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Agenda

Recorded Lecture: Overview of Banks 
and US Federal and State Consumer 
Finance Law and Regulation
(mp4 Video and m4a Audio files 
available in Files in Courseworks)
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Background Work

• Learn Basic Business 
Model Analysis
• Review/Learn About 

Banks and Federal and 
State Consumer 
Financial Law & 
Regulation
• Customize Our Tools for 

FinTech Analysis:
• Business Model
• Economic & Social 

Impact
• Law/Regulation
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Introduction to Banks in 
the US
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Why Start with Banks?  Aren’t FinTechs 
Something Entirely Different?
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Ummm… No



The Premise of 
Fintech 
disintermediation 
strategies is 
“unbundling” 
traditional bank 
offerings



Banks are a Bundle of 
Financial Services

• What a Bank  Does
• Makes Loans
• Takes Deposits
• Initiate & Receives Payments

• Also…
• Facilitates Investments
• Advice and Ancillary Services  
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Most B2C FinTech Begins by Disintermediating 
Single Bank Functions Using Technology….

• Bank
• Makes Loans
• Takes Deposits
• Initiate & Receives Payments
• Facilitates Investments
• Advice and Ancillary Services  

• FinTech Unbundlers
• LendingClub
• Aspiration
• Square Cash
• Betterment
• Nerdwallet
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Banks Typically 
Provide 

Multiple 
Services to 

Customers in 
Discrete 

Customer 
Segments

• Consumers/Small Business
• Deposits
• Lending
• Consumer Payments
• Simple Investments & 

Advice
• ATMs
• Branch Access
• Mobile/Online

• Corporate Clients
• Deposits
• Lending
• Capital Markets/I-

Banking
• Asset Management
• Cash Management
• B2B Payments
• International/FX/LOC
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They Also Can Have Niche Businesses and Sometimes 
Operate Separate Deposit and Lending Segments

• Niche Customer Segments
• CRE Developers
• Agriculture/Energy/Entertainment/Trade Finance
• Securities Custody/Processing
• Tech Companies/Venture Capital
• Ultra Wealthy Individuals

• Separate Deposit and Lending Segments
• Little or No Customer Crossover Between Depositors and Borrowers
• E.g., CIT, Discover, Ally
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Banks are Creatures of Law

• Banks are What Legislation Makes Them
• Absent Special Legislative Status, Powers 

and a “Charter” they Would be 
Corporations Like any Other
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Banks Have Special Legal Advantages and 
Costs
• Legal Advantages

• Charter from US or State Creates Various 
preferences in Law
• Preemption of State laws/exportation
• Setoffs etc.

• Deposit Insurance from FDIC
• Cheap & Stable Funding
• Security for Customers

• Direct Access to Fed and Bank Payments 
System
• Initiate and Receive Fed/ACH Payments
• Prevent Non-Bank Competition
• Visa/MC/Debit Payments

• Interaction with Capital Markets, Broker-
Dealer and/or Asset Management 
subsidiaries

• Costs of the Bank Charter
• Capital & Liquidity Requirements
• Special Obligations:  e.g., CRA
• Failure Backstop Obligations
• Holding Company Activitie Restrictions
• Comprehensive Oversight & Regulation
• = Much Higher Cost Structure
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They Play a Crucial Role in Money Creation
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That Role is Under Discussion Today for the 
First Time in Decades..
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Banks Act as Intermediaries
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How a Simple 
Bank Makes 
Money
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How a Complex 
Bank Makes 
Money
• Many different and interconnected 

ways
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Economic 
Functions of 
Banks 1/3--
Liquidity

• A primary function of banks is to provide 
liquidity which allows its depositors to 
access money of known value for 
consumption purposes, i.e., a ‘sum certain’. 
• It does this in two ways: by providing access 

to notes and coins, and by allowing its 
liabilities, in the form of checks drawn on 
the bank, to be used as a means of payment.
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Economic 
Functions of 
Banks 2/3--
Maturity 
Transformation

• Not only are many of the assets of banks illiquid, 
but they are also medium-to-long term in 
nature. 

• On the liability side of the balance sheet, banks 
take deposits that can be withdrawn 
instantaneously, or after one, two, or three 
years. 

