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Introduction 
 

Building a Stronger FinTech Machine 

March 31 2016: Mary Jo White, Chair of the SEC (Securities Exchange Commission) gave a 

keynote address at Stanford University; “Corporate Governance Silicon Valley Initiative”. In 

her address she calls for improvements to regulation of start-up niche financial service 

websites, or Fin-tech firms. These firms are spurring changes in the way consumers and 

investors manage everything from bill paying to funding to investment research. Chair White 

addressed significant developments in the fin-tech space and appealed to the audience and 

broker-dealers for greater concern of investor protection standards.  

 

March 28, 2016: Thomas Curry, Comptroller of the Currency offered a speech of his own at 

Harvard University citing a soon to be released white paper outlining a new “framework” 

aimed toward governing the rapid expansion and growth of fin-tech sector firms. The OCC 

release titled “Supporting Responsible Innovation in the Federal Banking System” is a step 

toward embracing innovation while governing the new environment. Curry cites, innovation is 

not free from risk; and, announced the initiative will be toward a comprehensive framework 

to improve, identify, and understand trends in Fintech. 

 

 

 

 

 

https://www.sec.gov/news/speech/chair-white-silicon-valley-initiative-3-31-16.html
http://www.occ.gov/publications/publications-by-type/other-publications-reports/pub-responsible-innovation-banking-system-occ-perspective.pdf
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Even with these recent developments, compared to worldwide efforts it appears U.S. 

regulators have done little thus far to govern fintech in certain areas such as; bill payments, 

algorithms, and third party vendors. In comparison, other countries like China, Australia, 

Europe, and the U.K. are on the move with crafting strategy and implementing advanced 

technology solutions.  As the U.S. makes strides to catch up with foreign counterparts, US 

Fintech firms will feel increasing pressure to onboard comprehensive compliance programs.  

 

Fears erupt that regulators will strangle the flow of operations for fin-tech firms as they have 

for brokerage firms spending $100s of thousands of dollars, even millions, meeting compliance 

and audit demands; as well as high fines and sanctions for missteps in handling investors, 

representatives, company records, and a number of other responsibilities. For brokerage 

firms, finding qualified compliance officers to oversee operations is becoming more and more 

difficult as firms and qualified human resources migrate to other less restrictive investment 

business models. Many brokers and banks believe the fin-tech boom is a result in part of over-

restrictive and complicated regulation sparking firms to go on a massive search for less 

expensive solutions. Many of those solutions have been found by offering niche sector services 

like; online bill paying, crowdfunding, digital currency, and “robo” advisory services.  

 

The Broker Dealer Industry is shrinking with an expected loss of 300 more firms in 2016 

http://wealthmanagement.com/ibds/industry-will-lose-300-more-bds-2016


  
 

 

 

RND Resources Inc                                                                                                      www.finracompliance.com 
Woodland Hills, CA                                                                                                                       (818) 657-0288 

Compliance - Audit - Consulting for Securities Investment Businesses 

Building a Stronger   Fintech Machine 
Page 4 

Bridging the Gap: Regulatory Compliance & Fintech Firms 
 

With growing concerns of high compliance and oversight costs to broker-dealers, Fintech firms 

have developed some niche opportunities bypassing regulatory oversight. However, these 

niche services tend to have a downstream effect that impacts investors and securities, 

sparking the interest of regulators such as; FINRA, SEC, FinCEN, MSRB, and more. Fintech 

firms should take heed of regulator interest and begin now to adopt and develop strong 

compliance initiatives.  

 

 

With ever-evolving and innovative technology ideas, many fintech firms are scratching their 

heads trying to determine if their product truly falls under regulatory oversight, what their 

compliance standards should be, and where to begin. Likewise, some products and services 

are so new there is no uniform standard set. Other niche products are limited in scope, 

possibly even never before offered outside of a bank or investment firm, thus separate 

compliance regulation had not been a consideration. Certainly, as technology evolves new 

regulatory standards make sense. Hopefully the governing self-regulatory organizations can 

work together with technology experts to develop solutions that improve efficiency as well as 

provide effective oversight to protect consumers, investors, and other industry stakeholders. 

  

While broker-dealers are 

withdrawing, investments in 

Fintech firms is rapidly 

increasing. 
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Fintech: A Massive Disruption to the Banking, Investment, and 

Financial Services Industry 
 

Economies of Scale for Fintech firms, or not? 

