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FINTECH AND ANTI-MONEY LAUNDERING
REGULATION: IMPLEMENTING AN
INTERNATIONAL REGULATORY
HIERARCHY PREMISED ON
FINANCIALINNOVATION

by: Nicholas Roide*

ABSTRACT

Innovations in financial technology (“fintech”) have rippling effects across
global markets. Fintech firms utilizing virtual assets and disintermediating
blockchain technology continue to rapidly grow in strength and number. As
systemic risk mounts due to the inter-jurisdictional nature of fintech, anti-
money laundering (“AML”) regulators must search for an international an-
swer to maintain global financial stability and protect consumers against illicit
activities. A variety of solutions have appeared within local AML regulatory
frameworks. These frameworks tend to function as a hierarchy with three or-
dered objectives: market integrity, rule clarity, and innovation. However,
frameworks often place too much emphasis on market integrity and squeeze
out the financial innovation inherent in the fintech sector. This Comment ar-
gues for an international AML regulatory hierarchy that places paramount
importance on the innovative nature of fintech yet still promotes market
integrity.

This Comment examines the efficacy of this proposed hierarchy through the
AML regulatory frameworks of several offshore financial centers (“OFCs”):
Malta, Gibraltar, and Jersey. While OFCs have often been accused of light-
touch regulation, they are championing a push into financial innovation with
strong regulatory safeguards that maintain market integrity and guard against
systemic risk. These AML regulatory frameworks provide support for the
Comment’s central argument. The Comment concludes with an examination
of methods by which the proposed hierarchy can be implemented. Ultimately,
innovation hubs nurture regulatory learning and allow regulators to employ a
conglomeration of initiatives such as regulatory sandboxes and mentorship
regimes, which can be macro-produced to attain the desired hierarchical

outcome.
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I. INTRODUCTION

Financial technology (“fintech”) has fundamentally changed the
landscape of the financial sector in recent years. Fintech firms, ever-
increasing in number, are using disintermediating blockchain technol-
ogy and virtual asset transactions to attain an efficient and innovative
advantage over traditional banks and investment firms.! Consider the
following: Robinhood, a commission-free stock trading startup that
lists cryptocurrencies, has a current valuation of $40 billion.? Stripe, a
company offering digital payment processing software, has announced
an acquisition of Nigerian fintech company Paystack for around $200
million to expand into the African market.> And BlockFi, a cryptocur-
rency lending firm, has increased its private valuation target from $435
million to $3 billion.* The use of blockchain technology and virtual

1. See Iris H-Y Chiu, Fintech and Disruptive Business Models in Financial Prod-
ucts, Intermediation and Markets- Policy Implications for Financial Regulators, 21 J.
TecH. L. & PoL’y 55, 58-59 (2016).

2. John Detrixhe, Robinhood Shares Are Soaring Just Like the Stocks That Trade
on Robinhood, Quartz (Feb. 11, 2021), https://qz.com/1971633/robinhood-pre-ipo-
secondary-shares-signal-40-billion-valuation/ [https:/perma.cc/6AGB-EWTC].

3. Ingrid Lunden, Stripe Acquires Nigeria’s Paystack for $200M* to Expand into
the African Continent, TEcHCRUNCH (Oct. 15, 2020, 7:22 AM), https://tech-
crunch.com/2020/10/15/stripe-acquires-nigerias-paystack-for-200m-to-expand-into-
the-african-continent/ [https:/perma.cc/UY3A-R4DX].

4. Nina Bambysheva, BlockFi Gets a $3 Billion Valuation with New 3350 Million
Series D Funding, ForBEs (Mar. 11, 2021, 8:30 AM), https://www.forbes.com/sites/
ninabambysheva/2021/03/11/blockfi-gets-a-3-billion-valuation-with-new-350-million-
series-d-funding/?sh=3e85bf8b58a5 [https://perma.cc/ A67TM-SHLV].
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asset transactions as an innovative tool to establish market advantage
has become both pervasive and global.

But the burgeoning wave of technology-enabled financial services
also presents regulatory issues of systemic risk, consumer protection,
and financial stability on a global scale.” For example, the German
fintech giant Wirecard, an international mobile payment and e-com-
merce service provider, is currently under investigation for the sus-
pected money laundering of $2.1 billion.® A primary concern, among
others outside the scope of this Comment, is that fintech firms may act
outside the purview of existing anti-money laundering (“AML”) legis-
lation and regulation.” As fintech firms eliminate the need for profes-
sional intermediaries, such as banks and others in the financial sector,
these firms may not be subject to the same financial reporting rules
that would regularly promote market stability.® However, by the same
token, subjecting fintech to these stringent rules may lead to the col-
lapse of many innovative fintech startups.” The growth of innovation
and disruption in fintech leaves regulatory agencies searching for an
inter-jurisdictional answer to avoid global systemic risk while still
maintaining market innovation.

This Comment poses three central questions: (1) What challenges
do AML regulators face when regulating virtual asset service provid-
ers that utilize disintermediating blockchain technology, and what is
the current local and international regulatory response; (2) why is an
international AML regulatory hierarchy that fosters innovation but
still maintains market integrity needed for the future of the fintech
sector; and (3) how can this regulatory hierarchy actually be imple-
mented? Thus, this Comment’s main purpose is to argue for the fol-
lowing international AML regulatory hierarchy, ordered from top to
bottom: innovation, market integrity, and rule clarity. This framework
is examined in the context of different AML regulatory regimes to
establish innovation as the key regulatory objective in the inherently
innovative fintech sector.

What are the challenges that fintech poses for AML regulatory re-
gimes? Banks and other traditional financial institutions act as profes-
sional intermediaries, facilitating an efficient allocation of funds across
the financial supply chain between two parties through information
exchange, asset securitization transformation, and efficiency transfor-

5. See William Magnuson, Financial Regulation in the Bitcoin Era, 23 Stan. J.L.,
Bus. & Fin. 159, 184 (2018).

6. Jorn Poltz, German Prosecutors Open Wirecard Money Laundering Probe,
Reuters (July 9, 2020, 5:30 AM), https://www.reuters.com/article/us-wirecard-ac-
counts-probe/german-prosecutors-open-wirecard-money-laundering-probe-
idUSKBN24A1EH [https:/perma.cc/SYN9-BEUC].

7. Yen-Te Wu, FinTech Innovation and Anti-Money Laundering Compliance, 12
Nat’L Tarwan U. L. Rev. 201, 207 (2017).

8. See id.

9. 1d.
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mation.'” Financial regulation of these intermediaries promotes finan-
cial market stability and consumer/investor protection.'! By contrast,
fintech firms’ use of blockchain introduces disintermediation into fi-
nancial transactions by bypassing existing intermediary structures.'? In
essence, blockchain technology allows connected computers in a peer-
to-peer network to reach agreement over shared data.'® Since fintech
firms often disintermediate discrete parts of the financial supply chain
rather than the whole, regulators are faced with the challenge of com-
bating systemic risk involved in myriad structural changes to existing
mechanisms.'* Although the scope of fintech disintermediation is
wide, this Comment narrows its focus on virtual asset transactions,
blockchain technology, and their association with AML regulatory
regimes.

Current local and international regulatory responses take shape in a
variety of forms. Their regulatory methodology can be analyzed from
a framework that has been dubbed the “innovation trilemma.”'> In
the context of fintech regulatory rulemaking, there are three founda-
tional objectives: market integrity, rules simplicity, and financial inno-
vation.'® However, under the trilemma theory, regulators are only
able to achieve one or sometimes two of these three objectives.!” Most
local and international AML regulatory standards mainly function
with the paramount objective of preserving market integrity.'® As a
result, innovation is often squeezed out.'” To combat this issue, this
Comment argues for an international regulatory hierarchy that places
paramount importance on innovation but guards against systemic risk.

10. See Fatjon Kaja et al., FinTech and the Law & Economics of Disintermediation
2 (Eur. Corp. Governance Inst., Working Paper No. 540/2020, 2020), https://
ecgi.global/working-paper/fintech-and-law-economics-disintermediation  [https://
perma.cc/TOF7-LIVS]; see Chiu, supra note 1, at 83-84.

