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Hedge Funds News, April 2018 
Dear members and friends,  
 
The European Banking Authority (EBA) launched a public 
consultation on its draft Guidelines, which will provide a 
harmonised interpretation of the criteria for the 
securitisation to be eligible as simple, transparent and 
standardised (STS).  
 
The EBA Guidelines will play a crucial role in the new EU securitisation 
framework, by providing a single point of consistent interpretation of the 
STS criteria to originators, sponsors, investors and competent authorities 
throughout the Union.  
 
The consultation runs until 20 July 2018. 
 
The Guidelines, developed for both non asset-backed commercial paper 
(ABCP) and ABCP securitisation, clarify and ensure common 
understanding of all the STS criteria, including those related to the 
expertise of the originator and servicer, the underwriting of standards, 
exposures in default and credit impaired debtors, and predominant 
reliance on the sale of assets. 
 
The Guidelines will be applied on a cross-sectoral basis throughout the 
Union with the aim of facilitating the adoption of the STS criteria, which is 
one of prerequisites for the application of a more risk-sensitive regulatory 
treatment under the new EU securitisation framework. 
 

Consultation process 
Responses to this consultation can be sent to the EBA by clicking on the 
"send your comments" button on the consultation page. Please note that 
the deadline for the submission of comments is 20 July 2018. 
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A public hearing will take place at the EBA premises on 11 June 2018 from 
14:00 to 16:00 UK time. 
 

Legal basis and next steps 
 
The Guidelines have been developed according to Articles 19(2) and 23(3) 
of the Securitisation Regulation, which mandates the EBA, in close 
cooperation with ESMA and EIOPA, to adopt guidelines and 
recommendations on the harmonised interpretation and application of the 
criteria related to simplicity, transparency and standardisation for the non-
ABCP securitisations, and transaction level and programme level criteria 
for the ABCP securitisations. 
 

 
 
To read more: 
http://www.eba.europa.eu/documents/10180/2194296/Consultation+Pap
er+on+Guidelines+on+STS+criteria+for+non-ABCP+securitisation.pdf 
 
 
 
 
 

 

 

 

http://www.eba.europa.eu/documents/10180/2194296/Consultation+Paper+on+Guidelines+on+STS+criteria+for+non-ABCP+securitisation.pdf
http://www.eba.europa.eu/documents/10180/2194296/Consultation+Paper+on+Guidelines+on+STS+criteria+for+non-ABCP+securitisation.pdf
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Looking at Funds through the Right Glasses 
Commissioner Hester M. Peirce, Remarks at the 2018 Mutual Funds and 
Investment Management Conference, San Antonio, TX 

 

 
 
Thank you, Susan Olson, for that kind introduction.  I appreciate the 
invitation from the Investment Company Institute and the Federal Bar 
Association to deliver remarks this afternoon.  
 
It is particularly fitting that my first speech as a Commissioner is here at a 
conference dealing with issues related to mutual funds and other 
investment companies. I first came to the Securities and Exchange 
Commission (“Commission”) in 2000 when I joined the Office of 
Regulatory Policy in the Division of Investment Management.  
 
Working on issues related to mutual funds is how I spent my early years at 
the Commission, and improving fund regulation remains one of the most 
important issues for me. 
 
As you all know, more than 95 million people in the US own funds, and US 
registered investment companies manage more than $19 trillion in assets. 
 
Mutual funds play an important role in Americans’ retirement planning, 
particularly for American workers. Over $7.5 trillion in retirement savings 
are invested in mutual funds. 
 
Assets in Section 529 savings plans increased nine percent in 2016 and 
now make up more than $250 billion in assets. 
 
Workers rely on the expertise of the investment advisers to these funds to 
ensure that they will have the means to live out their lives with dignity and 
enjoy their retirement years. Families rely on the expert management 
provided by funds to ensure, among other things, that they will have the 
ability to pay for their children’s college education and their own 
retirements. 
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We owe it to the many Americans for whom funds play such an important 
role to take a step back and examine our regulatory regime for funds. 
Before I continue, I need to provide the standard disclaimer that the views 
I express today are my own and do not necessarily reflect those of the 
Commission or my fellow Commissioners. 
 
The last time I was in San Antonio, I was twelve or thirteen years old. I had 
come from my hometown of Cleveland, Ohio to run a cross country race.  
 
I remember the drive from the airport in Houston and visiting the Alamo, 
but I don’t remember anything about the race, which probably means that I 
didn’t run very well. One factor in some of my poor performances was that 
I preferred to run without glasses, and I didn’t have contacts.  
 
Not surprisingly, there was more than one time that I got lost on an 
unfamiliar cross country course. You walk part of the course in advance to 
get an idea of where you are going, but it really helps to see the markers 
along the way as you are running the race.  
 
Finally, after one too many wrong-turn races, an annoyed coach ordered 
me to wear my glasses. Lo, and behold, I stopped getting lost, which greatly 
improved my race times. The SEC too is hampered when it runs without its 
glasses. Let me give you a few examples of ways in which we could improve 
our regulatory performance by sharpening our vision. 
 

I. Seeing the Cost Big Picture 
 
The SEC often wears blinders when it comes to cost assessment. We tend 
to underestimate the costs of individual rule changes.  
 
The costs incurred by funds in complying with our rules overwhelmingly 
come out of investors’ pockets. Depending on the competitive landscape, 
fund advisers may cover a fraction of the expenses, but typically the costs 
are covered by fund assets and fund assets are investors’ assets.  
 
Even if we get the cost assessment right on an individual rule, we rarely 
think about aggregate costs resulting from the cumulative regulatory 
burden. More is not necessarily better in regulation. 
 
Investors pay in ways other than direct expenditures on compliance. In 
addition to the monetary costs of our regulations, we also must consider 
the time burden associated with our rules.  
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The reason for funds’ existence is to manage investors’ assets with an eye 
toward generating a return.  
 
The time consumed trying to comply with the rules translates into less time 
available to manage investors’ assets. Nowhere is this more evident than in 
all of the regulatory obligations faced by boards.  
 
Board books keep getting thicker and board agendas focus increasingly on 
compliance, rather than on the primary business of the funds—making 
money for investors. We need to let boards get back to their core functions. 
 
The volume and cost of fund regulation also act as a barrier to the entrance 
of new fund sponsors. While existing fund complexes continue to add to 
their offering menus, potential new fund sponsors are unable to meet the 
costs associated with entering the fund industry. Investors lose when new 
competitors can’t come in to serve them. 
 
Another cost comes in the form of lost returns. As we place restrictions on 
what funds can do, we also make it harder for them to achieve returns for 
investors. Careful scrutiny of costs and benefits before adopting rules helps 
to ensure that investors are protected and able to achieve their reasonable 
investment objectives. 
 
Yet another too-often-ignored effect of our rules is the substitution of the 
Commission’s investment judgment for that of investors and investment 
advisers. Our rules can have the effect of prejudging what is right for 
investors.  
 
In other words, they shut off some options for investors. We must be 
exceedingly careful in taking steps that substitute our judgment for the 
judgment of investors. 
 

II. Retrospective Review of Fund Regulations 
 
Once a rule is in place, the SEC should not stop looking at costs and 
benefits. As is typical of most regulatory agencies, the SEC rarely puts on 
its hindsight glasses. In many ways, the dearth of retrospective review is 
not surprising.  
We face a constant stream of new regulatory challenges, so looking back at 
how well we have dealt with old ones is not at the top of anyone’s list.  
 
Nevertheless, perhaps the most important action the Commission can take 
to improve fund regulation is to conduct a retrospective review of our 
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regulations to see whether they, individually and collectively, accomplish 
what they were designed to do. 
 
We need to look at the actual cost—based on experience—of each 
regulation. If a rule’s costs outweigh its benefits, we should eliminate it 
and, if necessary, replace it with something more cost-effective. We need to 
consider the aggregate costs of our regulations, which entails looking at 
how regulations interact with one another. 
 
The retrospective review exercise is more than simply a numbers game. 
Retrospective review involves thinking back to the problem we were trying 
to solve when we put a regulation in place.  
 
We need to ask whether the regulation has stood the test of time. Is it 
accomplishing the intended objective? Is it causing unintended harm or 
generating unanticipated benefits? 
 
Retrospective review typically occurs after a rule is already in effect, but the 
Commission currently has a rare opportunity to review a rule before it 
takes full effect. I am referring to rule 22e-4, which we adopted under the 
Investment Company Act of 1940 in October 2016 to address fund 
liquidity. 
 
Since then, we have learned that the liquidity classification requirement in 
the rule, commonly referred to as “bucketing,” is a much tougher 
implementation project than anticipated and that the role for third-party 
service providers is going to be more extensive than we had originally 
understood. 
 
Among other problems, the rule is insufficiently flexible to accommodate 
different types of funds and requires numerous difficult judgment calls. 
 
In response to what we learned, we issued an interim final rule extending 
the bucketing compliance date by six months. 
 
At the same time, Commission staff released a set of Frequently Asked 
Questions, the length of which underscores the emerging complexity of the 
bucketing requirement. The interim final rule release also indicated that 
more interpretations likely are coming. 
 
Indeed, I have heard from funds that the FAQs, while helpful, prompted a 
new set of questions. Clearly, the liquidity classification requirement is 
proving to be much more burdensome than the Commission thought at the 
time it was adopted. 
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Last week, we again addressed issues dealing with funds’ liquidity 
classification. We issued a proposing release that included changes to the 
information required on Form N-PORT and Form N-1A regarding funds’ 
liquidity classification. 
 
The Commission proposed to rescind the requirement that open-end funds 
publicly disclose aggregate liquidity classification information about their 
portfolios. We proposed that funds instead disclose information about the 
operation and effectiveness of funds’ liquidity risk management programs 
in their annual report to shareholders.  
 
In addition, all registrants would have to report on Form N-PORT their 
holdings of cash and cash equivalents. The proposed amendments to Form 
N-PORT also would allow funds to classify the liquidity of their 
investments in multiple liquidity classification categories for a single 
position under certain circumstances. 
 
These changes are positive, but the bucketing elephant is still very much in 
the room. We did not take the opportunity last week to ask whether we 
should eliminate the bucketing requirement altogether. We gave only a 
slight nod to the idea suggested by the Department of Treasury, that we 
look for a principles-based alternative to bucketing. 
 
In light of the proposed changes—the proposed qualitative liquidity 
disclosure and the proposed N-PORT cash and cash equivalents 
disclosure—and the additional complexities the Commission has witnessed 
since adoption of the bucketing requirement, wouldn’t it make sense to ask 
for comment on whether bucketing remains a meaningful requirement?  
 
The proposed requirement that registrants disclose their cash and cash 
equivalents on Form N-PORT, when combined with our other 
requirements, might be a more efficient and effective alternative to the 
liquidity classification requirement. 
 
The bucketing information provided to the Commission will not be 
comparable across funds and may not even be comparable within the same 
fund. It is not, therefore, clear to me that the bucketing data will be useful 
to the Commission. 
 
The information might be interesting to the Commission staff, but I don’t 
get the sense that it will be particularly useful in monitoring fund activity. 
Even assuming that we would find some benefit in the bucketing 
information, for us to retain the requirement, the benefit must outweigh 
the one-time and ongoing costs to funds in terms of money, time, and 
opportunity costs. 
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Failing to ask now—prior to full implementation—whether the benefits 
outweigh the costs virtually ensures that the bucketing requirement, as so 
many requirements before it, will become an everlasting fixture of our 
regulatory regime and another barrier to entry for new fund sponsors.  
 
For the Commission, funds’ liquidity risk management programs, funds’ 
qualitative liquidity disclosure, disclosure of their portfolio holdings (as 
will be required by Form N-PORT), identification of the holdings funds 
consider illiquid, the 15 percent limit on illiquid investments, and 
disclosure of funds’ cash and cash equivalents likely provide sufficient 
information for an evaluation of fund liquidity. Yet we are not even asking 
whether bucketing remains necessary. 
 
To make matters worse, the proposal foreshadows future “public 
dissemination of [granular] fund-specific liquidity classification 
information.” 
 
This idea, one we rejected when we adopted the bucketing rule and one I 
opposed adding to this release, fits rather awkwardly in a proposal to 
eliminate public disclosure of aggregate fund-level information because it 
is useless and potentially misleading to investors. 
 
I have heard from some fund sponsors that they view the bucketing chapter 
as closed. Lots of money already has been spent, so why stop now? The 
would-be economist in me cringes at such logic.  
 
In any case, my responsibility to investors requires me not to close my eyes 
to the way bucketing is playing out, but to keep asking questions. After all, 
investors are the ones who will pay, whether through higher fees or lower 
returns, for ill-conceived liquidity regulations. 
 

III. International Shaping of US Regulatory Policy 
 
The Commission undertook its fund liquidity rulemaking under pressure 
from the Financial Stability Oversight Council (“FSOC”) and the Financial 
Stability Board (“FSB”), both of which view fund liquidity as a potential 
systemic risk. 
 
The Commission ought not to put on glasses that contain the distortive 
lenses favored by our international banking regulator friends. Funds are 
not banks and should not be regulated as if they were. 
 
I recognize that if the Commission proposed to eliminate the bucketing 
requirement or even to modify it to allow for a principles-based approach, 
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international regulatory bodies might seek to incorporate a bucketing 
system into recommendations or standards. Such tactics have been used in 
the past.  
 
Given the changes that we proposed earlier this month—the cash and cash 
equivalents disclosure coupled with a qualitative liquidity risk 
management program disclosure—we stand on strong ground to argue in 
response that we have addressed liquidity issues in a form that is 
appropriate for funds. 
 
Fund liquidity is only one of many subjects that together spawn volumes of 
principles, standards, recommendations, and guidance promulgated by 
international organizations, particularly the FSB and the International 
Organization of Securities Commissions (“IOSCO”).  
 
The Walgreens located next door to the SEC ought to stock up on reading 
glasses, if it has not done so already, to outfit the many pairs of SEC eyes 
worn down by these international documents.  
 
I cannot even begin to name all of the FSB and IOSCO work streams, 
working groups, and committees, let alone what each one does. It’s not 
only the volume, but also the substance that has me worried. 
 
