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ABSTRACT*

he FinTech industry has grown significantly in Latin America and the Caribbean and has become an

alternative for improving regional financial inclusion levels. However, the innovations brought about by

this growth pose a series of challenges for regulators and financial supervisors, who are tasked with
reducing uncertainty associated with the phenomenon. Regulatory sandboxes are tools to mitigate uncertainty
in a controlled environment in which companies can test their services under the financial regulator’s oversight.
There is a possibility that the region can advance toward common principles to allow ecosystem development
and regulatory convergence among the different countries.
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INTRODUCTION

financial industry offers products and services

to consumers around the world. These new
business models, based on emerging technological
developments, pose challenges to traditional com-
panies while generating new ways to create, deliver,
and capture consumer value.

FinTech platforms have changed the way the

According to a study by the Inter-American
Development Bank (IDB) and Finnovista (IDB and
Finnovista, 2017), Latin America and the Caribbean
(LAC) are part of this transformation. The FinTech
industry has been gaining strength throughout the
region with more than 700 platforms that currently
offer financial solutions based on new technologies.
Of these, 32.7 percent are in Brazil, 25.6 percent in
Mexico, 11.9 percent in Colombia, 10.2 percent in
Argentina, and 9.2 percent in Chile. The study also
reveals that alternative finance is the leading activ-
ity in the region, with 25.6 percent of the total plat-
forms dedicated to this sector and 25.2 percent to
payments, followed by business finance manage-
ment (13.2 percent). Finally, it is interesting to note
that the mission of more than 40 percent of moni-
tored ventures in the region is to serve clients who
are excluded or underserved by the traditional finan-
cial services sector.

Moreover, the study raises the need to establish
specific regulations for FinTech platforms and activ-
ities in the region that will give certainty to entre-
preneurs, financial consumers, and platforms. In
this regard, the study suggests, as one of the alter-
natives for regulators, the creation of regulatory

sandboxes, a tool to mitigate uncertainty in a con-
trolled environment in which companies can test
their services under a regulator’s supervision, with
two purposes: (i) establish a more direct dialogue
between the FinTech industry as a whole and super-
visors and regulators in particular, to understand
the nature of the businesses; and (ii) allow for a
smoother transition for FinTech platforms and ven-
tures and their controlling entities, toward oversight
based on actual industry activities.

FinTech companies have responded to the region’s
gaps and asymmetries that continue to affect the
allocation of credit, mainly to micro, small, and medi-
um-sized enterprises (MSMESs). As a result, the alter-
native finance market is growing significantly in LAC.
According to figures calculated by the Universities of
Cambridge and Chicago in an IDB-sponsored study
(Ziegler et al., 2017), the segment saw triple growth
in 2016 as compared to 2015, reaching US$342
million. The study shows how alternative finance is
increasing in a very relevant niche: business lend-
ing, accounting for 71 percent of the total origination
volume for 2016. The study also highlights that the
region’s leader in origination is Mexico at US$114.2
million (33.3 percent of the total), followed by Chile
(US$97.8 million, 28.5 percent), Brazil (US$64.4 mil-
lion, 18.8 percent), Argentina (US$12.6 million, 3.7
percent), Colombia (US$11.2 million, 3.3 percent),
and Peru (US$9.9 million, 2.9 percent). This sec-
ond study also raises the need for specific regula-
tions and points out that sandboxes are a tool with
adequate potential to promote ecosystem growth in
the region.



Regulatory sandboxes offer innovative companies
the possibility of operating, for a limited time, with a
restricted number of clients, under conditions deter-
mined by the supervisor, and with less stringent
requirements. They represent a very attractive and
inexpensive option for testing products, services,
and innovative technological solutions in a controlled
environment. For supervisors and regulators, they
offer a valuable space for learning how new sectors
operate, assess whether and how they need to regu-
late areas not covered by rules, or modify those that
may diminish the benefits of innovation.

This document introduces regulatory sandboxes in
the area of finance. Section 2 defines regulatory sand-
boxes, and Section 3 presents and compares some
experiences, with particular attention to sandboxes in
the United Kingdom and Singapore.' Section 4 con-
tains recommendations for Latin American countries,
and Section 5 concludes.

' The following sections detail the aspects of regulatory ssand-
boxes based on current models in the United Kingdom and
Singapore. However, one of its main advantages is precisely
flexibility, so other approaches are possible.
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REGULATORY SANDBOXES

2.1 Innovation and Regulation

In a market economy, change is a continuous, pro-
gressive, gradual, and widespread process, which
comes as a result of decisions that individual actors,
companies, and organizations make every day. While
the vast majority of them are routine, some involve
changes in existing contracts between individuals
and organizations.

The disruption of traditional models or contracts
poses major challenges to regulators and market par-
ticipants alike. The eternal dilemma is deciding when
the regulator’s intervention is necessary, that is, iden-
tifying the critical point at which something ceases to
be “too small to matter” and becomes “too large to
ignore” (Armstrong, 2017).

In general, the responses to the emergence of new or
disruptive business models are as follows:

1. Ex-ante approach (restrictive approach):
Prohibit or restrict products or processes based
on the risks or uncertainty that they pose to the
general public or the supervisor/regulator.

2. Ex-post approach (proactive approach):
Actively facilitate and regulate new products or
processes based on their potential social and
economic benefits.

3. Ex-post approach (vigilant approach): Act
only when risks have materialized or when the

activity has reached sufficient volume or caters
to a significant number of financial consumers.

While regulators are often driven by the desire or
need for quick intervention, it makes more sense
to act prudently when it comes to innovation to
ensure that the necessary skills and knowledge
are in place to effectively monitor and control new
activities.

The restrictive approach is the one most frequently
encountered in the early years of FinTech ecosys-
tem development. Some regulators and supervisors
have adapted to the changes brought about by inno-
vative business models, and the second approach
(proactive approach) is beginning to pave the way
for the prudent and controlled operation of FinTech
platforms. The vigilant approach, however, is found in
many countries by default where FinTech is allowed
to operate without regulation. In this context, regu-
latory sandboxes propose a vigilant and proactive
approach together with sufficient flexibility to quickly
adapt to changes, within a technologically neutral
framework that ensures that each activity is sub-
ject to the same regulation, regardless of the way in
which the service is provided.

Itis important to clarify that regulatory sandboxes are
not a solution per se, but rather should be part of a
set of policies and measures that enable prudential
development of FinTech. Such packages must be tai-
lored to the sector’s business model and risks, which
tend to be different from those of traditional financial
institutions.



2.2 Differences in the FinTech
Business Model

While there is no commonly accepted definition of a
platform, the following could be proposed: “a place
created through digital technology where produc-
ers and consumers interact and make exchanges
that generate value for both parties.”? This concept
does not preclude the possibility of physical interac-
tion between parties to a transaction, as is the case
in some LAC platforms. However, most of the more
than 700 platforms identified in 2016 are digital, tech-
nology-based businesses that, unlike the traditional
financial industry, do not require a physical presence
or location for the financial service provider and cus-
tomer to interact.

In terms of architecture (Parker, Van Alstyne, and
Choudary, 2017), the region’s FinTech platforms con-
form to the three fundamental design principles of
this business model. First, they allow the exchange
of information between participants, enabling data-
based decision-making. A typical example of this
would be alternative credit score platforms. Second,
they allow for the exchange of goods and services—in
this instance, financial goods and services, such as
credit—using the information exchanged between
participants. Collective finance platforms thus allow
a credit applicant (e.g., MSMEs) to share its borrow-
ing profile directly with potential investors. The latter
use this information to put their money in one or more
financing projects with the applicant’s credit rating or
credit score taken into account. Finally, they enable
participants to exchange money. Platforms that pro-
vide financial services in the region typically use tradi-
tional means of payment such as credit or debit cards
and other forms of electronic payment, so they rely on
the traditional financial system to conduct their trans-
actions. Many others, as is mainly the case in Brazil,
are engaged in the payment and transfers business.

As previously mentioned, these platforms may have
the ability to modify how value is created, sent, and
captured in the financial system. In fact, they have

brought “disruptive innovation” to the region’s finan-
cial sector, in many cases providing services previ-
ously unavailable to financial consumers.