 

Some may think Fintech is the new solution to everyday old problems of a highly complex 

industry riddled with regulations and standards. And, for many it is, however all is not so rosy 

for new Fin-tech firms where the boom of innovation has its downside too, with high 

competition in startup ideas, over-inflated valuations of start-up firms, poorly executed 

business models, and more; in the end, investors and consumers alike pay the price.  Today, 

the failure rate of start-up firms is 90%, and most fail in the first 20 months. Its staggering to 

think of how many investors lose in the race for a winning idea where venture capital 

investment is in the $ billions.  

Research surveys indicate 42% of start-ups fail because they are offering a product nobody 

wants. Thus, even startups with strong CEO’s and IT people can fail if they don’t fully 

understand their market. For most startups, slow growth after a certain amount of time can 

almost always point to failure where lack of sustainable capital precedes them from 

continuing business. Startup failures put a burden on investors and customers alike who lose 

investment money or are frustrated by disruption of online programs and portals they had 

adjusted to.  In the end markets suffer too from the down-stream effect of; less money 

available for future investments, wary investors, and decreased adoption rates by burned 

consumers. 

 

 

 

 

 

 

 

  

A Shift in Small Business Finance 

Small and medium enterprises (SMEs) are a 

major, yet often overlooked driver of the world 

economy. They account for more than half of 

the world’s gross domestic product (GDP) and 

employ 2/3 of the global workforce.    

The Future of Fintech 

http://www.forbes.com/sites/neilpatel/2015/01/16/90-of-startups-will-fail-heres-what-you-need-to-know-about-the-10/#63dd92bc55e1
http://www.slideshare.net/FinTechHk/the-future-of-fintech-54413771
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Rise of the Unicorn Start-ups     

 

SEC Chair White has particular concern of the rise in “unicorn” start-ups 

where valuation for a start-up firm exceeds $1 billion. White urges 

entrepreneurs to focus on investor interests rather than go after the 

notoriety and publicity of leading a “unicorn start-up”. Notably, in 2015 

there were 52 unicorn startup firms launched in the last 9 months of the 

year. The 90% chance of failure of these sizeable investments presents a greater impact on 

market volatility than other startup firms which commonly raise an average $1.3 million. 

Furthermore in the case of startups, internal controls and governance programs are often less 

sophisticated than with traditional business models that have been in the industry much 

longer and have had an opportunity to learn from their own mistakes and those of others.  

Regulators sense that unicorn start-ups are an even greater risk because executives are being 

pushed to bring the start-up to “unicorn” status, even if it means manipulating financial 

projections or falling short on compliance and risk governance challenges. 

 

Risks Associated with Slowdown of IPO Offerings for Raising Capital  

 

A recent trend in start-up firms is that they are waiting longer to be offered publicly. 

Remaining a private firm for a longer duration presents a new risk to investors who have 

money tied up in riskier investments for a longer duration. Additionally, private firms do not 

fall under the same scrutiny as public firms that have PCAOB oversight and audit standards. 

The choice to remain private adds a layer of risk on top of compliance controls, governance, 

and audits that are handled by alternative means. Whereas publicly traded firms are 

subjected to strict audit and recordkeeping oversight. 
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Public company’s are required to follow protocols for internal controls over financial 

reporting, and the CEO must certify adequacy of recordkeeping systems as part of their 

disclosure reporting. This framework is in place to protect investors while placing a fiduciary 

duty on board members, forcing them to manage the firm for the interest of its customers. 

Additionally, as privately held companies grow, they out-pace their established internal 

control structures and risk governance placing themselves, their clients, data, and investors 

at risk. Private companies in the startup phase should ask themselves if their board has the 

right regulatory and financial expertise to make decisions on behalf of investors and keep up 

with growth. And, does the board have the relevant experience to spot critical issues before 

they escalate out of control.  

Regulatory Challenges in Fintech Sector 

Crowdfunding 

 

Regulation Crowdfunding is a securities-based transaction that allows investors to have an 

equity stake in the company. Market activities are conducted by a “registered broker” or 

“funding portal”. The funding portal, while a digital client-facing activity is still responsible 

for all the standard disclosure and protections afforded the investor in a traditional trade 

activity.  

Crowdfunding has evolved into a regulated activity with portals serving as gatekeepers to 

protect investors. The SEC and FINRA recently added approval allowing “Digital Portals” to 

acquire membership status. They are defined as “Funding Portals” with their own set of 

“funding portal rules” and are registered with the SEC under Regulation A+. The registration 

is closely tied to FINRA rules, where FINRA will examine activity through the portals and hold 

registered broker principals responsible for trade activities.  