An example of this overreach painfully familiar to everyone here was the 
FSB’s attempt in the wake of the 2007-2009 global financial crisis to 
extend banking regulations to non-banks, including funds, by designating 
certain non-bank financial institutions as global systemically important 
financial institutions (“G-SIFIs”).  
 
A G-SIFI designation paved the road to prudential regulatory supervision 
and oversight. Such attempts to fundamentally change regulation in a way 
that in turn would change the entities being regulated have serious 
implications for American investors. 
 
International organizations, of course, play an important role in fostering 
effective regulation and supervision. It is a role to which I am committed. 
These groups provide a framework within which countries assist one 
another in enforcement and oversight efforts.  
 
Many of the Commission’s investigation and enforcement efforts have an 
international component, so such cooperation is essential. International 
organizations also can help to encourage technical training initiatives, 
which build relationships among regulators from different parts of the 
world.  
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International organizations also play an important role in bringing 
together supervisors, who can share perspectives on firms operating across 
borders and compare notes on how they approach regulatory and 
supervisory challenges.  
 
International organizations can document different regulatory approaches 
in different countries, which other securities regulators may find 
informative in tailoring their regulations to the particular characteristics 
and circumstances present in their own securities markets. 
 
Building strong relationships in times of relative calm in the financial 
markets is essential. Writing countless pages of reports is not. That brings 
me to the topic of disclosure—another area where we have sometimes 
allowed volume to be a measure of success. 
 

IV. Fund Disclosure 
 
Many of you probably purchased special glasses to watch last year’s solar 
eclipse. The filters in those glasses enabled scores of people to watch the 
solar eclipse without damaging their eyes. The pinhole viewers of the past 
gave way to this new technology.  
 
The Commission likewise has the opportunity to use technology to enable 
investors to get more out of fund disclosures. I hope to be able to work 
toward this end during my tenure at the SEC. 
 
Moving forward with rule 30e-3 would be a first step. In 2015, the 
Commission proposed to allow website transmission of fund shareholder 
reports. Rule 30e-3 was the one component of the reporting modernization 
proposal that promised a reduction in costs for fund shareholders. While 
the rest of the data modernization package was adopted in 2016, rule 30e-3 
was not.  
 
For me, it is about more than saving fund investors money—although that 
is important. It is about facilitating a larger effort of harnessing technology 
to provide investors with information in a way that they can better 
understand and analyze. 
 
That effort also will require us to revisit other disclosure rules with an eye 
toward providing investors with what they need, rather than what a bevy of 
Washington lawyers thinks they ought to read. Practical reality—i.e., legal 
risk—means that we will always have lots of disclosure.  
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Nevertheless, I hope that we can make real progress on creating documents 
that are investor friendly. The Commission should amend our disclosure 
requirements to reflect the information that investors consider important 
in making their investment decisions and present it in an easily accessible, 
readable, layered format. 
 
One positive contribution in the otherwise disappointing Dodd-Frank Act 
is section 912, which allows the Commission to undertake temporary 
investor testing programs.  
 
The Commission should use this authority to devise creative approaches 
for getting investors the information they need in a format they want to 
use. 
 
The Commission got off to a good start on revamping fund disclosures with 
its adoption of the mutual fund summary prospectus. 
 
A similar variable annuity summary prospectus would be a valuable 
project. The Commission also should consider tackling shareholder 
reports.  
 
In all of these initiatives, we ought to be thinking about how new 
technology can assist investors in viewing with greater focus and—dare I 
say, greater enjoyment—the information they need to make their fund 
investment decisions. 
 

V. Exchange-Traded Funds 
 
I’ve talked a lot about glasses, but the Commission also needs to come to 
terms with its version of contact lenses—the exchange-traded fund (“ETF”).  
 
For years, ETFs have been operating under exemptive orders, rather than 
pursuant to a rule. Because of that, they are second-class citizens in the 
fund regulatory world.  
 
As all of you know, ETFs are more than a passing fad—they are here to 
stay. An article was posted to SSRN last week by University of Texas law 
professor Henry Hu and coauthor John Morley explained the problem as 
follows: 
 
ETF regulation spills haphazardly from an odd mix of stock exchange 
listing rules and a motley group of statutes designed for older, 
fundamentally different products.  
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Appropriate ETF regulation is so lacking that the SEC has managed to hold 
it together only through the system of improvisatory, ad hoc administrative 
review at the moment of each new fund’s creation.  
 
This regulatory state of affairs causes two basic problems: first, it 
introduces pathologies in the process of regulatory administration, and 
second, it fails to address the ETF phenomenon’s most distinctive 
characteristics. 
 
The make-it-up as you go approach to regulation and the virtual absence of 
the commissioners from the process is a real concern to me. 
 
Back in March 2008, the Commission recognized that ETFs “are an 
increasingly popular investment vehicle” and proposed an ETF rule that 
would have codified our ETF exemptive orders. 
 
The Commission noted then that there were 601 ETFs holding $580 billion 
in assets. 
 
The proposed rule would have streamlined the process for new ETFs 
coming to the market and would have subjected all ETFs to the same 
conditions for relief, rather than allowing some ETFs to operate under 
more favorable conditions than others. 
 
Instead, the financial crisis hit and, as is known to happen in Washington, 
people got squeamish about possible criticisms that might accompany 
enactment of any exemptive rule. In the understandably timorous mood of 
the time, anything perceived as being deregulatory was identified as 
something that might lead to a future financial crisis.  
 
Crises are all about enacting onerous regulations on your wish list for 
which you would not find support in calmer times. The famous “you never 
let a serious crisis go to waste” mantra was not a call for finalizing the ETF 
rule. 
 
So, back to contact lenses. Contact lenses make many people—including 
me—squeamish. Glasses are a lot easier to put on and remove.  
 
They are familiar.  
 
Contact lenses, once viewed as “a novel and strange medical device,” made 
their way into common use and have revolutionized the lives of many 
people. 
 
ETFs have done the same. 
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A decade after the ETF proposal, there are approximately $3.6 trillion in 
ETF assets. 
 
Just as contact lenses were normalized, we need to normalize ETFs.  
 
That means adopting a carefully crafted rule that allows enough flexibility 
to accommodate a variety of models, while reserving the exemptive 
application process for ETFs with novel features in need of extra scrutiny.  
 
It also means working across divisions at the Commission to ensure that 
we address the full problem of regulation by one-off staff action. 
 

VI. Conclusion 
 
I call on all of you to help us at the Commission to put our glasses on (or 
our contacts). It is important that the Commission make sure that its fund 
regulatory framework is working efficiently and for the benefit of investors. 
A retrospective review of our regulations is long overdue.  
 
We need to pay particular attention to the collective costs and burdens of 
our regulations and the effect they have on funds’ ability to achieve what 
they were formed to do: provide a return on investments for millions of 
Americans so that they are able to provide for themselves and their 
families. 
 
I am delighted that we have Dalia Blass, our Director of the Division of 
Investment Management, as a partner in this effort.  
 
As was evident from her remarks this morning, Dalia brings a wonderful 
enthusiasm to the Division’s work.  
 
She is committed to looking out for the interests of investors and works 
tirelessly to make sure not only that important issues are addressed 
expeditiously, but that the Commission gets the rules right. Dalia embraces 
difficult issues with a grace and determination that serves the American 
investor well. 
 
As she noted, you are all a critical part of getting fund regulation right. 
Thank you for the opportunity to share my thoughts, and I am happy to 
take questions. 
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Remarks at the Equity Market Structure Symposium  
 
Sponsored by the University of Chicago and the STA Foundation 
Brett Redfearn, Director, Division of Trading and Markets 
Chicago, April 10, 2018 
 

 
 
I would also like thank the University of Chicago, Jim Toes and the STA 
Foundation for the invitation to speak at this timely symposium on equity 
market structure.    
 
I want to follow up on the remarks of Chairman Clayton on some of the key 
equity market structure initiatives that are underway and contemplated for 
the future.   
 
In particular, I would like to briefly elaborate on both current and planned 
pilots as well as the roundtables on equity market structure that the 
Division of Trading and Markets anticipates holding in 2018.   
 
I will also discuss our potential rulemaking geared to help increase 
transparency for broker order routing and for alternative trading systems, 
or dark pools.   
 
Before I start, I must provide our standard disclaimer that the views I 
express today are my own and do not necessarily reflect the views of the 
Commission, Chairman Clayton, other Commissioners or my colleagues on 
the SEC staff. 
 

Pilots 
 
To start, I would like to pick up from the comments that Chairman Clayton 
made regarding the pilot program for transaction fees that the Commission 
proposed last month. 
However, I will first make a few comments about pilots generally, before 
moving on to discussing specific pilots.  
 



P a g e  | 15 

________________________________________________________________________ 
International Association of Hedge Funds Professionals (IAHFP)                                                                                                       

I recently began a review of the collection of pilots that the Commission has 
authorized and that are being run out of the Division of Trading and 
Markets.  There are currently 17.   
 
We have to be mindful that there are costs associated with these pilots.  
Pilots should be structured efficiently to minimize the direct cost of 
compliance and the indirect cost that may come from altering the behavior 
of market participants. 
 
Some of the pilots are specific to an individual exchange.  Many, including 
Limit Up Limit Down, the Tick Pilot or the Options Penny Pilot, are 
important forays into new policy areas for the market as a whole where 
there is generally a lack of sufficient data to enable an empirically based 
determination of policy.   
 
When important policy issues are on the table, many individuals might 
think they know the best possible policy outcome based upon their 
expertise or expertise, however, there often simply is not ample data to 
persuasively support one policy approach over another.    
 
That is why it is my view that pilots, when properly constructed, should 
continue to be a way to make progress on important policy areas without 
necessarily locking us into a solution that might turn out to be suboptimal.   
 

Tick Pilot  
 
As an example of this, I will turn to a pilot currently in operation – the pilot 
program to study the impact of wider pricing increments in stocks of 
smaller companies, known as the “Tick Pilot.”  
 
The Tick Pilot provides an interesting case study.  There were those who 
believed that a wider tick increment would improve the liquidity for 
smaller companies, potentially leading to more profitability for trading 
firms, more research analysts at broker-dealers and even more jobs.   
 
There were others who were more skeptical about some of the broader 
aspirations of such a pilot, but were still interested in whether there may be 
benefits to the trading of certain smaller securities with a wider trading 
increment.   
 
In this particular case, the US Congress also got involved, and legislation 
passed the House of Representatives calling for a pilot.   
Without going over all of the process details, the SROs eventually designed 
a pilot as part of a National Market System Plan, which the Commission 
approved, and we are now nearly a year and a half into the Tick Pilot.    
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The Tick Pilot is set, under its own terms, to expire on October 2 of this 
year, at which point the Commission will need to decide to either allow it to 
expire, or whether it should be extended.   
 
On March 29, 2018, the Division of Trading and Markets, acting for the 
Commission pursuant to delegated authority, issued an exemption that 
provides the SROs additional time to submit a joint assessment of the 
impact of the Tick Pilot.   
 
That joint assessment is now due on July 3, 2018.  While I will carefully 
review the assessment when it is submitted, my belief at this time based on 
the data currently available and after consultation with DERA is that the 
best course will be to end the Tick Pilot as scheduled. 
 
This is an example of a pilot that has the ability to provide us with much 
useful data, but also one that may demonstrate that a policy solution worth 
exploring is not necessarily a policy solution that makes sense for the long 
haul.   
 
If the Tick Pilot ends in October, we will still conduct a fulsome analysis of 
the data generated, along with participants, academics and other interested 
persons, so that we may fully benefit from the data.   
 
I think there is still much that we can learn from the Tick Pilot, including 
the relative changes in trading costs associated with a wider spread and the 
costs and benefits associated with a trade-at provision.   
 
In this respect, the data generated by the Tick Pilot will continue to inform 
market structure questions on an ongoing basis.  Indeed, I am hopeful that 
some of these finding could even be useful in our assessment of a potential 
Transaction Fee Pilot.  
 

On the Transaction Fee Pilot  
 
Switching to that topic, I would like to add a few comments to complement 
the Chairman’s, echoing a few of the points I made to the Commission on 
March 14 when that Pilot was proposed.  
  
The creation of a Transaction Fee Pilot was one of the most prominent 
recommendations from the Equity Market Structure Advisory Committee 
(“EMSAC”), and while there may not be consensus about some of the 
elements of a pilot, it is one of the few areas where there is significant 
consensus among market participants that something needs to be done. 
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A Transaction Fee Pilot will allow the Commission, market participants, 
and the public to observe how order routing behavior, execution quality, 
and market quality may change across different test groups, which should 
further inform consideration of a number of regulatory questions.   
 
The proposed Transaction Fee Pilot will test not only the effects of lower 
exchange access fee caps, but also of a prohibition on rebates.   
 
The inclusion of a test group prohibiting rebates is likely the most 
significant departure from the EMSAC recommendation for a pilot.   
 
Given the comments that we received in connection with the EMSAC 
recommendation and the related issues at stake, I believe that we would be 
missing an important and unique opportunity to fully evaluate exchange 
pricing models without proposing this feature within the Transaction Fee 
Pilot’s scope. 
 
With this Pilot, we would expect to be able to collect data that will help us 
better understand how rebates – and rebates at varying levels – impact 
order routing, liquidity provision, depth on exchange order books, and 
quoted spreads across varying segments of securities.   
 
With lower – or no – rebates, how will market participants be affected?   
 
For example, would institutional traders be more likely to obtain queue 
priority and more frequently capture the quoted spread, i.e., buy on the 
bid, sell on the offer?  Would there be more or fewer retail limit orders 
displayed on exchanges?  What is the net effect on market quality?  Please 
keep in mind that the research and commentary provided by all of you is an 
important part of our ability to evaluate these things. 
 
I would like you to think about where this Pilot could take us.   
 
For example, there are those who believe that the best policy result would 
be for a tiered access fee cap structure based upon the specific liquidity 
characteristics of different securities.   
 