11. See JoHN ARMOUR ET AL., PRINCIPLES OF FINANCIAL REGULATION 16-17
(2010).

12. Chiu, supra note 1, at 85.

13. Peter Van Valkenburgh, What’s a Blockchain, Anyway?, CoiNn CTR. (Apr. 25,
2017), https://www.coincenter.org/education/blockchain-101/whats-a-blockchain/
[https://perma.cc/D6CH-3D28].

14. Chris Brummer & Yesha Yadav, Fintech and the Innovation Trilemma, 107
Geo. L.J. 235, 277-78 (2019).

15. Id. at 244.

16. Id.

17. Id.

18. See generally FIN. ActioN Task FORCE, INTERNATIONAL STANDARDS ON
COMBATING MONEY LAUNDERING AND THE FINANCING OF TERRORISM & PROLIFER-
ATION: THE FATF RECOMMENDATIONS, (June 2021), https://www.fatf-gafi.org/media/
fatf/documents/recommendations/pdfs/FATF %20Recommendations %202012.pdf
[https://perma.cc/67UT-CLU4] (listing the Financial Action Task Force’s standards for
preventing money laundering and terrorist financing from affecting the global finan-
cial system).

19. Asheesh Birla, The Biden Administration Can Change the World with New
Crypto Regulations, TEcHCRUNCH (Dec. 23, 2020, 12:08 PM), https://techcrunch.com/
2020/12/23/the-biden-administration-can-change-the-world-with-new-crypto-regula-
tions/ [https://perma.cc/2XKQ-HI9JZ].
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Why is an international AML regulatory hierarchy premised on in-
novation so important? The fintech sector is inherently innovative.
Fintech firms continue to expand the applications of blockchain tech-
nology and other financial services to compete with traditional finan-
cial institutions.?® A whopping 19 companies on the 2020 Forbes list of
the 50 most innovative fintech firms were newcomers.?! And every
one of these fintech firms make using financial services more efficient,
cheaper, and easier.”?> Because of the sector’s innovative nature,
fintech firms will continually seek a regulatory space that emphasizes
growth. Further, the future uses of blockchain technology—especially
in emerging markets—have the capacity to revolutionize financial
transactions, which in turn would further financial competition and
market growth. The proposed international AML hierarchy is needed
to address the inherently innovative nature of fintech and ensure fu-
ture financial development.

The efficacy of the proposed hierarchy and justification for an inno-
vative approach is examined through the lens of several established
offshore financial centers (“OFCs”): Gibraltar, Malta, and Jersey.
These jurisdictions are popularly known as “tax havens” and are often
mischaracterized as offering “light-touch regulation.”** Onshore com-
petitors often suggest that OFCs’ regulatory efforts are inadequate to
safeguard against fraud, money laundering, and corruption.?* How-
ever, it may be surprising to note that OFCs generally exert the same
or more regulatory efforts than onshore competitors.>> As bastions of
offshore financing, OFCs have engaged in efforts to become leading
hubs for blockchain technology.?® These jurisdictions have recently
been referred to as “blockchain havens”—a switch from their earlier
“tax haven” moniker—because of their leadership in blockchain tech-
nology development.?” As such, OFCs have engaged in substantive
AML legislation and regulation to both entice fintech firms and main-
tain regulatory compliance.?® Because these jurisdictions seek to spur
innovation while maintaining market integrity, they provide an excel-

20. See Michael del Castillo et al., The Forbes Fintech 50: The Most Innovative
Fintech Companies in 2020, Forses (Feb. 12, 2020, 10:00 AM), https://
www.forbes.com/fintech/2020/#443fdccedacd [https://perma.cc/PH44-CZKT]; see
Danda B. Rawat et al., Blockchain Technology: Emerging Applications and Use Cases
for Secure and Trustworthy Smart Systems, 1 J. CYBERSECURITY & Priv. 4, 4-5, 8-14
(2020).

21. del Castillo et al., supra note 20.

22. 1d.

23. See, e.g., Omri Marian, Blockchain Havens and the Need for Their Internation-
ally-Coordinated Regulation, 20 N.C. J.L. & TecH. 529, 531-32 (2019).

24. See Andrew P. Morriss & Clifford C. Henson, Regulatory Effectiveness & Off-
shore Financial Centers, 53 Va. J. INT'L L. 417, 422 (2013).

25. Id. at 454.

26. Marian, supra note 23, at 530.

27. Id. at 532.

28. See discussion infra Section I11.B.
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lent example to expound on the efficacy of this Comment’s proposed
regulatory hierarchy.

How can an international AML regulatory hierarchy premised on
innovation actually be implemented? Implementation requires both a
local and an international response. Some jurisdictions use stand-
alone innovative initiatives that include regulatory sandboxes,
mentorship programs, and fintech charters. Regulatory sandboxes cul-
tivate a safe zone that allow fintech firms to test new innovations and
proactively prevent unknown risks in emerging technologies.”* And
fintech-bank mentorship arrangements allow firms to take advantage
of banking infrastructure to foster innovative services while partnered
banks are able to gain access to new markets.>* However, while these
types of initiatives can spur innovation, they have a number of draw-
backs and deficiencies—especially in regulatory learning between
fintech firms and regulators.™!

The use of local and international innovation hubs can provide a
solution. Innovation hubs provide a point of contact for fintech firms
to engage with regulators, discuss innovations, gain regulatory gui-
dance, and recognize adjustment through collaboration.?? Stand-alone
initiatives like regulatory sandboxes and mentorship regimes are just
one kind of tool innovation hubs can employ to produce a well-
rounded, innovative ecosystem premised on regulatory learning.*
OFCs provide an excellent framework to observe how an innovation
hub can be locally employed. And from an international standpoint,
the Global Financial Innovation Network (“GFIN”), a multinational
innovation hub,** is in the best position to implement the proposed
international regulatory hierarchy going forward.

This Comment proceeds in four parts. In Part II, the Comment pro-
vides an overview of disintermediating fintech and the current chal-
lenges AML regulators face when creating a regime that addresses
systemic danger while still fostering innovation. The Comment then
examines the current local and international AML regulatory
frameworks through the lens of the innovation trilemma. Current
frameworks place paramount importance on systemic integrity but
squeeze out innovation and ignore the cross-border ramifications of

29. Michael M. Piri, Note, The Changing Landscapes of FinTech and RegTech:
Why the United States Should Create a Federal Regulatory Sandbox, 2 Bus. & Fin. L.
REv. 233, 246 (2019).

30. Luca Enriques & Wolf-Georg Ringe, Bank-Fintech Partnerships, Outsourcing
Arrangements and the Case for a Mentorship Regime 2-3 (Eur. Corp. Governance
Inst., Working Paper No. 572/2020, 2020), https://papers.ssrn.com/sol3/papers.cfm?ab-
stract_id=3625578 [https://perma.cc/2QUY-TE24].

31. See discussion infra Section IV.A.

32. Ross P. Buckley et al., Building Fintech Ecosystems: Regulatory Sandboxes,
Innovation Hubs and Beyond, 61 WasH. U. J.L. & PoL’y 55, 58 (2020).

33. Id. at 59.

34. About GFIN, GrLoB. Fin. InnovaTioN NETWORK, https://www.thegfin.com/
about [https://perma.cc/ XBIK-HQEP].
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the fintech industry. In Part III, the Comment argues for an interna-
tional AML regulatory hierarchy that places paramount importance
on innovation yet still promotes systemic integrity. This hierarchy is
necessary because the fintech sector is inherently innovative and its
future applications promote global financial growth. The efficacy of
this hierarchy is displayed through the AML regulatory regimes of
three well-established OFCs: Malta, Gibraltar, and Jersey. The Com-
ment concludes in Part IV by examining how to implement the pro-
posed regulatory hierarchy with the use of innovation hubs locally and
internationally.

