Fintechs have advantages over established banks, but
regulation is a major challenge
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Fintech firms may have many advantages over established banks in entering the new market of digital banking. For
example many well-known banks have outdated and cumbersome computer systems while new start-ups can start
from scratch and develop new and fast systems in only months. The question for large financial institutions is
whether to buy firms or build the new start-ups internally.
To overcome these shortcomings, a growing trend is for existing financial services firms to acquire fintech firms. For
example, the Spanish multinational banking group BBVA has purchased a number of start-ups, such as a 29.5 per
cent stake in Atom, the UK’s first mobile-only bank. Barclays Bank has developed an accelerator program which
provides funding and infrastructure to new start-ups. Acquisitions remain a dominant theme in the fight for market
share and new technologies.
In order to succeed in the digital banking market, start-ups should note that they will face five key challenges
accessing the financial services market:
1. Technology and cyber security – technology is at the core of any digital banking start-up. Any new firm needs
to ensure the successful integration of systems and interfaces across multiple media. Cyber security is a
growing threat, and no fintech firm can afford to treat this issue with anything less than the utmost
seriousness. Over $1 billion was stolen in cyberattacks in 2015 alone, and the FCA has strict rules and
guidance on how firms should approach this issue
2. Marketing – new fintech firms are likely to need to spend a great deal on marketing. Established firms may
have an advantage here as they have the option of accessing their existing customer base through a number
of channels
3. Capital – all new firms need capital to get their business off the ground, but fintech firms are often extremely
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attractive to venture capital and private equity investors. Around 18 billion euros were invested in financial
services in 2015, a year-on-year increase of some 70 per cent, so capital is readily available for new
entrepreneurs, in particular in London
4. Legal framework – all firms need to comply with relevant legislation, as well as with the rules of their
regulator. Firms need to have the right legal framework in place to ensure they comply with the law. This
challenge can easily be managed as London offers one of the best ecosystems for law firms which now
specialise in providing assistance to digital banking firms
5. Compliance and regulations – these are the most critical success factors for a new digital banking firm, and
there are a number of issues to consider:
The regulator will not approve any application from a firm that fails to demonstrate it can meet the necessary
governance, technological and operational requirements
Regulators have the power to withdraw authorisation from any firm that commits a serious breach of the
rules.
For less serious offences, it can impose fines, warnings and other sanctions, which may cause significant
reputational damage to the firm
Firms operating in more than one country may need to comply with more than one set of regulatory rules
Firms need to remain alert to changes in regulatory requirements, and adapt their processes accordingly
Fintech companies have to be authorised to conduct regulated business
The process of obtaining authorisation from the FCA can be onerous, and the process can take up to one year.
Nevertheless, it is illegal to conduct regulated activity in the UK without holding the necessary regulatory
permissions.
Fintech start-ups should therefore be aware of two alternative ways of being regulated, and should consider if either
of these options is right for them:
1. Becoming an appointed representative (AR) – essentially the AR firm does not hold an FCA authorisation, but
is supervised by another firm which does, known as the ‘principal firm’, or just the ‘principal’. The AR is an
agent of the principal. The regulator will hold the principal accountable for failings in the AR’s activities, and
will also set out what activities the AR can and cannot undertake. The registration process for becoming an
AR can take as little as 3-4 weeks, and the principal firm takes care of all compliance issues, thus reducing
the AR firm’s costs.
2. Using third-party providers – here the new firm opts to ‘buy-in’ certain regulated activities from third-party
providers. For example, a firm may not require permission from the FCA to hold client assets if it can find a
third party willing to carry out this function on their behalf. Other firms choose to outsource the compliance
function, although here firms should note that they can never outsource responsibility, and that the FCA will
still hold the authorised firm accountable if an external compliance provider fails to provide a good service.
With specific relevance to fintech, some firms use third parties to provide services on their behalf.
How does the FCA help?
The Financial Conduct Authority has developed a number of initiatives which provide a breeding ground for new
fintech businesses and make London the capital for fintech.
A digital banking start-up, or any start-up financial services firm intending to make significant use of technology,
should be aware of two very important FCA initiatives:
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1. Innovation Hub – an advisory service that helps firms to understand their regulatory obligations, and to make
applications for authorisation.
2. Regulatory sandbox – an initiative that allows firms (those that are already authorised) to apply to the FCA for
special permission to test a new technology-based business model. Examples of Sandbox applications
approved by the FCA include: an advice tool developed by Citizens Advice which allows key features of debt
solutions to be compared or an app developed by HSBC which helps customers manage their finances.
The outlook
The total value of global investment in fintech in 2016 was £25.1 billion, which represents a rise of more than 50 per
cent in just one year, and a sevenfold increase in just four years. There is no reason to believe that this significant
growth will slow in any way in the coming years. Fintech is unquestionably a very exciting area to be involved with,
but firms in this sector need to be aware of the challenges they face and ensure they continue to meet changing
regulatory requirements.
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