In this scenario, there could be a potential outcome whereby the SEC could 
not only be providing fee caps at a single level but could set fee caps at 
multiple levels.  This scenario would also require a hard look at the 
appropriate role of regulation in transaction fee pricing.   
 
In contrast, for the test bucket without exchange rebates, we would like to 
better understand whether competitive market forces could successfully 
cap access fees without a government-imposed cap.   
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Will the Transaction Fee Pilot data provide insight about what transaction 
fee pricing would be in the absence of fee-based incentives and, if so, could 
it provide data about circumstances where a fee cap might no longer 
necessary?  In the release, we are also asking for comment on whether the 
public believes that fee caps will always be necessary as long there is an 
order protection rule within Regulation NMS.  
 

Transparency Initiatives 
  
Before moving on to a more specific discussion of our planned staff 
roundtables, I would like to make two brief comments on our significant 
transparency initiatives for broker alternative trading systems (“ATSs”) 
and for broker order routing disclosure.   
 
First, I found the comments on these proposed rules to be very informative 
and helpful.  We have given significant consideration to these comments, 
and I believe that final rules that we hope to move forward have benefitted 
significantly from your thoughtful input.  I cannot emphasize enough the 
importance of the public’s role in commenting on these and other 
initiatives.   
 
Second, transparency, while generally a highly beneficial principle, can at 
times be a double-edged sword.  There may be times when too much 
information about systems design could result in giving away intellectual 
property.   
 
There may also be times when public disclosure for the sake of disclosure 
does not always enable fair and accurate apples-to-apples comparisons of 
order routing behavior and could, instead, lead to a false impression of 
behavior.  I hope that, as the Commission moves forward with these 
important rules, we will have arrived at the right balance in these 
important areas.   
 
I would now like to discuss the three new staff roundtables that we are 
planning.  I share Chairman Clayton’s expectation that the roundtable 
discussions hosted by the Division of Trading and Markets will be targeted 
on specific issues and lead to actionable recommendations.   
 
To that end, I want to add some detail about the roundtable topics. 
 

Staff Roundtable on Market Structure for Thinly-Traded 
Securities 
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The first staff roundtable on April 23 will address the market for thinly-
traded securities – both equities and ETPs.  For NMS stocks of all types, 
one-half have an average daily trading volume of less than 100,000 shares.   
 
Of the approximately 4,656 corporate stocks currently listed on U.S. 
exchanges, 1301 have daily trading volume of less than 100,000 shares.   
 
These thinly-traded common stocks represent 14.9% of all NMS stocks, but 
only 0.7% of all NMS trading volume.  Turning to ETPs, 1,617 have average 
daily trading volume of less than 100,000 shares.  These thinly traded 
ETPs represent 18.4% of all NMS stocks, but only 0.4% of all NMS trading 
volume. 
 
Today, we have a single equity market structure for all NMS stocks, large 
and small, liquid and illiquid.  As Chairman Clayton emphasized, we must 
ask ourselves whether this market structure is appropriate for thinly-
traded securities. 
 
The Capital Markets Report from the Department of Treasury highlighted 
the challenges that face buyers and sellers when a relatively small volume 
of trading is spread out among many different venues. 
 
It recommended that the SEC consider allowing issuers of less liquid stocks 
to suspend unlisted trading privileges, or UTP, for a stock so that it would 
trade on a smaller number of venues until liquidity reached a minimum 
threshold.   
 
To maintain a basic level of competition, the Capital Markets Report 
recommended that broker internalization should remain as a trading 
option for all stocks. 
 
This recommendation, as well as other ideas and issues, will be evaluated 
in detail at the staff roundtable.  We will discuss whether limiting UTP 
would provide a better opportunity for exchanges to innovate to serve 
thinly-traded securities.   
 
If so, are there ways to address concerns about monopoly exchange trading 
privileges, as well as the more complex coding issues that might come with 
connecting to exchanges with different market structures?  Considering the 
potential benefits of appropriately structured pilot programs I noted above, 
is there potentially a pilot program that would help the Commission 
evaluate market structure changes for thinly-traded securities? 
 

Staff Roundtable on Access to Markets and to Market Data 
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The second staff roundtable that we anticipate would focus on issues 
related to access to markets and to market data.  Market participants have 
access to a wide range of products and services that offer differential access 
to markets and to market data.   
 
This differential access raises important questions, some of which are the 
subject of proceedings currently pending before the Commission.  Any 
roundtable would follow and build upon the Commission’s resolution of 
those questions.   Among the issues that we currently believe such a staff 
roundtable could explore are:  
 
- Differing views concerning the sale of market data products and 

services and its impact on the goal of maintaining fair, orderly, and 
efficient markets. 

 
- The impact and desirability of many market participants getting data at 

slower speeds because they are unwilling or unable to pay the rates for 
the fastest access.  

 
- The extent to which the markets and investors would benefit from 

greater transparency into the economics of market data distribution by 
exchanges and the SIPs, or Securities Information Processors. 

 
- The pros and cons of the existing single consolidator model for SIP data 

versus a competing consolidator model. 
 
- Differing views surrounding the governance model behind the 

operation of the SIPs, and whether that model is subject to conflicts of 
interest that could impede its ability to arrive at the best possible 
outcomes for investors.  

 

Staff Roundtable on Regulatory Approaches to Combat Retail 
Fraud 
 
The third staff roundtable that we anticipate will address regulatory 
approaches to combat retail fraud.   
 
As Chairman Clayton consistently has emphasized, we must continue to 
focus on the long-term interests of Main Street investors in everything we 
do at the SEC, including our efforts to strengthen market structure.   
A sound market structure, for example, benefits retail investors in a variety 
of ways.  It helps assure that their transactions are handled by 
intermediaries that are trustworthy and will protect investor funds and 
securities.   
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A fair and efficient market structure also helps assure that investor 
transactions are executed at prices that reflect the true forces of supply and 
demand, rather than being distorted by the effects of fraud and 
manipulation.   
 
I anticipate that, among other things, the third staff roundtable will 
address these fundamental market structure objectives in the contexts of 
digital assets and penny stocks.  
 

Conclusion 
 
To finish up, I will echo Chairman Clayton’s call for your engagement on 
equity market structure.  As evidenced by many of the complex market 
structure issues I have noted today, the full participation of a wide range of 
investors and other market participants is critical to support an informed 
and holistic assessment of U.S. equity market structure.   
 
The Transaction Fee Pilot has been proposed and awaits your feedback.  
And the primary objective of each of the coming staff roundtables will be to 
provide the public with a full and early opportunity to weigh in on concrete 
initiatives that may move equity market structure forward.  I am confident 
that, with your help, we can achieve this objective. 
 
Thank you 
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Keep America Safe in the Cyber Era 
 

 
 
America’s response to the challenges and opportunities of the cyber era will 
determine our future prosperity and security.  
 
For most of our history, the United States has been able to protect the 
homeland by controlling its land, air, space, and maritime domains.  
 
Today, cyberspace offers state and non-state actors the ability to wage 
campaigns against American political, economic, and security interests 
without ever physically crossing our borders.  
 
Cyberattacks offer adversaries low cost and deniable opportunities to 
seriously damage or disrupt critical infrastructure, cripple American 
businesses, weaken our Federal networks, and attack the tools and devices 
that Americans use every day to communicate and conduct business. 
 
Critical infrastructure keeps our food fresh, our houses warm and our 
citizens productive and safe.  
 
The vulnerability of U.S. critical infrastructure to cyber, physical, and 
electromagnetic attacks means that adversaries could disrupt military 
command and control, banking and financial operations, the electrical 
grid, and means of communication. 
 
Federal networks also face threats.  These networks allow government 
agencies to carry out vital functions and provide services to the American 
people.  
 
The government must do a better job of protecting data to safeguard 
information and the privacy of the American people.  
 
Our Federal networks must be modernized and updated. 
 
In addition, the daily lives of most Americans rely on computer-driven and 
interconnected technologies. 
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As our reliance on computers and connectivity increases, we become 
increasingly vulnerable to cyberattacks. Businesses and individuals must 
be able to operate securely in cyberspace. 
 
Security was not a major consideration when the Internet was designed 
and launched. As it evolves, the government and private sector must design 
systems that incorporate prevention, protection, and resiliency from the 
start, not as an afterthought. 
 
We must do so in a way that respects free markets, private competition, 
and the limited but important role of government in enforcing the rule of 
law.  
 
As we build the next generation of digital infrastructure, we have an 
opportunity to put our experience into practice. 
 
The Internet is an American invention, and it should reflect our values as it 
continues to transform the future for all nations and all generations. 
 
A strong, defensible cyber infrastructure fosters economic growth, protects 
our liberties, and advances our national security. 
 

 
 
To read more: 
https://www.whitehouse.gov/wp-content/uploads/2017/12/NSS-Final-12-
18-2017-0905.pdf 
 
 
 

 

 

https://www.whitehouse.gov/wp-content/uploads/2017/12/NSS-Final-12-18-2017-0905.pdf
https://www.whitehouse.gov/wp-content/uploads/2017/12/NSS-Final-12-18-2017-0905.pdf
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The importance of incentives in ensuring a resilient and robust 
financial system 
William C Dudley, President and Chief Executive Officer of the Federal Reserve 
Bank of New York, at the US Chamber of Commerce, Washington DC 
 

 
 
It is a pleasure to have this opportunity to speak to you.  In my remarks 
today, I will discuss financial regulation and the ways in which proper 
incentives help ensure resiliency in the financial system. As always, what I 
have to say reflects my own views and not necessarily those of the Federal 
Open Market Committee or the Federal Reserve System. 
 
We have come a long way since the global financial crisis in building a 
more resilient financial system-one that can better support the provision of 
financial services to American households and businesses such as those 
represented here, both in good times and in bad.  But, there is still 
unfinished business.  
 
On the regulatory side, for example, there is more work to be done to 
ensure that a systemically important bank can be resolved effectively on a 
cross-border basis in the event of failure.   
 
Additionally, the efficiency, transparency, and simplicity of the regulatory 
system could be improved without weakening the core reforms to capital, 
liquidity, and resolution that have made the financial system much 
stronger.  
 
Most importantly, we need to recognize that an effective regulatory regime 
and comprehensive supervision are not sufficient.  We also need to focus 
on the incentives facing banks and their employees.  After all, misaligned 
incentives contributed greatly to the financial crisis and continue to affect 
bank conduct and behavior.  
 
Today, I will address this issue of incentives, with emphasis on the 
complementary roles of regulation, supervision, and bank culture.  Each of 
these is necessary to ensure that we have a robust and resilient financial 
system not just today, but also in the future.  
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Progress since the financial crisis 
 
The financial crisis was a watershed event that exposed severe deficiencies 
in the financial system-including the inadequacy of bank capital and 
liquidity buffers, poor risk management and internal controls, and bad 
bank cultures.   
 
Many financial firms took on an excessive amount of risk and did not 
always act in ways consistent with the interests of their customers or the 
broader public.  The crisis revealed woeful shortcomings in many of these 
elements, with terrible consequences for the economy and millions of 
people.  
 
Over the past decade, the official sector and the financial industry have 
made considerable progress in addressing these problems.  The banking 
system is much sounder and more resilient as a result, in a number of 
ways.  
 
First, systemically important banks are much safer.  They have much 
bigger liquidity and capital buffers, and the quality of capital is much 
improved.   
 
Moreover, the capital regime now has a forward-looking element in which 
annual stress tests examine banks' ability to withstand losses under 
severely adverse economic conditions and constrain the amount of capital 
that can be returned to shareholders via dividends and share repurchases.   
 
Strengthened liquidity standards have given the market greater confidence 
that banks possess adequate resources to weather temporary storms that 
arise.   
 
At the global level, Basel III has helped to level the competitive playing 
field in a number of ways-including, most recently, by imposing constraints 
on banks' use of internal models to meet their capital requirements, and by 
introducing a leverage buffer for systemically important firms, similar to 
what we already have in place in the United States. 
 
New regulatory standards have been complemented by a supervisory 
framework for the largest banks that explicitly acknowledges the impact 
that distress at such firms could have on financial markets and the 
economy.  These efforts have led to considerable improvement in risk 
management at banks, which should help better sustain the flow of credit 
to the real economy throughout the business cycle.  
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Second, considerable progress has been made in terms of resolution.  
Systemically important banks now have living wills that provide a roadmap 
for how these firms would be resolved in the event of imminent failure.  
Moreover, there is now a well-defined mechanism under Title II of the 
Dodd-Frank Act for recapitalization of a failed systemically important firm.   
 
The FDIC now has the authority to initiate a "single point of entry" 
resolution, which places the parent holding company into FDIC 
receivership and transfers its subsidiaries to a new parent company.   
 
Total loss-absorbing capacity, or TLAC, of the old parent company would 
be available to absorb losses and could be used to recapitalize the new 
parent company.  But, the task of operationalizing resolution for large, 
global banks-including achieving full clarity on the roles of the home and 
host supervisors-is still not complete.   
 
It is key that work continues on this front to ensure that a systemically 
important firm can fail without threatening to topple the rest of the 
financial system-an important step toward ending "too big to fail."  
 
Third, some of the obvious systemic vulnerabilities exposed by the 
financial crisis have been remedied.  Important changes include mandatory 
clearing of standardized over-the-counter derivatives through central 
counterparties, or CCPs; more intensive supervision of systemically 
important CCPs; and reforms of the tri-party repo system and the money 
market mutual fund industry.   
 
But, even as we reduce or eliminate old vulnerabilities, we must not rest on 
our laurels, for new vulnerabilities will inevitably take their place.  
 
These accomplishments notwithstanding, I have no doubt that the current 
regulatory framework could be improved.  Indeed, the official sector should 
assess the efficiency and effectiveness of regulations on an ongoing basis.   
 
I agree with Vice Chairman Quarles' observation that there is more we can 
do to make the regulatory regime more efficient, transparent, and simple-
including relief for small banks, greater tailoring based on a firm's level of 
systemic importance, and simplifying the Volcker Rule. Some of these 
changes have already been adopted or are in process.  
 

Greater focus on incentives is needed 
 
But, I also think we must take a broader view of what characterizes a 
resilient and robust financial system.  To that end, we need to carefully 
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monitor the incentives that influence the behavior of financial firms and 
their employees.  
 