II. FINTECH AND THE INTERNATIONAL ANTI-MONEY LAUNDERING
ReEGULATORY LANDSCAPE

What challenges do AML regulators face when regulating fintech,
and what is the current local and international regulatory response?
This Part provides a background of the current challenges faced by
regulators seeking to impose AML regulations on discrete parts of the
fundamentally innovative fintech sector. The sector implicates cross-
border economic interdependencies, as evidenced by the global eco-
nomic consequences from the COVID pandemic.®® Financial shocks
reverberate across national boundaries.*® Further, the sector is inno-
vative in essence, displayed by the dramatic rise of cryptocurrencies
and the utilization of fintech by developing countries in Africa and
Latin America to gain a financial foothold in the advancing world.*”
Thus, the globalized, innovative nature of fintech underscores the
need for an international AML financial regulatory framework that
remedies issues domestic financial regulators cannot reach
themselves.?®

The most prominent AML regulatory obstacles stem from fintech
firms’ use of blockchain technology, a process of disintermediation
and decentralization that bypasses existing intermediary infrastructure
to produce improved efficiency and cost reduction.® While fintech
firms’ use of blockchain can deliver productivity gains, this bur-
geoning method of financial transaction technology is also character-

35. Yesha Yadav, Fintech and International Financial Regulation, 53 VAND. J.
TraNsNATL L. 1109, 1117 (2020).

36. Christine Lagarde, A Regulatory Approach to Fintech, STRAIGHT TALK, June
2018, at 10, http://governance40.com/wp-content/uploads/2018/12/straight-fintec-
Lagarde.pdf [https://perma.cc/4Q54-8748].

37. Doucras MILLER ET AL., INT’L FIN. Corp., BLoCKCHAIN: OPPORTUNITIES
FOR PRIVATE ENTERPRISES IN EMERGING MARKETS 7, (Jan. 2019) https://www.ifc.org/
wps/wem/connect/2106d1¢6-5361-41cd-86¢2-f7d16¢510e9f/201901-IFC-EM Compass-
Blockchain-Report.pdf?MOD=AJPERES&CVID=MXYj-sA [https://perma.cc/
LW3Z-LFLN].

38. See Yadav, supra note 35, at 1118.

39. MILLER ET AL., supra note 37, at 14.
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ized by features of diffusion, automation, and adaptation.*’ This
means fintech firms utilizing blockchain are often small and en-
trepreneurial in nature, they rely on algorithmic operational functions,
and they can easily change structure or strategy in response to exter-
nal circumstances.*!

In turn, AML regulators face many challenges: guarding against sys-
temic risk, maintaining consumer protection, preserving global finan-
cial stability, and addressing issues on a multinational level with
marked differences in national market structure.*? In addition, fintech
regulators face a policy trilemma.*®* According to the innovation
trilemma theory, regulators can only achieve two out of the following
three objectives: market integrity, financial innovation, and rules sim-
plicity.** As this Part notes, these three objectives form a regulatory
hierarchy.

Currently, AML regulators around the globe employ this regulatory
hierarchy in several different forms.*> But most of these regulatory
frameworks have a paramount objective: market integrity.*® This
makes sense; the main priority of financial regulation is to guard
against challenges stated in the preceding paragraph, namely, systemic
risk, consumer protection, and global financial stability.*” But fintech
firms that specialize in virtual asset transactions utilizing blockchain
do not know the rules of the game they are playing.*®* AML regulation
is either entirely unclear or too stringent depending on the jurisdic-
tion. As a result, financial innovation that benefits market competition
and growth is often stifled.*” Thus, the background provided in this
Part culminates into the Comment’s central argument and proposal: a
new hierarchy premised on innovation is needed to implement an in-
ternational AML regulatory regime.

It should be helpful to note the limits of this discussion. First,
“fintech” is often broadly defined as any use of technology in applica-

40. Magnuson, supra note 5, at 163.

41. See id.

42. See generally Schan Duff, The New Financial Stability Regulation, 23 STAN.
J.L. Bus. & Fin. 46 (2018) (discussing financial stability, theories of financial instabil-
ity, the structure of financial regulation, and the U.S. financial stability architecture);
ARMOUR ET AL., supra note 11 (discussing the underlying principles of financial
regulation).

43. Brummer & Yadav, supra note 14, at 242.

44. Id. at 244.

45. Id. at 282.

46. See Chiu, supra note 1, at 63 (explaining that regulators often take a cautious
approach to not impede innovative competition or consumer choice).

47. See generally Duff, supra note 42 (discussing financial stability, theories of fi-
nancial instability, the structure of financial regulation, and the U.S. financial stability
architecture); ARMOUR ET AL., supra note 11 (discussing the underlying principles of
financial regulation).

48. Birla, supra note 19.

49. See Lagarde, supra note 36, at 10.
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tion to finance.>® However, in this discussion, the term is defined more
narrowly in conjunction with the use of blockchain technology. While
startups specializing in financial technology have been present for
many decades (e.g., the establishment of PayPal, originally Confinity,
in 1998),°! the first use of blockchain technology appeared in 2009 in
the form of Bitcoin, a peer-to-peer (“P2P”) cryptocurrency system
created by Satoshi Nakamoto.’? This discussion focuses on fintech
firms operating within the blockchain. Second, while blockchain tech-
nology generally underpins the function of cryptocurrencies, the tech-
nology itself has many other uses along the virtual asset value chain
(P2P transfers in general, smart contracts, supply chain management,
security, etc.).>® Thus, while this discussion mainly focuses on virtual
asset transactions, it also encompasses the other uses of blockchain
technology. Finally, while regulatory efforts are widespread and va-
ried in application, this Comment narrows its regulatory analysis to
AML regulation.

A. The Challenges of Regulating Fintech

Financial technological innovation is increasingly disruptive and un-
predictable.®* One need only look at the rise of virtual assets as a
prime example of this notion. The creation of the cryptocurrency uni-
verse began in January 2009 with Bitcoin.> In February 2011, Bitcoin
reached parity with the United States dollar.>® But just as a commu-
nity of techno-libertarians began to view cryptocurrency as a potential
alternative to fiat currency, hackers stole around $460 million (744,408
Bitcoin) from Mt. Gox, the largest Bitcoin exchange in the world, in
February 2014.%7 Despite a subsequent downturn, Bitcoin and compet-
ing cryptocurrencies managed to survive.”® A new cryptocurrency,
Ethereum, was launched in 2014 as a distributed computing platform
that expanded on the current payment system framework, allowing
for the creation of virtually any type of decentralized application (e.g.,
smart contracts).”® As a result of the expansive growth of cryptocur-
rencies in such a short amount of time, local and global regulatory
standard-setting authorities began to fear financing risks of money

50. See Douglas W. Arner et al., FinTech, RegTech, and the Reconceptualization
of Financial Regulation, 37 Nw. J. INT’L L. & Bus. 373, 379 (2017).

51. Brian O’Connell, History of PayPal: Timeline and Facts, THESTREET (Aug. 26,
2019, 10:11 AM), https://www.thestreet.com/technology/history-of-paypal-15062744
[https://perma.cc/FI6B-N6V3].

52. MILLER ET AL., supra note 37, at 10.

53. Id. at 11.

54. Lagarde, supra note 36, at 9.

55. David Sharifi, A History of Cryptocurrency, 1TBIOMETRICS, https:/itbi-
ometrics.com/a-history-of-digital-currency/ [https://perma.cc/T5S2-LUXJ].

56. Id.

57. 1d.

58. Id.

59. MILLER ET AL., supra note 37, at 10.



474 TEXAS A&M LAW REVIEW [Vol. 9

laundering and terrorism associated with virtual assets and virtual as-
set providers.®® Fintech firms’ use of virtual asset transactions has con-
tinued to the present where there are currently more than 2,000
tradable cryptocurrencies.®’ And underlying almost all these virtual
assets is blockchain technology.®> But just what is blockchain technol-
ogy, and why is it such a hot topic for AML regulators?

Confusion over the structure, utility, and applicability of blockchain
technology has persisted since its first use in 2009.° Many still associ-
ate blockchain with Bitcoin despite the technology’s growth in the
past few years as a means for inter-organizational cooperation and
value transfer beyond cryptocurrency.®*

At its core, blockchain allows connected computers in a P2P net-
work to register and confirm asset transactions.®> Blockchain is a form
of distributed ledger technology where transactions are recorded on a
public ledger as “blocks” in a continuous chain linked to all previous
blocks, reaching all the way back to the original transaction.®® Once an
asset transaction is initiated, other participating computers on the net-
work verify and authenticate blocks on a public ledger.®” These partic-
ipating computers, termed “miners” or “nodes,” are incentivized to
perform authentication functions through token rewards.”® Time-
stamped records are then sequentially displayed to network parties
based on their access levels.®” Blockchain networks are either open
(permission-less)—anonymous and available for anyone to join—or
private (permissioned)—where different entities or individuals pos-
sess varying levels of authority to view information and conduct
transactions.””