Title III Retail Crowdfunding is expected to open up for Funding Portals on May 16, 2016. 

While existing member broker-dealers have an advantage of not needing additional scrutiny 

to apply, many BD’s are filing a new SEC Form FP-NMA to become a Title III funding portal, 

keeping their business lines separate. Most noticeably though, what was supposed to be a 

lightly regulated method for small firms to raise capital wound up being a outlined in a 686 

page document of rules and regulations, piling more new and complex laws onto smaller 

fintech firms reaching for ways to offer emerging financial service solutions. 

 

 

 

  

Fintech products are well tailored to the needs of small business financing. 

Peer-to-peer lending | Crowdfunding | Invoice & Trade finance 
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Secondary Market Trading 

 

Emerging trends in Secondary Market Trading are also causing a stir with regulators in regards 

to pre-IPO offerings. Some Fintech firms such as; Equidate and SecondMarket give investors 

and start-up company employees a way to trade out of their investment shares in the pre-IPO 

startup firm. One can imagine this was sparked as a result of pre-IPO firms using peer-to-peer 

funding investments for starting-up and then waiting longer and longer to go public. Investors 

have felt stuck with no place to sell off or exchange their investments. Thus, innovators 

developed a market for that which allows an investor to buy rights to the economic value of 

the share. Because it is structured more like a loan than a purchase, the transfer may then 

bypass much of what would have been required for a company shareholder exchange. As with 

other innovations, the idea is new enough that FINRA has been slow to catch on. However, in 

the midst of a few crackdowns they have discovered Ponzi schemes and outright fraud 

perpetrated in these secondary markets. In secondary markets investors are not always privy 

to company details that would be available under public disclosure requirements for publicly 

traded firms. Leaving investors to make a decision based on half the information they are 

used to. Finally, the firms themselves may not be following public governance, AML 

standards, or internal control systems, and have no oversight to do so. The SEC is working to 

hold financial advisors accountable as the gatekeepers for these investments in an effort to 

ensure fair dealing and disclosure for investors.  

 

Blockchains, Digital Currency & Distributed Ledgers 

 

Blockchains serve as transaction records for digital stock 

transfers, replacing traditional distributed ledgers used in 

stock transactions. These too have become a point of 

concern for regulators who are reaching out to the public 

for comment on a solution.  Apparently, Transfer Agent 

Regulations which were initially established in 1977 haven’t 

been changed much. Today’s fintech innovators have 

pressed forward with their own solution in “blockchain” 

technology which serves as an alternative to trading and 

clearing settlements. The blockchains are unchangeable 

digital data transaction packages that are distributed as a chain record for each transaction, 

eliminating the need for independent ledgers. However, it seems regulators are concerned 

about registration requirements, cyber-security risk controls, AML protocols, and other 

insufficiencies of these digitally manufactured unmanned ledgers.   

 

 

T0.com – Same-day Clearing 
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After proposed rulemaking and public comment was sought in December 2015, the SEC 

approved an amended form S-3 allowing companies to issue public securities via block-chain 

based technology. Such a system could eliminate middlemen who have traditionally 

controlled the market, but at a cost. Can compliance standards hold up against cybercrimes, 

money laundering schemes, and general public investor protection standards?  As adoption 

rates grow, internal controls will need to be matched with technology.  

 

Robo-Advisors      

 

Automated investment advice portals are fast rising and expected to jump the curb in 

expansion rates by 2020 with a possible $2 Trillion AUM, Assets Under Management. Robo 

Advisors offer low-cost automated, investment advisory service through a web-based or 

mobile platform. Investors set up a risk profile and then advanced trading algorithms offer 

alternative investment portfolios to choose from. In a perfect world, the system periodically 

reviews the portfolio automatically and presents re-balancing strategies. All this is done 

digitally with minimal work of a person, or possibly even no human interaction at all.   

This may seem like a great way to replace such nuisances as “conflict of interest” and 

intentionally skewed algorithms, but then again, maybe not. FINRA released a report March 

2016 “Digital Investment Advice” speaking specifically to these concerns and more. For 

example, when conducting a comparison study using client-facing technology “robo-advisor” 

for a hypothetical investor with a specific risk appetite and strategy, results varied widely 

across robo-advisor portals. Equity allocations came in between 90% to 51%; and fixed income 

allocations from 10% to 40%. Other surveys have been conducted with similar mixed bag 

results. This gives rise to regulator concerns that tools may need stronger governance and 

internal control regulation to minimize discrepancies in risk tolerance algorithms. 

