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NCLU
REGULATION:
THE ROLE OF PROPORTIONALITY

KERN ALEXANDER*

I
INTRODUCTION

Financial inclusion involves the integration of economic agents into the
financial system by providing them with useful and affordable financial products
and services delivered in a responsible and sustainable way.! Although access to
financial services has increased in the last decade in both developed and
developing countries, approximately one-third of the world’s adult population
does not have a transaction account through a regulated financial institution or
mobile money provider.? In many emerging and developing countries, the share
of those without financial accounts has increased to nearly ninety percent.’ Yet,
seventy percent of people in these countries—approximately one billion
people —have access to a mobile phone, which technically enables them to access
financial products and services.* Although financial inclusion is often closely
associated with increased access to financial products and services, they are not
the same. Some individuals may have access to financial services, but may not
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utilize such services, due to prohibitively high prices, regulatory barriers, or a
combination of market, institutional and cultural obstacles.” Access to financial
services varies widely between developing and developed economies; in the latter
most economic participants are included in the formal financial system, whereas
in most developing countries only a small percentage are. Most of those who are
financially excluded are in deprived societal groups®: for instance, women are
more likely to be financially excluded, as are people with less education and those
living in rural areas, due to the lack of infrastructure and poor economic
conditions.’

The G20’s Global Partnership for Financial Inclusion (GPFI) has led
international efforts to promote financial inclusion. The GPFI’s 2011 white paper
set forth observations and recommendations for how the International Standard-
Setting Bodies (ISSBs) should integrate financial inclusion into their standard
setting by addressing the issue of who “get[s] access to what range and quality of
formal financial services and at what cost.”® The Financial Stability Board plays a
coordination role for the ISSBs in pursuit of financial inclusion and other
regulatory objectives, particularly in relation to financial stability.” As a result,
the ISSBs, such as the Basel Committee on Banking Supervision, have
incorporated financial inclusion into their regulatory standards and supervisory
principles.”” Moreover, the International Monetary Fund and World Bank assess
member country progress in meeting financial inclusion targets.! However, most
countries have applied their regulatory standards and supervisory principles in
respect to financial inclusion in widely disparate ways with little or no framework
for determining whether they are appropriate to meet regulatory objectives.

Separately, financial technology (fintech) innovations have emerged as one
of the fastest growing economic sectors worldwide.'” Fintech includes digital

5. WORLD BANK GRP., GLOBAL FINANCIAL DEVELOPMENT REPORT 2014: FINANCIAL
INCLUSION 2 (2014).

6. EUGENIA MACCHIAVELLO, MICROFINANCE AND FINANCIAL INCLUSION: THE CHALLENGE
OF REGULATING ALTERNATIVE RORMS OF FINANCE 9 (2017).

7. Id.

8. See generally GLOB. P’SHIP FOR FIN. INCLUSION, GLOBAL STANDARD-SETTING BODIES AND
FINANCIAL INCLUSION FOR THE POOR: TOWARD PROPORTIONATE STANDARDS AND GUIDANCE 1, 7
(2011),  https://www.gpfi.org/sites/gpfi/files/documents/White-Paper-Global-Standard-Setting-Bodies-
Oct-2011.pdf [https://perma.cc/6SK3-9URK].

9. Id at7,n2.

10. BASEL COMM. ON BANKING SUPERVISION, RANGE OF PRACTICE IN THE REGULATION AND
SUPERVISION OF INSTITUTIONS RELEVANT TO FINANCIAL INCLUSION 3 (2015), https://www.bis.
org/bebs/publ/d310.pdf [https://perma.cc/QC4Z-444K] [hereinafter BASEL COMMITTEE RANGE OF
PRACTICE]; BASEL COMM. ON BANKING SUPERVISION, MICROFINANCE ACTIVITIES AND THE CORE
PRINCIPLES FOR EFFECTIVE BANKING SUPERVISION 1, 4-5, 9 (2010), https://www.bis.org/publ/
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payments, which are transforming how customers pay for products and services
and carry out other financial transactions.” More specifically, fintech
applications, including block chain, mobile payment systems, platform-based
lending, and capital-raising, are radically transforming the financial services
sector by challenging the business models of established financial institutions and
the operational system by which payments and transactions are conducted. This
digital transformation of the financial sector provides individuals and firms with
lower prices for services, enhanced terms for obtaining credit and other financial
products, and expanded access to the financial system."

The GPFI addressed fintech in a follow-up white paper in 2016, which
reviewed, among other things, the ISSBs’ work in incorporating financial
inclusion into international standard-setting by addressing new regulatory
challenges including the “digitization of financial services” and its importance in
“reaching financially-excluded and under-served customers.”'® Digital financial
inclusion has become an important objective for international policymakers, the
ISSBs, and most central banks and national regulatory authorities.”” In 2020,
however, the COVID-19 pandemic and related lockdowns across the world
imposed severe economic burdens on digital payment and other fintech providers
because of reduced transaction volumes, resulting in many fintech firms accessing
government support schemes to reduce their losses during lockdown.'
International bodies and most national authorities recognize the importance of
digital payments and other fintech innovations in limiting the spread of COVID-
19." Most countries— particularly developing and emerging market countries —
have adopted support measures, including regulatory relief, for financial
institutions and the fintech industry to facilitate increased use of digital payments
during the lockdowns and to promote other fintech innovations.
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INCLUSION: THE EVOLVING LANDSCAPE (2016), https://www.gpfi.org/sites/gpfi/files/documents/GPFI
WhitePaper_Mar2016.pdf [https://perma.cc/64ZP-8B7V] [hereinafter the GPFI, White Paper].

16. Id. atxi.

17. In fact, approximately one-half of the central banks surveyed had explicit financial inclusion
mandates. See IRVING FISHER COMM. ON CENT. BANK STATS., IFC REPORT: MEASURES OF FINANCIAL
INCLUSION — A CENTRAL BANK PERSPECTIVE 9-10 (2016) (descrbing the research findings concerning
central banks’ use of financial inclusion mandates).

18. Gringoli Vincenzo, Glen Williams, John Ott & Thomas Olson, The Covid-19 Tipping Point for
Digital Payments, BAIN INSIGHTS (Apr. 29, 2020), https://www.bain.com/insights/the-covid-19-tipping-
point-for-digital-payments [https://perma.cc/QQ2U-5GMP].
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This Article analyzes the regulatory implications for the banking and
financial services sector, the risks of the emerging digital financial inclusion
policies, and how the principle of proportionality can be interpreted and applied
to regulatory standards and supervisory practices to address these risks. Part 11
discusses the definitions and rationale of financial inclusion and how
international standard setting bodies and national authorities—including central
banks and regulators—recognize the growing importance of digital financial
services and other fintech innovations to enhance financial inclusion. Part III
analyzes to what extent fintech is contributing to financial inclusion and
highlights some of the main advantages and regulatory risks of the digital
transformation of financial services. Part IV analyzes some regulatory
approaches that support financial inclusion, including the growing use of
innovation offices and regulatory sandboxes, and how the principle of
proportionality can be applied to balance the risks associated with fintech
innovations to promote financial inclusion, while not undermining other
regulatory objectives. Part V concludes. The analysis is particularly relevant in
the context of the global economic slowdown caused by the COVID-19 pandemic
and accompanying national lockdowns, as well as the response of many
policymakers and regulators to support digital financial inclusion during this
period.