• Banks translate short-term deposits into longer-
term investments, an important economic 
function 

• (This only works if the bank is stable and 
depositors don’t “run”)
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Economic 
Functions of 
Banks 3/3—
Credit & Risk 
Transformation

• Banks invest in productive consumer and 
commercial  assets. In particular, banks are 
critical to the financing of individuals and 
small and medium-sized companies
• Bank deposits are essentially risk-free and 

are a store of “certain” value
• Banks transform these low-risk liabilities into 

riskier  and socially productive credit 
investments (loans) through risk 
management expertise
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Deposits are 
Essential for 
Banks
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Deposits and 
Payment 
Processing are 
What Make 
Banks Different 
from other 
Intermediaries

• There are many financial institutions that perform some 
form of liquidity, maturity, and credit transformation but 
are not banks. Nonbank lenders are one example.

• What distinguishes banks from these other institutions 
is that banks are deposit-takers. They take in deposits 
that provide a risk-free way to store value and form part 
of the national payment system.  
• Because the liabilities of banks are to a large extent 

insured and central to the payment system, the cost 
of deposit interest is lower than for institutions that 
raise non-deposit finance.

• Because deposits are part of the payments system, 
the failure of a formal bank is of particular social 
and political as well as economic significance.
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But…Banks are Inherently Fragile

• The fragility of banks derives from two features. 
The first is that the bank is performing maturity 
and liquidity transformation.  In the event of a 
large number of depositors withdrawing their 
investments, the bank is unable to meet their 
demands by liquidating assets and cashing in 
long-term investments. 

• A problem of liquidity— the inability to convert 
long-term assets into cash except at a discount to 
‘hold to maturity’ values—will rapidly morph into 
a problem of ‘solvency’—assets being worth less 
than debts—if left unchecked. 

• The second feature is the obligation of the bank to 
service its depositors so long as it is solvent, 
thereby creating an incentive on depositors who 
are concerned about the viability of the bank to 
withdraw their deposits ahead of other people—
i.e. make a ”run” on the bank.  Deposit insurance 
was created in part to deal with this problem.
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Bank Fragility Begets Regulation

• Banks’ fragility, combined with the important 
functions they perform, engenders a belief that 
they need to be regulated to protect against the 
risks of failures. Four types of regulatory tools are 
typical: 
• Capital requirements on banks to maintain 

balance sheet reserves, so as to meet any 
shortfall in the value of the bank assets in 
relation to their liabilities, the capacity for 
‘loss absorbency’. 

• Liquidity requirements cause banks to hold 
some of their assets in a liquid form, which 
are available to meet withdrawals by 
depositors. 

• A ‘lender of last resort’ that stands ready to 
make short-term loans to banks against 
illiquid assets, and 

• Insurance against risks of losses on 
deposits.
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Bank Regulation: a Costly Regime of Examinations, 
Ongoing Monitoring, Reporting & Compliance

• Regulators have complementary tools to achieve 
their supervisory goals. 

• Examinations, monitoring, and reporting 
requirements are all part of an ongoing, iterative 
process that allows regulators to evaluate banks, 
the industry, and market trends.

• This pervasive regulation is much more extensive 
than that applied to nonbanks doing similar things 
and subject to the same substantive laws.

• Banks incur compliance costs, such as employee 
time dedicated to recordkeeping and reporting, 
the purchase and maintenance computer systems 
and software used in compliance activities, and 
paying outside contractors such as accountants to 
ensure compliance. 
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Much Bank Regulation is Focused on Prevention 
of Failure

• Regulators have complementary tools to achieve 
their supervisory goals. 

• Examinations, monitoring, and reporting 
requirements are all part of an ongoing, iterative 
process that allows regulators to evaluate banks, 
the industry, and market trends.

• This pervasive regulation is much more extensive 
than that applied to nonbanks doing similar things 
and subject to the same substantive laws.

• Banks incur compliance costs, such as employee 
time dedicated to recordkeeping and reporting, 
the purchase and maintenance computer systems 
and software used in compliance activities, and 
paying outside contractors such as accountants to 
ensure compliance. 
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What are the Objectives of Bank Regulation?
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Law 
Enforcement

• BSA/AML• Information 
transparency

• Prevent deception 
or coercion 

• Assign liability

• Limit cost

• Product suitability

• Privacy  & data 
control

• Prevent 
discrimination



Questions?
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Let’s Look at a Simple 
Bank: First Republic Bank
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First Republic
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Questions?
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A Sprint Through US Regulatory 
and Legal Structures Relevant to
FinTech, Banking and Securities
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US Regulatory Structure

• “The financial regulation and architecture we have today is the result of 
principled and differing views about the appropriate nature of regulation, 
turf battles among congressional committees and regulatory agencies, 
politics, lobbying and inter-sectoral wars in the private sector, and 
happenstance, personality, technology, and the long shadow of history.”
• --Barr, Jackson and Tahyar
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US Regulatory Structure is Complex
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US Bank Regulators
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Primary Federal Banking Statutes
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The Federal Reserve
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Federal 
Reserve Wears 
Many Hats
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Bank & Financial Holding Companies
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Financial 
Holding 

Company

“Control” of a Bank is the Key Concept:
• The size and terms of investments in banks 

are dictated by a variety of Federal Reserve, 
FDIC and OCC rules, many of them 
unwritten. 