In recent news, robo-advisors were allowed exempt status from the DOL fiduciary rule, 

sparking heated debate among investment professionals. In this case, Robo-advisors can 

provide a flat fee service on investment services for seniors by means of scalable trade 

technology, portfolio algorithms, and low-cost exchange trades. 

 

 Pure Robo Advisors: Advisors managing money using robo advising platform. 

 Hybrid Robo: Advisors managing money using robo advising platform and also providing 
traditional financial advising. 

 Enablers: Help traditional advisers to manage their clients better and help individuals to better 
understand their portfolios. 

http://www.bloomberg.com/news/articles/2015-06-18/robo-advisers-to-run-2-trillion-by-2020-if-this-model-is-right
https://www.finra.org/sites/default/files/digital-investment-advice-report.pdf
https://www.finra.org/sites/default/files/digital-investment-advice-report.pdf


  
 

 

 

RND Resources Inc                                                                                                      www.finracompliance.com 
Woodland Hills, CA                                                                                                                       (818) 657-0288 

Compliance - Audit - Consulting for Securities Investment Businesses 

Building a Stronger   Fintech Machine 
Page 10 

 

Marketplace Lending 

 

Recently the Department of Treasury sought public comment on creating a financial 

regulatory framework to oversee evolving small business capital lending through online 

marketplace portals and peer-to-peer lending models. Online Marketplace lenders seek to 

create emerging lending opportunities for small businesses by offering flexible and affordable 

credit to borrowers who may not be able to otherwise acquire it through a bank or traditional 

lenders due to poor credit or high loan costs. The online portals can offer the loans for lower 

rates, lower fees, and to borrowers with sketchy credit. This market is rapidly developing and 

was estimated at $12 billion in loans as of 2014. However, ultimately loans made using the 

secondary marketplace business model are purchased by an investor such as a marketplace 

lender, which presents a concern for securities regulation and investor protection standards. 

Three types of lenders are involved in these transactions 

Balance sheet lenders: Often funded by venture capital, hedge fund, or family offices; 

where the credit risk is rolled into their own portfolios. 

Online platforms (formerly peer-to-peer lenders):  Where members are matched to 

lenders, and banks act as intermediaries. 

Bank-affiliated online lenders funded by a commercial bank or regional community; 

where the bank originates the loan and directly assumes the risk. 

 

Online secondary marketplace lenders accept online applications and use electronic data and 

technology enabled underwriting methods. Presently there is limited policy and regulatory 

oversight for these lending portals. Regulators want to set standards for detecting fraud, 

identity theft, and evaluating credit risk. Additionally, customer acquisition methods are not 

regulated and cybersecurity concerns as well as other problems may be present for 

borrowers. 

  

Rapidly emerging Fintech growth comes with added risks!  

Limited protection for retail investors. Potential funding for unworthy borrowers. 

Systematic risk flowing from partly unregulated activities. 

https://www.treasury.gov/connect/blog/Documents/RFI%20Online%20Marketplace%20Lending.pdf
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Banking and the OCC (Office of the Comptroller of the Currency) 

 

The Office of the Comptroller of the Currency (OCC) is also involved in developing an 

initiative for responsible innovation. While the OCC encourages banks and lending institutions 

to develop new technology, they urge businesses to do so in a manner that supports fair 

access to financial systems, fair treatment of customers, and compliance with applicable 

regulation.   

OCC defines Responsible Innovation as: The use of improved financial products, services, and 

processes to meet the evolving needs of consumers, businesses, and communities in a manner 

that is consistent  with sound risk management and is aligned with the banks overall strategy. 

Going forward, the OCC plans to research emerging trends in banking with a team of policy 

experts, examiners, lawyers, and other agency staff to gain a better understanding of 

emerging technology and new approaches to financial services. The results of their research 

will then be formulated into a framework for evaluating and regulating emerging technology.  

 

Non-Bank Online Payment and Bill Paying Portals 

 

In China a majority of online payments are handled by non-bank sources such as Tenpay and 

Alipay. Banks in the US are expected to cut jobs up to 30% in the next 10 years due to 

advances in technology. An even sharper drop is expected for European banks. Customers 

today rely less and less on walking in to a bank to conduct business.  In the US, some banks 

outsource bill payment features to third party systems with superior technology capabilities. 

