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FinTech & How to deal with innovation




THE FINTECH MULTIVERSE
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THE FINTECH MULTIVERSE
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CHALLENGES

Amount of Data [ Beneﬁts }
= Algorithms

= Cybersecurity
=  Complexity

= Expertise (Supervision, Regulation)
= Clash of Cultures (Bank/IT)




OPPORTUNITY

= Innovation [ Benefits }

= Cost Reduction

= Disintermediation

. e FiTeh
Testing/Piloting
= Regulatory Sandbox
FinTech Licenses [ Risks }

Deregulation

llllllllllll




Disruption and Financial Supervision

Too small to
care

\ | \ | Systemic
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RegTech / SupTech as Response to FinTech




REGTECH: THE ANSWER TO FINTECH

FinTech vs RegTech RegTech
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REGTECH DEVELOPMENT (ARNER ET AL., 2017)

1987 - 2008 2008 — Present Looking Forward
RegTech 1.0 RegTech 2.0 RegTech 3.0

* Analysimg exchange- * 2 stages: * From KYC to KYD

based activities 1. facilitate * RegTech to
compliance reconceptualize

* Quantitative risk 2. improve tinance and financial
management / Basel supervision and regulation
11 regulation

The financial system is on the edge of moving from being based on

Know-Your-Customer (KYC) principles to a Know-Your-Data (KYD) approach.




REGTECH: THE ANSWER TO FINTECH

,Regulatory Technology"

= Technical Handling of Large Amount of Data

= Sophisticated Data Analytics

= Automatised Data Processing

- Intermediaries (Asset / Fund Managers, Investment Adviser)

- Supervisors (,SupTech")

Examples:
- Electronic KYC Test
- Digital Limit / Fraud Control

- Smart Clearing & Settlement System incl. Ownership / Share Registry

-
RRRRRRRRRRRR nni.ln

IN LAW = .

UNIVERSITE DU

LUXEMBOURG




REGTECH: THE ANSWER TO FINTECH

Requirements

= One-stop-shop for Data on-boarding / Avoiding manual processing, intervention
= Anticipated processes: High degree of automatisation and control

= Storage of all process steps

= Analytics with smart algorithms (,artificial intelligence®)

| # Improvement => Substitution!
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REGTECH: POTENTIAL

» Reducing staff costs
» PBetter Balance operating business / internal control systems
» Real-time risk management & compliance (internal benefit)
» Real-time enforcement (external effect)
» Freeing superfluous regulatory capital / reducing capital cushion due to
= Bbetter understanding and testing of internal models as well as regulatory
assumptions
» Shorter processing times (e.g. ClI&S)
= Avoiding penalties (lesser Op Risk)
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REGTECH: PROTAGONISTS

Financial Industry

UPETVISOrS

Tech Innovators

Main drivers:

= Costs!

= Penalties!

* Implementing

global Standards

= [Initially slow

= But steady

= |Long-term
agenda

Catalysts of
Digitalization +
Automatization
Disruptors vs.
Cooperators
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Example: market abuse supervision by securities requlator
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( Effiziency?
Example: India Stack +1,000%

Trad. | Digital
Bank

Presence-less:
Biometric Identity

Long Term? }

- J
4 B Days 14-30 1-2
Paperless:
Digital Dokuments GDP - 2%
> < Time 70-91 6-20
Cashless: all payment (min)
systems - 1 Interface
- Y
- N US$ 5.2- 0.34-
Consent-based 8.7 1.6
data sharing RUL |
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Reporting to Regqulators




“I have a dream. It is futuristic, but realistic. It involves a Star Trek chair and a bank of monitors. It
would involve tracking the global flow of funds in close to real time (from a Star Trek chair using a bank
of monitors), in much the same way as happens with global weather systems and global internet traffic.
Its centerpiece would be a global map of financial flows, charting spill-overs and correlations.”

