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XIV. How FinTech Firms Provide a New Path to Regulatory
Relief for Banks

A. Introduction

Following the financial crisis of 2007-2009, many regulators, both
domestic and international, responded with a variety of regulations
across all sectors.! According to the Institute of International Finance,
JPMorgan Chase spent $2 billion on 13,000 new positions focusing on
regulatory compliance, and spent another $600 million on regulatory
technology between 2012 and 2014; UBS spent $946 million in 2014
on regulatory demands; and Deutsche Bank spent €1.3 billion on
regulatory compliance in 2014.> These examples illustrate the vast
resources that banks spend to navigate the often-complicated
regulatory framework, especially in the wake of the financial crisis.

Financial technology (FinTech) companies use technology to
provide financial services.* FinTech firms, including Lending Club, a
peer-to-peer lending platform,” and Square, a merchant services and
mobile payment program,® are at the intersection of finance and
technology; the term FinTech can refer to startups, technology
companies, or legacy providers.” “The lines are blurring, and it’s
getting harder to know where technology ends and financial services
begin.”® The Office of the Comptroller of the Currency (OCC),
Federal Deposit Insurance Corporation (FDIC), Consumer Finance
Protection Bureau (CFPB), and other federal regulatory bodies have
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yet to develop a comprehensive framework for regulation of FinTech
firms.” The OCC has suggested several regulatory options including
full or limited-purpose federal charters, yet nothing has come of any
such suggestions.'"’ The desire for regulation by firms and firms’
willingness to work alongside regulatory agencies provide a unique
landscape with great potential for regulation. !

In this article, I will begin in Section B with an introduction to
FinTech, discussing both the benefits of FinTech and why it poses
problems for regulators. Section C discusses the current regulatory
structure or, more accurately, the lack thereof, surrounding FinTech.
Section D outlines and analyzes the eight factors the OCC has
indicated as the guiding principles of FinTech regulation. Finally,
Section E highlights proposed regulations, focusing on possible
solutions as proposed by members of Congress and industry members.

B. What Is FinTech?

FinTech is understood as “an economic industry composed of
companies that use technology to make financial systems more
efficient.”'” FinTech firms range from know-your-customer
technologies that collect information, risk management tools, and
capital assessment procedures.'’ For example, know your customer
technologies allow financial institutions to mitigate illicit and illegal
transactions, such as money laundering and terrorist financing, by
improving institutions’ knowledge of clients’ identities and business
relationships."* These technologies do perform this function by
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reporting suspicious activity when criminal activities, such as money
laundering, credit card fraud, and identity theft, are suspected."

Pricewaterhouse Coopers has conceptualized four different
categories of FinTech, which it calls the As, Bs, Cs, and Ds:

As are large, well-established financial institutions
such as Bank of America, Chase, Wells Fargo, and
Allstate . . . . Bs are big tech companies that are active
in the financial services space but not exclusively so,
such as Apple, Google, Facebook, and Twitter. Cs are
companies that provide infrastructure or technology
that facilitates financial services transactions. . . . Ds
are disruptors: fast-moving companies, often startups,
focused on a particular innovative technology or
process.'¢

FinTech is incredibly diverse, yet all firms have one thing in
common—"they build and implement technology which is used to
make financial markets and systems more efficient.”"”

It is unclear where FinTech fits in the regulatory scheme
because banks traditionally perform two main functions: deposit taking
and peer-to-peer lending.'® FinTech firms perform similar activities,
but are not federally regulated.' Existing regulatory structures are not
comprehensive enough to cover FinTech firms; firms unaffiliated with
banks are subject to regulations based on the services they provide,
while those affiliated with banks are also subject to banking
regulations.”
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There are concerns about FinTech partnering with banks,
cybersecurity among them.?' Craig Miller, co-chair of the financial
services practice at Manatt, Phelps, & Phillips LLP, has stated in
relation to such cybersecurity concerns that “[f]intech opens numerous
doors for traditional banks, but at the same time, it leaves the
possibility of a cyber breach wide open.”” Some firms, including
Tally Technologies, Inc., a company that lends money to finance
customers’ credit card debt, opted to garner state operating licenses
rather than partner with a bank.” Doing so, Tally CEO Jason Brown
suggests, gave Tally more credibility with investors because state-by-
state licensing is more conservative than federal bank regulations.*
Additionally, bank legacy systems often stifle innovation, when
FinTech firms are designed to adapt to often fast-changing
technological environments.*