As this occurs, it creates fragments where more and more non-bank entities have an 

opportunity to enter the market. Non-bank firms in the online bill payment sphere should be 

subject to licensing and minimum capital requirements the same as traditional banks however 

no oversight may exist for private non-bank technology driven firms. The landscape is still 

vague as to how to regulate these third party providers. Additionally, these non-bank 

providers may not be following risk governance and anti-money laundering regulation 

increasing risk to consumers and banks. 

 

  

http://www.occ.gov/publications/publications-by-type/other-publications-reports/pub-responsible-innovation-banking-system-occ-perspective.pdf
http://www.nytimes.com/2016/03/31/business/dealbook/fintech-start-up-boom-said-to-threaten-bank-jobs.html?_r=0
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Online Investment Tools & Trade Portals 

 

Large banks these days are getting in to the game with strategic investments in digital 

technology. Online trade tools such as stock analyst, forecast, and research platforms are of 

keen interest to conglomerate banks and financial service firms. Online trade portals may 

offer zero dollar trades by means of self-directed individual cash or margin brokerage 

accounts. Some only offer US listed securities available via mobile devices. While consumers 

are able to participate in trades they would not have otherwise been able to due to minimum 

account criteria, these types of portals tend to sell investments requiring a savvy investor 

who understands the risk associated with markets. Even though online digital investor and 

trade portals are registered with FINRA and SEC, some Online Investment traders have been 

found to have conflicts of interest in the trades offered, algorithm standards, or fail to have 

appropriate controls for AML programs. These types of mishaps have resulted in substantial 

fines for the firm.  

 

  

https://support.robinhood.com/hc/en-us/articles/202853769-How-Robinhood-Makes-Money
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Conclusion 
 

As banking and investor trends evolve - so do compliance, audit, and oversight software. New 

advances in automating compliance have become the norm for doing business.  

Regulatory oversight is complex with many twists and turns covering the latest variety of 

hybrid investment brokerage and banking firms. Fin-techs should look beyond their internal 

staff and human resources for solutions in adapting to regulatory oversight. Financial service 

software and technology is not an end product in itself. The underlying impact on 

communities of investors and consumers must be taken in to consideration.  

The scope of the Fin Tech space today is vast with multiple players. 

 

 

These new dimensions in Fintech are also spilling over to back office software and regulatory 

risk governance where compliance software is becoming more intuitive and automated. 

Manual methods of managing compliance are no longer efficient while FINRA examinations are 

more data driven with the expectation that firms will follow data analytics in how they 

manage their business.  
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Fintech crosses over into “RegTech” Regulatory Technology 

 

More efficient compliance tools these days are SaaS (Software as a Service) providers with an 

option of in-house hosting. Compliance Officers working with Fintech firms and traditional 

brokerage firms today will need to be technology savvy with an understanding of not only 

organizational and risk governance but where technological advances can make their job 

easier, more efficient, and faster; as well as how to set up those tools to match company risk 

governance programs.  

Questions such as:  

 what is the third party’s cybersecurity standard   

 does the tool cover all geographic areas  

 does the tool meet organizational compliance standards as well as regulatory  

 how does it help shape compliance policy development  

 what customization capabilities are available  

 are there sufficient audit trails and recordkeeping systems  

 are incident response plans built in to the system  

 can it support staff training requirements  

 what is the capability to handle complaint cases and violations  

 can the system interface with a variety of users or only compliance team members 

 

All these are important questions for developing compliance departments in the fintech 

landscape. There is no one set of systems for a firm’s compliance program. Much of the 

compliance needs are based on business structure, product offering, and strategic goals. For 

compliance programs to flow with the business rather than interfere they must be tuned to 

the business model. 

Even with effective tools, firms must still rely on qualified compliance officers to establish 

and oversee compliance procedures and policies. Even the best tool may not predict all the 

complexities of regulatory compliance along with frequent rule making changes. And in the 

Fintech landscape, frequent changes to rulemaking are certainly forthcoming.  

Time will tell if Fintech will live up to the investment and innovation it promises thus far. The 

importance of Fintech growth depends on its ability to adapt and bring new focus and 

inspiration to regulatory oversight as it necessarily evolves the “Regtech” landscape as well. 

 


