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ABSTRACT 

 
Microfinance is spreading rapidly from its not-for-profit roots.  For example, peer-to-peer lending sites 
such as Prosper.com bring microlending to retail investors and small borrowers.  In this paper, we 
describe our use of the Prosper site to host our student-managed fund, which we believe is the only such 
fund in existence.  We then describe our upcoming project to use the fund as a platform for community 
service—specifically, to develop an alternative to fringe loans. 
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INTRODUCTION 
 
Many universities now offer their finance students opportunities to manage real money.  For example, 
Peng et al. (2009) report that, as of 2008, there were more than 200 university-sponsored student-
managed funds (SMFs).  The vast majority of these SMFs are equity pools, both because students are 
often more familiar with—and therefore initially more interested in—stocks, and because debt funds are 
inherently more unwieldy.  Debt funds generally must be larger, because round lots in bonds are larger 
than those for stocks.  The relative lack of liquidity in the debt market also implies higher transactions 
costs, a more manageable burden for a larger fund. 
 
In this paper, we describe how a debt fund can be started with just a few hundred dollars, making a 
student-run fund possible for business schools of any size.  Personal loans on peer-to-peer (P2P) 
platforms can be as small as $25 each.  Having students create portfolios of P2P loans allows them to 
evaluate credit quality (probably more practical for the average student than analyzing bonds) as well as 
explore diversification and portfolio construction.  The usual term of these loans approximates a student’s 
tenure in a business program, allowing her to monitor her loans’ performance over time. 
 
In addition to introducing our fund, we describe a current project of the not-for-profit entity that sponsors 
it, Four Horsemen Investments (4HI).  With this project, our fund will partner with a community service 
organization and a credit union to provide small loans to community members who might otherwise be 
forced to use fringe lending services such as payday or pawn loans.  We also compare our project to other 
community lending initiatives. 
 
The paper proceeds as follows.  In the next section, we review the evolution of microfinance from its 
strictly charitable beginnings to its more recent for-profit incarnations.  We then briefly describe the 
creation of 4HI, and report our portfolio’s progress to date.  Finally, we summarize several community 
lending projects, then introduce our proposal for a P2P lending initiative. 
 
PROSPER AND TRADITIONAL MICROFINANCE 
 
The world of microfinance has made giant leaps since Muhammad Yunus made his first $27 loan to a 
group of 42 Bangladeshi women in 1983 (Lash, 2008).  Then, not-for-profit organizations used 
microfinance as a tool to reduce poverty in developing nations.  Now, microfinance is a broad, multi-
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billion dollar industry, not all of which is charitable.  With the inception of peer to peer (P2P) networking 
sites such as Prosper.com, the lending model of a single bank representative’s traveling miles to remote 
villages has evolved into a system of virtual transactions available worldwide to anyone with internet 
access.  As the microfinance market has become more liquid and accessible, parts of it have become more 
profit-focused.  There are now three prominent types of microlenders: those following the original 
Grameen Bank model, not-for-profits focused on helping the world’s most impoverished people, relying 
heavily on donations to cover any losses (Argandoña, 2009); those concerned with social service, yet 
wishing to cover their costs; and those emphasizing profit maximization, like traditional lenders.  In this 
section, after briefly reviewing the evolution of the not-for-profit model, we will consider how for-profit 
sites such as Prosper.com have created new opportunities and risks for retail market participants.  
 
In the Grameen model, not-for-profits make small loans to fund tiny businesses, usually run by women.  
Groups of borrowers often have joint responsibility for each others’ loans, inspiring “consciousness of 
kind” (La Ferrara, 2003; Herzenstein, et al., 2008).  An agent of the sponsoring microfinance institution 
(MFI) is assigned to the group, and works with members to promote fiscal responsibility, helping 
borrowers avoid dependence and overborrowing.  The not-for-profit microlending website Kiva.org 
extends this model to an online marketplace, focusing on smaller loans to individuals and groups in 
developing countries all over the world (even offering smart-phone applications that let users access their 
accounts, search for loans to fund, and transfer money).  While moral hazard and adverse selection can be 
especially severe when lending to poor and distant borrowers, Kiva works with local MFIs to decrease the 
risks (Lash, 2008).  These MFIs educate and assist their (frequently inexperienced) lenders, and help 
ensure the creditworthiness of the borrowers.  (They also offer additional services to borrowers, such as 
savings deposits, insurance, and remittances; Ashta and Assadi, 2009.)  The services of the MFIs are 
crucial elements in the supply chain of funds—elements that may be missing in the more recent, for-profit 
versions of microlending.  
 