II
FINANCIAL INCLUSION AND INTERNATIONAL PUBLIC POLICY

A. Definitions and Rationale

Although financial inclusion is broadly defined as access to financial
services,” there is no standard universally accepted definition, as official sector
definitions by central banks and regulators are not harmonized across countries.
According to a Bank for International Settlements survey, most central banks
and regulators reported that the most important elements of the definition were
“access and effective use” of financial services.”! Most respondents framed access
to financial services in terms of the ability to use financial products and proximity
to various access points.”? Significantly, most respondents stated that socio-
economic barriers can limit access, and, more broadly, “the pricing and other
terms and conditions of financial products and services can also be relevant
factors limiting the scope for access to financial services for segregated groups.””

All respondents stated that an important dimension of access for the broader
population was how effectively they used financial products and services,
including “deposit accounts, payment services, micro-credit schemes, and

20. See IRVING FISHER COMM. ON CENT. BANK STATS., supra note 17, at 4 (discussing the general
importance of financial inclusion in central banks’ work).

21. Id. at7.

22. 1d.

23. Id. at8.
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insurance products.”* The measurement of effective use requires collecting both
micro and macro data on financial products, such as the percentage of adults with
at least one regulated deposit or savings account or the number of credit lines
and credit cards issued by regulated institutions, as well as the aggregate value of
credit or deposits relative to a country’s gross domestic product.

A lesser number of respondents defined financial inclusion to include the
supply or availability of financial products and services offered to households and
businesses.” This involves an assessment of the available products, as well as
demand factors such as the cost of the products.”® Various administrative
regulations—including capital requirements and due diligence requirements—
can increase that cost, especially among those with poor credit or low access to
credit products.”’

Financial inclusion is a public policy concern that directly relates to the
objectives and activities of central banks, financial regulators and international
financial standard-setting bodies.”® Based on a survey of bank regulators
worldwide, the Basel Committee on Banking Supervision concluded that the
definition of financial inclusion consists of several concepts; including access to,
and usage of, financial services; the reliable supply of a variety of products and
services; and the quality of products and services in terms of price, affordability,
and suitability for the capacity of the customer to benefit without incurring
disproportionate risk.”

Advocates of financial inclusion, including the World Bank and G20,% stress
that the process of integrating more individuals and businesses into the financial
system contributes to income equality, alleviates poverty, influences saving rates
and investment decisions, and improves overall economic welfare.’ From an

24. Id. at3.

25. Id

26. Id.

27. Id.

28. Mehrotra & Yetman, supra note 3, at 4.

29. BASEL COMMITTEE MICROFINANCE, supra note 10, at 4-5.

30. GPFI, White Paper, supra note 15, at 14-15.

31. Peter J. Morgan & Victor Pontines, Financial Stability and Financial Inclusion 13 (Asian Dev.
Bank Inst., Working Paper No. 488, 2014), https://www.adb.org/sites/default/files/publication/156343/
adbi-wp488.pdf [https://perma.cc/YX35-W2YL] (showing greater inclusion leads to reduced liquidity
risks and increased stability of deposit bases); Rui Han & Martin Melecky, Financial Inclusion for
Financial Stability: Access to Bank Deposits and the Growth of Deposits in the Global Financial Crisis 16—
17 (World Bank Grp., Policy Research Working Paper No. 6577, 2013), http:/documentsl.wor
ldbank.org/curated/ar/850681468325448388/pdf/WPS6577.pdf [https://perma.cc/SDWS-7GVQ] (showing
a positive influence of financial inclusion on financial stability because low-income savers and borrowers
tend to have financially stable behavior during crises); Shri H. R. Khan, Deputy Governor, Reserve Bank
of India, Financial Inclusion and Financial Stability: Are They Two Sides of the Same Coin?, Address
Before BANCON 2011 (Nov. 4, 2011), in RBIM. BULL., Mar. 2012, at 553, 563 (arguing that increasing
access to deposit accounts for low-income customers can make bank funding more resilient during
market stress). But see Alfred Hannig & Stefan Jansen, Financial Inclusion and Financial Stability:
Current Policy Issues 24-25 (Asian Dev. Bank Inst., Working Paper No. 259, 2010), https:/
www.econstor.eu/bitstream/10419/53699/1/654899762.pdf [https://perma.cc/SNG5-UG2A] (arguing that
increased access to financial services can result in unsustainable credit booms and financial system



134 LAW AND CONTEMPORARY PROBLEMS [Vol. 84:129

economic perspective, financial inclusion is considered one of the major enablers
of economic development.* The access to useful and safe financial products may
allow previously unbanked individuals to invest in assets, including their own
education and training, potentially reducing income inequality.” Conversely,
financial exclusion increases the risk of poverty and, thus, is a key barrier to
development.** Moreover, by making saving and investment decisions more
efficient and facilitating the functioning of the economy, financial inclusion also
reinforces monetary and financial stability.*

The indirect macroeconomic rationale for financial inclusion is that
expanding access to finance benefits society as a whole because it leads to
economic growth and, thus, to a more stable monetary and financial system.*
According to economists Aaron Mehrota and James Yetman, enhanced inclusion
should lead to a more efficient allocation of capital and should support central
bank efforts to maintain price stability.”” Further, increased access to credit and
investment services boosts firm performance and enhances economic well-being.

B. International Initiatives for Financial Inclusion

ISSBs, the G20, and policy makers have actively addressed the challenges
related to financial inclusion.*® In 2006, the UN declared that “access to a well-
functioning financial system can economically and socially empower individuals,
in particular poor people, allowing them to better integrate into the economy of
their countries, actively contribute to their development and protect themselves
against economic shocks.”*” GPFI, along with its partners, including the Alliance

fragilities). See also Mandira Sarma & Jesim Pais, Financial Inclusion and Development, 23 J. INT. DEV.
613, 626 (2011) (showing that certain financial inclusion policy initiatives likely to have a more “positive
and signifigant” effect than others).

32. Asli Demirgiic-Kunt & Leora Klapper, Measuring Financial Inclusion: The Global Findex
Database 38-40 (World Bank Grp., Policy Research Working Paper No. 6025, 2012), https://open
knowledge.worldbank.org/bitstream/handle/10986/6042/WPS6025.pdf [https://perma.cc/F3XK-TFMQ];
Minjin Kim, Hannah Zoo, Jeejin Lee & Juhee Kang, Mobile Financial Services, Financial Inclusion, and
Development: A Systematic Review of Academic Literature, E.J. INFO. SYS. DEV. COUNTRIES, Sept. 2018,
at 1, 1; Oksana Kabakova & Evgeny Plaksenkov, Analysis of Factors Affecting Financial Inclusion:
Ecosystem View, 89 J. BUS. RES. 198, 198 (2018).

33. Mehrotra & Yetman, supra note 3, at 83.

34. Kim et al., supra note 32, at 2. See generally Kabakova & Plaksenkov, supra note 32 (surveying
factors enabling financial inclusion in developing countries).

35. IRVING FISHER COMMITTEE ON CENTRAL BANK STATISTICS, supra note 17, at 4.

36. Philip Mader, Contesting Financial Inclusion, 49 DEV. CHANGE 2, 461-483, 469 (2018)
(supporting the proposition and caveating its general applicability by acknowledgeing that evidence of
this trend is inconclusive).

37. Mehrotra & Yetman, supra note 3, at 83.

38. See, e.g., Kabakova & Plaksenkov, supra note 32, at 198 (“explor[ing] factors that affect the
development of financial inclusion”); M. Mostak Ahamed & Sushanta K. Mallick, Is financial inclusion
good for bank stability? International evidence, 157 J. ECON. BEHAV. ORGAN. 403-427 (2019).

