different in some cases, and it is not clear how far this differs 
from the relevant FSMA test. 



 
 

Annex 3 
 

Quantifying the Non-Deduction of Bad Debts Tax Distortion 
For Loans to Consumers28  

 

Overview of this Annex 

1. Firstly Effective Tax Rates (ETRs) are described.  Secondly the issue of Non-deduction of Bad Debts is 
laid out.  Next the resulting ETRs are presented and explained, using a common rate of return.     

Effective Tax Rate Method 

2. Effective Tax Rate (ETR) methodology helps illustrate the scale of any distortion caused by the tax 
regime on income from capital.  ETR methodology of this type is usually quoted as having its genesis 
in the work by King and Fullerton (1984): The taxation of Income From Capital. Their work has been 
developed and applied by many in the years since. In this note only a relatively simple version of the 
calculation is needed as only personal income tax applies.  

3. Put simply the “tax wedge” is the return to the lender before deducting tax (but after other costs), 
less the return after deducting tax (and costs).  The ETR is the tax wedge divided by the return to the 
lender before deducting tax (but after other costs).  Without a tax distortion, the ETR will equal the 
lender’s statutory tax rate (e.g. 40% for higher rate taxpayers)29.  Ideally ETRs on equally desirable 
investments will be the same and the tax regime will not harmfully distort the choice faced by 
investors making those investments. 

The Bad-Debt Deduction Issue 

4. Assume the expected return to lenders via a person-to-person lending platform (“Platform”) is the 
rate of interest paid by borrowers less a 1% management fee and the expected level of bad debts.  
Ideally this would also be the return subject to the lender’s personal tax rate.  Where high street 
banks are the intermediaries this is the case.  The ETR would then be 40% if the lender was a higher 
rate (HR) taxpayer, 20% if they were a basic rate (BR) taxpayer, and so on.  No tax distortion would 
arise either between lending via high street banks and via the Platform, or within the Platform’s 
markets of varying risk. This would be a good outcome. 

                                                 
28 This material for this Annex was provided by a private investor who does not wish to be identified. 
29 The effective tax rate is perhaps more intuitive as it will equal the statutory tax rate (assumed to be 40% for the 
purpose of this analysis, as the Government suggests 45% rate is temporary) in the absence of distortion. But if 
there is a distortion the change in the ETR also depends on the level of return (i.e. level of interest) chosen to 
illustrate the problem.  Since this level of return chosen is always one of analytical judgement, slight variation in 
the ETR measure arising from differences in such judgement can cause unnecessary confusion. The tax wedge on 
the other hand is, at least in this case, dependent on the level of expected bad debt and the lenders personal tax 
rate only.  Having specified these, the tax wedge has the advantage of being stable whatever the overall level of 
return set. In practice both are usually considered when assessing tax distortions to capital returns. 



 
 

5. But bad debts accruing to Lenders via the Platform are not deductible from interest income received 
within the Platform before determining the liability to tax; and lenders must also pay tax on the 
interest income necessary to cover bad debts, although they do not benefit from this income. As a 
result, a significant tax distortion to exists.  The extent of this distortion is quantified by the ETRs 
shown below.   The ETRs can greatly exceed the statutory rate; the ETR rising with the level of 
expected bad debts, and with the applicable statutory personal tax rate.  Assuming lending on a 
Platform and by retail banks are equally desirable, any difference in their ETRs is a bad outcome.  

Results 

6. Table 1 below shows how the tax distortion increases with the risk of bad debt.  Each column from 
left to right gives a step in the calculation.   

7. Firstly a suitable benchmark interest rate needs to be chosen.  If we assume a Platform is a small 
player and interest rates over markets of varying risk are set by high-street banks, the return after 
all costs (bad debts and fees) but before personal tax should be broadly the same.  So this analysis 
firstly assumes the return net of the Platform’s 1% fee and of expected bad debts is the same for all 
a Platform’s credit/term markets. 

8. The level of return after costs but before tax should be one that lenders could get in their alternative 
investment choice.  The level has been set at 5%, it being broadly what might usually be achieved in 
long term savings accounts in retail banks. 