The success of not-for-profit microfinance has led to tremendous growth: Ashta and Assadi (2009) report 
that the market for microfinance loans has been growing worldwide at an average rate of 30% per year 
since 1972.  Established financial institutions have been slow to service the market, however, and much 
of this growth has come from entrepreneurs and retail investors attracted by the relatively high loan rates.  
Since microloans loans typically range from $1,000 to $25,000, smaller investors are easily able to 
participate.  However, some of these eager, often inexperienced investors may not appreciate the risks 
they face, especially on for-profit platforms like Prosper. 
 
While asymmetric information risks are present in any lending scenario, Propser’s P2P markets may 
exacerbate them.  (For a description of Prosper’s basic business model, see, for example,  Freedman and 
Jin, 2008a and b, and Livingston and Glassman, 2009.)  For example, Prosper lenders do not see an 
applicant’s credit score; instead, they see only Prosper’s credit grade.  Prosper assigns these grades based 
on score ranges.  For example, borrowers with scores above 760 are rated AA; those between 520 and 559 
are rated HR (“high risk”).  Borrowers with scores below 520 cannot post listings on the platform.  Thus, 
as noted by Freedman and Jin (2008a), a borrower with a credit score of 600 and one with a score of 639 
receive the same rating, even though a lender would prefer to lend to the applicant with the higher credit 
score.  This may lead to a “lemons” problem, where only lower-quality borrowers within a credit range 
choose to list on Prosper.  Indeed, Freedman and Jin (2008b) find evidence consistent with such a 
problem: over time, more listings and more loans on Prosper are at the lower end of each credit grade.  
Lenders therefore may experience lower returns than expected (Stiglitz and Weiss, 1981).  Thus, although 
Prosper does verify an applicant’s credit history and income, the lack of a concentrated credit analysis and 
formal examination of borrower character mean that its lenders face high risks of asymmetric information 
and moral hazard.   
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These risks can be especially dangerous for retail investors, who lack traditional lenders’ complex risk 
assessment models.   Herrero-Lopez and Krumme (2009) present evidence that individual lenders do not 
consider all aspects of a borrower’s listing, and may exhibit choice patterns that are not fully consistent.  
This lack of analysis can be costly.  Gimein (2010) reports that 54% of Prosper loans with interest rates 
above 18% have gone into default before the end of their three year term; investors whose loans are at 
least two years old are six times more likely to have lost money than to have earned a 6% annual return.  
Thus, Prosper’s P2P market is a place where borrowers are likely to lie and lenders are likely not to 
notice.   
 
Prosper asserts that some of these risks could be mitigated through group affiliation.  Both borrowers and 
lenders may choose to form groups on the platform, using any criteria for membership that they wish 
(Prosper, 2007).  Prosper rates each of its groups based on the repayment history of its members.  A 
borrower’s group membership may imply better performance for the lender; in its prospectus, Prosper 
states that it “believes that the group structure may positively influence Borrowers’ Loan repayment 
performance, in that Borrowers in groups may be less likely to default since default would negatively 
affect the group to which they belong.”   
 
However, Prosper’s groups do not follow traditional microfinance’s “collective responsibility” model.  
While group membership does appear to help the borrowers—having a group leader endorsement 
increases funding by 33.8% (Reuk and Wang, 2007)—it does not appear to have been an effective tool in 
decreasing lender risk.  Leaders of Prosper borrowing groups have no joint liability for their members’ 
loans.  In addition, as the size of the group grows (some up to 10,000 members), leaders are unable to 
monitor the status of each loan (Freedman and Jin, 2008a).  Reuk and Wang (2007) conclude that group 
leaders generally do not have any more knowledge of borrowers in their group than what was supplied to 
them by Prosper. 
 