Andy Haldane. Chief Economist Bank of England



‘BIGBANG’ OF DIGITALIZATION

Digital Identity
(Legal Entity Identifier — LEI)
. (Uniform Transaction Identifier - UTI) )

~

-~

Standardised digital
reporting by supervised
9 elntitels )
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and Analytics
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https://www.gleif.org/en

Example: MIiFID Il for Investment Firms (Asset Manager, Investment Advisers) and Banks
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MiFID
2004/39

Directive
2014/65/EU of
15 May 2014 on
markets in
financial

[ Reg 2017/571 (Authorization Data]
reporting Providers)

[ IReg 2017/1110 (Forms Data ]
Reporting Providers)

[ Reg 2017/589 ]
. (Algorithmic Trading)

[Regulation No. )
600/2014 on
markets in
financial
Instruments

\__ instruments Jr

Reg 2017/587 (Transaction ]
X reporting)

IReg 2017/590
Transaction reportin

Transaction reporting, order record keeping and
clock synchronisation under MiFID 1l (16/1452)

[ Reg 2017/953 (Position reporting) ]

. (MiFIR) )

IReg 2017/1093 (Format of l
Position reporting)

Q&A Commodity Derivatives (2017), pp. 25-30



Article 26 MIFIR
Obligation to report transactions
1. Investment firms which execute transactions in financial instruments shall report
complete and accurate details of such transactions to the competent authority as
quickly as possible, and no later than the close of the following working day.

The competent authorities shall, in accordance with Article 85 of Directive
2014/65/EU, establish the necessary arrangements in order to ensure that the
competent authority of the most relevant market in terms of liquidity for those
financial instruments also receives that information.

The competent authorities shall make available to ESMA, upon request, any
information reported in accordance with this Article.

2. The obligation laid down in paragraph 1 shall apply to:
----- RUL | sz | WML




DATA TO BE REPORTED ON TRANSACTIONS

Identification, number of traded financial instruments, short sales (if any) with counterparty,
OTC and at regulated markets

= Volume, Date of Transaction

= Name and Identity of clients; where applicable the clients LEI

= Alternativ: transmission of whole client order

= Used computers and software systems

= [f applicable obligations to correct inaccurate reporting

= Counter reporting by regulated market places
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REPORTING ENTITIES?

= |nvestment Firm

= Approved Reporting Mechanism (ARM) pursuant to Art. 66 Mifid2
= Trading Venure (Stock Exchange etc.)

=> Mistakes by ARM and Market Place?
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POSITION REPORTING (COMMODITY DERIVATIVES)

= Daily Aggregate Position Reporting
= Under certain conditions weekly overview of aggregated open positions (with breakdown)
to NCAs and ESMA
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Detailed
Reporting Rules

Financial Instruments Reference Data
System (FIRDS)
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Reporting of circuit breakers’ parameters by NCAs to ESMA
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Transaction reporting, order record

keeping and clock synchronisation
under MIFID Il (16/1452), S. 15

| Basic Structure of Reporting Requirements |

Market Side .
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Client Side Investment Firm X .
, > Investment Firm Y :
Investment Firm X B W00 Investment Trading
- IS Clent Side SRV < ccuted on ver Y
Investment Firm Y




Transaction reporting, order record

keeping and clock synchronisation
under MiFID Il (16/1452), S. 15

| Basic Structure of Reporting Requirements |

Market Side Y
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Fund Investment Trading
Man't firmY Venue
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‘BIGBANG’ OF DIGITALIZATION

Digital Identity
(Legal Entity Identifier — LEI)
. (Uniform Transaction Identifier - UTI) )

~
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Standardised digital
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9 elntitels )
4 R
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POSITION MANAGEMENT (COMMODITY DERIVATIVES)

= Position limits
= Position management
= NCAs + ESMA
= Supervisor powers
= Position reduction
= Prohibition to increase

position

ESMA agrees MiFID II position limits proposed by FCA

24 Qctober 2017
MiFID - Secondary Markets

The European Securities and Markets Authority (ESMA) has published today nine opinions
on position limits regarding commodity derivatives under the Markets in Financial
Instruments Directive and Regulation (MiFID I/MIFIR).