Due to the lack of established federal regulation for FinTech
firms, banks such as JPMorgan or Bank of America are wary of and
less likely to do business with FinTech firms.?® Some, including Ryan
Lichtenwalk with Lend Academy, argue for a “more symbiotic
relationship between FinTechs and banks” while others, like Lalita
Clozel of American Banker, urge for a federal limited-purpose charter
from the OCC to regulate FinTech firms separate from banks.”’
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Accordingly, there is a real lack of clarity regarding whether and how
certain regulations apply to FinTech firms currently, and what the
future of FinTech regulation will hold.?®

C. OCC’s Guiding Principles on FinTech Regulation

In March 2016, the OCC released a whitepaper outlining eight
guiding principles for the future of FinTech regulation.”” This article
seeks to develop a framework to better understand and evaluate
“innovative products, services, and processes that OCC-regulated
banks may offer or perform.””°

The OCC’s first principle—supporting  reasonable
innovation—focuses on making internal OCC processes, such as
decision making and review, more efficient and streamlined, with a
special focus on the way banks and nonbanks communicate with the
OCC.*' There are currently many ways banks and nonbanks can
communicate with the OCC, as explained in the OCC’s whitepaper:

Currently, banks and nonbanks use a variety of formal
and informal entry points to communicate with the
OCC. For example, a bank interested in an innovative
process to speed payments may approach its
examiners with a proposal, request a legal opinion
from the OCC, file any required application with the
appropriate licensing office, or contact one of the
agency’s experts on credit, compliance, payments,
cybersecurity, or modeling.*

The OCC has three proposed solutions to resolve inconsistencies and
inefficiencies in communications regarding innovation: (1) forming a
centralized office on innovation, (2) adopting less formal processes,
and (3) creating exceptions that would allow banks and nonbanks to
pilot new products before committing resources to a full rollout.*® The
office on innovation would serve as a centralized place for banks and
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nonbanks to receive feedback on idea before launching a new product
or service.** It would facilitate meetings with stakeholders and OCC
officials to identify issues early in the process, hold regular meetings
with innovators, and create educational materials.” Less formal
communication processes would allow greater streamlining, because
one unit would act as the central point of contact and would be
responsible for involving the appropriate OCC staff in considering
innovative proposals.*® Allowing banks to roll out new technologies
before limited consumers would allow for more accurate consumer
protection.’’ Together, these reforms aim to clarify the OCC’s
expectations of banks and nonbanks, streamline procedures, and
develop new procedures that better help innovative activities.*® They
also aim to foster greater understanding and responsiveness to the
needs of banks and nonbanks and their customers, especially in our
rapidly changing regulatory environment.*

The second guiding principle for OCC FinTech regulation is
to foster internal culture receptive to innovation.** The OCC defines
responsible innovation as, “[t]he use of new or improved financial
products, services, and processes to meet the evolving needs of
consumers, businesses, and communities in a manner that is consistent
with sound risk management and is aligned with the bank’s overall
business strategy.”*' After extensive research, the OCC found that the
regulated institutions under its jurisdiction believed that the OCC had a
low tolerance for innovative products and services, a vetting process
that discourages innovation, a need for increased education, and
employee desire for expert resources.*” The need for an environment
that is receptive to responsible innovation is vital to the OCC’s
regulatory framework surrounding FinTech, especially in order to
identify the risks present in specific types of innovation.*
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The OCC has already begun fostering a culture receptive to
innovation; it created the Payment Systems Policy Group to provide
support and training as a resource for institutions on both traditional
and innovative payment structure.*® Moreover, it has an internal
working group to monitor market lending and innovations in that
sector.® The OCC’s receptiveness to innovation is vast and
encompassing. It has entertained ideas from webpage design to
specific trainings in order to adequately foster innovation.*®