Thus, while the internet and the for-profit microlending revolution have brought borrowers and lenders 
together, the outcomes for lenders have not always been profitable.  However, the news is not all bad.  
Freedman and Jin (2008a and 2008b) have shown that Prosper lenders effectively change their behavior 
over time, and that, “[a]s lenders age, they clearly fund loans with a higher rate of return.”  For example, 
as lenders gain experience, they migrate from the extreme credit grades (AA/A and E/HR) toward the 
middle-grade loans, moving to higher quality if they experience a default.  As the market continues to 
evolve, this learning, coupled perhaps with greater regulatory oversight, will strengthen the industry and 
improve lender results.  Thus, in the long run, competition between cyber lenders and brick-and-mortar 
banks may make P2P networks more like traditional financial markets.  In the short run, however, 
borrowers seem to have the upper hand. 
 
Despite the current wild-west nature of the Prosper marketplace, we have been very successful in using 
the platform to develop a student-managed lending portfolio.  We discuss our fund in the next section.  
 
FOUR HORSEMEN INVESTMENTS 
 
Four Horsemen Investments (4HI) is a 501(c)(3) public charity registered in Washington state, created by 
students and faculty of the University of Puget Sound.  The company sponsors a fund designed to 
introduce students both to general investment principles and to the budding peer-to-peer markets. 
  
Student-managed funds (SMFs) have become quite popular in American business schools because they 
add real-world elements to the more traditional classroom experience.  The number of university-
affiliated SMFs has grown rapidly since the 1990s: while there were about 30 SMFs in the early 1990s, 
there are more than 200 today (Peng, et al., 2009).  While both students and their faculty advisors note 
that managing a fund takes a lot of time, they report that the experience of running real money in real time 
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provides insight and understanding impossible to gain from a textbook alone (see, for example, Clinebell, 
et al., 2008; Morgan, 2008; and Peng et al., 2008). 
    
We were interested in creating a fund for our students, but we wanted to ensure our freedom to research 
new markets and new methods.  Forming an incorporated not-for-profit allowed us to invest for 
experience, not return.  However, being independent meant we would not be receiving allocations from 
the university endowment, so we had to think on a scale much smaller than that for traditional SMFs.  

 
We started our fund with only a few thousand dollars.  In contrast, Neely and Cooley (2004) find that the 
“current modal value” of SMFs is between $200,000 and $400,000.  The smallest fund in their survey of 
61 SMF’s is 100 times our initial size.  In addition, those funds are equity funds; debt funds—the very 
few that exist—are much larger, since round lots for bonds are relatively large and expensive to trade.  
Debt funds are usually at least $1 million (and Iowa State University’s is $100 million).  Thus, our fund is 
not only unique because it is small—it is unique because it is small and debt-focused. 
 
Our fund’s focus is possible because we invest in a novel fixed-income security: Prosper’s peer-to-peer 
loans.  Prosper loans can be as small as $25 each.  Prosper’s “marketplace” is very simple to use, as it 
mirrors many of the popular social networking sites.  With a bit of time, students running a fledgling fund 
can research market trends, create loan plans, trade notes on the recently created OTC secondary 
marketplace, or even conduct person-to-person research using the groups and discussion features.   
Prosper lending thus offers unique opportunities both to students, who can experience portfolio 
management in a cutting-edge, rapidly growing OTC marketplace, and to small schools, which may lack 
the resources to provide such an experience using the traditional expensive, infrastructure-intensive SMF 
model. 
 
The initial goals and loan criteria for our fund are shown in Tables 1 and 2, respectively.  The loan criteria 
were selected both to yield an adequate return and to support the philanthropic outlook of the fund.  In 
about a year of operations, 4HI has made nineteen total loans of between $25 and $50.  No loan was 
chosen unless it was acceptable to at least three 4HI members.  Loans were made to a wide variety of 
applicants, all of whom met most of our initial criteria.  However, we did make loans to some riskier 
borrowers (although we have limited such loans to 10% of the portfolio).  Members’ justifications for 
these loans ranged from “recent credit score improvements” to “low total amount requested.”  Thus, our 
original rubric has worked well in general, but we have nonetheless identified some borrowers whose 
requests warranted closer examination.  As of July 1, 2010, all of our loans are current, and we are 
earning 14.83% on our investment.  
 