39. U.N.DEPT. OF ECON. & SOC. AFFAIRS AND U.N. CAPITAL DEV. FUND, BUILDING INCLUSIVE
FINANCIAL SECTORS FOR DEVELOPMENT 4 (2006), https://www.uncdf.org/article/597/building-inclu
sive-financial-sectors-for-development-migration [https://perma.cc/2FLX-36JE].
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for Financial Inclusion (AFI),* the Consultative Group to Assist the Poor, and
the International Finance Corporation, have led international efforts to promote
financial inclusion. Launched in 2010 at the G20 Summit in Seoul, the GPFI
endorsed a Financial Inclusion Action Plan and spurred initial policy actions by
publishing the G20 Principles for Innovative Financial Inclusion as a platform for
knowledge sharing, policy advocacy and coordination.*

In 2011, the AFI adopted the Maya Declaration on Financial Inclusion (Maya
Declaration), an initiative to reach the world’s unbanked individuals—
numbering 2.5 billion at that time —and to encourage national financial inclusion
commitments by central banks in partnership with private sector actors.*” The
Maya Declaration provides that financial inclusion has a critical role in improving
“national and global financial stability and integrity” and in contributing to
“strong and inclusive growth in developing and emerging market countries.”*
Also, the Better than Cash Alliance, a UN-based partnership of governments
(mainly from developing economies), foundations, companies, and international
organizations, was formed in 2012 with the aim to accelerate the transition from
cash to digital payments in order to reduce poverty and promote inclusive
growth.*

Financial inclusion was also recognized in the UN’s 2030 Agenda for
Sustainable Development (2030 SDG Agenda).” While not a sustainable
development goal (SDG) in itself, financial inclusion is considered an enabler of
the SDGs, and it is featured as a target in eight of the seventeen SDGs listed in
the 2030 SDG Agenda.*

The emphasis on financial inclusion in the 2030 SDG Agenda is premised on
the important role that the financial system plays in the shift towards a more
sustainable economy. In this vein, financial inclusion has also caught the attention

40. The AFTis a network of financial inclusion policy members consisting of central banks and other
financial regulatory bodies from more than 80 emerging and developing economies. See Alliance for
Financial Inclusion, A Policy Leadership Alliance, AF1 GLOBAL, https://www.afi-global.org/about.us
[https://perma.cc/G9J4-SDFV]. The mission of the AFI is to empower policymakers to increase access
and usage of quality financial services for the underserved, through formulation, implementation, and
global advocacy of sustainable and inclusive policies. /d.

41. See James Pearse, About GPFI, GPFI, https://www.gpfi.org/about-gpfi [https://perma.cc/L5TQ-
6T8S] (last visited Aug. 18, 2020) (discussing the GPFI’s work and mission).

42. See generally ALLIANCE FOR FINANCIAL INCLUSION, 2018 Maya Declaration Progress Report
(2018), https://www.afi-global.org/sites/default/files/publications/2018-09/AFI_Maya_report_2018_AW
_digital.pdf [https://perma.cc/AD A4-2283].

43. Id. at 3.

44. About, BETTER THAN CASH ALLIANCE (2020), https://www.betterthancash.org/about
[https:/perma.cc/NBH8-R7UT] (discussing the BCA members, the mission, and work program).

45. G.A.Res. 70/1, ] 27 (Oct. 21, 2015).

46. Id. SDG 1’s objective is “[t]o end poverty in all its forms everywhere by 2030” while SDG 2 is
‘[t]o end hunger, achieve food security and improved nutrition and promote sustainable agriculture. Id.
Leora Klapper, Mayada E;-Zoghbi & Jake Hess, Achieving the Sustainable Development Goals: The Role
of Financial Inclusion 2 (UN. Sec’y Gen.’s Special Advoc. for Inclusive Fin. for Dev., Working Paper,
2016) (discussing the relationship between expanding access to financial services and achieving the
SDGs).
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of international financial institutions and central banks. In 2016, the primary
global standard setter for prudential banking regulation, the Basel Committee on
Banking Supervision, published its guidance on effective banking supervision.*’
Although the Basel Committee’s initial focus was on the microfinance activities
of deposit-taking institutions,* it has since broadened to include how supervisors
can assist banks in managing the risks associated with the full range of financial
products and services that those with low-income and other socially marginal
groups can access in order to enhance their economic positions.*

ISSBs have had an active agenda in promoting financial inclusion in their
standard-setting activities.®® Until recently, most of the ISSBs and financial
market regulators had little appreciation for the role of regulation in mitigating
the social risks associated with financial exclusion and inequity.”! Most central
banks and regulators now observe that financial inclusion is within their
respective mandates.”

In parallel, post-crisis global regulatory reforms have led the ISSBs to rethink
the relationship between the safety and soundness of banking systems and other
regulatory objectives, such as market integrity, financial consumer protection and
financial inclusion. The Bank for International Settlements-based Committee on
Payment and Market Infrastructure (CPMI) has focused on facilitating financial
inclusion by proposing standards to enhance the operation of payment systems
by increasing the efficiency and security by which inter-bank payments can be
made.> Similarly, the Financial Action Task Force formally recognized the risks
of financial exclusion as contributing to money laundering and terrorist
financing.** Also, in 2017, the World Bank Group adopted the Financial Inclusion

47. BASEL COMMITTEE, Guidance on the application of the Core Principles for Effective Banking
Supervision to the regulation and supervision of institutions relevant to financial inclusion, 1 (2016), https://
www.bis.org/bcbs/publ/d383.htm [https://perma.cc/ HORG-4CGY].

48. See GPFI, White Paper , supra note 15, at 20 (discussing an overview of the Basel Committee’s
work on finanical inclusion).

49. BASEL COMMITTEE MICROFINANCE, supra note 10, at 42-43.

50. GPFI, White Paper, supra note 15, at 16-20, 43.

51. MACCHIAVELLO, supra note 6, at 14.

52. Basel Committee, Range of Practice Financial Inclusion, supra note 10, at 11-12. See also GPFI,
White Paper, supra note 15, at 9-10.

53. COMM. ON PAYMENT & MKT. INFRASTRUCTURE & WORLD BANK GROUP, PAYMENT
ASPECTS OF FINANCIAL INCLUSION (April, 2016) https://www.bis.org/cpmi/publ/d144.pdf [https://
perma.cc/2RM9-MPDL] (providing guiding principles to help countries advance financial inclusion
including key actions to provide basic accounts at little or no cost, stepping up efforts to increase financial
literacy, and adapting electronic payment services to support large-volume payment programmes, such
as government payments).

54. FINANCIAL ACTION TASK FORCE, FATF GUIDANCE: ANTI-MONEY LAUNDERING AND
TERRORIST FINANCING MEASURES AND FINANCIAL INCLUSION 12-27 (2013), https://www.fatf-
gafi.org/media/fatf/documents/reports/ AML_CFT_Measures_and_Financial_Inclusion_2013.pdf
[https://perma.cc/3JNT-HTJ3] (defining financial inclusion and guidance on support for financial
inclusion).
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Global Initiative to support and accelerate the implementation of country-led
reform actions to meet national financial inclusion targets.”

C. Financial Inclusion — The Dark Side

Notwithstanding the economic benefits of financial inclusion, increased
access to financial services can contribute to excessive financialization in the
economy, resulting from widespread mis-selling of financial products and
investments, and unduly stringent repayment terms saddling vulnerable groups
with onerous debts and undermining the security of long-term savings and
pensions. The current level of private debt in many developed and developing
countries can be described as a ticking time bomb that contributes to growing
inequality. For instance, many countries have ballooning household debt,
sometimes higher than was observed before the 2008 financial crisis.® In the
United Kingdom, Bank of England data shows that since 2010, lending to
individuals and small businesses has increased significantly, particularly in
personal loans, overdrafts, and credit card debt.”’