Blockchain’s primary value lies in the technology’s emphasis on
consensus across a distributed network of parties in the public ledger,
“eliminat[ing] the need for a central authority or intermediary.””" This
disintermediation—bypassing existing financial intermediary infra-
structure—allows for faster and cheaper transactions.”
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gesting a framework to prevent such activities in the context of internet-based pay-
ment systems).
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Fintech firms that employ blockchain technology are generally char-
acterized by three key features: diffusion, automation, and adapta-
tion.”> In terms of diffusion, actors in the fintech market are
comprised of small, entrepreneurial startups rather than large compa-
nies.”* For instance, as noted above, thousands of cryptocurrencies
have been created since the advent of Bitcoin.”> In terms of automa-
tion, fintech firms using blockchain rely on integrated algorithms of
digital cryptography and distributed databases maintained by P2P net-
works to function.”® And in terms of adaptation, fintech firms have
shown a remarkable ability to use blockchain technology to create or
adapt in response to new market conditions and other external cir-
cumstances in a short amount of time.”” For example, with the emer-
gence of Ethereum came the “smart contract” concept, a second-
generation blockchain platform that “provid[ed] the ability to execute
more complex and sophisticated tasks among parties” based on
predefined contract rules embedded in code.”® In sum, these three key
features and the disintermediating quality of blockchain allow fintech
firms to contend with traditional financial institutions.”®

However, these same features also represent the heart of the chal-
lenges AML regulators face in regulating fintech. First, because
fintech actors utilizing blockchain technology are highly diffused and
focused on discrete parts of the financial supply chain, they may be
more prone to economic shocks than larger financial institutions.®
And since blockchain technology is cross-jurisdictional by nature and
virtual assets know no borders, the economic shocks that fintech firms
suffer can reverberate globally.®' Second, because fintech firms rely
on automation for blockchain technology, these firms are essentially
tethered to the validity of the algorithm to function smoothly.®* While
well-designed distributed ledgers could actually improve AML com-
pliance, the anonymity associated with public blockchains can be (and
has been) used for money laundering activities.®* Lastly, the adaptable
nature of fintech firms to changing market conditions means that
these companies are “notoriously volatile.”®® This volatility leaves
AML regulators struggling to provide stability.
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These challenges are especially exacerbated when AML regulators
apply existing AML legislation to fintech. The disintermediating na-
ture of fintech firms utilizing blockchain technology places firms
outside the confines of existing AML legislation and regulation be-
cause their operations are not contingent on financial reporting like
conventional intermediaries (like banks) in the sector.®® Fintech firms
may also operate independent of rules that regulate the general con-
duct of conventional banks.?” Thus, with the rise of initial coin offer-
ings (“ICOs”) and speculation surrounding Bitcoin, regulators have to
take action to avoid the possibility of cryptocurrencies being used for
illicit ends.®® However, due to the innovative and adaptable nature of
these fintech firms, severely stringent rules may lead to the collapse of
those entrepreneurial companies and decrease competition in the
sector.®”

In sum, AML regulators are faced with the challenge of combating
systemic risk, maintaining consumer protection, and fostering innova-
tion in a cross-jurisdictional fintech sector. Finding the right balance
between risk mitigation and innovation is the key.”® If blockchain
technology is used to improve existing business processes, current leg-
islation will probably suffice.”® However, disruptive cases arising out
of the fintech blockchain ecosystem with increasingly adaptive tech-
nology and business models will require new regulation geared toward
regulatory learning.”? Collaboration between regulators and the
fintech industry itself will be incredibly important to accommodate the
cross-border nature of the innovative technology.”

B. The Innovation Trilemma and the Need for a New Regulatory
Hierarchy

1. The Innovation Trilemma

Along with the regulatory challenges noted above, AML regulators
must also contend with the innovative nature of the fintech sector.**
As of the writing of this Comment, the cryptocurrency market has
exceeded a $1 trillion market cap®—a market that did not exist just
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twelve years ago.® In recent years, fintech firms like Robinhood have
allowed users to buy and sell virtual assets driven by blockchain tech-
nology, and big players like PayPal are embracing entry into this mar-
ket.”” In sub-Saharan Africa, virtual assets and blockchain have the
potential to provide financial infrastructure to “previously under-
served and unbanked population segments.”®® In Latin America, dis-
trust in local currencies has increased the adoption of
cryptocurrency.” And in Asia, payment solution digitalization has fa-
cilitated the adoption of blockchain.'® By challenging current finan-
cial institutions with decentralization and disintermediation, fintech
escalates the difficulty of regulatory compliance.'® Thus, AML regu-
lators are faced with a serious question: How can fintech regulation
guard against financial risk but still foster innovation?

This Comment examines this question under a three-pronged the-
ory called the “innovation trilemma,” introduced by Professors Chris
Brummer and Yesha Yadav.!°? The innovation trilemma is a theoreti-
cal framework for examining and understanding fintech regulation.'®
Fintech regulators face a policy trilemma among three objectives:
market integrity, rules simplicity, and financial innovation.!** The the-
ory purports that fintech regulators are only able to achieve two out of
these three objectives.'®

What do these three objectives mean? Market integrity refers to
overall financial stability, protection against illegal acts, and the super-
vision of systematically interconnected fintech firms.'°® At its core,
maintaining market integrity means guarding against the challenge of
systemic risk.’°” Rules simplicity refers to regulators’ aim to create
rules that are comprehensible and easy to apply, while financial inno-
vation refers to regulators’ interest in advancing technologies that
raise capital, diversify risk, and improve market operation.'*® Brum-
mer and Yadav exemplify this trilemma through historical U.S. regula-
tory examples: the 1920s New Deal Era, the 1990s

96. See Sharifi, supra note 55.

97. Brady Dale, Bitcoin Trading Fees on PayPal, Robinhood, Cash App and
Coinbase: What to Know, CoiNDEsK, https://www.coindesk.com/bitcoin-trading-fees-
on-paypal-robinhood-cash-app-and-coinbase-what-to-know (Nov. 30, 2020, 1:30 PM)
[https://perma.cc/3XK9-HFML].

98. MILLER ET AL., supra note 37, at 40.

99. Id.

100. Id. at 42.

101. Wu, supra note 7, at 250.

102. Brummer & Yadav, supra note 14, at 244.
103. Id.

104. Id.

105. Id.

106. Id. at 244-45.

107. See discussion supra Section IL.A.

108. Brummer & Yadav, supra note 14, at 246-47.



478 TEXAS A&M LAW REVIEW [Vol. 9

Gramm-Leach-Bliley Act, and the Dodd-Frank Act following the
2008 financial crisis.'*

It is important to note that while the innovation trilemma is a theo-
retical framework, it is taken as true in this Comment’s discussion. In
fact, its efficacy may be bolstered by the examples of AML regulation
given throughout this Comment. Further, for the purposes of this
Comment, the three trilemma objectives are referred to as “market
integrity,” “rules clarity,” and “innovation,” though their meanings
from the preceding paragraph remain unchanged.

2. The Current AML Regulatory Landscape: Local and
International Examples

The three objectives of market integrity, rules clarity, and innova-
tion form an AML regulatory hierarchy. The trade-offs between these
three objectives take shape as AML regulators favor certain objec-
tives over others. As it currently stands in developed countries, AML
regulatory bodies tend to place the objective of market integrity on
top of the hierarchy.!'® The same notion rings true for the Financial
Action Task Force (“FATF”)—the most prominent international
AML regulatory body."'! By contrast, developing countries in regions
such as Africa and Latin America have little to no AML regulatory
framework and are thus susceptible to systemic risk.''? The following
regulatory frameworks serve as examples along this hierarchical spec-
trum. They highlight the need for an international AML regulatory
framework that places paramount importance on innovation while
maintaining market integrity.