Table 1.  Initial Goals for Four Horsemen Investment’s Student-Managed Fund 
This table identifies the goals established by Four Horsemen Investments that support its not-for-profit mission.  The explanations come directly 
from the students’ proposal. 
 

Short-Term Goals Discussion 
create a legacy We would like our endeavor to carry on to students in the future.  We would like to set up a sound system of 

investing that allows future students to experience finance outside the classroom. 
positive reinvestments By analyzing the data we will acquire and by evaluating our experiences, we will be able to reinvest the money 

with sound strategies that we will gain with experience and research. 
Long Term Goals Discussion 
create a scholarship fund In the future, if this money could help fund a student’s education, it would be being put to good use. 
create a business experience 
fund 

Money could be put toward other projects that would enhance learning.  For example, it could help take students 
to conferences to present their research. 

create an emergency 
discretionary fund 

Money could be used to help students who come down with a sudden illness or get into any sort of accident. 
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Table 2.  Criteria for Initial Loans 
This table lists the initial criteria established by Four Horsemen Investments to guide their lending. 
 

Criterion Justification 

no loans below credit grade C (below 640 credit score) This was the consensus risk/reward cutoff. 

no loans to borrowers with DTI above 20% DTI > 20% signals too little available cash flow for loan service. 

no loans for debt consolidation “We do not want to become the new creditors they [borrowers] avoid.” 

no loans for start-up businesses These sorts of loans were deemed too risky. 

borrower must have been employed for more than 2 years at same job Consistent employment signals stability.  (“We like consistency.”) 

borrower should be a home owner Homeownership also signals stability. 

 
We have encountered some challenges during our first year.  During the school semesters, running the 
business must compete with members’ regular coursework; during the summer, it must compete with 
even more.  Recruitment and fundraising have been the most affected.  Also, because Prosper, Lending 
Club, Kiva and the other microlending platforms are relatively new, there has been little research done on 
portfolio management on P2P platforms.  This has caused some theoretical debates among the members 
on investment strategies. 
 
Over the next year, the business goals of 4HI concern growth, both in membership and endowment.  
However, more importantly, our academic project for the medium-term will focus on the development of 
an alternative to payday loans using our P2P platform.  In the next section, we introduce and motivate this 
idea. 
 
AN ALTERNATIVE TO FRINGE LENDING 
 
Buckland, Hamilton, and Reimer (BHR, 2006) stress that “[t]o achieve healthy financial security, people 
and communities need to be able to access an assortment of reasonably priced financial services.”  For 
these authors, financial infrastructure is akin to a public utility, and should be as accessible.  However, 
access appears to be segmented (Sawyer and Temkin, 2004), in some cases hindering lower-income 
people from utilizing mainstream financial services.  BHR stress the importance of innovation in 
addressing that segmentation.  The Four Horsemen Investment fund’s P2P program is an innovation that 
we hope will prove effective in providing access in our own community. 
 
BHR describe four models for creating a community-based alternative to “fringe financial services” 
(including payday lending and check cashing).  (See, for example, Sawyer and Temkin, 2004, for a 
discussion of fringe lending.)  In this section, we briefly review these models, then describe our own P2P 
concept. 
  
Table 3 summarizes the relevant characteristics of BHR’s four models.  Cash and Save is a subsidiary of 
the Royal Bank of Canada, and is meant to provide fringe-type services (such as check cashing and 
money transfers) at slightly lower rates.  Four Corners was a government effort designed to provide 
banking services to underserved areas at little or no cost.  Federation des Caisses Desjardins du Quebec 
Microloan Program makes small loans to members of the caisses populaires (institutions like credit 
unions).  Of these three models, Cash and Save is the most sustainable (since its fees are based on the 
costs of its services), while Four Corners’ is the least.  (In fact, since it was a government-subsidized 
effort, it was forced to close when a new regime took office.)  However, it is the Four Corners model that 
is the most “transformative”—most directly addressing the needs of the low-income target population.  
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(See Figure 1.)  BHR’s model draws on all of these, seeking to create an organization that is both 
sustainable and transformative. 
 