The literature in law, behavioral economics, and sociology has generally
criticized the current policy paradigm as based, more or less implicitly, on a set
of concepts—such as: increased access to finance is always beneficial, consumers
are rational, or the market produces efficient outcomes—which require
fundamental rethinking.”®® Increased financial inclusion raises fundamental
questions about the effectiveness of existing financial regulation, the adequacy of
current debt management policies, and the adequacy of social and economic
support for vulnerable groups who have undue exposure to risky financial
products.

III
DIGITAL TECHNOLOGY AND FINANCIAL INCLUSION

Fintech links together the delivery of financial services with digital
technology. The financial services industry has always relied on technological

55. Financial Inclusion Global Initiative (FIGI), WORLD BANK GRP. (July 18, 2019), https:/
www.worldbank.org/en/topic/financialinclusion/brief/figi [https://perma.cc/6PEM-29GC].

56. See, e.g., DANIEL HARARI, HOUSE OF COMMONS, HOUSEHOLD DEBT: STATISTICS AND
IMPACT ON ECONOMY, 2018, CPB-7584, at 9-10 (showing that, after a period of declining household
debt following the recession, UK household debt began rising sharply again beginning in 2014); See also,
Nicholas Gane, Debt, Usury and the Ongoing Crises of Capitalism, in THE SOCIOLOGY OF DEBT 175
(Mark Featherstone ed., 2019) (“Just over ten years since the start of the global financial crisis, many
advanced capitalist societies are witnessing the rise of private debt to the levels previously seen in
2008....7).

57. Money and Credit — June 2019, BANK OF ENGLAND (Oct. 29, 2020), https://www.bankof
england.co.uk/statistics/money-and-credit/2020/september-2020 [https://perma.cc/AC73-U398].

58. See generally TAIN RAMSAY, PERSONAL INSOLVENCY LAW IN THE 21ST CENTURY (2017);
Anne-Francoise Lefevre & Michael Chapman, Behaviour Economics Consumer Financial Protection
(OECD Working Papers on Fin., Insurance & Private Pension, Paper No. 42, 2017), https://www.oecd-
ilibrary.org/docserver/0c8685b2-en.pdf?expires=1606229792&id=id&accname=guest&checksum=E67
13B7B59753C763A385C1A73542E4D [https://perma.cc/62BL-US7G].
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advances to drive innovation in the provision of services and the allocation of
capital, but recent innovations—such as blockchain, mobile payment systems,
peer-to-peer lending and crowd-funding platforms, and other internet-based
services—have challenged the traditional business models for delivering banking
and financial services. Indeed, fintech has given rise to new forms of currencies
and new ways of allocating capital, managing risks, and carrying out financial
transactions. This digital transformation of the financial sector provides
consumers with better targeted-services and lower prices, facilitates access to
credit for small and medium-sized enterprises (SMEs), enhances productivity of
traditional financial institutions, and, more fundamentally, enhances the
potential for individuals and firms to access the financial system.”

A. Fintech and Financial Inclusion

Fintech innovations contain the potential to increase proximity with
customers by bypassing financial intermediaries. The boundaries between
financial providers and their customers has become increasingly blurred, which
challenges current regulatory approaches.”” For instance, crowdfunding
companies have disrupted the business of raising capital and challenged the
market power of large banks in deciding which companies and individuals receive
loans and investment. Another example is software and mobile phone
applications that match borrowers with lenders without a traditional
intermediary. These so-called peer-to-peer lending platforms have been highly
successful in China where they expanded exponentially in just a decade, from a
single platform in 2007 to almost two thousand in 2017.%" These platforms can
pool capital from multiple sources and allocate it to a wide range of customers
thus diversifying default risk. Consequently, large banks find themselves under
competitive pressure, which improves overall economic efficiency.

The shortened intermediary chain facilitates access to financial products and
services by drastically reducing information asymmetry and transaction costs.
This suggests that digital transformation has the potential not only to create a
highly efficient and integrated economic system, but also to increase access to
financial products and services for those who lack formal transaction accounts,
thereby increasing access to the financial system.

59. See Carney, supra note 14, at 2, 5-7, 11. See also Dirk A. Zetzsche, Douglas W. Arner, Roos P.
Buckley & Rolf H. Weber, The Future of Data Driven Finance: Financial Regulation, Data Regulation,
and RegTech, CLS BLUE SKY BLOG (Apr. 15,2019), https:/clsbluesky.law.columbia.edu/2019/04/15/the-
future-of-data-driven-finance-financial-regul ation-data-regulation-and-regtech/ [https://perma.cc/8B69
-MLZW].

60. MACCHIAVELLO, supra note 6, at 213. See also,. Gudula Deipenbrock, Sustainable
Development, the Interest(s) of the Company and the Role of the Board from the Perspective of a German
Aktiengesellschaft (Univ. of Oslo Faculty of L. Legal Studies Research Paper Ser. No. 210-02).

61. James Guild, Fintech and the Future of Finance, 10 ASIAN J. PUB. AFF. 52, 59 (2017).
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Considering the above, the link between expanding access to financial
products and services and development seems unquestionable.”” However, while
fintech innovations create significant potential to widen access to the financial
system, that widened access does not necessarily lead to a more sustainable
financial system, as it creates or exacerbates financial risks, as well as social risks,
to which traditionally excluded groups are exposed. First, fintech innovations
raise concerns about consumer protection and over-indebtedness. While the
digital transformation of the financial sector spurs financial inclusion of low-
income households and businesses by boosting their incomes and savings, it also
leads to individuals and SMEs incurring more debt.

Second, fintech innovations create more opportunities for misuse of financial
data. Most individuals underestimate the privacy risks that cheap financial
products entail. Indeed, fintech providers use algorithms to make decisions about
their customers, which may reinforce existing disparities and financial
exclusion.” Whereas traditional financial institutions are bound by a detailed
regulatory framework to protect the use of their customer’s data, fintech
companies often do not fit into existing legal categories which allows them to
avoid compliance with burdensome regulation.

In considering the linkages between regulating both finance and data, the
EU’s implementation of the General Protection of Data Regulation has resulted
in a fundamental change in how firms are required to manage personal data; it
applies to all EU markets and citizens, as well as all non-EU persons and firms
dealing with EU markets and firms.* The EU places great emphasis on a privacy-
oriented approach to data protection that provides uniquely stronger safeguards
for customer data protection and portability than almost any other large
economic jurisdiction. In contrast, the United States has taken a different, and
far less stringent, approach to data regulation and privacy in the financial sector
that has allowed the emergence of a small group of Big Tech and fintech
companies who dominate the market share.” Indeed, although the digitalization
of financial services has led to increased access to financial services for under-
privileged groups, along with reductions in corruption and tax evasion in some
countries,” there are serious regulatory challenges regarding financial stability,

62. See Klapper et al., supra note 46, at 9 (“People with access to finaincial services are better
positioned to suceed economically abd build a decent life, ultimatley making it easer to reduce
inequality . ...”).

63. Pearse, supra note 41.

64. See generally Regulation (EU) 2016/679 of the European Parliament and of the Council of 27
April 2016 on the protection of natural persons with regards to the processing of personal data and on
the free movement of such data, and repealing Directive 95/46/EC, 2016 O.J. (L 119) 1.

65. See Dirk A. Zetzsche, Douglas W. Arner, Roos P. Buckley & Rolf H. Weber, The Future of
Data Driven Finance and RegTech: Lessons from EU Big Bang II, at 37 (Eur. Banking Inst. Working
Paper No. 35, 2019).