Third, the OCC also seeks to leverage agency experience and
expertise within the FinTech industry when undertaking the task of
developing regulatory structures for FinTech regulation.*’ Each
institution is currently designated an OCC examiner that has both
unique insight and knowledge of the institution and its processes and
strategies, risk allocation, and overall business goals.** The OCC
hopes to utilize these examiners in a greater capacity as banks and
nonbanks begin to diverge from traditional services.* Moreover, the
OCC aims to foster a collaborative environment in which
communication between institutions and agency experts is
encouraged.® “These discussions include the introduction of new
products, services, third-party relationships, changes in risk
management or audit activities, and other planned corporate
activities.”' Institutions can also benefit from the examiners’ expertise
in compliance with consumer protection laws, banking laws, banking
law interpretation, cyber risks, risk modeling and analysis, and the
like.”* To supplement this, the OCC has said it would consider
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appointing lead experts on innovation for the banking system who
would assist with development and provide advice to banks.™® The
OCC is looking to expand its expertise and better connect experts with
the industry to streamline regulation and simplify complex regulatory
structures.® Currently, some experts provide consulting services
independent of regulators. For example, JP Nicols, a premier thought
leader in financial services for FinTech firms, acts as President and
CEO of Innosect, a global innovation and analytics company, and
provides consulting services to other FinTech firms.”> The OCC would
like to streamline these experts into the regulatory process.>

Fourth, the OCC seeks to impose FinTech regulations that
expand financial services and protections to the unbanked and
underbanked populations, particularly low-income neighborhoods.’’
The agency believes that innovations—including, online banking,
small business loans, improved payment services, and social
responsibility funds—can provide more affordable services to these
communities and “expand opportunities in affordable housing and
community or economic development.”® According to the Bill and
Melinda Gates Foundation, “[c]lompounding [poverty] is the fact that
the majority of those living in or near poverty lack even the most basic
banking services.”” The current banking system does not support low-
income communities where many transactions are conducted with
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cash, which is costly for banks to process and store.®® Greater access to
FinTech can mitigate financial risk to low-income communities by
offering the opportunity to reach greater long-term financial stability.®!

To do this, the OCC plans on sharing success stories of
innovators that have successfully reached unbanked, underbanked, and
low-income populations, as well as promoting knowledge of projects
that qualify for the Community Reinvestment Act.®* For example, a
joint venture between Vodafone and Safaricom, a Kenyan phone
company, transformed the Kenyan market when they introduced M-
Pesa, a mobile wallet that was among the first and most successful in
Kenya.”® The technology not only increased businesses cash flow, but
also reduced the cost of everyday transactions.** Especially in rural
parts of the country, M-Pesa has revolutionized the way that people
conduct banking, all from their mobile phones.®> The OCC seeks to
ensure that the all, not only the sophisticated and educated, have equal
access to banking and financial services; its primary objective is for
FinTech to serve as a positive force in improving access and
treatment.®® Generally, the agency seems to want to demystify the
financial sector while appealing to the needs of unrepresented
populations.®’

The OCC’s fifth guiding principle for FinTech regulations is
to further safe operations through risk management.”® The OCC
recognizes the importance of managing current risks while monitoring
future risks in the financial and banking sector.®” In recent years, the
OCC has enhanced its National Risk Committee (NRC) in an effort to
improve risk identification and management.”’ The NRC is comprised
agency regulators as well as officials from the “law, policy, accounting
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and economics departments”, and monitors the federal banking system
and supervises threats to its soundness.”' The committee identifies
risks and reports them to institutions while also publishing semiannual
reports on industry risk assessment.”” In its spring 2016 report, the
NRC discussed the importance of innovation in managing risks and
remaining competitive in the marketplace.”” The OCC plans on
enhancing the position of the NRC to deal with emerging risks in
FinTech as a responsible team player in the regulatory framework.”