Indeed, the record from the crisis and more recent years shows just how 
powerful incentives can be in driving firms and individuals to do things 
that are imprudent and/or unethical.  Bad incentives can lead to conduct 
that not only generates large risk exposures and market excess, but also 
erodes trust and confidence in the financial system.   
 
For example, the pre-crisis housing boom would not have gone so far, for 
so long, without the widespread breakdown in mortgage underwriting 
practices that was driven by poor incentives. 
 
Some examples of bad incentives that contributed to the financial boom 
and bust included: 
 
- Compensation practices at financial firms that rewarded volume and 

short-term performance over longer-term, sustainable returns; 
 
- The willingness of the credit rating agencies to designate tranches of 

subprime mortgages triple-A in exchange for fees paid by a small 
number of issuers of mortgage-backed securities; 

 
- The willingness of Fannie Mae and Freddie Mac to use their implicit 

government support to take on large amounts of mortgage risk with 
very little capital backing; 

 
- The willingness of AIG to use its triple-A rating to provide credit 

protection to banks and securities firms against complex mortgage 
obligations with little direct capital support or an adequate liquidity 
backstop; and, 

 
- The pegging of money market mutual fund share prices at par, which 

led to investors running at the first sign of trouble. 
 
Since then, we have seen a number of other costly breakdowns that were 
driven, in part, by poor incentives.  
 
- In the LIBOR scandal, a relatively small number of banks manipulated 

LIBOR to their benefit through rate-setting submissions that were not 
based on actual transactions.  In contrast, a new U.S. Treasury repo 
reference rate will be based on actual transactions in a deep and liquid 
market, and is designed to be compliant with new principles set forth 
by the International Organization of Securities Commissions. 
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- In the foreign-exchange market, bad incentives helped encourage rate 
rigging at particular rate-fixing times.  Reforms were subsequently 
introduced, including recommendations from the Financial Stability 
Board's Report on Foreign Exchange Benchmarks and the recent 
publication of the FX Global Code, developed by central banks and 
market participants. 

 
- The creation of millions of unauthorized accounts at Wells Fargo also 

reflected bad incentives.  Bank employees were compensated on sales 
volume with aggressive cross-selling targets without customers actually 
receiving beneficial services.  In response, the Federal Reserve Board 
entered into a consent cease-and-desist order with Wells Fargo that 
requires the firm to improve its governance and risk management 
processes.  

 
These recent cases were particularly disturbing in terms of their scale and 
flagrancy, and-in the case of the rate-rigging scandals-the collusion by 
employees across firms.  
 
I am particularly struck by the fact that manipulation of the foreign 
exchange market occurred even after the LIBOR scandal was well known.  
These episodes underscore the tremendous power that incentives have to 
influence and distort behavior, potentially leading to massive damage to 
bank cultures, reputations, and finances.  
 
Some lessons on incentives that stand out for me include: 
 
- Guarding against technical design flaws that can be manipulated and 

exploited for profit; 
 
- Ensuring that incentives are aligned and consistent with desired 

behaviors; 
 
- Recognizing how rules, however well-intentioned, can be gamed; and, 
 
- Having appropriate mechanisms in place to identify problems early and 

to ensure rapid escalation and amelioration. 
 
Many of these issues and risks likely also apply to your companies.  But, I 
think they are particularly important for financial institutions-especially 
those that are systemically important.  The scale of such firms magnifies 
the impact of bad incentives on the financial system and economy.   
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At the same time, that scale also makes it more difficult for senior 
management to properly control a firm's activities and monitor the conduct 
and behavior of its employees.   
 
For these reasons, we need strong internal and external checks on banks-
an area to which I will now turn.  
 

The complementary roles of regulation, supervision, and culture 
 
As I said earlier, a sound financial system is one that is safe and resilient, 
can support the provision of financial services at a reasonable price to the 
real economy in good times and in bad, and promotes confidence and trust 
among its customers and counterparties.   
 
Financial institutions should be prudently managed and subject to strong 
internal checks-including risk management policies and procedures, 
internal controls, compliance, and audit.  Meanwhile, an effective financial 
regulatory and supervisory regime should be as efficient, transparent, and 
simple as possible.  
 
I think these goals are broadly shared by supervisors and banks alike, 
which suggests to me that the relationship between supervisors and banks 
does not always need to be adversarial.  Indeed, a healthy dialogue helps 
this supervisory process to work well.   
 
For example, it is important that firms are proactive in revealing problems 
to their supervisors.  And, individual institutions can certainly benefit from 
the horizontal perspective that supervisors bring to examinations.  This 
perspective can highlight where the firm stands vis-à-vis best practices, or 
where there may be important vulnerabilities in its operations.  
 
Of course, there is an irreducible amount of tension built into this 
relationship, given that each party's roles, interests, and responsibilities 
will not always coincide.   
 
Banks are naturally more sensitive to constraints on their profit 
opportunities or dividend policies and to the costs of regulation.  They may 
also question how much protection is necessary-for example, how stringent 
the capital requirements or how severe stress testing assumptions should 
be.  These are areas where I would expect perspectives to differ.  
 
Supervisors are principally focused on compliance with laws and 
regulations as well as issues of safety and soundness.  They also bring to 
their work a perspective on financial stability that may not match the more 
narrow interests of the firm.   
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For example, supervisors seek to address the externalities created by the 
failure of a systemically important firm by imposing higher capital and 
other requirements than the firm would likely select if left to its own 
devices.  
 
The financial crisis is a vivid reminder that there can be many risks to 
financial stability, and of the need for strong internal and external 
constraints on banks.   
 
Here, the "three pillars" of regulation, supervision, and bank culture must 
all play effective roles.   
 
Regulation establishes what is legally permissible for banks to do; 
supervision helps to reinforce those rules and evaluate whether the bank's 
controls and other processes are conducive to safety and soundness; and 
bank culture sets the norms for what is appropriate behavior. 
 
But, at the same time, these pillars are mutually reinforcing. Regulation 
and supervision, for example, attempt to address various market failures in 
banking that can contribute to excessive risk taking.  Bank culture, in turn, 
helps establish norms in areas where regulation may be silent.  
 
In this way, regulation, supervision, and bank culture are complements, 
and deficiencies in any of these pillars can be problematic.   
 
For example, as we have seen in cases of unsafe or unethical behavior in 
recent years, strong regulation and supervision cannot substitute for 
deficiencies in bank culture-especially not on a timely basis.  
 
It is the public sector's job to establish and enforce rules, but rules are 
inherently limited in their ability to constrain conduct and behavior.  Much 
of our regulatory regime has been developed in response to financial 
problems that have arisen over time.   
 
Because regulation is typically reactive in this way, it may not always keep 
pace with the evolution of the financial system or the broader economic 
environment.   
 
Also, we must recognize that, at times, actions will be taken that are clearly 
inconsistent with the spirit of the rules that are place, or the rules will 
simply be violated. 
 
Consider the use by Lehman Brothers of so-called Repo 105 transactions to 
window-dress its balance sheet.  Beginning in late 2007, Lehman used 
Repo 105 transactions to temporarily remove securities from its balance 



P a g e  | 31 

________________________________________________________________________ 
International Association of Hedge Funds Professionals (IAHFP)                                                                                                       

sheet for a few days in order to mislead investors and counterparties about 
its financial condition.  These transactions had the benefit of being 
recognized as "sales" even though they were nearly identical to standard 
repo transactions that stayed on the balance sheet.  
 
In another example, following the introduction of Basel III, some banks 
tried to reduce their capital requirements by transferring risk to other 
counterparties.   
 
In certain cases, this occurred even when those counterparties did not 
provide any additional resources to absorb potential losses-either because 
they were very thinly capitalized, or were affiliated with the banks in 
question.  
 
I would also note that the establishment of too many bright-line rules may 
prove counterproductive to the goal of encouraging good bank cultures.  
For one thing, detailed rules can be construed as implying that the 
responsibility for good conduct rests with the public authorities.   
 
For another, rules may create opportunities or incentives for legal or 
regulatory arbitrage.  When banks work to find creative ways around rules, 
it can have an insidious effect on culture.   
 
As I see it, an organization's culture gets into trouble when it equates "what 
is right" with what is legally permissible, and when "what is wrong" 
becomes viewed as what is legally impermissible.   
 
A proliferation of rules-followed by the gaming of these rules-can be 
ultimately self-defeating. The end result may not only be a loss of trust, but 
also over time a more burdensome regulatory regime than would otherwise 
be the case.  
 
So, while regulation and supervision are necessary to ensure a resilient and 
robust financial system, I very much doubt that they are sufficient.   
 
They need to be supplemented by bank management that pays close 
attention to incentives, conduct, and culture.  As I have previously said, 
incentives drive conduct, which establishes the social norms that help 
define a firm's culture. 
 
The first step is for firms to evaluate the incentives that they have in place 
with respect to personnel evaluation, compensation, and promotion and to 
make sure they are consistent with the type of behaviors they want to 
encourage.   
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For example, how are compliance violations treated in compensation and 
promotion decisions?  Are incentives in place to encourage people to speak 
up early, when problems are smaller and more manageable?  When 
employees do speak up, how are they subsequently treated?  
 
My colleagues and I at the New York Fed have commented previously on 
the essential role of good culture in a bank's reputation, financial condition 
and performance, and in customer confidence and trust. 
 
As we have argued, "cultural capital"-through its ability to limit misconduct 
risk-can be an important bulwark to a firm's financial capital. 
 
Culture is often viewed as a "soft" topic, but I would disagree.  The financial 
penalties associated with misconduct are anything but soft-with bank fines 
since the crisis estimated at more than $320 billion as of year-end 2016. 
 
The hit to a bank's reputation from misconduct can also be quantified 
through, for example, the associated impact on its share price or funding 
costs.  Culture should be about concrete incentives and behaviors that help 
achieve specific goals, implying that it should not be viewed as a "soft" 
issue.  
 
I have argued on several occasions that bank leaders could get a better view 
into their firms' progress on conduct and culture by doing more 
collectively. 
 
For example, major banks in the United States could participate in an 
industry-wide survey of their employees conducted by an independent 
third party, with the results anonymized to encourage respondents to be 
candid in their assessments.   
 
I suspect that these results would create a more accurate picture of how 
banks are doing, and would likely underscore how much work continues to 
be needed to improve bank cultures.  
 
Another idea that I have discussed is the creation of a database of banker 
misconduct to combat the problem of "rolling bad apples."  In these cases, 
employees who are dismissed due to suspicion or proof of misconduct are 
unwittingly hired by other firms in the industry, where they have the 
opportunity to repeat their actions.  
 
Understandably, firms are concerned about legal risk if they share 
information about banker misconduct, but there may be ways to address 
these concerns through legislation.  Once again, I invite the industry to 
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take the initiative on these issues, and to look to the public sector for 
support. 
 
For their part, I believe that supervisors have a special role to play in 
assessing incentives at the firm level and their possible implications for 
bank behavior and misconduct.   
 
Supervisors can mitigate misconduct risks by supporting the development 
of effective corporate governance regimes, prudent risk management 
policies, and strong compliance and control structures-all within a 
framework of effective oversight from the firm's board of directors.  
 
Ultimately, establishing and maintaining an effective culture with 
appropriate risk governance and controls is the responsibility of individual 
firms and the industry, but the official sector can help by highlighting best 
practices and addressing collective action problems and other market 
failures. 
 

Areas where further work on incentives is warranted 
 
I would like to briefly touch on some areas where further work on 
incentives may be warranted, including regulatory changes that might 
address certain incentive and first-mover problems.   
 
At the outset, let me say that I do not have all the answers and do not mean 
to suggest that these are the only areas that need improvement. But, these 
issues are ones where more investigation into possible solutions may be 
warranted.  
 
As I discussed earlier, we have made substantial progress in raising banks' 
capital buffers.  But, I believe it would also be worthwhile to evaluate other 
changes to our capital regime to encourage earlier action by banks when 
the economic environment deteriorates.   
 
Banks are naturally reluctant to raise capital due to concerns about stigma 
and potential equity dilution.  This hesitancy was demonstrated clearly 
during the financial crisis.   
 
Bank management may also delay such a move because they may be prone 
to over-optimism about the outlook for their firm or the economy.  There is 
also an externality problem, as a bank does not internalize the benefit that 
accrues to the financial system when it takes steps to strengthen its own 
financial condition.  
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Although supervisors have tools available in such circumstances, these 
require a safety-and-soundness basis that may not always be available in a 
timely manner.   
 
Changes in the 2018 Comprehensive Capital Analysis and Review program 
enable banks to avoid a Federal Reserve Board objection based on the 
quantitative assessment by raising new capital.  While this is a step in the 
right direction, the current regime may not be sufficient to ensure that 
banks will raise capital more proactively.  
 
Compensation is also a powerful incentive.  As I mentioned earlier, the 
emphasis in compensation practices on short-term performance over 
longer-term sustainable returns was a key vulnerability revealed during the 
crisis that helped motivate imprudent behavior.   
 
Currently, senior bankers are paid mainly in cash and deferred stock 
grants.  This structure creates incentives to take actions to maximize a 
bank's share price, rather than to minimize the risk of the bank's failure.   
 
While compensation practices today feature a larger deferred component, 
greater emphasis on deferral in the form of long-term debt-which can also 
be recognized as TLAC-could better align senior managers' interests with 
the long-term safety and soundness of the firm. 
 
As I see it, this approach could have two benefits.  For one, it would reduce 
the incentives for risk-taking. For another, if TLAC debt holdings were at 
risk of conversion to equity in the event of failure, I believe senior bankers 
would be incentivized to cut dividends or raise equity capital earlier to 
reduce the risk of failure.   
 
Having a regime in place that creates strong incentives for management to 
steer aggressively away from bad outcomes would be better than one in 
which management has incentives to temporize in the face of rising risks.  
 
Some banks have experimented with such compensation schemes, and I 
would encourage more to do so.  But, this type of reform may also need a 
push from the regulatory side.   
 