66 India has adopted the India Stack strategy that combines a system of digital identification
supporting a digital payment system that facilitates interoperability across traditional and new payment
technologies and providers. An important part of India Stack is the Aadhaar system that is operated by
the Unique Identification Authority of India. The Aadhaar system provides a unique 12-digit randomised
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depositor protection, consumer financial protection, and the control of money
laundering and terrorist finance.

B. International Initiatives in Digital Financial Inclusion

The G20 reaffirmed its initial 2010 Principles for Innovative Financial
Inclusion in 2016 by endorsing the G20 High-Level Principles for Digital
Financial Inclusion, which focused on providing a basis for national action plans
to leverage the potential offered by digital technologies to enhance access to
financial services.” The G20 High Level Principles have driven other ISSBs to
incorporate digital financial regulation into regulatory standards and supervisory
practices. These international initiatives are premised on the key assumption that
the expansion of digital financial markets and enhanced technology in the
provision of financial services is vital for economic development, particularly in
developing and emerging market countries. Moreover, the growing role of Big
Tech firms such as Google, Amazon, and Facebook, along with the existing
influence of incumbent financial institutions in providing financial services, are
leading a transformation of the traditional banking and financial system to a data-
driven business model, resulting in a Big Bang in the provision of financial
services.® This has highlighted one of the greatest challenges for the global
financial services industry regarding how to reconcile the objectives and the tools
of data regulation and financial regulation. The proponents of this “Big Bang” in
data-driven financial services and its broad scope of application argue that it will
enhance financial inclusion by widening access to financial services, resulting in
improved living standards and poverty alleviation because of reduced transaction
costs in the provision of capital and credit to a larger number of individuals and
firms.®

identification number to all residents on a voluntary basis. Since 2016, almost all of India’s 1.3 billion
people have been registered with numbers that make it more administratively efficient for the
government to provide access to government services, including social insurance and welfare payments,
and banking, insurance and other services. See Kathryn Henne, Surveillance in the name of governance:
Aadhar as a Fix for Leaking Systems in India, in, INFORMATION, TECHNOLOGY AND CONTROL IN A
CHANGING WORLD — UNDERSTANDING POWER STRUCTURES IN THE 21ST CENTURY 223, 224 (Blayne
Haggart, Kathryn Henne & Natasha Tusikov eds., Palgrave Macmillan 2019).

67. G20, G20 HIGH-LEVEL PRINCIPLES FOR DIGITAL FINANCIAL INCLUSION (2016),
https://www.gpfi.org/sites/gpfi/files/documents/G20 High Level Principles for Digital Financial Inclusion
- Full version-.pdf [https://perma.cc/’2WW7-QT2]J].

68. The U.S. Federal Trade Commission (FTC) has addressed some of the important questions
about how to regulate finance, data, and technology in ways that do not inhibit the development of the
digital economy. The FTC adopted in 2019 broad new requirements for financial institutions to protect
the privacy and security of customers’ data. See Federal Trade Commission, FTC Seeks Comment on
Proposed Amendments to Safeguards and Privacy Rules (Mar. 15, 2019), https://www.ftc.gov/news-
events/press-releases/2019/03/ftc-seeks-comment-proposed-amendments-safeguards-privacy-rules
[https://perma.cc/748X-5U2R].

69. See, e.g., Tavneet Suri & William Jack, The long-run poverty and gender impacts of mobile
money, 354 SCIENCE 1288, 1288 (2016) (explaining how mobile money has “increased the efficiency of
the allocation of consumption over time while allowing a more efficient allocation of labor, resulting in
a meaningful reduction of poverty in Kenya”).
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Nonetheless, policymakers and regulators should not be unduly optimistic
about the use of digitalization to promote financial inclusion as a strategy for
poverty alleviation and development. The hypothesis that digitally-driven
financial inclusion leads to improved living standards has attracted controversy
and criticism regarding the social risks involved.” Critics point out that financial
inclusion is a mere re-branding for microfinance, which appeared in the 1970s
and, following initial praise,” developed into a “global finance-development
hybrid specialized in making high-interest loans”.”> Microfinance institutions
have come under scrutiny for a variety of reasons, notably their high-interest
rates and their fixation on credit, which often leads to over-indebtedness.”

Although microfinance and financial inclusion are related concepts,” there
are important differences. With community-based programs, cooperative
institutions, technology firms, mobile network operators, and credit card
companies on board, financial inclusion involves a new set of players and
practices that have little in common with microfinance.” In addition, with the
impetus of sustainable development, financial inclusion blends the concepts of
capital formation and financial governance with the idea of social justice and
equality.” Financial inclusion expands the focus of finance beyond the mere
allocation of savings from investors to viable economic projects but also provides
access to finance by those individuals and businesses who have traditionally faced
barriers to the formal financial system. Indeed, an important objective of
financial policy not only is to provide a sustainable flow of finance on efficient
terms to viable economic agents but also to expand access to socially marginal
groups in order to create more opportunities for wealth creation and to mitigate
social risks, including economic inequality. Although fintech innovations can play

70. For a critical view on financial inclusion, see Mader, supra note 36, at 46. See generally Milford
Bateman, Mare Duvendack & Nicholas Loubere, Is fin-tech the new panacea for poverty alleviation and
local development? Contesting Suri and Jack’s M-Pesa findings published in Science, 46 REV. AFR. POLIT.
ECON. 480 (2019).

71. The U.N. and the World Bank regarded microfinance as a “miraculous tool to spur
development.” MACCHIAVELLO, supra note 6, at 82. See also International Conference on Financing for
Development, Monterrey Consensus of the International Conference on Financing for Development, 8,
918, UN. Doc. A/CONF.198/11 (Mar. 18-22, 2003), https://www.un.org/en/development/desa/
population/migration/generalassembly/docs/globalcompact/A_CONF.198_11.pdf. [https://perma.cc/
RILH-TGDU] (“Microfinance and credit for micro-, small and medium-sized enterprises, including in
rural areas, particularly for women, as well as national savings schemes, are important for enhancing the
social and economic impact of the financial sector.”); Ousa Sananikone, Microfinance and the Millennium
Development Goals (Consultative Grp. to Assist the Poor, Donor Brief No. 9, 2002), https://
www.cgap.org/sites/default/files/ CGAP-Donor-Brief-Microfinance-and-the-Millennium-Development-
Goals-Dec-2002.pdf [https://perma.cc/SUW9-FDM4] (explaining how microfinance contributes to global
development goals).

72. Mader, supra note 36, at 463.

73. See Id. (“[T]here is some truth to this suggestion of a mere re-branding, because much of today’s
financial inclusion activity is still microfinance: high-interest loans extended to low-income people.”).

74. For a discussion of the interrelationship between financial inclusion and microfinance, see
MACCHIAVELLO, supra note 6, at 18, 82.

75. Mader, supra note 36, at 463.

76. Id.
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an important role in expanding access to the financial system, they can have
unintended consequences. The distribution of unsuitable financial products to
individuals can undermine consumer financial protection by leading to
disproportionate losses resulting in high levels of indebtedness, growing poverty,
and other social pathologies.”