Given that in many cases the provision of such ser-
vices is performed through previously non-existent
systems or completely new products, it is essential
for regulators to understand the platforms’ business
model. Regulatory sandboxes could become the
most cost-efficient tool for the region’s regulators and
supervisors to learn firsthand what platforms do. The
ultimate goal is to be able to regulate the business
that platforms do in a balanced and proportional way
without impeding the advancement of innovation.

2.3 Definitions of Sandboxes

Among the definitions of sandbox are the following
two ideas:* “a shallow box or hollow in the ground
partly filled with sand for children to play in; a sandpit”
and “a virtual space in which new or untested soft-
ware or coding can be run securely.”

The combination of both ideas gives rise to sand-
boxes in the financial sector. They are a space for
experimentation that enables innovative companies
to operate products or services temporarily under
certain rules that put limits on features such as the
number of users or the period in which the product
can be offered. This allows companies to test original

2This concept is based on Parker, Van Alstyne, and Choudary
(2017).

3The European Commission defines disruptive innovation as:
“(...) any innovative concept, product and service that create
new markets by applying new sets of rules, values and models
which ultimately disrupt and/or overtake existing markets by
displacing earlier technologies and alliances (...).” Available at:
http://goo.gl/jVRgJL.

4Oxford Dictionaries.

1: North American A children’s sandpit.

2: Computing A virtual space in which new or untested software
or coding can be run securely. https://en.oxforddictionaries.
com/definition/sandbox.
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products, services, and solutions under the supervi-
sor’s watchful eye.

2.3.1 How did the idea come about?
Although sandboxes are widely used in different envi-
ronments such as information technology (IT), their
use in the financial sector is relatively recent.® The
idea came in response to the challenges posed by
the advent of products and services using innovative
techniques and infrastructures, specifically in what is
known as FinTech.

For platforms, uncertainty around the legal framework
and requirements applicable to their activities are cre-
ating barriers. It is often unclear to them which rules
apply to them and who oversees them. Some stud-
ies (Houston et al., 2015) show that many entities may
be discouraged from starting new businesses, first by
the time® and costs associated with registration and
compliance with legal requirements, and second by
the implications of noncompliance with such require-
ments. According to a study by the consulting firm PwC
(2017), 86 percent of those in charge of financial insti-
tutions consider the main threat to business expansion
to be over-regulation and the legal framework prob-
lems stemming from ambiguity and unclear rules.

Aggregate data for LAC’s FinTech platforms show that
of a total of 272 entrepreneurs in the region, 45.6 per-
cent think that “existing regulation is adequate or no
specific regulation is necessary.” The views of these
entrepreneurs contrast with those who consider that
“no specific regulation exists and there is a need for
it” (27.2 percent) or with those who believe that “reg-
ulation is excessive” (21.3 percent) or “very lax” (5.9
percent). However, a detailed look by segment can
show a different picture. For example, crowdfunding
platforms indicate, in 61.1 percent of cases, that “no
specific regulation exists and there is a need for it,”
while 33.3 percent think that “regulation is adequate
or no specific regulation is necessary.” In contrast,
just to mention another example, payment platforms
consider, in 34.7 percent of cases, that “regulation
is adequate or no specific regulation is necessary,”

while 32.7 percent are of the opinion that “there is
no specific regulation and it is required” (IDB and
Finnovista, 2017).

The fact is that, given the type of civil law applicable
in most of the region, FinTech falls within the scope
of financial activity, which in many cases is consid-
ered to be an activity of public interest or public ser-
vice based on trust. This trust must be maintained,
which makes regulation necessary to stipulate the
conditions under which the activity will be conducted.

The advent of new technologies is posing enormous
challenges to regulators, who are finding it difficult
to keep pace with the changes. Sandboxes could
serve as a space to promote dialogue with compa-
nies and understand how these businesses oper-
ate from their earliest stages. By doing so, the most
complex aspects could be quickly identified and mea-
sures taken to maximize the benefits of FinTech in a
protected and risk-controlled environment. In short,
regulatory sandboxes in the region would make it
possible to move toward sector-specific regulation.

2.3.2 Which entities can participate?

Sandboxes are environments for testing new
ideas. As such, they could be deployed in any sec-
tor for new, existing, or already regulated compa-
nies. Technological advances have impacted every
segment of the financial sector, shaping a complex
FinTech ecosystem that encompasses areas such as
automated portfolio management or consulting, virtual
currency and blockchain technology, insurance, regu-
latory compliance, digital banking, alternative finance
or loans, and remittance and payment systems.

5The first initiative of its kind, the regulatory ssandbox for
FinTech companies was launched by the Financial Conduct
Authority in the United Kingdom in 2015. Available from the
Financial Conduct Authority CA (a) at: https://www.fca.org.uk/
publications/documents/regulatory-sandbox.

6Delays associated with regulatory uncertainty may discourage
innovation and some studies estimate that the time needed to ac-
cess the market may be one third longer as a result (Stern, 2014).

Regulatory Sandboxes 5


https://www.fca.org.uk/publications/documents/regulatory-sandbox
https://www.fca.org.uk/publications/documents/regulatory-sandbox

Innovation activity in these sectors is not exclusive to
new entrants in the market today; it may come from
well established companies that want to diversify their
activities. Sandboxes can provide a space for experi-
mentation and learning, open to any entity that offers
original products or technical solutions, in any of the
segments of the FinTech industry. Likewise, previ-
ously regulated entities may participate in the sand-
box by testing and seeking approval for products that
previously did not exist or were not licensed.

As for the region’s regulators and supervisors, in those
jurisdictions with integrated supervision, the answer is
obvious: regulators and supervisors have the capac-
ity to fully carry out their activities. In those jurisdic-
tions where there is a division of responsibilities, it is
recommended that the regulator assign the author-
ity to the supervisory entity to operate the sandbox.
In this respect, depending on the activities that need
to be supervised, banking, securities, insurance, pen-
sion, and even consumer protection and data protec-
tion regulators and supervisors may participate.

2.3.3 How do they work?

Although internationally there are different
approaches, in general, the test period parameters
(duration, products, customers, amounts, loss cover
mechanisms, etc.) are determined on a case-by-
case basis between the supervisor and the compa-
nies or platforms, taking into account the activities
conducted and the risks involved.” In other models,
such as the Australian model, the supervisory author-
ity sets general criteria, and participation in the sand-
box is open to any entity that can satisfy them.? In
Australia, all companies meeting the criteria can offer
their products for up to 12 months to a maximum of
100 retail customers. As a general rule, the following
could be identified as the main elements of regula-
tory sandboxes:

a. Experimentation

They function as a test environment, in the sense of a
clinical trial, since they do not guarantee success and
results are likely to be different than those expected.

Therefore, like patients in a clinical trial, both the par-
ticipating companies and their clients must know the
specific terms in advance and bear the risks.

b. Limited duration

Under no circumstances can they be used to keep
companies indefinitely in the sandbox. These are
temporary “experiments” that have a specific pur-
pose: to provide validation and understanding of how
innovative products, services, technological solu-
tions, or business models work before they are avail-
able in a global marketplace. Therefore, they should
only be kept there for the necessary time to achieve
the stated goal.®

c. Offer solutions case by case

They are structured around basic principles that
adapt to very diverse business models and allow
for an individualized approach, based on the risks
of each innovative proposal. The specific aspects of
the tests and information to be reported can thus be
determined on a case-by-case basis, depending on
the complexity of the activities and the products and
services offered.

d. Suggest alternative measures

Based on a flexible approach, they allow supervisors
and regulators to choose regulatory options that suit
each business model. These measures may con-
sist of individual guidance on how to interpret and
apply regulation, a commitment not to undertake any
enforcement action during the trial period, a tem-
porary authorization limited to certain activities, or
exemption from compliance with certain rules. This
depends to a large extent on the legal framework in
each country and the powers conferred on the regu-
lator/supervisor in each case.

"This is the case of regulatory sandboxes in the United Kingdom
and Singapore.