Banks may be reluctant to adopt such pay structures on their own for 
competitive reasons.  They may perceive that there is a first-mover 
disadvantage in attracting and retaining talent.  
 
Another possible reform could involve putting a greater onus on senior 
management for the costs incurred from regulatory fines or other legal 
liabilities, rather than on shareholders alone.   
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Shareholders should not be shielded from such costs and fines-as they may 
have also profited from associated gains-but it doesn't seem fair or prudent 
to shield the decision-makers from responsibility for costly breakdowns as 
much as they are now.   
 
Greater personal liability may also be a powerful incentive to promote 
better behavior.  I suspect changes in these areas would lead senior 
managers to encourage their staff to speak up earlier about emerging risks, 
be more attentive when red flags were raised, and respond sooner and 
more forcefully.  
 
I would also note that the many regulatory reforms introduced over the 
past decade may create incentives of their own, with important 
implications for bank behavior. Such incentives may alter the nature and 
locus of risk-taking, and therefore need to be closely monitored.   
 
Risks could be shifted outside the banking system, or the incentives could 
lead to different bank strategies, business models, and product offerings 
that introduce new risks.  
 
There is a long history of such behavior.  For example, off-balance-sheet 
instruments rose sharply in the 1980s in response to the introduction of 
minimum primary and total capital requirements based on balance sheet 
size.   
 
More recently, in some jurisdictions the use of leverage ratios based on 
period-end reporting of assets-as compared to period averages in the 
United States-has encouraged window-dressing behavior by some banks at 
quarter-end.   
 
So, while the reforms have mostly had the intended effect of encouraging 
safer institutions, authorities and financial institutions should also be 
mindful of potential unintended consequences.  
 

Conclusion 
 
To sum up, we have made considerable progress toward a more resilient 
and robust financial system.   
 
While we should do more to make the regulatory regime more efficient, 
transparent, and simple, there are outstanding issues that still require 
additional work-such as the cross-border resolution of large global banks.   
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We should also focus more on incentives, which can help ensure that 
regulations are dynamic and work well, and that banks are incentivized to 
take action early to steer away from trouble.   
 
Finally, regulation and supervision are necessary but not sufficient-they 
must be supplemented by bank cultures that encourage ethical behavior, 
the early identification of problems, and a willingness to address those 
problems proactively.  
 
Thank you for your kind attention.  I would be happy to take a few 
questions. 
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Replacing checklists with engagement 
Presentation by Ryozo Himino, Vice Minister for International Affairs, 
Financial Services Agency, Japan, at Session I, Supervisory approaches for 
Oversight of Intermediaries, of the CFTC International Regulators 
Meeting, Boca Raton, Florida 
 

 
 
Thank you, Chris [Giancarlo] and Eric [Pan] for your kind words. Good 
morning, everyone. Thank you all for giving me this opportunity to present 
the Japan FSA’s plan to transform its supervisory approaches and to seek 
your comments and advice on it.  
 
But I suspect that some of you may be wondering what benefit you will 
have by discussing the Japanese supervisory approaches.  
 

Japan as an economic policy laboratory  
 
Indeed, it is widely considered that Japan mismanaged itself in late 1980s, 
in 1990s and in 2000s, was too-little-too-late in policy responses, and lost 
its once renowned competitiveness largely due to inability to change itself.  
 
What can one learn from that country? But difficult problems Japan had to 
face during the last two decades led it to experiment many novel policy 
initiatives.  
 
For example, unconventional monetary policy measures, such as zero-
interest rate policy, forward guidance and quantitative easing, were all first 
experimented with in Japan.  
 
Initially, they were considered as unique prescriptions to diseases unique 
to Japan, but as other advanced economies faced challenges similar to 
Japan’s, those measures came to form a part of the standard toolkit of 
many central banks outside Japan, including the US Federal Reserve and 
the European Central Bank.  
 
The JFSA’s new supervisory approaches also include several 
unconventional elements. I hope you could look at it with open mind: They 
might be able to at least stimulate your thought. 
 
This year, 2018, is the tenth anniversary of the global financial crisis. The 
enormous regulatory reform project during the last decade is now reaching 
its completion.  
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The global regulatory community is now in a position to ask what’s next.  
 
The agenda for the next decade should include implementation of the 
agreed reforms, assessments of the effectiveness and the side effects of 
regulatory changes, and addressing new risks such as those arising from 
crypto assets and cyber-attacks.  
 
And, as Chris often emphasizes, addressing cross border inconsistencies is 
becoming more and more important.  
 
In addition to these, I would like to suggest that we should look more at 
supervision.  
 
In my view, the last decade was characterized by too much optimism on the 
effectiveness of regulations and too much skepticism on supervision.  
 
When dealing with general investors and issuers, we need to rely largely on 
regulations and enforcement.  
 
However, if we rely solely on regulation in our dealing with regulated 
entities, we are likely to overregulate, invite arbitrage, and miss the 
symptoms of the next crisis.  
 
We need to restore the role of supervision.  
 
In this respect as well, I hope the Japanese experiment on supervisory 
approaches could provide some food for thought.  
 
The year 2018 is not just the tenth anniversary of the Global Financial 
Crisis.  
 
It is the twentieth anniversary of the Japanese Financial Crisis as well.  
 
Japan’s problems were believed to have been due to deficiencies unique to 
Japan, but, after all, many other advanced economies also saw financial 
crisis and ensuing stagnation ten years later.  
 
Lessons from what happened in Japan’s second “lost decade” may be 
useful in preventing the world to follow a similar path. Japan has 
experienced twenty years of very low interest rates. It also has the fastest 
aging society in the world.  
 
These factors are changing the assumptions on which financial markets 
operate. I would argue that Japan is a front runner in facing the difficult 
challenges of the future. 
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FSA as Financial Sanctions Agency  
 

So let’s look at what has happened in Japan. The JFSA was created twenty 
years ago amid an acute banking crisis.  
 
To end the crisis and resolve bad loan problems, the Agency conducted 
what we call special inspections.  
 
Our inspectors examined the classifications of individual loans, 
downgrading them from special mention to doubtful and from doubtful to 
loss.  
 
The operation was successful and the long hoped for financial stability was 
finally attained by around 2003, giving the new born agency much needed 
public trust and confidence.  
 
This successful experience led the Agency to repeat asset quality review 
year after year.  
 
Bankers have become more and more risk averse, competing extremely 
hard for borrowers with strong balance sheets and good collaterals or 
guarantees.  
 
On the other hand, lending on borrowers’ business prospects has come to 
be considered more risky, not necessarily because of probability of 
defaults, but because explaining borrowers’ business prospects to 
inspectors is more difficult than showing collateral or guarantees.  
 
A parallel process proceeded with regard to our conduct policy.  
 
In early years of the JFSA, there was strong social anger against multitudes 
of misconduct incidents by big banks, insurance companies and listed 
firms.  
 
In response, the JFSA issued 253 cease and desist orders in the peak year 
and, although the true name of the Agency is Financial Services Agency, it 
was often disparaged as Financial Sanctions Agency.  
 
I believe that the “Sanctions Agency” contributed to enhancing internal 
controls at financial institutions.  
 
It also may have helped the Agency establish a public confidence that it is a 
friend of consumers, not of bankers. But the repetition of compliance 
checks by the JFSA also had unintended consequences.  
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When bankers meet customers, they have come to spend more time in 
creating evidence of compliance which can be shown to the JFSA 
inspectors rather than to identify customers’ life plans and needs. 
 
It is said that on one occasion one of the most respected economists in 
Japan visited a bank branch to buy a mutual fund and that the teller told 
him that at his age he had to be accompanied by one of his family 
members. The economist naturally protested but the teller only told him 
that they should follow the FSA’s guidance.  
 
This legendary era of the Sanctions Agency was even depicted in a 
television drama series, which was broadcasted on Sunday nights in the 
summer/autumn season of 2013. The viewer rating started from 20 
percent and at the final episode reached 42.2 percent.  
 
You might think one could better spend Sunday nights doing something 
other than watching bankers and inspectors, but 40 percent of the 
Japanese families, or tens of millions of Japanese, did so.  
 

The need for change  
 

What could happen if we continue to apply the Sanctions Agency models? I 
think there can be three key risks. 
 
First, the resources of the JFSA and bankers may be diverted from key 
priority issues to minor ones.  
 
It is much easier to identify minor misconducts than to discuss problems in 
culture, governance, risk management or business models.  
 
As banks’ practices improve after repeated inspections, inspectors will be 
incentivized to split hairs more meticulously.  
 
Second, although our approaches have been effective in cleaning up the 
mess after the crisis, they may not be effective in preventing future crises.  
 
Today, the yield curve is low and flat. Local communities are shrinking and 
disappearing in Japan.  
 
Traditional financial institutions will soon have to compete with Google, 
Amazon, Alibaba and other platform giants. Investors can be lured by 
virtual assets distributed by unregulated entities.  
 
Policing misconducts and bad loans alone cannot address the problems to 
come in the future.  
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Third, many Japanese firms have developed extensive and detailed internal 
rules which correspond to each and every item of the JFSA’s Inspection 
Manuals.  
 
Whichever item in the checklist is questioned by inspectors, firms can 
readily show corresponding internal rules.  
 
And the implementation of those rules are meticulously documented and 
policed internally.  
 
Suppose a banker takes an initiative to start a new project, process or 
product. She needs to persuade the firm to change a multitude of internal 
rules.  
 
The existing rules, however, survived repeated inspections by the JFSA. 
Some of the rules might have been introduced in response to the business 
improvement order issued by the JFSA fifteen years ago.  
 
Naturally, resistance to change can be strong. Innovation can be stifled.  
 

JFSA’s new approaches  
 

To address these risks, the JFSA has redefined its regulatory goals, and 
plans to expand its perspectives, adopt approaches different from those of 
the Sanctions Agency days, and transform itself. 
 
First, we have redefined our regulatory goals. In the past, we defined our 
goals as financial stability, consumer protection and market integrity.  
 
It was consistent with IOSCO objectives, which are investor protection; 
fair, efficient and transparent market; and reduction of systemic risk.  
 
However, what we have seen during the last twenty years is that attaining 
the three objectives alone does not pull Japan out of the post-crisis 
stagnation.  
 
We included effective financial intermediation, better services, and market 
vigor in our basic goals, and defined our ultimate goal as maximizing 
national welfare by promoting sustainable growth of the economy and 
national wealth.  
 
I know that this definition of regulatory goals is somewhat unconventional: 
the Basel Core Principles argues that financial stability should be the key 
goal and any other missions should be subordinated to it.  
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However, I have an impression that the series of U.S. Treasury reports 
published since last June are heading for a direction somewhat similar to 
ours.  
 
And the series of speeches by Chris, including the February one in New 
York, stand out in emphasizing market vigor and economic growth. Recent 
FSB statements also make it clear that the ultimate objective is strong, 
sustainable and balanced growth.  
 
Second, the JFSA intends to expand its supervisory perspectives. Our 
predecessor, the Ministry of Finance of Japan, was criticized that it 
misused its discretionary power and allowed forbearance.  
 
At its onset, the JFSA tried not to repeat the same path of its predecessor 
by focusing on objective, rulebased, ex post compliance checks.  
 
After upholding this doctrine for two decades, however, there emerged a 
tendency to look only at the form, the past and elements.  
 
We intend to expand our perspectives to the substance, the future and the 
holistic analysis.  
 
The UK PRA advocates forward-looking, judgment-based approaches and I 
imagine that there may be some commonalities between the directions 
which the UK and Japanese agencies pursue.  
 
Third, our new supervisory approaches will be composed of three pillars: 
enforcement; dynamic supervision; and disclosure and engagement.  
 
The first pillar is enforcement. We will continue to enforce our rules but 
the emphasis will be on the overall effectiveness of firms’ compliance 
system and governance, and we will try to address root causes, not just 
specific incidents.  
 
The second pillar is dynamic supervision. We will put our emphasis on 
forward-looking analysis and shift from periodic on-site inspection to 
continuous and seamless monitoring.  
 
The third pillar is disclosure and engagement. We will promote disclosure 
and engage with firms to support the pursuit of best practices.  
 
Fourth, in order to make such changes possible, we will transform the 
JFSA itself.  
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Shifting supervisory focus to the substance, the future and holistic analysis 
requires more exercise of judgments, and thus could be accompanied by 
the risk of arbitrary, inconsistent, subjective exercise of regulatory power.  
 
To mitigate the risk, we will enhance our own governance, internal quality 
control and make more effective use of feedback from outside the Agency. 
 
We also intend to repeal the Inspection Manuals, or the checklist for 
inspectors, in April 2019 or after.  
 
Even after the repeal, the existing five thousand pages of laws, regulations 
and supervisory guidelines will stay. In addition, they will be supplemented 
by theme-specific discussion papers which clarify principles and 
approaches.  
 
But we will stop being prescriptive in specifying how firms should attain 
the goals set by laws and regulations. We also intend to change our 
organizational structure, our human resource policies, training programs, 
and IT infrastructure.  
 
We have just completed sixty roundtable discussions on our new 
approaches in eleven cities in Japan, with financial institutions, audit firms 
and JFSA local office staff.  
 
We intend to publish several discussion papers on more specific 
approaches, go forward with internal changes, and, about one year from 
now, repeal the Inspection Manuals. This is what we plan to do. I know this 
is not easy.  
 
The success critically depends on the transformation of the JFSA’s own 
culture, governance, employee skills, and processes, which is already 
difficult enough.  
 
In addition, changes at the JFSA need to be matched by changes in 
financial institutions.  
 
If firms are not willing to use the new room for innovation but prefer to 
have JFSA prescribe what they should do, the benefit of the changes will 
not be attained.  
 
We need support from users of financial services as well.  
 
If consumers, and also news media, insist on zero tolerance towards 
misconduct, it would become more difficult for bankers and regulators to 
adopt a risk-based approach.  
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I am very keen to learn if you have issues similar to those I have described, 
and, if so, how you deal with them.  
 
I would also appreciate it if you could identify weaknesses and problems in 
our planned approaches, because such will help us do the job better. So I 
very much look forward to today’s discussion.  
 