C. COVID-19 and Digital Financial Inclusion

Social risks have come to the forefront with the policy and regulatory
measures taken by many governments to support digital financial inclusion
during the COVID-19 pandemic and economic lockdowns. Although the
pandemic lockdown has led to reduced transaction volumes for most digital
payment providers,” it has created an unexpected opportunity to use digital
technologies to enhance access to financial services to financially excluded
groups. In many developing countries where financial inclusion levels are among
the lowest in the world, governments have adopted policy measures in response
to COVID-19 that enhance the role of digital finance to support financial
inclusion.” Generally, government measures across the developing world have
focused on maintaining access to payment channels and instruments in order to
reduce the risk of infection due to handling cash.*” While some countries have
designated banks and payment service providers as essential service providers in
order to maintain cash-in and cash-out networks for customers, others have
allowed mobile money providers and other networks of payment agents to
continue operating during lockdown in order to allow them to disburse
government payments and social benefits.* Still other countries have reduced or
eliminated mobile payment service providers’ fees,*”” while other jurisdictions
have relaxed anti-money laundering know-your-customer procedures to increase
remote access to financial accounts through digital payment methods.*> Some
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78. Gringoli et al., supra note 18.

79. See AFI COVID-19 Policy Response & Dashboard, ALL. FOR FIN. INCLUSION, https://www.afi-
global.org/afi-covid-19-policy-response [https://perma.cc/FM4P-Q4V6] (follow the “View the live page
>“ hyperlink at the top of the perma.cc record; then select the “Dashboard — AFI members’ COVID-19
Policy Response” image to access the dashboard hosted on Dropbox).

80. Raphael Auer, Giulio Cornelli & Jon Frost, Covid-19 Cash and the Future of Payments, BIS
BULL., at 1-6 (April 3, 2020).

81. Nitish Narain, Abhishek Anand, Surbhi Sood & Shobhit Mishra, CICO Agents: the under-valued
“first responders”, MICROSAVE CONSULTING (April 15, 2020), https://www.microsave.net/2020/04/
15/cico-agents-the-under-valued-first-responders/ [https:/perma.cc/GP2T-SB6E] (discussing India’s
designation of all mobile money providers and payment agents as essential service providers).

82. The Central Bank of Kenya announced on March 16, 2020 “measures to facilitate increased use
of mobile money transactions instead of cash, in the context of the COVID-19 pandemic,” including
eliminating charges for mobile money transactions, resulting in more than 1.6 million additional
customers using mobile money channels. ALL. FOR FIN. INCLUSION, supra note 79.

83. The Bank of Ghana adopted legislation in March 2020 to “facilitate more efficient payments
and promote digital forms of payments” and to increase transaction account limits during the lockdown.
See BANK OF GHANA, MONETARY POLICY PRESS RELEASE (2020), https://www.bog.gov.gh/wp-
content/uploads/2020/03/MPC-Press-Release-March-2020-3.pdf [https://perma.cc/US89-M7U2].
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countries have adopted a risk-based regulatory approach that assigns a risk level
to different types of customers and accounts in order to determine an acceptable
volume and value for transaction limits.*

These measures aim to use digital financial services to support economies
during the lockdown and to contribute to longer-term economic recovery. Both
developed and developing countries are adopting facilitation strategies like the
above to provide regulators with more flexibility in supporting digital financial
inclusion without undermining regulatory objectives.

Ultimately, the quest for social justice suggests that regulators and
policymakers should ensure that data-driven financial services and related
fintech innovations do not lead to a development hybrid that increases the
asymmetric power of financial institutions at the expense of their customers,
particularly those in socially marginal and vulnerable groups. An inclusive
financial system calls for a digital transformation of finance and not for
incremental measures that merely mitigate the symptoms of poverty by extending
services to the poor as a goal itself. The aim should be to maximize economic
opportunities while minimizing the risks for society.

v
PROPORTIONALITY

The risks and unintended consequences of digital financial inclusion raise
important policy questions about the appropriate role for regulation and
supervision to support financial inclusion. From a regulatory perspective, the
challenge is to ensure that digital financial inclusion enhances access to financial
services in a way that maximizes economic opportunities and minimizes the risks
for society.® Directing fintech innovation towards inclusive growth and increased
social equity requires coordination on an international level that brings together
all relevant stakeholders such as fintech companies, standard-setting bodies, and
national financial regulators. As a first step, the UN has recommended the
development of good practices for regulating and monitoring fintech
innovations.* But the more significant work in this area should come from the
specialized international financial standard-setting bodies.

84. The Central Bank of Egypt has increased transaction limits for mobile payment providers in
response to Covid-19 by allowing individuals to send up to approximately $2,000 per day and $6370 per
month. See CENT. BANK OF EGYPT, CIRCULAR DATED 20 MARCH 2020 FOLLOWING THE
PRECAUTIONARY MEASURES TO COUNTER THE EFFECTS OF COVID-19 VIRUS (2020); see also CENT.
BANK OF EGYPT, CIRCULAR DATED 29 MARCH 2020 REGARDING SETTING MAXIMUM LIMITS FOR
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EFFECTS OF COVID-19 VIRUS (2020), https://www.cbe.org.eg/en/Pages/HighlightsPages/Circular
%20dated %2029 %20March %202020 % 20regarding %20setting % 20maximum % 20limits %20for %20cas
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86 See UN SEC’Y GEN.’S SPECIAL ADVOC. FOR INCLUSIVE FIN. FOR DEV., 2019 ANN. REP. TO
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A. International Regulation and Digital Financial Inclusion

Financial markets are increasingly interconnected, yet financial systems
remain primarily administered on a national level. In order to unleash the full
potential for fintech to contribute to sustainable and inclusive growth, financial
regulators and central banks should consider how the principle of proportionality
should apply to manage the risks that arise from digital financial innovations to
support a more inclusive financial system. William Magnuson identified three
principles for an “internationally minded regulatory regime” to fintech
regulation.’’

First, the network of fintech suppliers, consumers, and investors are dispersed
across national borders, resulting in multiple regulators having an interest in
regulating the cross-border activities of fintech providers. The regulation of
fintech activities therefore requires a significant extraterritorial dimension.

Second, the regulatory approach of one country necessarily affects other
countries, for there are important distributional effects of choosing one
regulatory regime over another.” This means that jurisdictions are in competition
with each other, which may lead to a race to the bottom, given that a specifically
burdensome regulatory approach may cause fintech activity to shift from one
country to another.

Third, despite regulatory competition between jurisdictions, financial
regulators should establish ties with their counterparts in other jurisdictions, in
order to share useful information with respect to their experience with fintech
regulation. By building networks for formal and informal exchanges of
information, financial regulators could benefit from the experiences of other
financial authorities.”

The Basel Committee began to address the risks associated with increased
financial inclusion in the context of microfinance and the risks it poses to banks
and other deposit-taking institutions in a survey it conducted of member and non-
member countries in 2009.” The results of the survey led to the Basel Committee
adopting a set of guidelines in 2010 for how banks should manage the risks
associated with microfinance, which were the first set of international guidelines
for how bank supervisors should integrate inclusion into their regulatory
frameworks.”

Later, following the GPFI’s 2011 white paper that emphasized the importance
of “proportionate standards and guidance” to achieve “financial inclusion for the
poor,”” the Basel Committee and the Financial Stability Board undertook a

87. William Magnuson, Regulating Fintech, 71 VAND. L. REV. 1167, 1222 (2018).
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review of their member countries’ regulatory practices to assess the extent to
which they incorporate financial inclusion. To this end, the Basel Committee
established a Workstream on Financial Inclusion in 2013 to gain a better
understanding of the context and institutional constraints facing member and
non-member countries in promoting financial inclusion. The Workstream
conducted a survey of regulatory and supervisory practices for banks and deposit-
taking institutions in developed and developing countries resulting in a report in
a 2015.” Based on this survey, the Basel Committee revised the Core Principles
for Banking Supervision in 2016 to recommend some regulatory approaches for
supervising the risks associated with digital financial inclusion.”