• Control thresholds arise when an investor 
owns more than 4.9%, 9.9%, and 24.9% of a 
single class of voting stock, but softer factors 
are given great weight.

• Effectively has precluded many private 
equity and VC investments in banks.

• “Volcker Rule” a related issue

• + Insurance
• +Securities
• +Incidental

Commercial

• Banking
• Closely 

Related to
Banking

Bank Holding 
Company



Bank Holding 
Company 
Restrictions

• The primary legislation defining the 
allowable scope of BHC activities is the 
Bank Holding Company Act of 1956 
(BHCA, 12 U.S.C. § 1841). The Act 
establishes conditions under which a 
corporation may own a U.S. commercial 
bank and invests responsibility for 
supervising and regulating BHCs with the 
Federal Reserve.

• A key original goal of the BHCA was to 
limit the comingling of banking and 
commerce, that is, to restrict the extent 
to which BHCs or their subsidiaries could 
engage in nonfinancial activities. 

• This separation is intended to prevent 
self-dealing and monopoly power 
through lending to nonfinancial affiliates 
and to preventing situations where risk-
taking by nonbanking affiliates erodes 
the stability of the bank’s core financial 
activities, such as lending and deposit-
taking.

• To further enhance stability, BHCs are 
also required to maintain minimum 
capital ratios and to act as a “source of 
strength” to their banking subsidiaries, 
that is, to provide financial assistance to 
banking subsidiaries in distress.

• BHCs today engage in a significantly 
broader range of activities than the 
narrow limits set out in the 1956 
BHCA, enabled through subsequent 
amendments to the Act.

• For example, in 1970 the BHCA was 
amended to allow multibank holding 
companies to engage either directly or 
indirectly through subsidiaries in 
activities that are “closely related to 
banking” BHCs may invest in 
nonfinancial firms, although their 
stake cannot generall exceed 5 
percent of the company’s outstanding 
voting stock.

• The passage of the Gramm-Leach-
Bliley Act (GLBA) of 1999 further 
amended the BHCA to enable a BHC 
to register as a financial holding 
company (FHC), thereby allowing the 
firm to engage in a broad range of 
financial activities, including securities 
underwriting and dealing, insurance 
underwriting, and merchant banking 
activities.7

• Today, virtually all large BHCs are 
registered as FHCs. 
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Holding Company Requirements Grow with 
Size
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VC and PE and 
Strategic 

Investors Don’t 
Want to be Bank 

or Financial 
Holding 

Companies

• They typically invest in a variety of sectors that go 
well beyond Bank and Financial Holding Company 
limitations
• They would have to divest all noncompliant 

investments if they were deemed to “control” a 
bank
• They would be required to hold capital and act as 

a “source of strength” to the bank
• They would become subject to supervision, 

examination etc etc.
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The Prudential Bank Regulators
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48

US Prudential (Safety & Soundness) Bank 
Regulation OCC---National Banks & Thrifts

FDIC—State Non-Member Banks

NCUA—Credit Unions

Federal Reserve---State Member 
Banks and BHCs

States---State Banks 



Who’s Your Consumer Regulator?
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Deposit Insurance
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Deposit Insurance Regulation

51

• The obligation of the bank to service its 
depositors so long as it is solvent creates an 
incentive on depositors who are concerned 
about the viability of the bank to withdraw their 
deposits ahead of other people—i.e. make a 
”run” on the bank.  

• Deposit insurance was created in part to deal 
with this problem.



Runs May Not Seem Likely, But…in 2008…and 
2020
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Securities Regulators
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Securities 
Regulation
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SEC
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SEC

56

• Securities Offerings

• Public Reporting

• Anti-Fraud

• Broker- Dealers

• Investment Companies

• Investment Advisors



CFTC
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• The mission of The Commodity Futures Trading 
Commission (CFTC) is to foster open, 
transparent, competitive, and financially sound 
markets. To achieve this aim, the CFTC 
administers and enforces the Commodity 
Exchange Act ("CEA") and its respective 
regulations. 