  



 
 

Table 1: ETRs assuming a common return after costs but before tax, HR lenders 
 

Benchmark rate of interest 
after costs before tax 

5.0% i 

Marginal Personal Tax Rate 40% t 
 
 

Market Fee Expected 
Bad Debts 

Rate 
Charged to 
Borrower 

Without Distortion With Distortion 

Tax 
Wedge 

Effective 
Tax Rate 

Net 
Return 

Addition
al Tax 

on Bad 
Debt 

Total Tax 
Wedge 

Effective 
Tax Rate 

Net 
Return 

 (1) (2) (3) (5) (6) (7) (8) (9) (10) (11) 
   =i+(1)+(2) =i*t =(5)/i =i-(5) =(2)*t =(5)+(8) =(9)/i =i-(9) 

3 Year Loans 

1  1% 0.5% 6.5% 2% 40% 3.0% 0.2% 2.2% 44% 2.8% 
2  1% 1.0% 7.0% 2% 40% 3.0% 0.4% 2.4% 48% 2.6% 
3  1% 2.9% 8.9% 2% 40% 3.0% 1.2% 3.2% 63% 1.8% 
4 1% 5.2% 11.2% 2% 40% 3.0% 2.1% 4.1% 82% 0.9% 
5  1% 5.0% 11.0% 2% 40% 3.0% 2.0% 4.0% 80% 1.0% 

5 Year Loans 

1  1% 0.4% 6.4% 2% 40% 3.0% 0.2% 2.2% 43% 2.8% 
2  1% 0.8% 6.8% 2% 40% 3.0% 0.3% 2.3% 46% 2.7% 
3  1% 2.3% 8.3% 2% 40% 3.0% 0.9% 2.9% 58% 2.1% 
4 1% 4.2% 10.2% 2% 40% 3.0% 1.7% 3.7% 74% 1.3% 
5  1% 3.1% 9.1% 2% 40% 3.0% 1.2% 3.2% 65% 1.8% 

 
9. The table shows the additional tax wedge rises to just over 2% in the worst case of 3 year loans in 

the risk category ‘C’.  That doubles the tax take, and the ETR is 82%.  But the table also shows that in 
this market the net return to a HR taxpayer is only 0.9% after tax.  It could be assumed HR taxpayers 
are effectively priced out of this market, and a number of others with large ETRs.  The case for BR 
taxpayers is shown in Table 1A. 

  



 
 

Table A1: ETRs assuming a common return after costs but before tax, Basic Rate lenders  
 
Benchmark rate of interest 
after costs before tax 

5.0% i 

Marginal Personal Tax Rate 20% t 
 

Market Fee Expected 
Bad Debts 

Rate 
Charged to 
Borrower 

Without Distortion With Distortion 

Tax 
Wedge 

Effective 
Tax Rate 

Net 
Return 

Addition
al Tax 

on Bad 
Debt 

Total Tax 
Wedge 

Effective 
Tax Rate 

Net 
Return 

 (1) (2) (3) (5) (6) (7) (8) (9) (10) (11) 
   =i+(1)+(2) =i*t =(5)/i =i-(5) =(2)*t =(5)+(8) =(9)/i =i-(9) 

3 Year Loans 

1  1% 0.5% 6.5% 1.0% 20% 4.0% 0.1% 1.1% 22% 3.9% 
2  1% 1.0% 7.0% 1.0% 20% 4.0% 0.2% 1.2% 24% 3.8% 
3  1% 2.9% 8.9% 1.0% 20% 4.0% 0.6% 1.6% 32% 3.4% 
4 1% 5.2% 11.2% 1.0% 20% 4.0% 1.0% 2.0% 41% 3.0% 
5  1% 5.0% 11.0% 1.0% 20% 4.0% 1.0% 2.0% 40% 3.0% 

5 Year Loans 

1  1% 0.4% 6.4% 1.0% 20% 4.0% 0.1% 1.1% 22% 3.9% 
2  1% 0.8% 6.8% 1.0% 20% 4.0% 0.2% 1.2% 23% 3.8% 
3  1% 2.3% 8.3% 1.0% 20% 4.0% 0.5% 1.5% 29% 3.5% 
4 1% 4.2% 10.2% 1.0% 20% 4.0% 0.8% 1.8% 37% 3.2% 
5  1% 3.1% 9.1% 1.0% 20% 4.0% 0.6% 1.6% 32% 3.4% 

 
 
 


	In my view, it is not appropriate for platform operators to be obliged to state a lender’s return after tax, or to explain how that tax is calculated, as proposed in COBS 14.3.7A. The potential distortion in a lender’s effective personal tax rate aris...
	Quantifying the Non-Deduction of Bad Debts Tax Distortion
	For Loans to Consumers28F
	Overview of this Annex
	Effective Tax Rate Method
	The Bad-Debt Deduction Issue
	Results
	Table 1: ETRs assuming a common return after costs but before tax, HR lenders