The Basel Committee’s efforts raise the important issue of how regulatory
frameworks can facilitate the process of expanding access to finance for under-
served and socially excluded groups, particularly in low-income countries.
Central banks, financial regulators, and international financial organizations
control many of the levers that can integrate financial inclusion into regulatory
frameworks while the principle of proportionality in financial supervision allows
a degree of flexibility to respect local institutional structures and social market
practices.

B. Proportionality as a Legal Concept

When it comes to considering possible policy pathways to promote digital
financial inclusion, the principle of proportionality is vital for understanding how
regulators can balance important rights and interests in the pursuit of this policy
aim. How can we shape regulation in a way that does not unduly restrict
inclusion? What is the optimal level of regulation for the market? On the one
hand, regulatory safeguards are necessary to mitigate the risks that arise with
fintech innovation. On the other hand, given that regulation raises prices for
products and services, regulatory intervention should not infringe fundamental
rights, such as the freedom to conduct business, which includes the right to
dispose of one’s property and to keep sensitive information confidential.”

Similarly, the freedom to conduct a business derives from the right to
property recognized under international law and the European Convention on
Human Rights. Despite the recognized right to property under international and
human rights law, states may regulate such ownership rights for a valid public
purpose so long as the imposition on property rights is proportionate to achieve

94. See BASEL COMMITTEE RANGE OF PRACTICE,5-8, supra note 10, at 5-8.

95. BASEL COMM. ON BANKING SUPERVISION, GUIDANCE ON THE CORE PRINCIPLES FOR
EFFECTIVE BANKING SUPERVISION TO THE REGULATION AND SUPERVISION OF INSTITUTIONS
RELEVANT TO FINANCIAL INCLUSION 3, 4 (2016), https://www.bis.org/bcbs/publ/d383.pdf [https://
perma.cc/74YZ-UY7V].
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ZENTRALBANKEN, WAHRUNGSUNION UND STABILES FINANZSYSTEM — FESTSCHRIFT FUR HELMUT
SIEKMANN [CENTRAL BANKS, MONETARY UNION, AND A STABLE FINANCIAL SYSTEM] 257 (Theodor
Baums et al. eds., 2019).
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a legitimate state aim.”” In financial regulation, regulators may therefore adopt
regulatory controls that impinge on the freedom to conduct a business so long as
those controls are proportionate measures to achieve valid regulatory objectives,
such as investor and consumer protection, the stability of the financial system,
and market integrity.”

The EU Treaties and secondary legislation also recognize the principle of
proportionality as a fundamental legal principle that guides the exercise of state
power when it impinges on fundamental treaty rights.” Article 5(4) notes that
“under the principle of proportionality, the content and form of Union action
shall not exceed what is necessary to achieve the objectives of the Treaties.”'®
The Court of Justice of European Union (CJEU) has recognized proportionality
as an unwritten general principle of law and has recognized a three-step test to
determine whether a governmental measure is proportionate or not.'"!

First, the CJEU considers whether the governmental measure in question is
suitable or appropriate for achieving a specific legitimate aim.'” According to
CJEU case law, a measure is appropriate or suitable if it genuinely reflects a
concern to attain the objective in a consistent and systematic manner.'” The
CJEU has applied this test by limiting its review to whether the relevant measure
is “manifestly inappropriate having regard to the objective pursued.”'

Second, the CJEU considers whether the governmental measure that
infringes a fundamental right—i.e. a property right—is necessary to achieve a
valid state objective, or if there is a less intrusive means to achieve the aim. Under
this necessity test, there should not exist alternative measures which fulfil the

97. JOHN LINARELLI, MARGOT E. SALOMON & MUTHUCUMARASWAMY SORNARAJAH, THE
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102. According to the German Federal Constitutional Court, a measure is suitable or appropriate if
it results in achieving a certain goal. BVerfG, 2 BvR 859/15, May 5, 2020, https://www.bundesverfassun
gsgericht.de/SharedDocs/Entscheidungen/EN/2020/05/rs20200505_2bvr085915en.html [https://perma.cc/
4JB6-ULD4]. EU member states and countries that are parties to the European Convention on Human
Right recognize the principle of proportionality in their respective legal systems. Id. at 58.

103. See Case C-64/08, Staatsanwaltschaft Linz v. Engelmann, 2010 E.C.R. I-08219, 8256 { 35; Case
C-137/09, Josemans, 2010 E.C.R. 1-13054, 13077 | 70; Case C-28/09, Comm’n v Austria, 2011 E.C.R. I-
13567, 13605 9 126.
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measure’s aim but which infringe on constitutional or fundamental rights of the
individual in a less restrictive manner.'®

Third, the CJEU construes proportionality in the strict sense (proportionality
stricto sensu). This requires a comparison of the private and the public interests
at stake and asks the question: Does the public interest outweigh the limitation
on the private rights—that is, the harm to constitutional rights? However, recent
decisions show a tendency to merge the elements of appropriateness and
necessity.'®

The proportionality principle applies equally in financial regulations.'"”” The
CaixaBank Case provides a classic statement of how the proportionality principle
applies under EU banking law in respect of a regulatory measure that applied
equally to foreign EU-based and host state banks but which posed a significant
barrier against EU-based bank’s access to the host state’s local market.'® In
striking down the host state measure as disproportionate, the CJEU ruled that
the proportionality requirement and necessity test provided that a regulatory
measure “may be justified where it serves overriding requirements relating to the
public interest, is suitable for securing the attainment of the objective it pursues
and does not go beyond what is necessary in order to attain it.”'%

Based on The CaixaBank Case and other CJEU jurisprudence, a court’s
application of the proportionality principle in the context of a financial regulatory
measure will involve assessing (1) the appropriateness of the measure to achieve
a legitimate policy objective in a consistent and systematic manner, and (2)
whether the measure is necessary, that is, whether recourse can be had to less
onerous means for attaining the objective pursued. The appropriateness
assessment will depend on whether the imposition on private rights is outweighed
by the public interest at stake. Determining whether a measure is less onerous
will depend on the relative costs and disadvantages imposed on the regulated
party in comparison with the costs and disadvantages created by an alternative
measure that can attain the same objective.'” It is suggested in the next Sub-part
that the application of this principle characterized by the terms “suitable,”
“appropriate” and “necessary,” according to the case-law of the CJEU, should
inform the regulatory practice of states concerning digital financial inclusion if
the measure in question genuinely reflects a concern to attain the objective in a
consistent and systematic manner.

105. Case C-189/01, Jippes v. Minister van Landbouw, E.C.R. 2001, I-5693, 5720 { 81; Case C-343/09,
Afton Chemical v. Secretary of State for Transport, E.C.R. 2010, I-7062, 7078 { 45; Case C-150/10, BIRB
v. Beneo-Orafti, 2011 E.C.R. 1-6881, 6911 [ 75; Case C-358/14, Poland v Parliament and Council, 2016,
ECLI: EU:C:2016:323, 1 78.

106. Case C-58/08, Vodafone and Others v. Secretary of State for Business, Enterprise and
Regulatory Reform, 2010 E.C.R. I-5026, 5045 q[1[ 53 and 54.

107. The CaxiaBank Case, 2004 E.C.R. 1-08961 q 17.

108. Id.

109. Id.

110. Case C-261/81, Walter Rau Lebensmittelwerke v. De Smedt PVBA, 1982 E.C.R. 1-3962, 3973 |
17.



148 LAW AND CONTEMPORARY PROBLEMS [Vol. 84:129

C. The Basel Core Principles and Proportionality

The Basel Committee acknowledged the principle of proportionality as one
of the core principles for effective banking supervision. For instance, Core
Principle 8 entitled “Supervisory approach” provides:

An effective system of banking supervision requires the supervisor to develop and
maintain a forward-looking assessment of the risk profile of individual banks and
banking groups, proportionate to their systemic importance; identify, assess, and
address risks emanating from banks and the banking system as a whole; have a
framework in place for early intervention; and have plans in place, in partnership with
other relevant authorities, to take action to resolve banks in an orderly manner if they
become non-viable.!!!