8In Australia, all companies meeting the criteria can offer their
products for up to 12 months to a maximum of 100 retail customers.
9Most regulatory sandboxes established at the international
level have a duration of between 6 and 12 months, with the
possibility of extension.
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e. They are an exception

Given that they operate in an experimental environ-
ment subject to risk, in practice they apply to a limited
extent. This is not a general concept, valid for any
innovative company, but only for those with viable
business plans, offering disruptive products or ser-
vices that can justify creating value for consumers.

2.3.4 What'’s next?

Once sandboxes are terminated, supervisors and
regulators can evaluate the risks associated with new
activities in light of the results obtained. If the products

or services tested are found to be suitable for cus-
tomers, regulation could be proposed and large-
scale commercialization authorized. Conversely, if
deficiencies identified during operation are not ade-
quately addressed or are considered to carry exces-
sive risks, the authorities could prohibit or limit such
activities.

In any event, the information obtained can be used
to find out how these new sectors operate and to
assess whether there is a need to regulate aspects
that are not covered by the rules or to modify those
that may hinder innovation.

Regulatory Sandboxes 7






3.1 United Kingdom

3.1.1 Innovation Hub

The United Kingdom has been a pioneer in sup-
porting new business creation through government
policies. In 2014, the country launched Innovation
Hub, an ambitious program to boost competi-
tiveness and the development of novel financial
services in its markets (FCA, 2015a). It aims to pro-
mote small and medium-sized enterprises offer-
ing innovative products and services that can help
improve the lives of consumers. Since its inception,
the Financial Conduct Authority (FCA), the author-
ity responsible for financial services and markets
regulation in the UK as well as prudential regulation
of over 24,000 entities, has received more than 400
applications and advised over 200 entrepreneurs
(FCA, 2015a; 2015b). Along with other measures,
such as holding events and innovation forums, the
FCA has provided a space for dialogue between
the supervisor and the firms that are bringing in cre-
ative proposals.

Regulatory restrictions may discourage market entry
for operators and distort competition, preventing con-
sumers from enjoying new products or services. The
innovation program aims to identify the barriers that
hamper innovative activities and seek to eliminate
them without compromising consumer protection
standards (FCA, 2015c). The program is structured
around three pillars: (i) innovation laboratories, (ii) a
specialized business advisory unit, and (iii) regula-
tory sandboxes.

EXPERIENCES
IN THE COMPARATIVE FIELD

The innovation laboratories seek to enable both new
and existing companies to bring innovative products
or services to market. To this end, a specialized FCA
team supports the entities by advising on applicable
legislation and facilitating the processing of necessary
authorizations. This makes it possible to quickly iden-
tify those aspects of the regulatory framework that may
slow progress and require modifications. The advisory
unit is geared toward companies that use automated
models (known as “robo advisors”) to reduce the costs
of financial advice to clients, among others.

These measures are enhanced by entering into
agreements with regulators/supervisors from other
markets, such as Australia, Korea, and Singapore
(FCA, 2016a, 2016b, 2016c), among others, which
aim to simplify the procedures for companies to oper-
ate in different markets and to facilitate information
exchange on innovations, emerging trends, and reg-
ulatory issues.

3.1.2 Regulatory Sandboxes

Following the British government’s recommenda-
tions and commitment to innovation, the Regulatory
sandboxes project (FCA, 2016d) was launched in
November 2015 under the supervision of the FCA.
This initiative is the first of its kind worldwide, and
its example has been followed by Australia (Australia
Securities and Investment Commission, 2017),
Canada (Badour and Fouin, 2017), the Netherlands
(AFM, 2016) and Singapore (Monetary Authority of
Singapore, 2016), and projects are underway in other
countries. The basic features are the following:



a. Admissions Criteria

The acceptance of participating companies into the
sandbox is based on public, objective, and trans-
parent criteria. Entities without FCA authorization as
well as regulated companies that intend to offer prod-
ucts or services not included within the scope of their
authorization may participate. To do so, they must
prove that: (i) a novel solution is being proposed in
a regulated sector or supports a regulated activity in
the UK financial market; (ii) the products, services,
or technology offered are brand new in the United
Kingdom; (iii) their large-scale commercialization can
benefit consumers; (iv) they have a need to test their
business model; and (v) they have invested sufficient
resources in regulatory analysis and risk mitigation
and are able to operate and test their innovations in
a real environment.

b. Unauthorized Entities

For businesses not authorized by the FCA, an
‘express” authorization or licensing process, with
restrictions, is set up for faster turnaround, which
allows them to test their products or services for a
period of three to six months and offer them to a lim-
ited number of customers. The advantage is that they
are able to operate according to requirements com-
mensurate with their activities. The main drawback
is that, although it is a simplified process, licens-
ing is not immediate and involves some associated
costs. In practice, it has some limitations, as it does
not extend to payment services or electronic money
transactions, which are outside securities regula-
tion,'? or to activities subject to harmonized regula-
tion in the European Union.

c. Authorized Entities

The model developed for already authorized com-
panies and technology support providers aims
to reduce uncertainty about the applicable rules.
The issuance of no enforcement letters and the
FCA's individualized advising allows entities to test
their products or services, with the assurance that
they have the consent of the supervisory author-
ity, provided that they operate within the agreed
parameters.

d. Safeguards

To mitigate the risks associated with sandboxes and
prevent direct customer impact, the FCA proposes
different protection mechanisms such as: (i) limit
the testing activities to customers who have given
their informed consent; (ii) require entities to have
sufficient resources to compensate for any losses;
(iii) guarantee the same rights as those enjoyed by
customers of authorized and supervised entities; and
(iv) agree on transparency, protection, and compen-
sation measures on a case-by-case basis, the latter
being the FCA's preferred option.

e. Recommendations for the Industry

As a complement to the above, the FCA has issued
two interesting recommendations to promote col-
laboration between financial services companies,
software developers, technology companies, and
business accelerators to face together the chal-
lenges associated with innovation. The first is the
creation of a virtual sandbox to test new solutions in
a simulated environment, for example, by conduct-
ing remote testing. The second proposes an umbrella
sandbox, based on the formation of a non-profit com-
pany, authorized and supervised by the FCA, which
would allow companies to offer their products and
services by acting as agents of this umbrella com-
pany. The proposal is limited in that it is only appli-
cable to activities that can be developed under the
agent’s scheme'" and requires the consensus of the
umbrella organization’s members, which is why it has
not yet been implemented.

f. Results

Countries are following the experience in the United
Kingdom with great interest not only within the
European Union but throughout the world. In fact,
other countries are carrying out similar projects in their
markets. There is now a “cohort” or group model, with

OFinancial Services and Markets Act 2000. http://www.legisla-
tion.gov.uk/ukpga/2000/8/contents.

""Financial Services and Markets Act 2000 (Appointed
Representatives) Regulations 2001/1217. http://www.legisla-
tion.gov.uk/uksi/2001/1217/pdfs/uksi_20011217_en.pdf.
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a closed number of participants, which allows authori-
ties to more efficiently plan and manage the resources
needed for implementation and adjust the number of
participants according to resource availability. The
“Regulatory Sandbox Lessons Learned Report” pub-
lished by the FCA (FCA, 2017) contains a summary
of the results achieved after one year of operating the
sandbox. Fifty companies, selected from 146 applica-
tions received in the first two phases of the program,
participated. The conclusions show that, in general,
the sandbox met its objectives by reducing the time
and costs associated with the launch of new products
and services, access to financing for companies, as
well as verification of the technical and commercial
viability of the solutions put forward. This has con-
tributed to 90 percent of companies in the first phase
and 77 percent in the second phase moving toward
placing their products on the world market. It has
also made it possible for the supervisory authority to
establish, alongside participating institutions, appro-
priate consumer protection mechanisms.

3.2 Singapore

In emerging economies, the Asia-Pacific region has
seen the largest increase in investment in fintech
companies. Some countries, such as Singapore, are
pushing forward initiatives to increase their market
efficiency and competitiveness, improve risk man-
agement, and increase the supply of products and
services under more favorable consumer conditions.
In 2015, the Financial Technology and Innovation
Group was formed' within the Monetary Authority
of Singapore'® to develop policies and strategies for
promoting activity around innovation in the country.