FinTech firms also work independently to monitor and
mitigate risk. Lending Club, for example, has formed a Risk
Committee of the Board of Directors to “assist the Board in its
oversight of the Company’s management of key risks, including credit,
technology/security, strategic, legal, and compliance and operation
risks, as well as the guidelines, policies and processes for monitoring
and mitigating such risks.””> The Risk Committee, in conjunction with
an Audit Committee, monitors and reports on the company’s risks and
risk management structure and troubleshoots risk scenarios.”® The
Audit Committee is responsible for complying with laws and
regulations regarding financial reporting and rules and regulations
promulgated under the Securities and Exchange Commission.”’
Finally, the Audit Committee is responsible for auditing internal
functions to make sure they are in conformity with regulatory
requirements.”®
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Sixth, the OCC aims to encourage banks to integrate
innovation into their planning.”” The agency finds it necessary that a
bank seeking to partner with a third party or roll out innovative
technologies company ensures that such partnership or technology
aligns with the bank’s strategic objectives and business plans.* The
traditional strategic planning criteria would still apply to institutions
hoping to development innovative technologies.®’  These
considerations include: consistency with governance, risk objectives,
and business plan; financial realism; adequate staffing; technological
support; risk consideration; and exit plans.** The OCC’s
encouragement of strategic innovation planning seems to encapsulate
the agency’s priority of long-term sustainability and planning over
merely innovation.®

The OCC’s seventh guiding principle for FinTech regulation
is to incorporate into its regulatory framework an ongoing dialogue
between stakeholders, including consumer, banks, and innovators.?
These collaborations can take the form of workshops, forums, and
fairs, or might be fostered through the OCCs website. The OCC
website has future papers and other innovation resources, including
publications Federal Financial Institutions Examination Council
(FFIEC) on conducting technology examinations and the OCC’s
Annual Report and Strategic Plan.*® Encouraging the sharing of
resources will allow the agency to remain knowledgeable about
current developments, understand motivations behind developments,
disseminate expectations on innovations, increase effectiveness and
efficiency in responding to innovations, and give feedback on
responsible innovation.®

Finally, as previously stated, the OCC hopes to work with
institutions and other regulatory bodies to better understand and apply
the constantly changing regulatory laws surrounding banks and other
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financial institutions.®” Together with the CFPB, state, other federal,
and international regulatory bodies, the OCC plans to better
understand the intersection of each regulatory body’s roles and
minimize regulatory burdens.®® The agency believes “[s]uch
coordination gives banks greater confidence that regulators who share
responsibilities will consider innovative ideas consistently.”® To
effectively collaborate, the OCC hopes to avoid inconsistent
regulations; give other agencies notice on innovation activities;
determine information to be shared; and foster regular communication
among agencies.”’ Given the OCC’s objectives and guiding principles
in developing a regulatory framework, the type of framework that
would adequately regulate FinTech must next be examined.

D. Proposed Regulations
1. Regulators as Collegial Participants

T.J. Grasmick, senior counsel in financial services at Manatt
Phelps & Phillips LLP, argues that all regulators should work together
to implement and comply with FinTech regulations:

Just as there is no crying in baseball, there should be
no competition in compliance. Bankers, regulators,
vendors and fintech innovators should be able to
openly agree on what compliance is necessary at a
minimum to meet the risks to their mutual industries
and to customers and consumers, work together on
implementation, and move on.”!

The sort of top-down-and-across collaboration that Grasmick proposes
would lead to an open compliance culture where bankers, regulators,
vendors, and FinTech companies could collectively devise a working
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regulatory scheme in real time.’> Grasmick emphasizes the importance
of “expanding regulators’ roles from supervisors to collegial
participants in establishing compliance approaches in a format
accessible to all.”®® For example, the Financial Conduct Authority
(FCA) in the United Kingdom and the Australian Securities &
Investments Commission both work with FinTech firms to make it
easier for firms to pursue opportunities in either country.”* Grasmick
argues that such collaboration would relieve uncertainty from banks
because it allows for a more involved regulatory process and engages
all interested parties.” According to Grasmick, this would result in
five major benefits to banking: (1) a refocus on banking instead of
compliance; (2) a reduction in cost of compliance because expertise
more widely available; (3) open communication of new compliance
measures; (4) redefinition of the regulators’ role as advisors and
validators instead of mere enforcers; and (5) the elimination of the
traditional halting of banking activities when non-compliance is
discovered by regulators.”®