In the United States, the Bank Secrecy Act of 1970 (“BSA”) serves
as the principal legislation on AML issues, comprised of certain re-
quirements such as currency transaction reports, reports on the sale of
monetary instruments, and customer identification programs.!''* The
Financial Crimes Enforcement Network (“FinCEN”), devoted to safe-
guarding the financial system from money laundering issues,''* ad-
ministers the BSA and requires reporting of suspicious transactions,
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cash transactions over $10,000, and other illicit activities.'’ Fintech
firms specializing in virtual asset transactions and blockchain technol-
ogy are subject to this AML regulatory framework.''® The framework
essentially incorporates virtual assets into the already existing BSA
legislation.''”

From a hierarchical standpoint, BSA legislation and FinCEN regu-
lators place paramount importance on market integrity. However,
when viewed through the trilemma framework, this leads to a lack of
rules clarity and innovation. Most recently, FinCEN has proposed new
regulations that make it easier for the government to track virtual as-
set transactions, requiring fintech firms to keep records of transactions
over $3,000 for personal wallets and report cumulative transactions
over $10,000 in a day.''® For comparison, under the BSA, traditional
intermediary banks are only required to flag cash withdrawals exceed-
ing $10,000, not transactions that occur within the banking network
itself.'' Further, the United States has no uniform definition of
“cryptocurrency.”'?® Thus, the combination of (1) a lack of a directly
applicable framework and (2) proposed regulations solely focused on
maintaining market integrity leads to a lack of clarity in rulemaking
and a squeeze on financial innovation.'?! As a result, fintech firms
may be pushed toward jurisdictions where regulations are clear and
innovation is fostered.'??

On a similar note, the U.K. AML regulatory framework focuses on
market integrity but provides more clarity to fintech firms. The United
Kingdom recently implemented the Money Laundering and Terrorist
Financing (Amendment) Regulations 2019, expanding an already ex-
isting framework of preventative measures based on FATF recom-
mendations.'” These regulations define “cryptoassets” as “a
cryptographically secured digital representation of value or contrac-

tual rights that uses a form of distributed ledger technology and can
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be transferred, stored, or traded electronically.”'?* Further, the U.K.
Financial Conduct Authority (“FCA”) assumed complete oversight of
virtual-asset fintech firms as of January 10, 2020, requiring that firms
register with the FCA for monitoring and enhanced due diligence.'**
While the U.K. AML regulatory framework emphasizes clarity, the
hierarchy of the framework is still markedly similar to that of the
United States—market integrity is the most important objective. But
the objective of innovation is not completely absent. In 2018, the FCA
established the Innovation Division and implemented several initia-
tives: a regulatory sandbox, the GFIN, and an Innovation Hub.'?¢
However, the burden on fintech firms becomes extremely heavy with
stringent regulations that prompt small, entrepreneurial firms to un-
dertake extreme customer monitoring.'?” Maintaining market integ-
rity requires AML regulators to make these types of trade-offs, which
is especially evident when viewed through the lens of the trilemma.
Thus, the objective of innovation is still deficient within the U.K.
AML regulatory hierarchy.

Briefly moving from local to international platforms, the FATF sets
AML recommendations and standards to prevent money laundering
and other illicit activities.'?® There are more than 200 FATF member
countries and 40 AML standards that are continually updated to ad-
dress new risks, such as the regulation of virtual assets.'? Member
countries are peer reviewed on the AML standards through mutual
evaluations to assess implementation levels and technical compli-
ance.'?° From a hierarchical standpoint, the FATF standards primarily
focus on market integrity. However, the high number of standards
may reduce clarity; member countries are subject to a very large-scale
assessment. Further, the standards are grouped into categories such as
“money laundering and confiscation,” “terrorist financing and financ-

ing of proliferation,” “preventive measures,” “international coopera-
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tion,” etc.’*! No category is specifically geared toward the growth of
innovation. As a result, and viewed from the hierarchy, the FATF
places paramount importance on market integrity, but this also pro-
duces deficiencies in clarity and promotion of financial innovation.
Local jurisdictions that are subject to FATF monitoring are left to im-
plement their own innovative vehicles.

From a different local viewpoint, there are some jurisdictions that
give little credence to the objectives of market integrity and clarity.
For example, in Africa, P2P payments using digital currencies are be-
coming an alternative to local fiat currencies.'*? Senegal announced
plans for a cryptocurrency under the West African Economic and
Monetary Union, and South Africa’s central bank gives virtual-asset
fintech firms and consumers “relative ‘carte blanche’ to conduct
cryptocurrency transactions.”’** In Latin America, smaller economies
are adopting cryptocurrency and other blockchain financial prod-
ucts.’** In Argentina and Brazil, Ripio—a cryptocurrency company—
has a Bitcoin financial services suite that allows P2P virtual asset
transfers for both unbanked and underbanked populations.'*> From a
hierarchical standpoint, the regulators in these regions place the ob-
jective of innovation at the top of the hierarchy with little regard for
market integrity or rules clarity. While this system reaches previously
underserved and unbanked populations in developing countries, the
AML regulatory control is “weak or non-existent.”'3¢

The differences in these local and international frameworks seem to
beg a specific question: What is the correct hierarchy to reach fintech
AML regulatory equilibrium? On one hand, local, developed jurisdic-
tions like the United States and the United Kingdom or international
bodies like the FATF have stringent AML regulations that promote
market integrity but leave deficiencies in financial innovation and
market competition. On the other hand, jurisdictions within develop-
ing regions like Africa and Latin America are inviting fintech innova-
tion to build their local technological ecosystems but are prone to
financial market shocks because of weak or non-existent AML regula-
tions. Moreover, the biggest problem is that the regulatory conse-
quences in these jurisdictions are not mutually exclusive. Transfers of
capital, especially electronic fund transfers involving virtual assets, are
extremely mobile and implicate strong cross-border financial ramifica-
tions.'*” As mentioned in the previous discussion of the challenges
fintech regulators face, modern markets are unavoidably global.'**

131. Id.

132. MILLER ET AL., supra note 37, at 38.
133. Id. at 39.

134. Id. at 40.

135. Id.

136. Allison, supra note 112.

137. See Yadav, supra note 35, at 1117.
138. Id. at 1118.



482 TEXAS A&M LAW REVIEW [Vol. 9

Therefore, the cross-jurisdictional challenges and the innovative na-
ture of fintech warrant several solutions. First, the need for an interna-
tional AML regulatory framework is apparent. Second, the hierarchy
of this international regulatory framework needs to place paramount
importance on the innovative nature of the sector while still maintain-
ing market integrity to guard against the challenges of regulating
fintech. The next Part examines this proposed hierarchy.

III. ProrosaL: A NEw INTERNATIONAL ANTI-MONEY
LAUNDERING REGULATORY HIERARCHY PREMISED ON
INnNOVATION

Why is an international regulatory hierarchy premised on financial
innovation so important? This Part argues that the proposed AML
hierarchy is needed because (1) the fintech sector is inherently inno-
vative, meaning firms will continually seek an avenue for growth de-
spite stringent regulations; and (2) the future uses of blockchain
technology will revolutionize financial transactions and allow emerg-
ing/developing markets to gain a global foothold. Further, this Part
promotes the efficacy of the proposed AML hierarchy through an ex-
amination of OFC regulatory frameworks, which have fostered fintech
innovation by creating innovative regulatory ecosystems.

A. Why Emphasize Innovation?

The fintech sector is inherently innovative. The exponential rise in
financial applications of blockchain technology in the recent decade
prove this point."** Because fintech firms possess this innovative na-
ture, they necessarily need room for growth. This can cause a regula-
tory “race to the bottom” where local regulators promote lower and
lower standards of AML fintech regulation to invite fintech firms to
their jurisdiction.'° This is a result of insufficient international coordi-
nation and aggressive competition between regulators to entice inno-
vative businesses.'*! Thus, the proposed international regulatory
hierarchy is needed to instead promote a “race to the top,” where
regulators compete to adopt better-designed and more efficient regu-
lations premised on multinational regulatory learning.'*?

As noted previously, blockchain technology is still often associated
with Bitcoin and other cryptocurrencies.'** However, innovative uses
of blockchain have increased exponentially since distributed ledger
technology was first introduced.'** Some have even heralded
blockchain as one of the greatest inventions in human history, follow-
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ing the footsteps of inventions such as the printing press, electricity,
radio, and the Internet.'*> That notion is certainly up for debate. But
the point is that the applications of blockchain are undeniable, consist-
ing of the following: financial transactions, cryptocurrency, global pay-
ments, insurance processing, “Internet of things,” systems
management, cybersecurity, intellectual property, identity manage-
ment, and other uses in scenarios involving transaction management
in a P2P system.'*® An examination of these specific applications
would require a large-scale discussion outside the scope of this Com-
ment. But suffice it to say the applications of blockchain technology
exemplify the inherently innovative nature of the fintech sector.