The agency considers fostering an environment that
promotes the use of innovative technologies to be
the key factor for positioning itself as an international
financial center. To this end, companies are offered
the possibility of using a regulatory sandbox under
their supervision where they can experiment with
innovative products and services in a given space and

for a specific period. Its approach is flexible in that it
permits, exclusively over the duration of the sandbox,
relaxation of compliance with certain legal require-
ments, such as asset custody, administrative body
composition, solvency funds, and capital require-
ments, among others. However, the rules that apply
are those that have a direct bearing on consumer risk,
such as those relating to an entity’s diligence, hon-
esty, and integrity, confidentiality and customer infor-
mation, funds management, as well as prevention of
money laundering and terrorist financing activities.

Participation in the sandbox is not exclusive to finan-
cial institutions; it is also open to technology and sup-
port companies. To do so, they must certify that they
have already performed tests on the services or prod-
ucts they intend to offer and that they have examined
the legal and regulatory framework. Those providing
financial services similar to those that already exist
in Singapore are excluded, unless they are based on
the use of a new technology or a new application of
existing technologies.

To be able to join the sandbox, companies must
prove that (i) the products or services offered, or the
technology used, are original and solve a problem or
are beneficial to consumers; (ii) have the intention
and means to market them in the Singaporean mar-
ket; (iii) have defined different scenarios and possible
outcomes, along with the information to be reported
to the supervisor in each case; (iv) have clearly and
precisely established sandbox conditions and limita-
tions; (v) have risk mitigation procedures in place; and
(vi) have designed transition and exit mechanisms.

At the end of the set period, if results are satisfactory
and companies believe they have a viable business
model, they would be allowed to market their prod-
ucts or services on a large scale. In such case, they

2Financial Technology Innovation Group (FITG). http://www.
mas.gov.sg/news-and-publications/media-releases/2015/mas-
sets-up-new-FinTech-and-innovation-group.aspx.

8 Monetary Authority of Singapur (MAS). http://www.mas.gov.
sg/About-MAS.aspx.
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would no longer enjoy the flexibility of the sandbox,
but would be subject to all legal requirements appli-
cable to their activities.

3.3 International Initiatives

3.3.1 European Commission

In February 2017, the European Commission
announced the establishment of a FinTech work-
ing group to formulate policy recommendations and
propose alternative measures.™ The Commission
acknowledges the potential of new technologies to
enable disintermediation in financial services and
efficiencies that benefit consumers and businesses.
Nevertheless, it also raises questions about regula-
tion, the way in which transactions are executed, and
transaction security. Comprising experts in various
areas such as financial legislation or data process-
ing, the working group aims to analyze how tech-
nology is transforming financial services and assess
their long-term implications.

In the area of regulation, they propose looking at the
approaches adopted in different European countries
and considering the extent to which they can cre-
ate barriers to competition as well as efficiency in
financial markets. Likewise, they also aim to assess
whether the current rules and policies are adequate
or whether other measures to promote innovation
and help manage risks need to be implemented.

In addition, the European Commission conducted
a public consultation, which ended in June 2017,"
aimed at financial services providers and consum-
ers."® The goal was to assess whether the regulatory
and supervisory framework favors innovative activity
in line with the principles of technological neutrality,
proportionality, and market integrity. The responses
received indicate that entrepreneurs may be subject
to disproportionate or inconsistent legal requirements
because supervisors may not have the experience,
knowledge, and skills needed to respond to tech-
nological change. The sandbox proposal is well

regarded and the possibility of developing a Europe-
wide sandbox for fintech companies that want to
operate in several European Union markets has
been suggested."”

3.3.2 European Parliament

The European Parliament, in its report “FinTech: the
influence of technology on the future of the finan-
cial sector,””® makes reference to sandboxes and
believes they can provide a learning space for new
technologies, which can be used for future policy-
making. They bring together a wide range of market
participants such as startups, large financial groups,
technology companies, and regulators, which sug-
gests that States value the possibility of putting them
into practice as a means of making progress in the
FinTech domain.

Within the FinTech and Distributed Technologies
Working Group framework, the Parliament has
instructed the European Commission to launch a pilot
projectfortechnical and regulatory expertise acquisition
in these areas. The European Blockchain Observatory
aims to gather opinions and ideas on the opportunities
and threats associated with this technology,' to issue,

4 https://ec.europa.eu/commission/commissioners/2014-2019/
dombrovskis/announcements/vice-president-key-
note-speech-FinTech-digital-innovation-conference_en.

5 https://ec.europa.eu/commission/commissioners/2014-2019/
dombrovskis/announcements/vice-president-key-
note-speech-fintech-digital-innovation-conference_en.
8https://ec.europa.eu/info/finance-consultations-2017-
FinTech_en.

'"For example, the Commission or European authorities, as is
suggested, could work together with national authorities to test
new FinTech solutions, such as blockchain technology for infor-
mation reporting, which may be used at a transnational level.

'8 http://www.europarl.europa.eu/sides/getDoc.do?type=COM-
PARL & reference = PE-597.523 & format = PDF & language =
on & secondRef = 01.

9Blockchain or Distributed Ledger Technology (DLT) is a set
of electronic transaction records that constitute a shared data-
base. Its uniqueness lies in the fact that the records are held by
a network of participants and not by a central authority as is the
case in traditional markets.
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together with the European Commission, recommen-
dations to European authorities.

3.3.3 I0SCO

In February 2017, the International Organization of
Securities Commissions?® published the “Report on
New Financial Technologies (FinTech).”?' The report
notes that some regulators?? believe that sandboxes
could enable FinTech companies to offer finan-
cial services, under a flexible regulatory framework,
where they can experiment with innovative technol-
ogies and solutions in a controlled environment and
within specific parameters. In contrast, others, such
as France’s Financial Markets Regulator,?® under-
stand that they may lead to an “unlevel playing field”
between sandbox members and other innovators or
incumbents. Therefore, they propose a rules-based
approach adapted to the scale and complexity of the
activities carried out. They believe that sound regula-
tion could help institutions gain investor confidence,
thereby enhancing the credibility of the entire finan-
cial system.

3.3.4 Other Organizations

FinTech is also on the agenda of other institu-
tions such as the European Economic and Social
Committee, the European Supervisory Authorities,?*
the European Central Bank, and the European
System of Central Banks. It is a priority area for the
G20, and the Commission is encouraging discus-
sions in the Financial Stability Board and other inter-
national fora.

Speaking to the European Parliament in May 2017,
Mario Draghi®** addressed the potential of new tech-
nologies and their ability to increase the efficiency in
the eurozone’s financial sector by offering a wider
range of products and services at lower cost. The
president of the European Central Bank, however,
stressed the need to adapt the regulatory framework
to the FinTech boom by giving supervisors tools to
deal with new risks. Among these, he noted the con-
sequences of cyber attacks, which have become a

priority for national and European authorities, and
market fragmentation, or the loss of monetary pol-
icy effectiveness, prompted by the emergence of new
players. He also indicated that distributed technolo-
gies, also known as blockchain, are among the most
dynamic segments and could have a huge impact on
payment processing systems and securities transac-
tions, and therefore continuous monitoring is neces-
sary to anticipate potential risks.

In June 2017, the Financial Stability Board?® published
an interesting document? that examined FinTech’s
effects on the financial sector. The Board feels that,
although FinTech’s limited size does not currently
pose any problems with regard to the system’s sta-
bility, its evolution needs to be followed to identify all
relevant implications. The report identifies three pri-
ority areas requiring close international collabora-
tion: (i) management of operational risks associated
with the provision of services by third parties, (ii) pro-
tection against cyber-attacks, and (iii) monitoring

2The International Organization of Securities Commissions
(I0SCO) is the international body that brings together the
world’s securities regulators. It develops, implements, and pro-
motes adherence to internationally recognized standards and
works closely with the G20 and the Financial Stability Board
on the global regulatory reform agenda. https://www.iosco.org/
about/?subsection=about_iosco.

21 https://www.iosco.org/library/pubdocs/pdf/IOSCOPD554.pdf.
2 From countries such as Australia, Canada, Malaysia, Singapore,
and United Kingdom.