Grasmick suggests there be an open database of shared
compliance information that would allow banks and FinTech firms to
focus on innovation.”’ Ironically, some FinTech firms provide this
service: for example, two financial regulators created Vizor after
observing inefficiencies in the financial regulation market.”® Vizor’s
clients rely on it to collect and validate data from financial
institutions.”” Solvency II, on the other hand, is a program “of
regulatory requirements for insurers, covering authorisation, corporate
governance, supervisory reporting, public disclosure and risk
assessment & management, as well as solvency and reserving.”'®
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Instead of marketing themselves to the consumers through
customization, FinTech compliance vendors would have to market to
the industry and regulators “as participants in establishing a menu of
acceptable generic and less customized compliance solutions that all
could tap and share.”'"'

2. Federal Bank Charters for FinTech Firms

Many, including Comptroller of the Currency, Thomas J. Curry,
who also acts as head of the OCC, have suggested that FinTech firms
should be required to obtain a federal limited-purpose bank charter in
order to operate.'”” The OCC has the authority to charter limited-
purpose banks, in addition to full-service institutions that have deposit
msurance, and must consider whether such charters could work for
FinTech firms as well.'”” Many FinTech firms have supported this
regulatory solution because, under the current system, FinTech firms
must apply for licenses to operate in many different states. The federal
charter would preempt any state regulators, allowing for operation
throughout the country.'™ Because states often have different
standards and requirements, the federal charter would apply a federal
set of standards and therefore, reduce barriers to entry and improve
efficiency.'?’

Alternatively, when a FinTech firm does not want to deal with
the varied regulatory process of each state in which it seeks to operate,
it can partner with a bank.'” This solution, however, has its
drawbacks: (1) it can be extremely costly for new firms to comply with
bank compliance standards; (2) there are simply not enough banks to
partner with the growing number of FinTech firms; and (3) innovation
firms do not want to be beholden to traditional banks, and see it as
self-defeating.'”” FinTech firms and banks agree that, for start-ups to

101 Grasmick, supra note 91.

102 See Clozel, supra note 27.

103 |d.

104 Lalita Clozel, OCC Weighs New Charter for Fintech Firms, AM. BANKER
(May 9, 2016), http://www.americanbanker.com/news/law-regulation/occ-
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be able to develop, there needs to be an incubation period during
which they can test technologies without overbearing regulations.'®®
Many attorneys urge regulators to develop a U.S. version of the United
Kingdom’s FCA, including a “‘sandbox’ for up-and-coming
technology, but that it will also require collaboration among
regulators.”'” The maze of regulation surrounding FinTech is often
cited as a benefit to creating a federal limited-purpose charter and
allowing firms to operation nationwide without trouble.''’

There are concerns about a federal charter for FinTech firms,
however. First, if not many firms will be granted the charter, it will
create a barrier to enter market.''' Second, state regulators are
especially concerned about what a federal charter would mean for the
regulatory systems they currently have in place.''” However, given
each state’s different requirements, “advocates for a nationwide
FinTech chartering system say a state-by-state licensing system is not
a good solution either, and that it could be holding back the innovation
and sustainability of new firms.”'"> The OCC has not yet released a
plan to mandate federal charters for FinTech firms, although it will
likely be seriously considered as an option for regulation.

3. The Financial Services Innovation Act

On September 22, 2016, Representative Patrick McHenry
introduced the Financial Services Innovation Act of 2016.""* The bill
would require twelve regulatory agencies, including the OCC and
Securities Exchange Commission, to establish a Financial Services
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Innovation Office (FSIO).'"> The bill then provides for greater
regulatory specialization:

Digital currency, online investment and peer-to-peer
lending companies would then be able to apply for an
enforceable compliance agreement with the FSIOs
that would let them provide an innovative financial
product or service under an “alternate compliance
plan” that waives or modifies out-of-date or
burdensome regulation, according to the bill
proposal.''®

Representative McHenry cited the need for “an evolved regulatory
framework that encourages financial innovation” while maintaining a
commitment to consumer and market safety as reasoning for the bill.'"”
Additionally, because the United States is facing increasing
competition from Europe in attracting FinTech firms, the bill is
designed to prevent increased attraction to European regulatory
structures.''®