Thank you for your attention. 
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The future of money 
 
Mark Carney, Governor of the Bank of England and Chairman of the 
Financial Stability Board, to the inaugural Scottish Economics Conference, 
Edinburgh University, Edinburgh. 
 

 
 
It is a great pleasure to join the inaugural Scottish Economics Conference, 
which brings together students from six universities with proud intellectual 
traditions. I would like to congratulate the students who have 
shown such initiative in creating this event. My only regret is that the 
‘#BeastFromTheEast’ has prevented me from joining you in person, 
though given my topic, there is something appropriate about joining you 
virtually. 
 
This £20 note is significant. 
 

 
 
Significant because it honours Adam Smith, the great moral philosopher 
and hero of the Scottish Enlightenment. 
 
Significant because it is a significant amount of money, enough to buy you 
a burger and a few pints at the Pear Tree pub this evening, or if you fancy a 
quieter but highly stimulating night in, copies of Smith’s Wealth of Nations 
and The Theory of Moral Sentiments at Blackwell’s. 
Significant because without money the decentralised exchange of Smith’s 
invisible hand could not operate. 
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Money unlocks the specialism of labour in the pin factory and “the great 
increase in the quantity of work that results.” 
 
 And only money can solve the coincidence of wants between the butcher, 
the brewer, the baker and the student on a Friday evening. 
 
Many of you probably don’t see Adam Smith notes too often. Not just 
because you’re impoverished students. Or because you live in Scotland 
where you’re more likely to encounter Sir Walter Scott or Nan Shepherd on 
a banknote when you do have cash. 
 
But because you use electronic forms of money such as debit cards and 
mobile phones for your everyday purchases and go online for your larger 
ones.  
 
A number of you may hold other forms of electronic money – crypto or 
virtual currencies such as Bitcoin, Ether or Scotcoin.  
 
And a few may view paper money – even the Bank of England itself – as 
archaic vestiges of an old centralised order of payments that will soon be 
swept aside by a digital, distributed future. 
 
And that’s my topic today: the future of money. 
 
To read more: 
https://www.bis.org/review/r180323a.pdf 
 
 
 
 
 
 
 
 

 

 

 

 

 

 

https://www.bis.org/review/r180323a.pdf
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Phishing emails deemed number one threat by UK Businesses 
 

 
 
Industry research by security company Clearswift has reported that 
malicious links within emails are perceived as posing the biggest cyber 
threat to UK businesses, with 59% of business decision makers highlighting 
this as their chief concern.  
 
This is indicated to be far more than any other cyber threat. 
 
The research surveyed 600 senior business decision makers and 1,200 
employees across the UK, US, Germany and Australia. 
 
When asked what they see as the biggest threat to their organisation, 
business decision makers ranked phishing emails as the top threat in all 
four surveyed regions: 
 
Cyber Threatscape Top 10 
 

1. Malicious links within emails – 59% 
 

2. Employees sharing usernames/passwords – 33% 
 

3. USB memory sticks/removable storage – 31% 
 

4. Users not following protocol/data protection policies – 30% 
 

5. Ex-employees retaining access to network – 28% 
 

6. Infection via malware from personal devices – 26% 
 

7. Hackers – 25% 
 

8. Employees using non-authorised tools/applications for work 
purposes (personal email drives/file sharing) – 25% 
 

9. Social media viruses – 24% 
 

10. Critical information on stolen devices – 23% 
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The survey findings are aligned to previous NCSC assessments; email 
remains a popular tool for attackers to launch cyber attacks, distribute 
ransomware and other forms of malware, or to commit fraud via business 
email compromise. 
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Banking regulation and supervision - you can't have one without 
the other 
 
Sabine Lautenschläger, Member of the Executive Board of the European 
Central Bank and Vice-Chair of the Supervisory Board of the European 
Central Bank, at the 9th Annual EFR Stakeholder Round Table on 
"Financial Fragmentation or Integration", Brussels. 
 

 
 
The financial crisis showed what can happen when banks are not safe and 
sound. So the goal is to make banks safe and sound, and avoid future 
crises. 
 
To that end, we have revamped regulation, and we have strengthened 
supervision. It's indeed vital to work on both fronts.  
 
Without supervisors, rules would have little effect; without rules, 
supervisors would have no job - or at least no firm basis for doing their job.  
 
You can't have one without the other: regulation and supervision need to 
be aligned. 
 
But are they? Let us take a look at the euro area.  
 
In 2014, banking supervision was transferred from national to European 
level. And since then, we've achieved a lot. However, we could do more, 
and that brings me to regulation.  
 
How European is regulation? Well, it's true, of course, that there is a single 
rulebook. But by and large, regulation in Europe remains fragmented to a 
degree that makes it hard to reap the full benefits of European banking 
supervision. 
 
And the problem starts with the scope of that supervision. Large 
investment firms and third-country branches are still not covered by it. 
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This situation should be changed to restrict regulatory and supervisory 
arbitrage.  
 
Then there are the options and national discretions contained in European 
regulation.  
 
Some of them are still exercised differently across the euro area. It's up to 
legislators to harmonise them.  
 
The same is true for fit and proper assessments. The rules here are also 
very diverse. And finally there are the tools for crisis management.  
 
We still have no common approach to such things as insolvency laws and 
moratoriums. This too needs to change.  
 
Likewise, the rules for early intervention measures need to be streamlined. 
 
All this begs the question: is the banking union living up to its full 
potential? I would say: it's not, at least not yet. But it could if the rules were 
further harmonised. 
 
Now let's turn to the global level. With Basel III finalised, we have a global 
set of regulatory standards. As standards, they are not always detailed and 
they are not binding, of course.  
 
So they still need to be transposed into hard law. And this is crucial; the 
banking sector is global in scope, and the rules that govern it need to reflect 
that - at least so far as the big banks are concerned. 
 
But as I said just now, rules can only work together with supervision. How 
effective global rules are also depends on how supervisors apply them. 
Supervisors must faithfully apply the rules which transpose the Basel 
standards.  
 
To do so, they need adequate resources and they must be shielded from 
political interference. And there's more. There is also a strong case for 
supervisors from around the world to exchange information, to cooperate 
and to coordinate. This would help to facilitate strong and effective 
banking supervision worldwide. 
 
We have done a lot to make banks safer and sounder, both at European 
and global level. The important thing is that we keep working together - 
within Europe and around the world. 
 
Thank you for your attention. 
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Living with fragmentation - post-Brexit realities in financial 
services 
 
Dr Andreas Dombret, Member of the Executive Board of the Deutsche 
Bundesbank, at the AIMA Global Policy and Regulatory Forum, Dublin. 
 

 
 

1 Introduction 
 
Ladies and gentlemen 
 
Thank you for the kind introduction. It is a pleasure to be in Dublin and at 
the 2018 AIMA Forum. 
 
"Managing a fragmented world" is, in my view, a well-chosen topic. Most 
economic policymakers currently have their hands full trying to escape the 
doom loop of a trade war and a potentially hard Brexit. At the same time, 
banks, investors and most other firms have to prepare for these worst-case 
scenarios - not least, because supervisors urge them to. 
 
And of course such fragmentation in financial services and its regulation 
may cause nightmares for many in the industry as well as for policymakers. 
And I do understand that - because it implies a great deal of uncertainty. 
 
But we should not, I believe, panic: greater fragmentation seems inevitable 
after Brexit.  
 
Though, repercussions will not be as bad, as some fear, when we succeed in 
managing this greater fragmentation constructively - that means without 
resorting to nationalism that would just be destructive for all of us. 
 
My topic today, then, is to look at the estimated extent of fragmentation in 
regulation of financial services after Brexit and what we should do about it. 
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2 Brexit and financial services 
 
In Brexit negotiations common ground still seems hard to find. Even the 
basic principles of a new partnership remain vague. Given that and because 
time for preparation is running out for firms, uncertainty among 
businesses weighs heavier every day. 
 
From an economic and financial market perspective, the two most 
important questions probably are: 
 
- Will there be a free trade or a comparable agreement? 
 
- Would a possible free trade agreement also include financial services? 
 
In my view, there is substantial scope for a general free trade agreement. 
The main question to me is therefore how far-reaching can this future 
relationship be.  
 
For example an agreement without tariffs would be of high value and is 
possible. Another, less clear and highly complicated question is how to deal 
with non-tariff barriers like product standard regulations. 
 
However, with a view to the financial services sector, a far-reaching free 
trade agreement is rather unlikely given the UK's aspired exit from the 
single market and the customs union. 
 
Likewise, I am rather sceptical about the approach via mutual recognition 
or about similar approaches based on regulatory harmonisation through 
technical committees and independent arbitration mechanisms. 
 
Approaches of this kind could well undermine the ability of jurisdictions to 
set their own rules and the ability to safeguard financial stability. 
 
The options that remain on the table are a "no deal" scenario or one with 
quite limited freedoms for financial services, as in the case of CETA. 
 
What would such scenarios mean to financial transactions between the UK 
and the EU? 
 
First, the "no deal" scenario would mean that the EU and the UK would 
trade under rules set by the World Trade Organization - where services 
sectors are only thinly covered. 
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Service providers would then have to apply for comprehensive licenses in 
both jurisdictions and have all the necessary elements of a fully functioning 
bank ready in both places. 
 
And second, even a CETA-like deal would most likely not mean far-ranging 
freedoms to provide financial services in the respective foreign jurisdiction. 
 

3 Living with fragmentation 
 
Therefore, it is - like it or not - quite likely that we will see greater 
fragmentation in financial regulation and supervision in Europe. What 
exactly that will mean is, however, unclear up to now. 
 
It is this uncertainty about the exact nature of fragmentation post-Brexit 
that makes it so hard to assess the costs and benefits of more 
fragmentation. 
 
Financial firms highlight that fragmentation is likely to mean 
organisational inefficiencies and higher organisational costs. And there can 
be no doubt that at least the transition to a new regime and new 
organisational structure will be costly.  
 
However, these costs may be less substantial in the long term - once firms 
have adapted to the new regime, clever managers will find new 
organisational solutions that integrate new compliance realities with 
organisational efficiencies. 
 
Significant as these costs may be, politicians, regulators, and supervisors 
nevertheless have to take a broader perspective, one that is in line with the 
changed democratic preferences. 
 
Thus, from the UK perspective, a far-reaching free trade agreement for 
financial services - and services in general - could be considered an 
obstacle to taking back legal and regulatory power. 
 
At the same time, from the EU perspective, we cannot accept a liberalised 
common market, without a common supervision. Otherwise, as a 
supervisor, I would be concerned about financial stability. It seems 
therefore that some degree of fragmentation is almost inevitable. 
 
But, should we simply wait for the end of EU-UK financial relations? 
Should we simply hope for the best? 
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Of course not. We have to manage fragmentation constructively -  we have 
to find innovative approaches for a new reality. 
 
But let me make one thing very clear: this must not result in a race to the 
bottom. Fragmentation should not lead to competition through lax 
regulation or supervision. Such policies may seem to be in the best national 
interest, but ultimately they represent special interest politics. We must 
expose these policies for what they really are: threats to financial stability. 
 
And that is why politicians, firms and supervisors have to deliver on three 
crucial points: first, a transition agreement; second, pragmatic supervisory 
cooperation; and third, managerial innovation. 
 
Let me take each of these briefly, starting with the transition - or 
implementation phase, as it is now called. 
 

4 The need for a transition phase 
 
A transitional deal between the UK and the EU was agreed yesterday on 
negotiators' level. During the implementation phase, which is to last until 
end 2020, EU rules would continue to apply in the UK and the exact terms 
of the future partnership shall be worked out. It is of utmost importance in 
order to give firms more time to adjust to the new realities. 
 
It furthermore can reduce the long-term costs of Brexit. Firms can weigh 
up their options and decide which markets they want to serve and with 
which organisational design. They have now time to re-arrange their 
organisations on the basis of an analytical and forward-looking approach, 
rather than an approach of simply minimising uncertainty.  
 
The inefficiencies and potentially higher costs of financial intermediation 
can be reduced with this agreement. 
 
 I am confident that both sides have apparently recognised the importance 
of a transition phase in making Brexit less abrupt and, in the long run, less 
painful.  
 
Despite all this positive news, it is still too early to lay back. Many issues 
are still to be discussed and the transitional period is still not fully 
guaranteed. It remains to be subject to a successful conclusion of an Article 
50-deal within the next twelve months.  
 
For instance, the Irish question - i.e. keeping the border between the 
Republic of Ireland and Northern Ireland invisible - needs to be resolved. 
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Hence, the recently widely used phrase that "nothing is agreed until 
everything is agreed" still holds true.    
 

5 Managing financial firms in a fragmented world 
 
But even after a transition phase, Brexit and fragmentation would mean 
two things.  
 
First, future access to financial services markets would be more like the 
access given to a third country.  
 
Second, a successful conclusion of the Brexit negotiations is not guaranteed 
as it depends on whether a fully-fledged long-term agreement is achieved 
and ratified. 
 
This is why I see no alternative to timely preparation, and to preparing for 
the worst-case scenario of a hard Brexit without any free trade agreement. 
 
Looking at banks, proper preparation would include establishing at least 
basic entities in the other economic area - that is, the EU27 or the UK - in 
order to continue doing business there.  
 
The concept of a "basic entity" is not easy to define. As far as we are 
concerned, I can repeat that we will certainly not accept empty shells or 
letterbox companies where the business effectively continues to be run 
from London.  
 
For critical functions such as management, controlling and compliance, 
qualified personnel need to be present at the EU entity at all times. We 
expect any branch or subsidiary to retain chief responsibility for its 
business. 
 
And banks have to begin implementing their plans and submitting their 
license applications no later than at the end of the second quarter of 2018. 
Otherwise, it will be very difficult to prevent a cliff edge. 
 
Firms have a lot to complain about with regard to Brexit, and I do not 
mean to play this point down.  
 
But if the UK and the EU are attractive markets, I think there is something 
to be said for innovative approaches to comply with this new regime.  
That's why firms will have to find new, efficient organisational strategies. 
For example, I am convinced that profitable business models can be 
organised with two independently licensed entities. 
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6 Managing regulation and supervision in a fragmented world 
 
But don't get me wrong: regulators and supervisors, too, have to be 
pragmatic and innovative to achieve our goals of efficiency, stability, and 
ensuring the real economy is provided with credit. 
 