Further, the impact blockchain technology can have on emerging
markets cannot be overstated. When blockchain is utilized for finan-
cial services, emerging marketplaces can be “‘bootstrapped’ to func-
tion without the use of traditional ‘trusted parties’ and thereby result
in significantly lower networking costs for participants.”’*’ Fintech
firms employing blockchain initiatives in emerging market economies
can expand the value chain of financial services to target inefficiencies
and reach largely underserved customer segments.'*® Examples of
fintech firms operating in this manner include BitPesa in Kenya, Re-
mit.ug in Uganda, BitSpark in Hong Kong, Coinsensure in India, and
Rebit in the Philippines.'*® However, these developing jurisdictions
need proper governance and a strong regulatory framework to pro-
vide stability and allow innovation to flourish.'® Cross-jurisdictional
regulatory harmonization is a mechanism that ensures that these
emerging markets properly engage and collaborate with fintech firms
utilizing blockchain technology.'>! Thus, the need for this Comment’s
proposed international regulatory hierarchy is evident to avoid sys-
temic risk in these emerging markets while still allowing for fintech
innovation that advances the financial economy.

The combination of an inherently innovative fintech sector and the
undeniable applications of further developments in fintech innovation
leads to the conclusion that the key objective for regulating the indus-
try is fostering innovation. A regulatory hierarchy premised on inno-
vation is a necessity.

145. See Gareth Jenkinson, Crypto and Blockchain—Following in the Footsteps of
Man’s Greatest Inventions?, CoOINTELEGRAPH (July 14, 2018), https://
cointelegraph.com/news/crypto-and-blockchain-following-in-the-footsteps-of-man-s-
greatest-inventions [https://perma.cc/JZN5-THR3].

146. Rawat et al., supra note 20, at 8-14.

147. MILLER ET AL., supra note 37, at 16.

148. Id. at 18.

149. Id.

150. Id. at 51.

151. See id. at 53.



484 TEXAS A&M LAW REVIEW [Vol. 9

B. Examining the Efficacy of the Hierarchy: Offshore Financial
Centers

OFC:s provide an excellent example to examine the efficacy of the
proposed hierarchy. OFCs are popularly known as “tax havens” that
offer “light-touch regulation,” “where bank secrecy and tax relief are
essential commodities.”’>? And recently, these jurisdictions have be-
come leaders in blockchain technology development and have earned
a new moniker: “blockchain havens.”'>* This supposition of light-
touch regulation may be true by some accounts; lower transaction
costs in a small number of these jurisdictions allow for effective AML
regulatory competition.'>* However, it may be surprising to note that
well-established OFCs have a level of AML regulatory effectiveness
either on par with or close to the effectiveness of onshore jurisdic-
tions.'>> As members of the FATF, OFCs are subject to AML regula-
tion assessment and compliance ratings through one of nine FATF-
style regional bodies.!”® The most recent FATF assessment rated
Malta, an OFC located in the Mediterranean between Sicily and Tuni-
sia, as “compliant” or “largely compliant” in 31 out of 40 AML recom-
mendations."” By comparison, the FATF rated the United States as
“compliant” or “largely compliant” in 31 out of its 40 recommenda-
tions in its most recent AML assessment.’*® Both jurisdictions are
equally compliant with AML measures promoting market integrity.
Thus, to say that these OFCs offer light-touch AML regulation disre-
gards the objective compliance meters espoused by the FATF. This
examination reviews the regulatory frameworks of three well-estab-
lished OFCs: Malta, Gibraltar, and Jersey. Each of these OFCs invite
financial innovation while still guarding against systemic risk.

Malta is a large OFC that specializes in “corporate and transaction
banking and fund management.”!>° Malta recently positioned itself as
a fintech-friendly jurisdiction by introducing a regulatory regime for
virtual asset transactions in 2018, namely, the Virtual Financial Assets
Act 2018 (“VFA Act”).'®® The VFA Act defines the term “virtual fi-
nancial asset” and regulates the issuance of ICOs, blockchain technol-
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ogy assets, and licensing related to virtual asset transactions.'® The
Act serves as the primary Maltese AML legislative framework to
guard against systemic risk, regulated by the Malta Financial Services
Authority.'®> And as previously noted, Malta was rated “compliant”
or “largely compliant” with 31 out of 40 of the FATF AML
recommendations. '

Moreover, Malta also instituted the Malta Digital Innovation Au-
thority Act (“MDIA Act”) and the Innovative Technology Arrange-
ments and Services Act (the “ITAS Act”). The MDIA Act establishes
an agency to promote principles “relating to technology innovation,
including distributed or decentralized technology.”'®* The ITAS Act
regulates innovative technology arrangements and virtual asset service
providers, which are then overseen by the MDIA.'®> In sum, Malta
has affirmatively created legislation and regulation to ensure innova-
tion growth in the fintech sector, with special focus on defined uses of
blockchain technology and virtual asset transactions. From a hierar-
chical standpoint, fostering innovation is the paramount regulatory
objective. Additionally, the VFA Act still promotes systemic integrity
through a stringent AML regulatory framework. When asked why
Malta instituted these acts, the Digital Economy Parliamentary Secre-
tary Silvio Schembri stated, “We want an eco-system that encourages
operators to move here,” and the legislation and regulation “provide
the necessary legal certainty to allow this industry to flourish.”'¢¢

These movements toward financial innovation are not exclusive to
the OFC of Malta. Like Malta, Gibraltar is a self-governed British
OFC situated south of Spain at the tip of the Iberian Peninsula.'®” The
OFC has been rated as “compliant” or “largely compliant” with 30 out
of 40 FATF AML recommendations in its last mutual evaluation re-
port.'®® In terms of direct AML legislation, Gibraltar instituted the
Proceeds of Crime Act in 2015, which transposed the European Union
Anti-Money Laundering Directive into the national law of Gibral-
tar.'® This brought virtual asset transactions within existing AML leg-
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islation regarding financial issues, such as customer identity
verification and risk assessment.'””

Gibraltar has had a regulated blockchain providers’ sector since
2017 with a dedicated blockchain authorization team.'”* The govern-
ment introduced the Financial Services (Distributed Ledger Technol-
ogy Providers) Regulations 2017, which was repealed and replaced in
2019 by the Financial Services Act to form a more comprehensive reg-
ulatory framework.'”> The Financial Services Act requires fintech
firms engaging in blockchain activity to apply for a license from the
Gibraltar Financial Services Commission (“GFSC”).!”® Further, the
Gibraltar Blockchain Exchange was established in 2018 as an official
GFSC-licensed virtual asset exchange.!”* The GFSC’s movement to-
ward blockchain regulation “positions Gibraltar as a jurisdiction
which facilitates innovation” with a “flexible, adaptive approach.”!”
The GFSC even established an “Innovate and Create Team” that pro-
vides regulatory support to new or non-regulated businesses.!”® While
Gibraltar’s regulatory framework may not emphasize innovation to
the same extent as Malta’s, innovation is still exhibited as the para-
mount hierarchical regulatory objective. Moreover, regulators in Gi-
braltar remain focused on risk governance and mitigation through
stringent, yet flexible, AML blockchain and virtual asset regulation.