Given the potentials of the various models, BHR conclude that community lending initiatives are more 
likely to be successful if they are created in partnership with established and recognized financial 
institutions.  Clients demand that their credit not be “ghettoized”—they want a relationship with a 
recognized, mainstream financial intermediary.  This link with traditional banking also allows the 
program to offer the full range of available products, while not limiting revenue.   
 

 
 
Figure 1.  The figure maps Buckland, Hamilton, and Reimer’s (2006) four models of alternative financing.  Cash and Save is essentially a fringe 
provider with lower fees.  Four Corners was a subsidized government provider.  Federation des Caisses Desjardins du Quebec is a microloan 
program sponsored by a group of mainstream providers akin to credit unions.  Winnipeg is BHR’s composite solution.  
 
Their proposal for Winnipeg Financial Services is therefore a “stepped” model.  The first step addresses 
the immediate needs of low-income clients, providing microloans that are meant to confront directly the 
poor alternatives of fringe providers.  Loans of between $40 and $100 are made for 30 to 90 days.  
Prospects for this initial stage of the process are identified by local community service organizations, 
which vouch for their “essentially sound character and a willingness to learn new skills.”  Once the client 
has demonstrated capacity and willingness to handle his microloans, he is offered additional education, 
with the goal of moving him to a traditional banking relationship. 
  
The fees at this stage are related to the cost of providing the service, and lie between those of payday 
lenders (which the service is trying to replace) and credit cards (toward which the stepped service hopes 
ultimately to steer clients).  BHR recognize that this business cannot be sustained solely through fees and 
interest, but must be subsidized: the model is “sustainable, as opposed to self-funding.”  However, the 
subsidy must be manageable.    
 
The overall scope of BHR’s solution is to create a partnership among community nonprofits, government, 
and financial institutions.  They suggest a partnership with credit unions, since “with concern for 
community as a stated guiding principle, should be more ideologically disposed to playing such a role.” 
 
Our goal for 4HI is to create a stepped service, such as BHR’s Winnipeg Financial Services model.  As in 
their model, we will work with community not-for-profits to identify suitable loan candidates.  For 
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example, in Tacoma we will work with Associated Ministries, an outreach organization that provides 
numerous kinds of help to Tacoma’s low-income community.  One of their efforts involves financial 
literacy and asset-building, which will be a natural connecting point for our program.  We will also link 
with a credit union, both for our program’s financing and for the final step in the program—the formation 
of a traditional banking relationship.  However, the unique feature in our program will be the use of 
Prosper’s P2P platform to provide short-term, early-step microloans.  Borrowers will be screened through 
Prosper, and may eventually join our group.  We will fund the loan through the platform.  Other lenders 
may participate, lowering the borrower’s rate, but this is not necessary.  We hope that provision of these 
sorts of small loans will allow borrowers with short-term cash-flow problems to get the liquidity they 
need without having to resort to using a fringe provider.    
 
The criteria for these sorts of initial loans will be different from those that 4HI has traditionally used.  We 
will involve our new members and our community partners in developing appropriate screens.  In 
addition, we may find that we need to make loans to our partners instead of directly to the borrowers (for 
example, if the borrowers are initially unbanked). 
 