2 Autorité des Marchés Financiers, regulatory body for finan-
cial market participants and products in France. http://www.
amf-france.org/en_US/L-AMF/Missions-et-competences/
Presentation.html?langSwitch=true.

2 European Banking Authority (EBA), the European Securities
and Markets Authority (ESMA), and the European Insurance
and Occupational Pensions Authority (EIOPA).

S https://www.ecb.europa.eu/press/key/date/2017/html/ecb.
sp170529.en.html.

%The Financial Stability Board (FSB) was set up in April 2009 to
coordinate, at the international level, the work of national financial
authorities and international organizations in order to develop
and promote the implementation of effective regulatory and su-
pervisory policies in the financial field. http://www.fsb.org/about/.
27 http://www.fsb.org/wp-content/uploads/R270617.pdf.
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of macro-financial risks that could arise from an
increase in the volume of FinTech activities.

The International Monetary Fund?® has also recently
released a discussion paper, “FinTech and Financial
Services: Initial Considerations” (IMF, 2017), which
provides a context for reflection on how new tech-
nological solutions are affecting competition in the
financial sector and posing challenges to regula-
tors. It contains a wide-ranging discussion on trends
in different segments, with particular attention to
cross-border payments and the impact of block-
chain technology. One key finding is that boundar-
ies between different service providers are becoming
increasingly blurred and market entry barriers are
changing. Thus, fostering international cooperation
is essential. It also points to balance between effi-
ciency and stability as a top priority to maintain
confidence in a constantly evolving financial sys-
tem, especially against risks such as cyber attacks
or money laundering and terrorist financing opera-
tions. The IMF believes that regulators should adopt

a business-oriented approach and develop rules and
standards to ensure data integrity as well as that
of algorithms and platforms. It stresses the need to
assess policies that promote open infrastructures and
to adapt legal principles to the observed new models.

Outside the financial sphere, worth noting is the
UN initiative, which has brought together a group
to analyze the application of blockchain technol-
ogy in improving humanitarian services (UN, 2017).
To reduce transaction costs and prevent fraudulent
transactions, systems are being putin place to accept
contributions in multiple cryptocurrencies using dis-
tributed ledger technology.

#The International Monetary Fund (IMF) promotes financial
stability and international monetary cooperation. It seeks to fa-
cilitate international trade, employment promotion, sustainable
economic growth, and poverty reduction across the globe. It is
administered and held accountable by its 189 member coun-
tries. http://www.imf.org/es/About/Factsheets/IMF-at-a-Glance.
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TOWARD A REGULATORY SANDBOX FOR
LATIN AMERICA AND THE CARIBBEAN

s previously noted, the use of new technolo-
Agies and the application of more streamlined

solutions in Latin American countries has
resulted in the offering of previously unaffordable
or difficult-to-access financial services to individuals
and companies. Policies to develop an ecosystem
that encourages and promotes innovation could lead
to the provision of products and services at more
competitive prices.

Given that 49 percent of the region’s population can-
not take advantage of formal financial services,? it
is not surprising that financial inclusion has become
one of the significant challenges facing governments
in the 21st century. Progress in this direction requires
policies that simultaneously promote (i) investor pro-
tection; (ii) transparency, competition, and market
efficiency; and (iii) systemic risk prevention.

In civil law-based legislation, it would seem that regu-
latory sandboxes may pose potential conflicts of inter-
est for regulators or supervisors. In practice, however,
this is not the case, as they are not a tool for pro-
motion, but for regulation and supervision. Regulatory
sandboxes are a regulatory tool because they allow,
through first-hand knowledge of business models, for
the creation of specific applicable regulations. At the
same time, they are a supervisory—or even a preven-
tive—tool in the sense that they make it possible to
determine whether an activity represents a risk to the
public and to enforce the requirements considered
necessary to mitigate it. Therefore, the most complex
aspect of sandboxes lies precisely in striking a bal-
ance between promoting innovation and protecting

the interests of all players within a stable financial
system. The other major challenge is regulating new
activities in proportion to the risks they pose.

The IDB has consistently supported the FinTech
ecosystem’s advancement in the region, from pub-
lic policy and regulation to a balanced and commen-
surate approach to the industry. Specifically, through
a Regional Technical Cooperation,* assistance has
been provided to the governments of Argentina, Chile,
Mexico, Paraguay, and Peru in developing policy
frameworks for alternative finance.®® Similarly, work
has been ongoing with Pacific Alliance countries and
Brazil along the same lines. In all instances, in addi-
tion to providing regulatory recommendations, govern-
ments have been advised to create sandboxes with a
dual purpose: (i) to establish a more direct dialogue
between the FinTech industry and supervisors and reg-
ulators toward understanding the nature of the busi-
ness, and (ii) to allow for a smooth transition of FinTech
platforms and ventures into activity-based supervision.

Proposed below are a series of recommendations to
precede the establishment of a regulatory sandbox in
each jurisdiction. Then, the essential guidelines are
set forth for the region’s regulators to put in place.
This ultimately leaves open the possibility of setting
up a regional sandbox.

2 Global Findex 2014, World Bank.

3% Available at: http://www.iadb.org/en/projects/project-descrip-
tion-title,1303.html?id=RG-T2631.

31 Ms. Sonia Vadillo Cortazar, co-author of this document, has par-
ticipated as a consultant in these technical assistance projects.
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4.1 Legal Framework

The platforms that participate in the sandbox bene-
fit from a particular status that allows them to operate
temporarily within established parameters. However,
they are not considered to be under supervision, and
therefore their customers do not enjoy the same level
of protection as those under surveillance, and both
parties should be aware of this.

As this is a test space, the results are likely to be differ-
ent than expected. Accordingly, platforms should be
required to assess the contingencies associated with
their activity and establish mechanisms to prevent
any negative impact on their customers. Likewise,
consumers must understand that sandboxes are test-
ing grounds and accept the risks involved in acquir-
ing new products or services, which have not been
sufficiently proven in a real market.

Regardless of which authority will oversee opera-
tions, it is crucial to be very clear that restrictions
are in place to ensure the necessary conditions,
in a controlled environment, under which the plat-
forms operate. Under no circumstances is the viabil-
ity of the tests guaranteed, nor are positive results
assured.

411 Legal Requirements: Create the
Sandbox

As a starting point, a preliminary analysis should be

conducted to identify:

i. Which regulatory barriers do companies seeking
to test new ideas encounter and how can they be
lowered?

i. Which is the legal framework for new activities
and which powers do regulators or supervisors
have to adjust it to meet the needs of innovative
entities?

iii. What protective measures should be implemented?

iv. What are the objectives of the sandbox?

Once these questions have been answered and
since this is a new practice in LAC countries, all nec-
essary precautions need to be taken to operate with
maximum legal certainty. For this reason, it is essen-
tial that there be a prior mandate or administrative
act (law, decree, circular, or otherwise, depending on
each country’s legal system) authorizing the creation
of a regulatory sandbox and granting powers to an
authority that will be responsible for overseeing its
operation.

As in the regulation of the various segments of the
FinTech sector (see in particular Herrera, 2016), a
legal framework based on general principles is con-
sidered more appropriate than a specific rule. Mexico
recently approved a “Law to Regulate Financial
Technology Institutions,”? which includes a tempo-
rary authorization for “novel models,” which for all
intents and purposes constitute a regulatory sand-
box. It is possible that new FinTech companies and
regulated and supervised entities alike can use it to
test their novel models.

Although it is not a complex and costly procedure,
there should be a pre-selection process carried
out by the supervisor to ensure that the platforms
included in the sandbox meet minimum standards.
Below are three basic recommendations on sandbox
requirements.

4111 Recommendations on entry criteria
a. Innovation: The business model or project put
forward should be novel. Depending on the set
purpose each authority assigns to the sandbox,
this may mean that:
i. The product or service offered does not pre-
viously exist or is not licensed.
ii. The platform creates a new channel for offer-
ing financial services.

%2 Available at: http://www.senado.gob.mx/sgsp/gaceta/63/3/
2017-10-12-1/assets/documentos/Iniciativa_Ejecitvo_Federal.
pdf.
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iii. It relies on the use of a financial technology
or innovation not previously tested in the
jurisdiction.

iv. Anything else that the regulator considers to
be innovation.

b. Entry into production: The product or service
should be ready to operate in trial mode and the
candidate platform should have adequate capac-
ity to offer it.

c. Benefit: The platform should be able to demon-
strate that the product or service can favor the
production, shipment, capture, or generation of
value for the financial consumer.