Malta and Gibraltar serve as examples of jurisdictions that use di-
rect legislation and regulation to promote financial innovation. The
last OFC examined in this review, Jersey, serves as an example of a
jurisdiction that promotes innovation through a more principled ap-
proach. In fact, there are no specific regulations in Jersey that directly
apply to virtual assets.'”” However, Jersey regulators and government-
backed economic development agencies promote an innovative, open
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attitude to fintech, which in turn has spurred innovative policies, ex-
amined in depth below.'”®

The OFC of Jersey, part of the Channel Islands, is a self-governed
British Crown Dependency off the coast of France.'” Jersey is one of
the most well-established OFCs in the world, with “a mature and so-
phisticated AML/CFT regime.”'®® It was rated “compliant” or
“largely compliant” with 39 out of 40 FATF recommendations in its
last mutual evaluation report,'®! the highest score among all jurisdic-
tions assessed in that same evaluation cycle.'® The OFC has applied
its existing legislative framework to virtual asset transactions.'®* So
while Jersey does not have specific regulations that apply to virtual
assets and ICOs, certain types of these financial vehicles may be sub-
ject to the existing regulatory regime.'®* Further, Jersey has defined
“virtual currency” in amendments to the Proceeds of Crime Act, ena-
bling these assets to be subject to AML laws and regulated by the
Jersey Financial Services Commission (“JFSC”).18

Along with its comprehensive AML regulatory regime, Jersey has
numerous organizations that promote innovation in the financial sec-
tor, following “a purposeful strategy of transparency, innovation and
quality.”'®® Digital Jersey, “an economic development agency and in-
dustry association,” develops strategies to help establish Jersey as a
leading base for digital innovation.'®” Digital Jersey has partnered
with the government and agency organizations including the Govern-
ment of Jersey, the JFSC, and Jersey Finance.'®® Jersey Finance, an
organization “funded by members of the local finance industry and
the Government of Jersey,” focuses on five pillars in the fintech sec-
tor: fintech innovation, regulation technology (“RegTech”),
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wealthtech, cryptocurrency and blockchain technology, and cyber-
security.'®® Jersey’s government has advanced a “balanced approach
towards fintech regulation” in coordination with the JFSC, which en-
sures market integrity “while giving innovative businesses a pragmatic
space in which to test new products.”®° In sum, the numerous organi-
zations throughout Jersey have a central policy objective to foster in-
novation in the fintech industry. From a hierarchical standpoint, the
regulatory objective of innovation is paramount, yet the strong AML
regulations of Jersey still promote systemic integrity.

The three OFCs of Malta, Gibraltar, and Jersey highlight the effi-
cacy of this Comment’s proposed regulatory hierarchy. These regula-
tory frameworks do not necessarily serve as direct models for an
international framework. It would be a difficult task to directly trans-
pose these exact frameworks on a multinational level given global dif-
ferences in national market structure. Rather, these frameworks
provide clear examples of how local AML regulation geared towards
the objective of innovation and the creation of innovation hubs is ex-
tremely effective for growth in the fintech sector. Further, these OFC
frameworks highlight the various ways of placing the objective of in-
novation in a paramount position. Local legislation and regulation can
directly govern blockchain and virtual asset transactions, similar to the
frameworks of Malta and Gibraltar. Alternatively, and perhaps more
likely, regulatory policy and principle geared towards innovation can
promote the growth of blockchain and virtual asset transactions, simi-
lar to the regulatory framework in Jersey. Under either circumstance,
the point remains the same: a regulatory hierarchy with the para-
mount objective of innovation is needed to govern the inherently in-
novative fintech sector.

IV. IMPLEMENTATION OF THE PROPOSED REGULATORY
HiERARCHY

It will be helpful to recap the questions this Comment has answered
thus far. First, what is fintech, the challenges associated with AML
regulation of fintech, and the current regulatory landscape? Second,
why is an international regulatory hierarchy premised on financial in-
novation so important, and how has this hierarchy been effective in a
number of OFCs? This Part now turns to a more pertinent question:
How can the proposed regulatory hierarchy be internationally
implemented?

Several implementations have taken shape in the form of regulatory
sandboxes, fintech charters, appointed representative regimes, and
mentorship programs. Application of these strategies can be macro-
produced in an international regulatory environment to foster innova-

189. Id.
190. Id.
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tion and attain the desired hierarchical outcome. However, some of
the current regulatory sandboxes are employed locally and may em-
phasize narrowly tailored industry innovation at the loss of true regu-
latory education.'”® And mentorship regimes are also local in nature
and currently represent only an ideological arrangement.'®? Thus, a
more concrete implementation is warranted.

Future developments must be both local and multinational for im-
plementation of the proposed international AML regulatory hierar-
chy. The GFIN, an initiative “committed to advancing financial
integrity” through innovation in financial services, has over 40 na-
tional financial sector regulatory members.'”® This nascent interna-
tional fintech organization is in the best position as a global
innovation hub to enable further efforts that place more emphasis on
regulatory reporting geared towards innovation. Moreover, the inno-
vation hubs created by OFCs are a lesson for local regulators across
the globe. Partnerships between governmental and innovative agency
organizations will improve AML regulatory transparency, quality, and
innovation. We are currently at a developmental crossroads between
regulatory complacency and a proactive approach that takes the inno-
vative nature of the fintech sector into account. Positive developments
toward the proposed regulatory hierarchy must be fostered to enable
adequate financial development.

A. Regulatory Sandboxes and Stand-Alone Implementations

Regulatory sandboxes are safe spaces for fintech firms to test new
innovations without the fear of strict regulation.'®® Specifically, the
goal is to relax existing regulations in a controlled setting, which al-
lows experimentation with new business models or technology.'®> This
regulatory environment simultaneously fosters innovation and miti-
gates risk in financial technology.'®® Thus, the regulatory sandbox fits
the proposed hierarchy; innovation is the paramount objective, yet
market integrity is still intact and systemic risk is mitigated.

Several jurisdictions have already employed regulatory sandboxes.
The U.K. FCA created the first regulatory sandbox in 2016."97 A
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fintech firm in the FCA sandbox goes through four steps: application,
authorization, testing, and exit.'”® These steps allow for regulatory en-
gagement and business development, empowering fintech firms to
fine-tune their business models.'” Regulatory sandboxes allow en-
trepreneurial fintech firms to innovate and prepare for financial regu-
lation by equalizing opportunities between incumbents and start-
ups.2%0

Many jurisdictions employ sandboxes at a small, local level. In the
United States, the states of Arizona, Utah, and Wyoming all have ac-
tive fintech regulatory sandboxes, with Florida close behind.?°! At the
U.S. federal level, the Consumer Financial Protection Bureau has
launched several programs and initiatives like the Trial Disclosure
Sandbox, the Compliance Assistance Sandbox, streamlined no-action
letter policies, and the American Consumer Financial Innovation Net-
work.??? Further, the Monetary Authority of Singapore has also
launched a regulatory sandbox with recent graduates such as the capi-
tal markets blockchain platform iSTOX.?*?

And on a global scale, the U.K. FCA formed GFIN with an early
priority for the development of cross-border testing through a pilot
“global sandbox” initiative.?** After screening 44 applications, GFIN
announced that it would be working with eight fintech firms for cross-
border trials in April 2019.2°> Based on that experience of collabora-
tion and regulatory learning, GFIN is now committed to developing
the cross-border testing framework in a post-pilot phase.?’® A regula-
tory sandbox indicates a regulator’s inclination to foster innovation,
provides a tangible boost to innovation and competition, and allows
regulators to communicate with fintech firms in an open environment
before systemic risk materializes.>*’
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However, regulatory sandboxes also have several drawbacks. The
use of sandboxes on a stand-alone basis is not the most effective
method to promote a regulatory culture geared toward innovation.?*®
On a local level, jurisdictions employing regulatory sandbox programs
are very selective with tight entry conditions that limit fintech start-up
entry.??” Sandbox programs are also relatively short (e.g. six months in
the U.K. FCA program), which may be an insufficient amount of time
for firms to adapt to new regulatory regimes.?' Further, while sand-
boxes allow regulators to learn from fintech firms and build long-last-
ing policies, the selective nature of sandbox programs along with the
disparate nature of fintech services could result in significant regula-
tory learning inconsistencies.?!! Thus, national and multinational regu-
latory sandboxes are only one piece of a complex regulatory puzzle.

Governments have proposed other initiatives to promote fintech in-
novation. Some jurisdictions have utilized the concept of a fintech
charter, which gives fintech firms a national bank license tailored to
their needs.?!? For example, the U.S. Office of the Comptroller of the
Currency first utilized fintech charters in 2018 to cover a variety of
fintech firms.?!'*> However, fintech charters like these have encoun-
tered significant legal impediments,'* and many different types of li-
censes may produce “regulatory arbitrage” by creating different legal
standards for similar types of fintech activities.”!> The U.K. FCA has
toyed with another type of initiative: appointed representative re-
gimes, which allow some fintech firms to perform regulated activities
acting as appointed representatives for a principal, directly authorized
firm.?' However, a recent review of these principal firms found that
most had under-developed governance protocols, “including a lack of
effective risk frameworks, internal controls and resources.”?!”