• The CFTC has exclusive jurisdiction over, among 
others, any transaction "for the contract of sale 
of a commodity for future delivery," with 
certain exceptions. Consequently, commodities 
are generally subject to the regulatory 
requirements of the CEA. 

• In addition, market participants in commodities 
face CFTC registration requirements for traders, 
advisors, agents and exchanges as well as 
enforcement actions brought by the CFTC's 
Division of Enforcement for violations of fraud 
and manipulation rules and regulations.



SEC and CFTC
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Insurance Regulation
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Insurance Regulation:  Beyond Scope of 
Course
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Questions?
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Sprint Through US Regulatory and 
Legal Structures Relevant to 
FinTech—
Non-Banks and FinTech
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US Approach to Fintech Regulation is Uncoordinated
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• Bank Regulatory Agencies
• Broker-Dealer Regulation

Entity-Based Regulation at Federal Level

• SEC, CFTC, FinCen

Activity-Based Regulation at Federal Level

• State Banking and Insurance Regulation

Entity-Based Regulation at State Level

• Lender Licensing, Money Transmitters

Activity-Based Regulation at State Level



Banking 
Regulation

• Bank Holding 
Company/Volker

• Bank Service Provider 
Oversight

• Use of Partner Bank for 
Lending, Deposits or 
Payments

Securities or 
Commodities 

Regulation

• Is it a Security?
• Registrable or Exempt
• Broker Dealer, Investment 

Company, Exchange
• Is it a Commodities 

Derivative?
• Commodities Exchange

State 
Activities 

Regulation

• Lender Licensing
• Usury 
• Money 

Transmission
• Privacy

Federal 
Activities 

Regulation

• TILA, ECOA. 
EFTA, FCRA

• BSA/AML
• Privacy

Are fintech’s products or activities 
subject to specific state financial and 
consumer protection laws? 

Does fintech create, or facilitate holding 
or trading in, securities or commodities 
derivatives? If so, how?

Does fintech’s provision or use of 
banking services bring regulation?  If so, 
how and from what agency?

Are fintech’s products/activities 
subject to specific federal financial 
and consumer protection laws? 

• Fed
• OCC
• FDIC
• State

• SEC
• CFTC
• State

• State

• CFPB
• FTC

No US Laws Specifically Designed for Fintech—A Multi-Layer Analysis Must be Followed



State Non-Bank Regulation
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State Regulation



67

Kansas State Bank Commissioner



State Financial Regulation

• 50 States Plus DC, PR and Territories:  Every One Has a Regulator
• What State Law Applies?
• Contractual Choice of Law and Location of FinTech Not Dispositive
• Generally if Customer in State or Solicits by Any Means in State, That 

State Law Applies
• Email, Internet, Smartphone, Telephone all Count as Solicitation

• Jealous of Authority & Active in Enforcement
• Directly and through State AGs
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Types of Nonbank State Laws 1/3

• Banks are Exempt from Most, but Not All

• Lending & Loans
• Usury Caps
• Loan Broker Licensing

• Lead Generators (NerdWallet) as Brokers

• Money Transmitters
• Very Broadly Defined
• Example:  Maryland

• “the business of selling or issuing payment instruments or stored value devices, or 
receiving money or monetary value for transmission to a location within or outside of the 
United States by any means, including electronically or through the Internet.”

• Financial Privacy
• States Can Go Further than Federal (GLB Act) Law
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Types of Nonbank State Laws 2/3

• California as Example of Financial Privacy Laws
• California Consumer Privacy Act of 2018 (Later Slide)
• California California Financial Privacy Act

• Opt-in vs Opt-out
• Financial Institution can’t sell, share, transfer or otherwise disclose nonpublic personal 

information to or with any nonaffiliated third parties without explicit prior consent of 
consumer

• Song-Beverly Credit Card Act
• California Online Privacy Protection Act

• Requires an company that collects personally identifiable information through website or 
mobile app to post a privacy policy.

• Electronic Transmission Laws

• Bitcoin and Crypto Laws
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Types of 
Nonbank State 
Laws 3/3
Bitcoin and Crypto Laws
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Multistate 
Licensing
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Coordinated 
Exams

• Money transmitters like Western 
Union, PayPal  and cryptocurrency 
firms will be able to more easily 
expand across the United States, 
after 48 state regulators agreed to a 
single set of supervisory rules that 
should reduce their compliance 
costs.

• Money services businesses will 
undergo a single exam by a joint 
group of state regulators that 
oversee licensing, instead of dozens 
of individual state exams.