With financial sector firms relocating their business between London on 
the one hand and Frankfurt, Dublin and other cities on the other hand, 
close supervisory cooperation becomes even more important, especially 
over the coming years when we have to break new ground in supervision. 
 
The cooperation between the EU and the UK authorities will have to be put 
on a new foundation. We will need to ensure information exchange, and of 
course we will have to think about how we can reduce unnecessary burdens 
from double licensing. 
 
Whatever political decision is taken, bank supervisors will not only do all 
they can to make the transition to a new regime as smooth as possible; they 
will also, in the long run, try to reduce unnecessary inefficiencies where 
possible. 
 
In December last year, the PRA2 published a draft proposal for a post-
Brexit supervisory approach. I very much appreciate the spirit behind this 
approach. It reflects a solution-oriented, pragmatic, yet stability-oriented 
stance.  
 
In the same vein, the SSM has developed quite pragmatic, cooperative 
policy stances on many of the relevant issues. I am confident that this 
cooperative style can make an important contribution towards a smooth 
transition. 
 

7 Conclusion 
 
Ladies and gentlemen, greater fragmentation will most likely be an 
inevitable result of Brexit. 
 
Instead of wishing to do away with what is beyond our control, we should 
set about finding pragmatic and at times innovative solutions to managing 
Brexit and the ensuing fragmentation constructively. 
However, such a constructive approach will take time, because it means 
many complex answers have to be developed - which is why we need a 
sufficiently long transition phase. 
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And I have to say that I was really facilitated well and truly relieved when I 
heard the news yesterday that a transition phase had been agreed, because 
this could make Brexit less abrupt and, in the long run, less painful. 
 
During that phase, supervisors will have to find solutions that enhance 
financial stability without undermining economic efficiency. 
 
And financial firms will have to find innovative and pragmatic ways to 
comply with the new demands while maintaining their efficiency and 
profitability. 
 
For all the bullet points on our to-do list, we need an honest dialogue - if 
unnecessary problems and burdens arise, firms and investors should 
always come and talk to us. Brexit is both too complex and too important 
to muddle through. 
 
Thank you for your attention. 
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The Role of the IAIS in Times of Turbulence 
 
Jonathan Dixon, IAIS Secretary General, Geneva Association, 34th Annual 
Progres Seminar 
 

 
 

1. Introduction 
 
Good afternoon. Thank you for the invitation to speak at this superb 
annual event. It is good to see so many familiar faces. 
 
Coming straight from 3 days of intensive IAIS Committee meetings, I am 
pleased to be able to take a step back and benefit from some thought-
provoking exchanges between industry and regulatory leaders. 
 
Engagements like this event – and more broadly engagement with our 
stakeholders – are of huge benefit to the IAIS. As a global standard setting 
body, there is a great challenge in developing principles and standards that 
can be universally applied.  
 
The principles and standards we develop, and the guidance we provide, 
must be firmly rooted in practical experience.  
 
They need to be capable of being applied proportionately to different types 
of businesses in different markets. Our Members know that when it comes 
to effective supervision “one size does not fit all”.  
 
Involvement of our stakeholders and forums such as this support these 
efforts, so I would like to start off by expressing our appreciation to the 
contributions so many of you have made - and continue to make - to the 
work of the IAIS, whether as an insurance supervisor, industry leader, 
consumer representative, or peer organisation. 
 
This session is styled as an Introductory Address. ‘Introductory’ in the 
sense that this is my first time speaking to you as Secretary General of the 
IAIS and an opportunity to give you my perspectives on what the IAIS 
stands for and where it is heading. 
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‘Introductory’ also in the sense that it comes at the outset of an exciting 
agenda – one that is very much focused on emerging (and in some cases 
emerged) risks - with all the uncertainty it poses; hence the title the ‘Role 
of the IAIS in Times of Turbulence’. 
 
Whilst many of us are asked to speak about our priorities and the wider 
environment, “turbulence” is an interesting choice of word to have been 
given for my speech today. 
 
It comes from a Latin word “turbulentus”, which means “full of 
commotion” and means either “violent or unsteady movement of air or 
water” or, in this context, “a state of conflict or confusion”. 
 
Having been involved in the work of the IAIS since the global financial 
crisis, I can vouch for the amount of commotion I have seen and confusion 
that I have occasionally felt, even if I have yet to see all out conflict! 
 
Of course, we have all seen a great deal of turbulence or commotion in 
financial services and I will talk about the role of the IAIS in addressing 
three areas of turbulence: 
 
- The buffeting we received from Global Financial Crisis, which we as 

standard setters continue to work on; 
 

- Current changes in the environments of both insurers and regulators; 
and, 
 

- The future potential of turbulence and disruption from emerging risks. 

 
2. The buffeting we received from Global Financial Crisis, which 
we as standard setters continue to work on 
 
The Global Financial Crisis was an event unlike any other we have 
experienced in living memory and, unfortunately, the insurance sector did 
have a role to play.  
 
I cannot avoid mentioning AIG, whose problems stemmed from it being 
exposed to Mortgage Backed Securities (MBS) - the common exposure 
which was central to the Global Financial Crisis. 
 
Monoline insurers also experienced problems due to a common exposure 
to the default of the assets underlying the mortgage-backed securities and 
as they were significantly interconnected, whilst in the Netherlands, 
Government support was provided to bancassurance conglomerates 
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because of concerns that exposure of the banks in the group to mortgage-
backed securities could have a knock-on effect on the insurers of the group. 
Our experience of the Crisis and the insights we gained led to domestic, 
regional and international regulatory reforms.  
 
Completing the IAIS’ international framework is vital to help promote a 
more stable global financial system.  
 
This means we must deliver on our current commitments; covering our 
work on the mitigation of systemic risk in the insurance sector and the 
development of ComFrame, including an ICS that is implementable by the 
end of 2019 in the form of confidential reporting to supervisory colleges. 
 
We remain very much on track, with our meetings this week taking us 
another few steps forward. 
 
In particular, our work on an activities-based approach (ABA) to the 
mitigation of systemic risk is taking on increased importance globally.  
 
This past November, the FSB emphasised the development of an ABA in its 
public communiqué on systemic risk. 
 
The IAIS has always advocated that insurance poses a different set of 
systemic threats than, say, banking and that these are related to insurance 
activities that involve liquidity risks and macroeconomic exposure.  
 
This thinking naturally lends itself to an ABA to systemic risk.  
 
In early December, we published an interim consultation on the 
work to date.  
 
This is a very preliminary but important step. The public comment period 
closed two weeks ago and we are reviewing the feedback received. 
 
We will continue to liaise with the FSB on the direction of this area of work.  
 
The interaction between an Entities Based Approach (EBA) and an ABA, 
specifically whether an ABA is a complement to, or substitute for, an EBA, 
is a key question the IAIS will discuss in the year ahead, with the benefit of 
this stakeholder input. 
 
What is clear is that any approach will need to be able to articulate how the 
IAIS and its Members intend to mitigate potential systemic risk at the 
global level arising from the collective exposures of insurers and the 
potential for a systemic impact due to the failure of an individual insurer. 
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The IAIS plans to outline its thinking on a holistic approach in a 
consultation document for public consultation by year-end 2018. 
 

3. Current changes in the environments of both insurers and 
regulators 
 
Even if the global financial crisis is now behind us, some of the 
socioeconomic impact lives on. As we have seen in recent years through UK 
political developments and the wider environment in Europe, the US and 
elsewhere, we live in turbulent times that have a real impact on insurers 
and their supervisors. 
 
For me, such an environment has only served to reinforce the importance 
of the IAIS and to reflect its strengths: 
 
International supervisory co-operation 
 
We are an inclusive Association of more than 200 members, bringing 
together insurance supervisors from across the globe.  
 
Reflecting the purpose of the Association, we are maintaining our focus on 
increasing co-operation between our members.  
 
For example, our Multilateral Memorandum of Understanding (MMoU) 
continues to grow and now stands at 65 member organisations, 
representing more than 70% of the global insurance market, with 12 more 
in the validation process. 
 
A strong dialogue between our members and industry stakeholders 
 
Being inclusive extends to our stakeholders – an area in which we have 
made significant improvements in recent years.  
 
In 2017, we held substantially more stakeholder meetings on a broader 
range of issues than ever before.  
 
We are committed to strengthening our engagement activities, which was 
reflected in the launch of our stakeholder engagement strategy last year, 
with nearly two dozen new commitments to expand our dialogue with 
consumers, industry, and academic and professional organisations. 
 
Global standards that our members have the capacity to implement and 
that work in practice 
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As our policy work advances, we must be mindful of the need to begin our 
pivot towards supporting implementation and assessing observance.  
 
We have adopted a new strategy to strengthen our approach to 
implementation.  
 
Key to our strategy are: 
 
1. Our continuing efforts to build the strategic partnerships needed to 
support capacity building amongst supervisors.  
 
Most recently, we entered into a five year agreement with the International 
Actuarial Association and the Access to Insurance Initiative to support 
supervisory capacity building in the area of actuarial services; 
 
2. Providing greater opportunities for supervisors to exchange views and 
share best practices on emerging / emerged risks and the on-going 
challenge of implementation; 
 
3. Supporting cooperation and information exchange amongst supervisors 
through our MMoU and other platforms; and, lastly, 
 
4. Strengthening our approach to assessment, building off the success of 
our self assessment and peer review programme to better address the 
demands of our members for comprehensive and credible assessments of 
the IAIS standards. 
 

4. The future potential of turbulence and disruption from 
emerging risks 
 
Turning to the future, the IAIS has begun a process to set out its next 
Strategic Plan and Financial Outlook (SPFO).  
 
This next five-year plan will begin in 2020 and we aim to present it for 
approval at our 2018 AGM. 
 
Given our commitment to engaging with our stakeholders, we sought 
comments from stakeholders by late February and we are reviewing the 
input provided.  
 
There will be further opportunities to discuss our plans as the year 
progresses, when we consult on our initial thoughts. 
As part of its initial blue sky conversations to inform our strategic plan 
work, a specific and key theme emerging from IAIS Executive Committee 
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members, and from the input received from Geneva Association Board 
members this morning, has been the importance of monitoring, evaluating 
and developing actions in response to emerging risks. 
 
The IAIS is increasingly focused on responding to emerging risks and 
trends in the insurance marketplace and developing appropriate 
supervisory guidance relevant to all of our Members.  
 
We recognise that further discussion on our approach to emerging 
risks is needed and that coordination is a critical challenge. 
 
There are some common implications of all of these emerging trends and 
risks: 
 
1. They impact all of our Members, whether from developed or developing 
jurisdictions – hence the imperative to respond in a proactive and robust 
way. 
 
2. They have cross-sectoral impacts – many beyond the broader financial 
sector. 
 
We will have to grapple with what this means for the traditional silo model 
of insurance supervision – and for the way that the IAIS goes about its 
work on these topics. 
 
3. They are all areas in which there is a relatively high degree of alignment 
in the objectives of both supervisors and industry stakeholders – 
promoting market development, while mitigating risks.  
 
For me, this means that as we look to our future agenda as the IAIS, we 
need to explore ways to move from consultation to collaboration. 
 
Standard setting is constantly evolving and we will become stale if we are 
not alert to emerging risks and changes in our sector.  
 
We also need to find ways to be more nimble and agile going forward in 
responding to these changes; we will create ‘forums’ or networks of 
supervisors to interact on these issues.  
 
This also provides an opportunity to increasingly look to shifting from a 
‘consultation approach’ to a ‘collaboration approach’. 
The IAIS will continue to be forward-looking and help shape supervisory 
responses to the emerging insurance landscape on issues such as FinTech, 
cybersecurity, climate change, and sustainable finance.  
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We have put processes in place to provide further guidance to supervisors 
on these topics.  
 
Let me share some examples of the work we are doing in this area: 
 

FinTech 
 
As we will hear during this seminar, FinTech is already having a noticeable 
impact on insurer business models and these innovations could benefit 
consumers but also expose them to new, or evolving, risks. 
 
Our aim in the new environment is to keep protecting policyholders, while 
also being careful not to stifle socially useful innovation.  
 
Due to both the scope and pace of change, insurance supervisors must be 
alert to new developments and make necessary adjustments in their 
supervisory practices and skills. 
 
Last year the IAIS published a foundational paper entitled “FinTech 
Developments in the Insurance Industry”.  
 
The report highlights several challenges for insurance supervisors, 
including: 
 
• Balancing the risks and benefits of innovations and creating an 
environment that fosters innovation through approaches such as 
regulatory sandboxes or innovation hubs. 
 
• Evaluating and, if needed, adjusting the prudential regulation framework. 
 
• Considering the adequacy of current reporting requirements in 
monitoring trends and the potential build-up of risk connected to new 
technologies. 
 
• Understanding how innovations work and are applied to ensure adequate 
assessments of new product and business models. 
 
In response to this report, the IAIS is looking at the increasing use of 
digitalisation in the insurance business model, which particularly has 
conduct implications.  
 
The result of this work will be an IAIS paper that focuses on its impact on 
the fair treatment of customers as well as what this could mean for conduct 
supervision.  
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This more general paper will build on the Application Paper on the Use of 
Digital Technology in Inclusive Insurance, on which we launched a public 
consultation two weeks ago. 
 
Also in the coming months, we will launch a FinTech virtual forum for 
supervisors to exchange perspectives towards the potential development of 
supervisory guidance. 
 
We will also begin identifying supervisory challenges in connection with 
algorithms and artificial intelligence used by insurance firms. 
 
Given the cross-sectoral nature of these challenges, we also continue to 
participate in the FSB Financial Innovation Network and the ad hoc group 
on financial innovations. 
 
Collectively, our work at the global level will help support supervisors to 
respond to FinTech developments, be alert to the impacts on insurer 
business models and consumers and formulate the necessary regulatory 
strategies. 
 

Cyber Risk 
 
Cyber risk is one of the more pernicious emerging risks. IAIS Members are 
taking this issue very seriously.  
 