41.1.2 Recommendations on platform
requirements

Candidate platforms should certify that they have suf-

ficient technical and financial capacity and a struc-

tured business plan. Before starting to operate in the

sandbox, an application for admission should be sub-

mitted with the following information:

a. Legal documentation

i. Certification of the platform’s existence and
its representatives. Depending on the legal
system of each jurisdiction, the company
type may vary.

ii. Description of the company’s corporate pur-
pose, with details of the activities it will carry
out.

iii. Company address identified.

b. Business plan

i. An explanation of the problem solved by the
service or product offered.

ii. Target market: geographic location, number
of clients, and maximum amounts per trans-
action, among others. Depending on the
regulation in each country, a distinction could
be made between qualified and unqualified
investors.

iii. Business model breakdown.

iv. Risk analysis and management policies, par-
ticularly those related to cybersecurity.

v. Process for entry into production for the gen-
eral public.

Damage protection: The platform should set out
the anticipated remedies for possible damage to
customers during the trial period. To this effect, a
relatively efficient solution could be to obtain civil
and administrative liability insurance.

Close out and exit procedure: The platform
should be able to bring its activities to an end if
prompted by the supervisor, ensuring that cus-
tomers are unaffected. However, they shall not
be entitled to compensation for damages other
than those for which the platform is responsible.

411.3 Recommendations on standard

procedures
Duration: Given the region’s characteristics, an
initial duration of six months is recommended
which may be extended, if appropriate, by the
supervisor. This is due to the monitoring costs
involved and the fact that it is a trial period.

Number of clients: This will depend on the
size of the country’s economy, but the sample
should be statistically significant and verifiable.
A sufficiently diverse group should be selected,
with no potential conflicts of interest or links to the
platform’s shareholders or legal representatives.

Information disclosure: The platform should
inform its clients beforehand of the risks that
could arise and the envisioned mechanisms for
hedging or indemnification. They, in turn, should
indicate (e.g., through an electronically signed
document) their consent and acceptance of the
sandbox’s conditions.

Transmission of data to the supervisor: It is
important to define the content of the information
to be reported by the platform and the frequency
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of transmission in advance. It should not be lim-
ited to transactional data but should also include
key compliance milestones, number and type
of customers, identified risks, and mitigation
measures, among other data. In the event of an
extraordinary risk, the platform should immedi-
ately communicate this and corrective measures
should be taken.

4.2 Supervisor’s Powers and
Safeguards
The introduction to this section of the paper illus-
trated the relevance of legal provisions to allow
supervisors to implement the regulatory sand-
box. Due to the diversity of existing systems in
the region, there is no single formula that can be
applied; therefore, a number of general criteria
have been identified:

a. Responsibilities: Although it may seem obvi-
ous, it is essential to grant sufficient authority to
the corresponding supervisor to implement the
regulatory sandbox with assurances. Different
authorities with financial supervisory powers may
exist in each market. For example, in Mexico, the
National Banking and Securities Commission is
responsible for surveillance of both the securities
markets and the banking sector, while in other
countries, such as Argentina, Chile, and Peru,
responsibilities are distributed among several
institutions.3®* Therefore, the sandbox should
include the participation of all financial supervi-
sors (banks, insurance, pensions, securities), as
well as central banks, financial consumer protec-
tion agencies, and any other entity competent in
financial matters or activities. This would make it
easier for the abovementioned agencies to build
the necessary institutional capacities (topic to be
discussed below).

b. Supervisor protection: In the rule regulating
the sandbox, it should be made explicit that
the participating platforms are not monitored or
inspected by the supervisor and therefore, there
is no administrative responsibility of the authority

or its officers, derived from the risks that materi-
alize in the sandbox.

c. Temporary authorization: Temporary authoriza-
tion to operate the platform could use the same
legal basis as transitional articles (or their equiv-
alents) in civil law. This would be a concession to
operate over a limited period, during which the
supervisor has no formal powers of inspection
or oversight. This is not to say that the platforms
can operate unchecked, since they are obliged
to respond to requests for on-site and off-site
information from the supervisor. One mechanism
to ensure that the experiment runs smoothly is
Penetration Tests, which are traditional proce-
dures for systems testing. The procedure allows
the supervisor to determine if the platform is vul-
nerable to any kind of attack or if there are design
and management flaws in it. It is recommended,
from the outset, to clearly establish with the plat-
forms that this type of testing is to be carried out.

d. Final authorization, registration, or licensing:
At the end of the testing period, if the platform’s
activities are deemed to be subject to control,
inspection, or oversight, such authority should
be granted. This means that the regulator (often
different from the supervisor) will have to issue a
specific rule, in which it enables the supervisor to
authorize, register, or license companies that in
the future want to implement the activities tested
in the sandbox. It is important to note that the
ultimate aim of the sandbox is to encourage the
regulation of innovative activities and, to do so,
the powers of regulators must be determined
beforehand.

3In Argentina: the Comision Nacional de Valores, Superinten-
dencia de Seguros, and Banco Central de la Republica Argentina;
in Chile: Superintendencia de Valores y Seguros, Superintendencia
de Bancos e Instituciones Financieras, and Banco Central; in Peru:
Superintendencia del Mercado de Valores, Superintendencia
de Banca, Seguros y Administradoras Privadas de Fondos de
Pensiones, and Banco Central de Reserva del Peru.
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4.2 Institutional Capacity

To put sandboxes into practice, adequate institutional
support is necessary. Oversight and supervision of its
operation require specific organizational, technical,
human, and technological capacities, which should
be assessed in advance.

4.21 Organizational Structure

In most legal systems in LAC, supervisors’ powers
are strictly defined. This makes it difficult in practice
to take on new responsibilities and to assign the nec-
essary organizational resources if there is no prior
administrative act authorizing such action.

Lessons learned can be drawn from international
experiences, although institutional sandbox models
in other countries may not necessarily be applicable
in most parts of the region. For example, in the United
Kingdom, the legal system is based on common law
principles, which allows more space for interpretive
work, unlike in Spanish-speaking Latin American
countries with a legal tradition overwhelmingly based
on civil law. Furthermore, the FCA is an independent
public institution with broad powers over prudential
regulation and the conduct of financial institutions,
which allows flexibility in certain requirements of the
firms that are part of the sandbox. However, their
counterparts in the region may not have equivalent
powers, or there may be several competent author-
ities involved. A viable alternative for LAC countries
would be, within the supervisory bodies and separate
from the traditional units, the creation of specialized
FinTech-focused entities that carry out the regulatory
sandbox functions.®*

4.2.2 Technical and Human Resources

FinTech companies have operational particularities
that make conventional monitoring models unsuit-
able for businesses operating in a decentralized
manner on a technology platform. The auditing of the
FinTech sector requires specific skills and technical

and human resources integrated into multidisciplinary
teams, with specialists in areas such as cybersecu-
rity, big data, or artificial intelligence, capable of deal-
ing with emerging risks.

In LAC, regulators and supervisors may not have
all the necessary resources to implement sand-
boxes with assurances. Governments could encour-
age the provision of required technical and personnel
resources through: (i) international assistance and
dialogue, and (ii) training policies.

i. International assistance and dialogue
Institutions such as the IDB have become specialized
and collaborated with countries in ecosystem iden-
tification and formation, as well as development of
FinTech regulation. This document is proof of this, as
are the Regional Policy Dialogues of the last three
years organized by the IDB, which included FinTech
on its agenda,* and the work published so far (see
Box 1). Itis for these reasons that international assis-
tance, from agencies with a continental or global per-
spective, is considered to have the potential to ease
the work of governments.