(FCA). The position limits concern contracts on:

London cocoa;

]

L]

+ White sugar;
o Aluminium;
]

Copper;

- =& = =
=
-= 1
=
=
(=%

ESMA found that the proposed position limits by the FCA are consistent with the objectives
established in MiFID IT and with the methodology developed for sefting those limis.

can hold in commodity derivative contracts. NCAs have to set position limits for commodity
derivatives and notify ESMA of the specific position limits they plan to introduce for liquid



CONSEQUENCES FOR INTERMEDIARIES

= Amount of Data =>IT
= Abolishing manual processes
= |T/Modell Risk T

= Intensified macro supervision

= LT: intensified microprudential supervision

Questions

= Costs./. Benefits
= Quality of macro supervision?

= Microprudential supervision vs Micromanagement,  110% maximum of the overall

= Monopolization & Antitrust Issues:
IT — Economies of Scale

ﬁales fees make up a further
20%, leaving redemption fees
with a mere contributiion of
around 2% and inflation with
another 31%. |IE and LU depart
from this pattern, as sales fees
account for up to 30% of the
reduction in clients’ returns. On
the other hand, sales and
redemption fees represent

return reduction in DK, FI, SE
\\ and NL.
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CONSEQUENCES FOR SUPERVISORS

= Amount of Data =>IT

= Abolishing manual processes

= |T/Modell Risk'

= Micromanagement => ex ante controls
(early warning system)

= New forms of expertise required (= academic) B D s A

. FCA spends £1.8m on Project
Questions Innovate
u Who bea rs the COStS? ALEX IYNM 14:15 THURSDAY 2RD HOVEMBER 2016 4

= Are regulators up to the challenges?
= Accountability & Liability?
= Delination: Company’s board vs Supervisor?
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ELEMENTS OF A CONSISTENT REGTECH SYSTEM

= Digital ID

» Digital AML/KYC Check

» Digital Payments

» Digital Intermediary Reporting

= Digital Analytics

» Digital Regulatory Reporting

» Digital Decisions (orders, injunctions etc.) — ~ speed limit violations
» Digital Enforcement

= Digital Accountability

= Digital Privacy

-
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Mutual Levels of

Electronic ‘E&EI&Seals
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S ZIPETET Trust mark Liability TSP EEEET
process supervision notification




ISSUES

» Solving Cross-border ID issues

» Cross-border financial services: multiple reporting standards

» Economies of scale: Costs for ,small’ regulators and intermediaries

» Data security and protection

» Wanted vs unwanted results of algorithms (monopolization, implicit coordination,
protected factors, supervisions etc.)

= Accountability & Privacy

.
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FROM THE BOTTOM TO THE TOP

EU focused on digital

reporting
Step-by-step building the rest
Digital ID, KYC?

reporting by supervised = E-signature national

entites
= E-IDAS framework not yet

functional
= LEI, UIT patchy at first, but
more and more

comprehensive

Regulatory Reporting

MAR » Big Bang due to data

PR/SFTR amounts => ability drives

analytics; opposite to India
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CONCLUSION & THESES

1. RegTech means the automatised and data-driven replication and analysis of an
intermediary’s operating and internal control systems (Compliance, Risk Management,
Audit) and could be employed by intermediaries and regulators.

2. RegTech could provide the solution to the challenges created by financial and
technical innovation, but creates new challenges in itself, including but not limited to an
unprecedented amount of data gathering and exchange, cybersecurity risks,
accountability issues, expertise, as well as the role and function of supervisors.

3. A functioning RegTech systems rests on means of digital identification, paired with }

standardized reporting, algorithm-based data gathering and analytics resulting in well-
informed regulatory decision-making; also automatized orders, injunctions are possible.

4. European financial law reforms since the GFC have triggered the “Big Bang of
RegTech” since European law requires extensive reporting in a harmonized
_automatized standard to NCAs and ESMA.

5. Where tech has opened solutions, law needs to respond. E.g. EU-wide cross-border
ID solutions, digital privacy and accountability are in a nascent state. RegTech
“innovation (regulatory and technical) is in dire need.




Thank you!

Prof. Dr. Dirk Zetzsche, LL.M. '
ADA Chair in Financial Law / Inclusive Finance
Dirk.Zetzsche@uni.lu
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