There are additional hurdles to overcome before we can use Prosper as a platform for our proposed 
alternative.  Prosper loans are currently much larger than fringe loans: the former range from $1,000 to 
$25,000, while the maximum for payday loans, for example, is around $700.  The ability to repay in 
installments with Prosper may mitigate this issue somewhat.  Also, the lower interest rate for Prosper 
loans, even accounting for credit history, may make borrowing $1,000 more reasonable solution to the 
borrower’s cashflow problem (especially since the actual dollar charge varies with the term of the loan, in 
contrast to payday loans).  More importantly than loan size, however, is accessibility.  The convenience of 
fringe lenders—multiple locations and long hours—may make Prosper loans a poor alternative.  
However, as Buckland, Hamilton, and Reimer (2006) note, internet access is becoming increasingly 
available to low-income borrowers (through community organizations and libraries, for example).  Also, 
the increasing push by payday lenders into online lending suggests that an internet platform need not 
automatically preclude payday borrowers from Prosper.  Since payday customers must have bank 
accounts, Prosper’s requirement there also is not a binding constraint.  However, in designing our 
program, we still must consider the need for speedy funding; the 7-day bidding term with Prosper (which 
can be shortened with the autofunding option) will undoubtedly be untenable for the traditional fringe-
lending customer.  This will be a salient issue of investigation in our work in the next phase of our 
project, which we will outline briefly now. 
 
The first step toward our stepped alternative will be to survey our target areas, determining the services 
currently available and those desired by the residents.  This project will be undertaken by a group of 
senior finance students at the University of Puget Sound during fall, 2010.   
 
We have chosen two areas for our preliminary study: the 6th Avenue business district in Tacoma, 
Washington and the South Park community in Seattle, Washington.  The former is an upscale, restaurant-
heavy retail area within blocks of our campus.  The latter, on the other hand, is a mixed residential/heavy 
industrial area, whose residents are primarily relatively low-income immigrants.  The product we design 
will primarily be aimed at the South Park residents; the Tacoma area is mainly a comparison point. 
 
For both communities, the students will create and administer a questionnaire that assesses community 
members’ needs for, access to, and use of financial services.  Much current research on fringe lending 
addresses segmentation in the market for financial services (e.g., Buckland and Martin, 2005; Buckland, 
Hamilton, and Reimer, 2006; Sawyer and Temkin, 2004); we wish to assess such potential segmentation 
in our two communities.  Lawrence and Elliehausen’s (2001) survey will provide a template.  The 
students will also identify available mainstream banking services and fringe providers (payday lenders, 
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pawnbrokers, check cashers, rent-to-own establishments, and tax preparation services) in the areas, as 
well as other salient economic, census, and demographic data.  Primary areas of interest are outlined in 
Table 4; we will also be incorporating demographics and control variables such as those used in Flannery 
and Samolyk (2005).  We will also provide a summary of Washington state payday lending laws, as well 
as any relevant implications of the 2010 Dodd-Frank financial reform bill.  (That bill also provides an 
interesting opportunity for us.  Section 1205, “Low Cost Alternatives to Small-Dollar Loans,” provides 
grants for “multi-year demonstration programs … to provide low-cost, small loans to consumers that will 
provide alternatives to more costly small-dollar loans.”) 
 
Given the results of our survey and our development efforts with our community partners, we plan to 
begin funding these fringe-alternative loans by fall of 2012.  We hope to create an effective model that 
will be easy to duplicate with little infrastructure and relatively small funding. 
 
CONCLUSION 
 
In this paper, we describe a student-managed fund run by our not-for-profit, Four Horsemen Investments.  
Very few SMFs focus on fixed-income assets, and we know of no other fund that consists of peer-to-peer 
loans.  Using this novel asset class and Prosper’s accessible platform, we demonstrate that business 
schools of any size can provide real-world investment experience to their students. 
 
The initial members of 4HI were very interested in financial literacy and community service.  We are in 
the early stages of a major lending outreach project in support of that goal: to create a P2P-based loan that 
is the first in a series of “steps” toward a traditional banking relationship.  We hope to provide lower-
income community members with an alternative to fringe products such as payday loans.  During fall, 
2010, senior students at the University of Puget Sound will work with us to assess the need for such a 
product.   
 
Financial reform in the United States has highlighted the inadequacies of fringe lending.  It may not be 
possible, as Buckland, Hamilton, and Reimer (2006) suggest, to supplant such lending using only for-
profit models.  However, innovative partnerships between community service organizations, credit 
unions, and not-for-profits like Four Horsemen Investments may offer a unique and feasible alternative. 
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