The way the public and private sectors are creat-
ing spaces for public policy-promoting dialogue,
which fosters and incentivizes innovation and pushes
toward an appropriate regulatory framework for novel
products and services, has been observed in Latin
American countries with more developed FinTech
ecosystems, such as Brazil, Chile, Colombia, and
Mexico. As noted in the IDB and Finnovista report
(2017: 87):

“As a result of the dialogue between entre-
preneurs and the sector’s enterprises,
the creation of associations meant to rep-
resent the views of this new financial

% The creation of specialized units outside the regulator or
supervisor is an alternative that may prove more difficult and
expensive and is therefore not contemplated as a recommen-
dation in this document.

3 For more information, see: https://www.iadb.org/es/esgdrp.
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services industry before the regulators,
boost FinTech knowledge among the gen-
eral public, and coordinate tasks to bol-
ster better practices in the industry has
been promoted. Thus, for example, the
Asociacion de Fondeo Colectivo (AFICO)
in Mexico was established in 2014 (with the
support of the Multilateral Investment Fund
of the IDB Group), the Brazilian Associagao
Brasileira de Equity Crowdfunding in 2014,
the Asociacion Fintech México in 2015,
and the Associacao Brasileira de Fintechs
(ABFintechs) and Asociacién Colombia
Fintech, both toward the end of 2016.”

It would be best if such initiatives could rely on gov-
ernment support, as they would be able to chan-
nel the sector’s demands. The creation of working
groups, made up of diverse teams with representation
of all stakeholders involved, would make it possible
to quickly pinpoint the opportunities and challenges
posed by new activities and assess the need to adapt
the regulatory framework. Cooperation from industry
can make it easier for regulators/supervisors to adopt
measures, such as regulatory sandboxes, that pro-
mote competition in a secure environment that bene-
fits both business and consumers.

Finally, dialogue can assist in advancing the indus-
try while building capacity among supervisors. There
are already many examples of cooperation within the
region, such as in Brazil, Colombia, and Mexico.

ii. Training policies

A robust FinTech ecosystem is based on four basic
features: talent, capital, government policy, and
demand (Ernst & Young, 2016). In more developed
markets, such as Singapore, the United Kingdom,
and the United States, schools and universities are
promoting educational programs aimed at engineers,
developers, and technicians, with the goal of training
qualified personnel and attracting professional talent.

Governments can play a key role in training staff
through policies that integrate FinTech’s specialized

Box 1: IDB Publications on FinTech

Publications: The specialized literature produced or
sponsored by the IDB includes the general aspects of
how the regional ecosystem works (publications i. and
ii.), including recommendations on crowdfunding reg-
ulation (publication iii.), an overview of the challenges
posed by FinTech (publication iv.), and how to get central
banks to issue their own digital money (publication v.).

i. FINTECH: Innovations You May Not Know were
from Latin America and the Caribbean: https://
publications.iadb.org/handle/11319/8265.

ii. Hitting Stride: The 2nd Americas Alternative
Finance Industry Report (in collaboration with the
Universities of Cambridge and Chicago): https:/
www.jbs.cam.ac.uk/faculty-research/centres/
alternative-finance/publications/hitting-stride/#.
Wr_4i5PwZz61.

iii. Alternative Finance (Crowdfunding) Regulation in
Latin America and the Caribbean: A Balancing Act:
https://publications.iadb.org/handle/11319/7837.

iv. Digital Finance: New Times, New Challenges,
New Opportunities: https://publications.iadb.org/
handle/11319/8199.

v. Digital Central Bank Money and the Unbundling of
the Banking Function: https://publications.iadb.org/
handle/11319/7587.

programs, collaborative agreements with academic
and research sectors, and the creation of centers
of excellence.?® An example of such an initiative in
the region is the FinTech working group recently
launched by the IDB in collaboration with the Brazilian
Association of Development Banks (ABDE) and the
Brazilian Securities and Exchange Commission
(CVM) within the Financial Innovation Laboratory
framework.*

% For example, the Monterrey Institute of Technology, in partner-
ship with IBM and the Banorte group, recently unveiled a project
to help accelerate digital transformation with the help of the
blockchain. http://eleconomista.com.mx/tecnociencia/2017/06/22/
blockchain-une-esfuerzos-banorte-ibm-tec-monterrey.

% The Laboratory will focus mainly on: (i) studies and assess-
ments of new financial technologies, the economy, and digital
trends, and alternative finance mechanisms (impacts, oppor-
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It is worth mentioning that some universities and
international study centers are offering specialized
online courses in FinTech subjects, which could
be considered as an additional potential option.
Holding seminars, talks, and dialogues can also
be an excellent complement to training special-
ized personnel. Finally, combining the experience
of traditional supervisors and professionals who
have been in the business sector can prove to be
an additional wager that combines the best of both
worlds.

4.2.3 Technological Resources

A segment that is increasingly gaining prominence is
the so-called “RegTech,”® which is based on the use
of digital solutions such as cloud technology, big data,
or artificial intelligence tools to assist in compliance
with regulatory requirements. This has the potential
to significantly reduce the time and resources spent
on regulatory compliance, risk management (liquid-
ity, market, credit), customer identification processes
(“know-your-customer”), and asset laundering pre-
vention controls, among others.

Regulators can also benefit from RegTech solutions
to get more accurate, detailed, manageable, and
practically real-time data. New technologies make it
possible to automate tasks that were previously per-
formed manually, and provide an integrated informa-
tion overview and automated operations analysis,
thus speeding up decision-making and risk con-
trol. Therefore, it is very likely that, in the future, we
will see widespread use of these tools in the area
of monitoring, which will make it possible to simplify
and optimize information collection and management
processes.

The creation of centers of excellence, together with
focused training programs in RegTech, would take
advantage of the enormous opportunity offered by
technology as a tool to facilitate the work of regula-
tors and supervisors. Finally, cloud computing regula-
tion for the financial sector is a priority, which makes
it a FinTech enabler.

4.3 Inter-Agency Coordination

The FinTech sector encompasses various entities,
such as banks, financial institutions, technology pro-
viders, telecommunications operators, or new com-
panies that carry out activities in different fields such
as banking, insurance, and securities.

In countries where there is no comprehensive finan-
cial supervisor, itis recommended to set up a commit-
tee, with representatives from the different sectors,
with authority to admit platforms to the sandbox. For
example, a collegiate institution could be set up, in
which the presidency alternates annually among
authorities.

Since a single activity may fall within the purview of
several laws or regulations, inconsistencies or over-
lapping may occur if proper coordination procedures
are not established. Therefore, design communication
and information exchange protocols among poten-
tially relevant supervisory bodies are proposed.

4.4 In the Sandbox: Oversee but
Don’t Overwhelm

The success of the sandboxes depends, to a large
extent, on adequate supervisory mechanisms being

tunities, and challenges); and (ii) design of the proposed joint
action on financial technologies, digital economy, and alterna-
tive finance mechanisms (governance rules, members, services
offered, etc.), including a feasibility study on the implementation
of a regulatory sandbox project, which would be the first in Latin
America. For more information, see: http://www.labinovacaofi-
nanceira.com/.

%In some studies, the term “SupTech” has been adopted to
refer to technological tools used by supervisors. “RegTech” will
be used in this text as a broad term covering both meanings.

% In Singapore, for example, MAS has set up a FinTech Office to
foster and promote cooperation arrangements between govern-
ment agencies and propose common strategies and policies.
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in place and the authority responsible for tracking
them being able to take corrective action in case of
deficiencies that put them at risk. The general guide-
lines proposed above on entry conditions, platform
requirements, and standard procedures, as well as
others that may be considered by individual coun-
tries, should be objective, transparent, and public.

In order for the experience to be beneficial for all, it
is essential that the platforms operate with maximum
transparency, interacting directly with the supervisor
and trying to reproduce, as much as possible, large-
scale market conditions. This requires fluid commu-
nication channels that allow information to be sent
practically in real time so that the supervisor can eval-
uate the operation of the sandbox and rapidly make
the pertinent modifications.

4.5 Once the Sandbox Is Closed,
Sort Out the Market

Once the sandbox has concluded, and in light of the
results achieved, it will be possible to assess whether
the sector needs to be regulated and, where appro-
priate, to analyze which regulation model is best
suited to the FinTech platforms’ particularities.