We have been doing some work – but we need to do more. 
 
In August 2016, the IAIS published an Issues Paper on Cyber Risk to the 
Insurance Sector to raise awareness of the challenges presented by cyber 
risk.  
 
The paper provides background, describes current practices, identifies 
examples, and explores related regulatory and supervisory issues and 
challenges. 
 
The IAIS is digging deeper with its follow-up paper on Cybersecurity. This 
has an expected release date of late 2018.  
 
This Application Paper will provide further guidance to supervisors seeking 
to develop an approach to supervising the cybersecurity of insurers.  
 
Recognizing the benefits of regulatory harmonization, the paper will 
consider incorporating recommendations and guidance from other 
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international bodies, including the G7 Fundamental Elements of Cyber 
Security for the Financial Sector and from the CPMI-IOSCO Guidance on 
Cyber Resilience for Financial Market Infrastructures. 
 
The IAIS is actively contributing to the CPMI-IOSCO Working Group on 
Cyber Resilience work as an Observer Organization. 
 
IAIS Members are now examining existing ICPs to determine which 
aspects should be strengthened to reflect cybersecurity considerations. 
 
In sum, for now, the IAIS is focused on addressing cyber in its ICPs and 
providing guidance to Members in the development of effective supervisory 
approaches.  
 
We recognise however, that the market for cyber insurance is evolving 
rapidly.  
 
Our focus has primarily been on understanding cyber risks and the impact 
for supervisors, but we are also monitoring the market side to determine 
what, if any, further action will be necessary for the IAIS to help support 
the development of the nascent cyber market. 
 
Climate change and sustainable insurance 
 
Lastly, the IAIS is also alert to issues in sustainable insurance, particularly 
as it relates to climate change and climate-related risks such as those 
wrought by natural disasters. 
 
We have worked to raise Member awareness through papers, panel 
discussions, and collaboration with other organisations such as the UN 
Environment Programme (UNEP) through its Sustainable Insurance 
Forum (SIF).  
 
We are currently working with the SIF to develop lessons for supervisory 
practices and climate-related financial disclosures to mitigate risk and 
support sustainability.  
 
IAIS ExCo Member Geoff Summerhayes from APRA recently took over as 
SIF Chair. 
 
Our primary aim thus far has been to support our Members who are 
increasingly engaging in discussions on the importance of insurance in 
addressing climate-related risks. 
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5. Conclusion 
 
In closing, the current global mix of political, economic, social and 
technological forces at work shaping and in some cases disrupting and 
transforming the environment in which we operate makes for exciting 
times not only for the IAIS, but also for the global insurance sector and 
international insurance regulation and supervision. 
 
At times like this, the IAIS, with the involvement of our stakeholders, has 
been successful in achieving global consensus on critical issues affecting 
the insurance sector and moving it towards greater regulatory convergence.  
 
This is a role we will continue to play, regardless of the ever-changing 
global environment. Thank You 
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Money laundering valued at up to $200 billion through 
cryptocurrencies 
 

 
 
A joint report between Surrey University and researchers at security 
vendor Bromium estimates that the proceeds of cyber crime make up to 8-
10% of total illegal profits laundered globally, believed to be valued at up to 
$200 billion. 
 
The report surmises that virtual currencies such as Bitcoin are becoming 
the primary tool used by criminals to launder proceeds. While Bitcoin has 
long been viewed as the criminal’s choice for cryptocurrency, they have 
been seen moving to other virtual currencies appearing to offer greater 
anonymity, including Monero and Zcash. 
 
The purchasing of digital items within computer games is also being used 
to launder profits, offering many different platforms for exchanging funds. 
Digital payment systems add an extra layer of complexity for law 
enforcement to unravel. 
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ESRB risk dashboard 
The risk dashboard is a set of quantitative indicators and not an early-
warning system. Users may not rely on the indicators as a basis for any 
mechanical form of inference. 
 

 
 
The ESRB risk dashboard is a set of quantitative and qualitative indicators 
of systemic risk in the EU financial system.  
 

 
 
The composition and the presentation of the ESRB risk dashboard have 
been reviewed in the first quarter of 2017.  
 
Unless otherwise indicated:  
 
a) all EU indicators relate to the 28 Member States of the EU (the EU28) 
and  
 
b) all data series relate to the Euro 19 (i.e. the euro area) for the whole time 
series.  
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For statistics based on the balance sheet of the MFI sector, as well as 
statistics on financial markets and interest rates, the series relate to the 
composition of the EU/euro area in the period covered (changing 
composition). Statistics based on the balance sheet of the MFI sector are 
unconsolidated. 
 
 Additional indicators to support the systemic risk assessment in the EU 
financial system are available in the Macroprudential Database: 
 http://sdw.ecb.europa.eu/browse.do?node=9689335 
 
To read more: 
https://www.esrb.europa.eu/pub/pdf/dashboard/esrb.risk_dashboard180
329_23.en.pdf?197f19d7444592afbbebbe229de20180 
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Designing a Regulatory and Supervisory Roadmap for FinTech 
 

 
 

A taxonomy of regulatory approaches to FinTech 
 
The timing of this event is particularly apt to discuss FinTech 
developments, and the related challenges for banking regulators and 
supervisors.  
 
Yesterday, the European Commission issued its comprehensive and 
ambitious FinTech Action Plan, which includes several mandates for the 
EBA. 
 
Next week, the EBA will publish its Roadmap on FinTech, which defines a 
series of priorities for the coming two years, reflecting the results of a 
public consultation on our Discussion Paper launched in August 2017 and 
the new mandates under the Action Plan. 
 
Before moving into the core elements of our Roadmap, I would like to 
share with you some thoughts on the attitudes of public authorities 
towards FinTech. 
 
The policy debate on technological and financial innovation often focuses 
on two opposite approaches.  
 
The first, which I label “regulate and restrict”, entails the attraction of any 
new product, process or business model under the remit of existing rules, 
often coupled with the outright ban of innovative business that doesn’t fit 
into the rulebook.  
 
Market dynamics are constrained and innovators forced to adapt to the 
existing regulatory environment.  
 
The second approach, which sits at the other end of the spectrum, can be 
represented by the motto “let things happen”. It has its roots in the 
strongly held belief that a dynamic financial sector needs some breathing 
space to innovate, free from the burden of regulation and the intrusive 
oversight of public authorities.  
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It allows new players to conduct bank-like business in an unregulated 
environment and to experiment freely new products and business 
practices.  
 
This is what happened in the US at the beginning of this century, when the 
liberal attitude adopted by the authorities allowed the so-called “non-bank 
banks” to compete with regulated banks in a number of areas, without 
having to comply with the same requirements. 
 
To read more: 
http://www.eba.europa.eu/documents/10180/2151635/Andrea+Enria%27
s+speech+on+FinTech+at+Copenhagen+Business+School+090318.pdf 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 

 

 

 

 

http://www.eba.europa.eu/documents/10180/2151635/Andrea+Enria%27s+speech+on+FinTech+at+Copenhagen+Business+School+090318.pdf
http://www.eba.europa.eu/documents/10180/2151635/Andrea+Enria%27s+speech+on+FinTech+at+Copenhagen+Business+School+090318.pdf
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ENISA publishes the first comprehensive study on cyber Threat 
Intelligence Platforms 
ENISA has released the first comprehensive study on cyber Threat 
Intelligence Platforms (TIPs) focused on the needs of consumers, users, 
developers, vendors and the security research community. 

 
 

 
 
The study channels its efforts into identifying some of the key 
opportunities and limitations of existing platforms and solutions, since 
information exchange formats and tools remain central items on the 
agenda of the cybersecurity community in general, and particularly of 
incident responders. 
 
The project came as an acknowledgment of the increasing demand for 
relevant and ‘context aware’ security data, as information security 
management is becoming a key component of any modern organisation.  
 
For the purpose of this project, ENISA has engaged leading field experts 
and has performed a research of existing tools, practices and TIPs 
academic literature.  
 
The report concludes with a series of actionable findings and 
recommendations, so that current TIPs limitations are addressed and 
overcome. 
 
Furthermore, the report presents a detailed overview of the users of these 
platforms, the main functional areas of TIPs as well as the current 
landscape of the TIPs used globally by different teams (CTI teams, SOCs, 
CSIRTs/CERTs, ISACs, etc.). 
 
The report concludes with a series of recommendations addressed to users 
and organisations, TIPs developers and vendors as well as the research 
community and academia. 
 
ENISA recommends organisations to focus on their specific requirements 
and needs before developing and deploying TIP solutions.  
In addition, ENISA strongly encourages organisations to check if the 
different cyber intelligence activities they undertake are enabled by 
technology platforms and systems.  
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Moreover, organisations are encouraged to invest time on Proof of 
Concepts with an open source TIPs, to familiarize themselves with the 
benefits of such systems, before making any significant financial 
investment. 
 
ENISA encourages TIPs solution developers to focus more on enhancing 
TIP analysis capabilities by providing efficient threat triage and relevancy 
assessment.  
 
In addition, TIPs should come with more flexible and usable trust 
modelling functionalities.  
 
Furthermore, TIPs developers and vendors are encouraged to provide 
threat information consumers with functionalities allowing them to be 
informed in case the confidence and accuracy of the shared information is 
not guaranteed by the source. 
 
ENISA calls upon the research community and academia to continue 
pursuing and investigating the benefits of TIPs, and the means by which 
these platforms may mature further. 
 
As a centre of expertise in the field of cyber security, ENISA will continue 
to monitor the evolution of threat intelligence platforms and services, as 
part of the Agency’s commitment to contribute to a more secure and safe 
cyberspace. 
 
The full report can be consulted at: 
https://www.enisa.europa.eu/publications/exploring-the-opportunities-
and-limitations-of-current-threat-intelligence-platforms 
 
 
 
 
 

 

 

 

 

 

 

https://www.enisa.europa.eu/publications/exploring-the-opportunities-and-limitations-of-current-threat-intelligence-platforms
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Central bank digital currencies 
Benoît Cœuré and Jacqueline Loh answer questions about the report 
during a media conference. 
 

 
 
Central banks must carefully weigh the implications for financial stability 
and monetary policy of issuing digital currencies, according to a report 
from the Committee on Payments and Market Infrastructures (CPMI) and 
the Markets Committee.  
 
The report considers a wholesale CBDC (for use in financial markets), and 
a general purpose CBDC (for use by the general public) and their 
implications for payments, monetary policy and financial stability.  
 

 
 
It finds that wholesale CBDCs might be useful for payments but more work 
is needed to assess the full potential. Although a CBDC would not alter the 
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basic mechanics of monetary policy implementation, its transmission could 
be affected.  
 
A general purpose CBDC could have wide-ranging implications for banks 
and the financial system. Commercial banks' reliance on customer deposits 
may become less stable, as deposits could more easily take flight to the 
central bank in times of stress.  
 
Besides consequences for financial stability, effects on the efficiency of 
financial intermediation need to be carefully considered.  
 
The report concludes that each jurisdiction considering the launch of a 
CBDC should carefully and thoroughly consider the implications before 
making any decision. 
 
Full text (Report submitted by Working Groups chaired by Klaus Löber 
(European Central Bank) and Aerdt Houben (Netherlands Bank): 
https://www.bis.org/cpmi/publ/d174.pdf 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

https://www.bis.org/cpmi/publ/d174.pdf
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Disclaimer 
 
Despite the great care taken to prepare this newsletter, we cannot 
guarantee that all information is current or accurate. If errors are brought 
to our attention, we will try to correct them, and we will publish the correct 
information to the LinkedIn and Facebook pages of the association. 
 
Readers will make their own determination of how suitable the 
information is for their usage and intent. The association expressly 
disclaims all warranties, either expressed or implied, including any implied 
warranty of fitness for a particular purpose, and neither assumes nor 
authorizes any other person to assume for it any liability in connection 
with the information or training programs provided. 
 
The association and its employees will not be liable for any loss or damages 
of any nature, either direct or indirect, arising from use of the information 
provided on this newsletter, or our web sites. 
 
We are not responsible for opinions and information posted by others on 
this website. The inclusion of links to other sites does not necessarily imply 
a recommendation or endorsement of the views expressed within them. 
Links to other sites are presented as a convenience to users. The 
association does not accept any responsibility for the content, accuracy, 
reliability, or currency found on external sites. 
 
This information: 
- is of a general nature only and is not intended to address the specific 
circumstances of any particular individual or entity; 
 
- should not be relied on in the particular context of enforcement or 
similar regulatory action; 
 
- is not necessarily comprehensive, complete, or up to date; 
 
- is sometimes linked to external sites over which the association has 
no control and for which the association assumes no responsibility; 
 
- is not professional or legal advice (if you need specific advice, you 
should always consult a suitably qualified professional); 
 
- is in no way constitutive of interpretative; 
 
- does not prejudge the position that the relevant authorities might 
decide to take on the same matters if developments, including Court 
rulings, were to lead it to revise some of the views expressed here; 
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- does not prejudge the interpretation that the Courts might place on 
the matters at issue. 
 
Please note that it cannot be guaranteed that these information and 
documents exactly reproduce officially adopted texts. It is our goal to 
minimize disruption caused by technical errors. However, some data or 
information may have been created or structured in files or formats that 
are not error-free and we cannot guarantee that our service will not be 
interrupted or otherwise affected by such problems.  
 
Readers that are interested in a specific topic covered in the newsletter, 
must download the official papers, must find more information, and must 
ask for legal and technical advice, before making any business decisions. 
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International Association of Hedge Funds Professionals (IAHFP) 

 
1. Membership - Become a standard, premium or lifetime member. 
You may visit:  
www.hedge-funds-association.com/HowToBecomeMember.html 
 
2. Monthly Updates - At the Reading Room of the association. 
 
3. Training and Certification - Become a Certified Hedge Fund Compliance 
Expert.  
 
Distance learning and online certification: 
www.hedge-funds-
association.com/Distance_Learning_and_Certification.htm  
 
For instructor-led training, you may contact us.  
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http://www.hedge-funds-association.com/Distance_Learning_and_Certification.htm
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