Accordingly, the risks from fintech players for the financial systems call for a

well-calibrated regulatory and supervisory approach.'?

Most policymakers and market participants would agree that regulatory
intervention should be proportionate, but proportionality is an elastic concept
with different meanings in different jurisdictions. International standards for
digital financial inclusion should be adjusted for different jurisdictions. Since
developed and developing economies have very different starting points, in terms
of institutional structures and social market practices, with the latter being
characterized by higher inequality and weaker institutional structures, it becomes
apparent that there is no one-size-fits-all solution for regulatory intervention. In
this regard, it is important to ensure that developing countries are able to
experiment with different regulatory tools to address the risks posed by digital
financial inclusion while supporting other regulatory and economic policy values.
Emerging and developing economies, for which financial inclusion is a particular
concern, should apply the principle of proportionality in a way that allows them
to pursue adequately other regulatory objectives without dismantling local
institutional structures and undermining social values. One way to do this would
be to adopt a general approach that incorporates a similar version of the CJEU’s
appropriateness assessment and necessity test. This would afford countries the
flexibility to consider a range of measures to achieve digital financial inclusion
objectives without undermining other regulatory or policy objectives and which
pay respect to local institutional structures and social market practices.

For instance, from a systemic risk perspective, decentralized and rapidly
evolving technologies may pose a risk to the stability of the financial system.'?
Certainly, the arrival of new depositors generates more diversity on the lending
market which, at first glance, may contribute to financial stability. Yet, the
expansion of financial access also leads to rapid and excessive credit growth with
inadequate lending standards and, potentially, to instability in lending markets."**
The fact that fintech companies are usually small, dispersed, and difficult to
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monitor raises other systemic risks than the ones that led to the financial crisis of
2008.'*° In fact, an under-appreciated systemic risk in the fintech sector has been
that its fast-paced growth creates the risk that the fintech industry skips the
intermediary stage of being “too large to ignore” by evolving directly from “too
small to care” to “too big to fail.”!

Similarly, fintech innovations and related digital technologies pose significant
risks to data and anti-fraud protections, demonstrating the inherent weaknesses
of such technologies, particularly in developing countries where data is much
more limited and in certain cases easier to misrepresent and misuse. This is why
fintech innovations should be scrutinized closely for their compliance with data
protection, anti-money laundering, and cyber-security regulations.""” Compliance
with anti-financial crime regulations is also important from a financial inclusion
perspective since economic agents who are not using formal deposit-taking banks
are even more vulnerable to fraud and misuse of data. Recently, scandals erupted
over fraud and abusive practices by fintech companies, involving the use of
mobile phones to make payments.''®

A proportionate regulatory response is also a matter of the right timing, since
regulatory requirements should not unnecessarily suppress financial innovation
at an early stage. Yet, if new service providers become economically important
to the extent that they could pose potential financial stability risks, regulators
should intervene."”” An example to illustrate the importance of the right timing
of regulatory intervention is the reaction of the Kenyan Central Bank following
its adoption in 2007 of its digital mobile currency M-Pesa. Initially, M-Pesa
benefited from low start-up requirements, since the technology used the existing
telecom network, meaning that there was no need to invest in or expand
infrastructure. Regulatory uncertainty, however, arose regarding how the M-
Pesa digital currency service could be expanded without being subject to
burdensome capital and compliance costs. In 2009, the Central Bank of Kenya
responded by acknowledging that digital payment systems should not be subject
to the same requirements as banking services, which paved the way for less
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onerous regulatory requirements.'* According to one study,'” M-Pesa has raised
long-term consumption levels per capita and lifted nearly one in ten of Kenya’s
poorest households out of poverty, with an even higher impact for female-headed
households.'” In general, the emergence of digital money in Kenya has increased
financial resilience and savings. Ten years after the emergence of M-Pesa, it has
reached approximately ninety percent of the Kenyan population.'”® The
experience of M-Pesa illustrates how a country can adopt calibrated and
proportionate regulatory measures that support digital financial inclusion
without undermining other regulatory objectives.

Finally, the principle of proportionality should also be considered in the
context of the growing use by many countries of innovative regulatory
approaches, including so-called innovation offices and regulatory sandboxes to
address the risks by digital finance.'** For many regulators, innovation offices are
used to improve the dialogue between regulators and financial innovators. They
may serve not only to educate innovators on the regulatory environment in which
they operate but also to improve the regulator’s understanding of fintech practice
and risks, thus informing the regulator as to the appropriateness of certain
regulatory measures. Innovation offices are operated by a growing number of
regulators from developed and developing countries and can be used to facilitate
international cooperation on regulatory matters. For instance, the U.K. Financial
Conduct Authority created Project Innovate in 2014, which has entered into
cooperation arrangements with regulators in other jurisdictions in order to
promote information sharing on emerging trends in financial innovation between
authorities and to facilitate referrals of innovators from one market to another,
thus reducing regulatory barriers to entry in foreign markets.'®

Another regulatory innovation where the principle of proportionality can be
applied flexibly is the concept of a regulatory sandbox, involving a more formal
regulatory approach which is described in writing and published.'?® The sandbox
approach allows businesses to test “innovative products, services, business
models and delivery mechanisms while ensuring that consumers are
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appropriately protected,” subject to regulatory oversight.'” Such testing occurs
on the boundaries or outside of existing regulatory frameworks, allowing
regulators and firms to experiment in order to develop a better understanding of
how new technologies work in practice and to assess which regulatory tools are
most effective. For example, the successful testing of a new technology may result
in several outcomes, including authorization of the innovation, changes in
regulation, or an order to cease certain activity. Regulatory sandboxes, however,
are resource-intensive and may therefore be inappropriate for regulators with
limited resources. An important feature of regulatory sandboxes is that they
facilitate dialogue between market participants and regulators, allowing for more
informed regulation that allows regulators to design and calibrate measures that
are proportionate for managing the risks posed by digital financial innovations.

Regulatory sandboxes are also conducive for cross-border regulatory
cooperation, which can allow innovators to scale-up more rapidly on a global or
regional basis. Different jurisdictions can utilize multi-jurisdictional sandboxes to
facilitate cross-border expansion through shared testing programs that reduce the
potential for regulatory arbitrage across national sandboxes.'*®

Vv
CONCLUSION

This Article argues that the principle of proportionality—as a core principle
of financial regulation and supervision in most countries —provides a framework
for understanding how national regulators can balance the various competing
interests of digital financial inclusion with other financial regulatory objectives in
order to respect local institutional and social circumstances. The principle of
proportionality creates a flexible framework for regulators—particularly in the
context of innovation offices and regulatory sandboxes—to balance the
respective interests of market participants and objectives of regulators to
determine how financial inclusion can be promoted through financial technology
solutions without undermining other vital regulatory objectives. The ISSBs’
standard setting demonstrates that the principle of proportionality has become a
general principle of banking supervision in state practice but that its application
varies widely across states, and there is a need to have local policy flexibility to
reconcile competing interests to promote financial inclusion while not
undermining other regulatory objectives. This Article suggests that the principle
of proportionality can be applied effectively in the context of regulatory
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sandboxes, as they offer a tailored authorization process for new firms as they
test new financial technologies while allowing regulators to provide guidance and
waivers from certain requirements that may inhibit the development of useful
technologies and to coordinate with other regulators on a cross-border basis to
prevent arbitrage.