In some international markets, existing companies
have been experiencing difficulties in innovation
due to the limitations imposed by the rules to which
they are subject. For this reason, banks and other
supervised financial institutions have called for “level
playing field” rules to be put in place to promote com-
petition and ensure that markets operate efficiently.
To this end, regulators should make it easier for any
entity seeking to innovate, whether a new entrant or
a conventional operator, to find space to explore and
test their ideas, with requirements commensurate
with the types of products or services they offer.

Excessively rigid regulation, based on entity typol-
ogy, seemingly is not the most suitable environment
for companies engaged in very dynamic business.

Therefore, it would be preferable to adopt a flexi-
ble, risk-based approach that considers the size and
complexity of activities and enables ongoing adjust-
ment to developments in the sector.

Based on the European Commission’s recommen-
dations, three basic principles should underpin the
regulatory framework: technological neutrality, pro-
portionality, and market integrity.* Technological
neutrality ensures that the same activity is subject to
the same regulation, regardless of how the service
is provided (“same activity, same risks, same rules”);
proportionality considers the business type, volume,
and complexity of operations; and integrity prevents
new technologies’ introduction from disrupting mar-
ket operation and creating additional risks. Lastly, as
the European Banking Authority*! points out, con-
sumer protection should be added to the three afore-
mentioned principles.*?

4.6 Toward a Regional Sandbox:
Regulatory Convergence

The FinTech phenomenon transcends national
boundaries: according to the same study about the
LAC ecosystem (IDB and Finnovista, 2017), of the
393 entities that responded to a survey included in
the study, 19.6 percent indicated that they operate in
more than one country. Of this subtotal, 35.1 percent
are present in two countries, 26 percent in three, 11.7
percent in four, and the remaining 27.2 percent are
active in five or more countries.

4 https://ec.europa.eu/info/finance-consultations-2017-
FinTech_en.

4“1 The European Banking Authority (EBA) is an independent
European body that works to ensure effective prudential super-
vision and regulation in the European banking sector. Its objec-
tives are to maintain financial stability in the European Union
and safeguard the integrity, efficiency, and orderly operation of
the banking sector. http://www.eba.europa.eu/about-us.
42Response to the European Commission’s Public Consultation
on FinTech http://www.eba.europa.eu/-/eba-responds-to-the-eu-
ropean-commission-public-consultation-on-FinTech.
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International cooperation is essential for sharing
expertise and best practices and avoiding situations
of regulatory arbitrage. For this reason, this docu-
ment recommends promoting memoranda or cooper-
ation agreements between authorities in the region.
Alternatively, drafting regional or subregional reg-
ulatory guidelines for FinTech segments is recom-
mended. This would allow a common framework
to be agreed upon jointly, based on general princi-
ples, which could then be adapted to each market
and legal system of each country and make it easier
to set up regional or subregional sandboxes. These
would open up markets to FinTech platforms beyond
their national borders and allow the sector to advance
at the regional level.*3

The end goal is to pave the way for regional regu-
latory convergence. The same applies to the imple-
mentation of FinTech regulation in general. Ideally,
in the future, such agreements would recognize the
validity of authorizations or licenses granted in other
markets, making it possible for the platforms to oper-
ate in several countries.

This type of cooperation could be extended to
other markets beyond the region. Doing so would
allow for attracting talent and companies and lever-
aging the experience of more advanced ecosys-
tems. Cooperation agreements between the United
Kingdom and other countries such as Australia,
Canada, Hong Kong, Japan, Korea, and Singapore
could serve as examples in this regard.

4.7 Additional Recommendations

4.7.1 Innovation Policies

Although it is beyond the scope of this document,
government support has been an essential element
in bring about progress in innovative sectors. Support
from public institutions can help build the confidence
necessary for consumers to appreciate and fully
embrace the benefits of using new products, applica-
tions, and technology platforms. It would, therefore,

be recommended to promote the FinTech sector as
part of government innovation policies and to make
adequate resources available for its implementation
through measures such as:

1. Granting tax incentives to companies and
investors.

2. Assistance for financing and investment in entre-

preneurs’ capital.

Technical and legal advice.

Creation of innovation spaces or laboratories.

Entrepreneurship competitions.

Business incubation and acceleration programs.

Mentoring practices.

Promotion of partnerships and strategic agree-

ments with financial institutions.

9. Creation of FinTech venture capital funds.

© NGO A

4.7.2 Advisory Units

Legal frameworks can stimulate economic activity by
establishing unique ground rules that create a level
playing field. Regulators and supervisors can con-
tribute to this by providing all the information neces-
sary to understand the regulatory environment and
the requirements governing each activity. Initiatives
such as setting up advisory units that handle inquiries
from entities and help to process the relevant autho-
rizations, as well as publishing guidelines or recom-
mendations, could pave the way for entrepreneurs.
Some countries, such as France, the Netherlands,
Singapore, Spain, and the United Kingdom,* have
already set up specialized FinTech offices or depart-
ments within their supervisory authorities, which offer
both a venue to meet and assistance if needed. It
is recommended that LAC countries make progress
along these lines.

43 At the time of this publication, the FCA has even announced
the creation of a Global sandbox: https://www.fca.org.uk/firms/
regulatory-sandbox/global-sandbox.

44 http://goo.gl/oubeld.
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progress in financial inclusion by focusing busi-

ness models on segments typically overlooked
by the traditional banking sector. However, the emer-
gence of new entrants and hitherto unknown activi-
ties is posing enormous challenges to the institutions
responsible for market regulation and oversight,
which must safeguard the interests of all actors while
ensuring the stability and confidence of the system
as a whole. The pace and scale of change are such
that the traditional supervisory models fall short;
therefore, it is necessary to establish more flexible
formulas that facilitate and foster innovative business
activity in a controlled environment with minimal risks.

In Latin America, the FinTech sector is making

Regulation can boost creative activity, insofar as it
eliminates information asymmetries and establishes
clear ground rules that ensure fair conditions, gen-
erate confidence, and avoid market distortions.
Regulatory sandboxes offer a setting in which entities
can test innovative products or services, within a lim-
ited scope, before they are offered en masse in the
marketplace, while the supervisor monitors their oper-
ations. It comes down to having a flexible approach,
which allows for individual solutions to be offered and
modifications or adjustments to be made, making it
an ideal tool for understanding how disruptive and
immensely dynamic sectors work. For supervisors
and regulators, it is a valuable space for learning,
cooperation, and dialogue with firms, where they can
analyze how they operate and assess whether new
activities need to be regulated or if rules that may
hamper innovation need to be changed.

CONCLUSIONS

The expansion of FinTech companies is unstoppa-
ble across all segments. Governments cannot turn a
blind eye to a reality that can deliver tremendous con-
sumer benefits, contribute to economic progress, and
become a wealth generator. At the international level,
Singapore and the United Kingdom are taking the
lead through initiatives that seek to attract innovative
businesses, such as the ability to operate temporar-
ily, with minimum requirements, within the regulatory
sandbox framework. In Europe, the FinTech phe-
nomenon is a priority area for several entities, and
sandboxes are being scrutinized; that said, there has
been only modest progress, and European institu-
tions have yet to adopt concrete measures to enable
experimentation with new financial products or ser-
vices. Nonetheless, numerous working groups have
been set up in this area, and it is hoped that they
will soon produce proposals and recommendations
to institutions and governments.

The Singapore and the UK regulatory sandbox expe-
rience can serve as a starting point for similar pro-
posals in the LAC region. Implementation should
consider the particularities of each market and of the
entities offering financial services in them. Successful
results can only be achieved if the following elements
are clearly defined beforehand: (i) the intended
objectives, (ii) the admission criteria for companies
and customers, (iii) the limits and parameters of the
testing period, (iv) risk protection procedures, and
(v) the responsibilities of each party. Furthermore, it
is essential that they operate in a transparent fashion,
with periodic information reporting and mechanisms
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designed to monitor their development and promptly sandboxes can be an efficient and inexpensive way

take necessary corrective measures. to understand how the FinTech industry works and
for adopting the most appropriate regulatory mea-

LAC countries have a unique opportunity to capi- sures to unlock its full potential within a controlled

talize on the advantages of using new technologies environment, which in turn ensures the system’s sta-

to boost economic growth in the region. Regulatory bility and protects all stakeholders’ interests.
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