• The new streamlined regime 
applies to 78 large payment and 
cryptocurrency firms, which 
combined move over $1 trillion 
annually. 
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Beyond Banks: 
California 
Consumer Privacy 
Act of 2018
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Other Relevant 
Federal Laws 
1/3

• Bank Service Provider Rules
• Allows examination and enforcement 

against contractors for banks (e.g., 
FinTechs)

• Electronic Funds Transfer Act---Reg E
• EFTs in and out of consumer accounts

• Bank Secrecy Act
• Applies to “Money Service Businesses”
• Forex, check cashing, travelers 

checks, money orders, prepaid 
access, money transmitter
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Other Relevant 
Federal Laws 
2/3

• Truth in Lending Act
• Consumer credit and finance charges

• Privacy, Title V of Gramm-Leach-Bliley Act
• Any institution “substantially engaged” in 

”financial activities”
• CFPB Regulation P

• Notices re privacy policy
• Procedures for sharing nonpublic personal 

information with unaffiliated third parties
• Opt-out right for consumer

• FTC retains authority over some nonbanks, 
including money transmitters
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Other Relevant 
Federal Laws 
3/3

• Equal Credit Opportunity Act (ECOA)
• Discrimination in Lending

• Fair Credit Reporting Act
• Consumer Reporting Agencies

• Fair Debt Collection Practices Act
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What Does US Reg Structure Mean for Individual Companies? 
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Traditional 
Models of 
Consumer 
Regulation

• Disclosure
• Truth in Lending

• Behavioral Regulation & Nudges
• Default Option for 401(k)
• Opt-in for Overdrafts

• Duties (Positive & Negative)
• CRA

• Product Regulation
• CFPB Payday Rule
• Mortgage Underwriting

• Subsidy & Tax
• GSEs and Mortgages
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Questions?
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Reg Tech and New Approaches to Regulation
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Fintech & 
Regulatory 
Competition
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Regulators are engaging 
in agency-based 
initiatives to support 
innovation



David Hervey | Slide last updated on: August 2, 2018

• Regulatory sandboxes reduce regulation or license 
requirements for participating businesses so they 
can experiment with new products in certainty that 
they will be safe from litigation by regulators

• Sandboxes often have provisions designed to protect 
consumers despite the lifting of regulation on 
participating businesses, such as enhanced supervision 
of participants

• Generally, sandbox participants must meet several 
criteria, often including small scale, an innovative 
business model and a plan for testing the product

• Regulators use the lessons learned from sandboxes to 
fine-tune regulation going forward in a proactive way, 
rather than reacting to crises or harm to consumers

• Given the uncertainty of which regulators or jurisdictions 
apply, sandboxes can add certainty to fintech ventures

Sources: Deloitte, “Fintech by the numbers.” EY, “As FinTech evolves, can financial services innovation be compliant?”
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What is a fintech regulatory sandbox?

Fintech funding, in billions of dollars
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Key questions for policymakers

84

Who would run a federal fintech sandbox?
• CFPB has established an Office of Innovation and proposed a regulatory sandbox concept, but CFPB’s earlier  fintech 

support effort, called Project Catalyst, has failed to catch on
• Treasury Department’s fintech and innovation report also suggested a regulatory sandbox

What sort of businesses would participate?
• Different sandbox examples are directed at different types of fintech projects
• Sandbox participants could be limited to a certain sector, such as payments or insurance
• A sandbox could cater to startups, like Australia’s does, or existing institutions, like Hong Kong’s

How will sandbox participants be limited?
• International sandboxes tend to have more restrictions on business-to-consumer fintech products than 

business-to-business products
• Most sandboxes limit the number of customers as well as loans or deposits handled by a company

What regulations will be lifted for sandbox participants?
• Arizona’s and some international sandboxes release participants from licensing requirements
• Singapore takes a case-by-case approach to sandbox participants, with different regulations being lifted 

depending on the nature of the business and the safety of consumers

1

2

3

4

5
How long will participation be limited to?
• Many, but not all, fintech sandboxes limit participants to a certain amount of time in the program
• Longer durations give a product more time to test, while shorter durations quickly reinstate consumer-protection 

regulations

The Treasury Department and CFPB have expressed support for a sandbox

David Hervey | Slide last updated on: August 2, 2018

Sources: Monetary Authority of Singapore, Jason Henrichs, “Fintech needs more regulatory ‘sandboxes,’” American Banker, April 26, 2018. National Journal Research 2018.