Neither house of Congress has acted on the Financial Services
Innovation Act, though it has been assigned to the House
Subcommittee on Commodity Exchanges, Energy, and Credit.'”’
Nevertheless, the bill has generated attention. J.D. Alois, a writer with
Crowdfund Insider, has said this legislation is one to watch because it
“level[s] the playing field for both innovative FinTech startups AND
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established financial firms.”'* The Consumer Financial Services
Group at Ballard Spahr LLP called the legislation a “step in the right
direction” because it recognizes the need for a flexible regulatory
environment for FinTech firms.'?! Squire Patton Boggs sees this
legislation as “a starting point in 2017 for congressional action on
FinTech legislation, although it is unclear whether both sides will be
able to agree on enough issues to garner widespread support.”'*?

4. Possible Solution

The OCC has allowed for comments on its whitepaper, and
many—from academics to researchers, to large banks and industry
members—have taken advantage of the opportunity.'> Some suggest
that regulators focus on ‘“agency coordination to minimize inter-
regulatory friction and maximize consistency.”'** Others agree that
that inter-agency coordination should be a priority, but also believes
there should be greater focus on limiting regulatory uncertainty
because regulations likely will not be able to keep up with the
changing FinTech industry.'”> Finally, the safety and soundness of
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both the market and consumers is a high priority for many industry
experts.'*

Many support the OCC’s mission to create a central office on
innovation, which is also a central part of the Financial Services
Innovation Act and would achieve Grasmick’s desire to foster a more
collaborative environment.'?’ Others have expressed concern that a
central office on innovation would add another layer to an already
complicated regulatory structure.'?®

Considering the OCC’s goals in FinTech regulation, there are
drawbacks to mandating a federal limited-purpose charter for
innovation firms, chiefly, that a one-size-fits-all approach would
hinder innovation.'” As many of the commenters suggest, the main
priority is to ensure that the regulatory environment supports
innovation. Representative McHenry’s solution is to allow agencies to
specialize their innovation by working with the regulators to whom
they answer."* The Financial Services Innovation Act creates a
Financial Services Innovation Office Liaison Committee (Committee)
that would coordinate regulation of firms hoping to introduce new,
innovative technologies.'®' These firms could then petition regulators
for a compliance plan that allows them to implement innovation.'*
Thesis solution allows FinTech regulation to be both coordinated and
tailored to fit specific firm needs.
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E. Conclusion

FinTech firms are eager to establish a fixed regulatory
framework under which they can operate.'** Regulators want to ensure
the framework encourages innovation and community responsiveness,
while protecting consumers.'** Banks stand to benefit from FinTech
regulation, because they will be able to focus more on dealing with the
business of banking and less on compliance and regulation.'*> As the
industry comments suggest, the OCC’s guiding principles are a
significant step in the right direction. Industry members want more
collaboration, a digestable regulatory framework, to reach under-
banked communities, to manage risks, and to promote responsible
innovation,'*®

Like many other industries, however, FinTech finds itself
having to readjust after the unanticipated election of Donald Trump.
Specifically, the prospect that some regulations imposed by the Dodd-
Frank Wall Street Reform and Consumer Protection Act of 2010 may
be rescinded, as Mr. Trump has previously suggested.’*” Some have
suggested that bank deregulation may cause FinTech to lose its place
at the center of innovation, because as banks have more freedom to
lend money, they have less of a need to partner with FinTech firms.'**
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The opposite, however, may also be true, as FinTech firms and banks
might be more willing to jointly innovate with less oversight.'*
Although the future of FinTech regulation is unclear, regulators and
industry members alike are open to collaboration and optimistic about
the ability to foster a system responsive to innovation, whether
FinTech is regulated with or separate from banks.'*

Shaida Mirmazaheri'*!

attention turns to broader relief for all of banking and financial services, there
is certainly a higher risk that fintech could lose the status it has enjoyed as the
locus of innovation and activity—at least when it comes to being disruptive,
rather than complementary to traditional banks.”).
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