The FCA has proposed a complementary scheme—the fintech
mentorship program—to deal with perceived limitations of regulatory
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sandboxes, fintech charters, and appointed representative regimes.*'®
A mentorship program allows fintech startups to enter the market by
making regulatory licenses part of a partnership agreement between
market incumbents and fintech firms.”'® The advantage of this
mentorship program is twofold. The fintech firm is allowed to inno-
vate and is within the supervisory scrutiny of the incumbent.?*® Inno-
vation is fostered while systemic risk is mitigated. However, the
mentorship program idea is entirely theoretical at this point, and the
implementation of the program as a stand-alone solution implicates
the jurisdictional difficulties associated with differences in national
market structure.?!

Regulatory sandboxes and other innovative initiatives each have
their drawbacks as stand-alone solutions to implement this Com-
ment’s proposed hierarchy. However, these initiatives do not need to
be mutually exclusive. Rather, they can all be parts of one uniform
whole with an innovative regulatory purpose. An entire fintech
ecosystem premised on innovation is needed to truly implement the
proposed hierarchy. Luckily, we already have effective examples of
innovative fintech ecosystems in the context of OFCs.

B. Future Local Developments and International Implementation

Implementation of the proposed hierarchy requires both a local and
an international response, with the latter flowing from the former.
And both require the use of innovation hubs—a scheme allowing a
point of contact for regulated and unregulated fintech firms to engage
with regulators and attain direction on the regulatory conformity of
various financial products.?** From a local perspective, efforts from
“blockchain haven” OFCs and a conglomeration of the stand-alone
efforts mentioned above provide examples of how a local jurisdiction
could implement an innovative culture and, in turn, exact the pro-
posed AML regulatory hierarchy. And from an international perspec-
tive, GFIN is in the best position to act as a multinational innovation
hub and platform for implementation of the proposed AML hierarchy
with further efforts geared toward regulatory learning.

An innovation hub differs from stand-alone innovative strategies
because it essentially acts as a “portal”—fintech firms can access regu-
lators to discuss innovations, gain guidance navigating regulatory re-
quirements, and seek adjustments in regulation through firm-
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regulator coordination.?”® Innovation hubs do the real work of pro-
moting and facilitating jurisdictional fintech innovation while stand-
alone initiatives, like regulatory sandboxes, are just one tool in the
hub’s repertoire to attract fintech market attention.”* The jurisdic-
tions that have been the most successful in innovative efforts have
implemented some form of innovation hub, as exemplified by
“blockchain haven” OFCs.??* Jersey’s innovation hub is the best ex-
ample of an easily employable framework because the OFC has man-
aged to promote innovation without specific regulations that apply to
virtual assets.??® Rather, innovative organizations like Digital Jersey
have partnered with the local Jersey government to develop strategies
that promote innovative regulatory policy.??’” The local government’s
culture of innovation, competition, and regulatory learning thus spurs
the use of initiatives like regulatory sandboxes, fintech charters, etc. to
create an innovative ecosystem.

Transposition of this innovation hub framework to the current U.S.
regulatory framework should be helpful to elucidate the point of local
implementation of the proposed hierarchy. As previously stated, some
states have taken efforts to implement a regulatory sandbox, and the
U.S. government has launched several initiatives, such as the Ameri-
can Consumer Financial Innovation Network, to promote fintech in-
novation.>*® A number of U.S. regulatory agencies have also joined
GFIN.??* While these are steps in the right direction, more is needed
to genuinely foster innovation. These initiatives send a message of
openness to the fintech market, but the facilitation of local regulatory
learning is lacking.>** The United States needs to make regulatory
staff available to interact with the fintech industry, assist with gui-
dance to fintech startups navigating regulations, and issue dispensa-
tion of regulatory requirements.>*' Affirmative partnerships between
regulatory agencies and organizations promoting fintech innovation—
such as the partnerships in Jersey—are needed to create a true inno-
vation hub. Only then can regulatory agencies truly learn how to accu-
rately mitigate systemic risk and foster the inherently innovative
fintech sector. And the same notion goes for any other local jurisdic-
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tion. An innovation hub centered on regulatory learning is the neces-
sary step towards truly innovative legal and regulatory action.

On an international level, GFIN is in the best position as a multina-
tional innovation hub to implement the proposed hierarchy moving
forward. GFIN “was created to provide a more efficient way for inno-
vative firms to interact with regulators” through cooperation between
financial service regulators working on innovative topics.>? Along
with its cross-border “global sandbox” program, it also has special
units dedicated to supervisory technology (“SupTech”), RegTech, and
a Regulatory Reporting Special Unit.>** The Regulatory Reporting
Special Unit has an objective to “share knowledge and learnings to
inform regulatory reporting approaches” and “plan future regulatory
collaborations.”** Jurisdictions that participate in GFIN would be
given the tools to navigate AML regulation by learning about compli-
ance and relevant legal frameworks, which would in turn spur innova-
tion. What’s more, GFIN has noted that the next steps include
formalizing cross-border testing, creating cross-jurisdictional tests for
supervisory technologies that facilitate firm compliance, and support-
ing emerging regulatory markets with their approach to fintech
innovation.?*

While GFIN is barely two years old, this movement towards regula-
tory learning in an international innovation hub will help regulators
develop cross-jurisdictional approaches to fintech innovation. And
both developed and developing jurisdictions can also learn from each
other to advance fintech regulation and innovation. For example, ju-
risdictions in Africa and Latin America would benefit greatly from
regulatory cooperation with the United States, the United Kingdom,
or an OFC.?*¢ Further efforts by local regulators to support GFIN and
similar innovative initiatives will result in implementation of the pro-
posed hierarchy, which will promote consistency, transparency, and
cooperation.*?’

Fintech innovation is not going away any time soon. We are at a
juncture between regulatory complacency and a proactive approach
that takes the innovative nature of the fintech sector into account. The
promotion of innovation hubs locally and internationally—an imple-
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mentation of this Comment’s proposed AML regulatory hierarchy—is
needed to create a pro-innovation ecosystem geared towards future
fintech development.

V. CONCLUSION

Fintech is altering the landscape of the financial market. Virtual as-
set transaction providers and blockchain technology provide a dis-
intermediating, decentralized alternative to the traditional bank
intermediary. Fintech firms utilizing blockchain are characterized by
several features: they are often entrepreneurial in nature; they rely on
algorithmic functions; and they can easily adapt in response to exter-
nal circumstances. And these features present several challenges to
regulators: guarding against systemic risk, protecting consumers, and
maintaining global financial stability. Further, the negative conse-
quences of these challenges run across borders into jurisdictions with
different national market structures. AML regulators need an interna-
tional solution to deal with an international problem.

The innovation trilemma provides a backdrop to understanding
these AML regulations. Regulators are only able to achieve two out
of three objectives: market integrity, rules simplicity/clarity, and fos-
tering innovation. These three objectives form a regulatory hierarchy.
Current local regulatory frameworks tend to place paramount focus
on market integrity and squeeze out innovation. There needs to be an
international AML regulatory hierarchy that is premised on innova-
tion yet still provides global market integrity. Risk is at the heart of
any financial innovation. Technological progress in the financial indus-
try must be allowed to proceed with proactive safeguards for unantici-
pated consequences because the fintech sector is inherently
innovative. And in the long run, capital markets will function better
and underserved populations can gain access to those markets.

International implementation of the Comment’s proposed AML
regulatory hierarchy requires both a local and global response. Inno-
vation hubs represent the most feasible avenue for implementation.
Locally, partnerships between innovative organizations and local gov-
ernments can promote a policy of innovation. And the innovation hub
can employ initiatives such as regulatory sandboxes, fintech charters,
appointed representative regimes, and mentorship programs to pro-
mote regulatory learning. Globally, GFIN is in the best position to act
as an international innovation hub to promote regulatory learning on
an inter-jurisdictional level. As fintech innovation continues to grow
at a rapid pace, implementation of the proposed hierarchy premised
on innovation is imperative for global financial growth and
competition.
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