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ITEM 1

m Al and INSIDE INFORMATION




m ART. 17, REGULATION MAR /596/2014)

m The issuer shall disclose to the public, as soon as possible, inside information
directly concerning that issuer.




m The disclosure duty has significant internal repercussions on the company’s internal
organisation.

m But MAR is silent on the point... (see also ESMA consultation on MAR revision of
November 2019)

m Thisis where artificial intelligence can play a major role, but also raises new issues.




m 1. applications and systems aimed at promptly
identifying information, data, elements, events in
general, likely to constitute, even if only potentially,
inside information.

m 2. Al applications able to identify, and follow, the
dynamic evolution of what might become inside
information (Geltl decision and MAR)




m Examples:

|ldentification of potentially relevant economic and financial data

2. ldentification of potentially relevant new transactions (e.g. M&As; events in far off-
subsidiaries, etc)

Intellingent text-reading and interpretation of network infos (including e-mails)

Self-learning mechanisms

Information that arises in multi-stage events... and that needs to be »tracked» all the
way through




m The decision whether or not to proceed with the disclosure of the
information, in view of its significance, also and above all in terms
of the liability - whether civil, administrative or criminal - should in
any event be left to the management body

m Inthe current system it is difficult to accept the idea that the
decision can be left to the system itself in the absence of a prior
filter or control in which the human component, and the governing
role of directors, play a fundamental role.




Inside information, Al and liability

m 1. Al can be a useful tool especially in the context of the dynamic dimension of the
notion of inside information

m 2. Altools may change the parameters against which directors' diligence is
measured and the liability that follows from choices that do not conform to a given

canon.




m With regard to Al, the assessment of director’s liabilities will have
to take into account two decisive elements:

m A)the process that led to choose a given system based on a
~certain Al tool, and the degree of diligence employed to that end;

m B)the control over the functioning of the algorithm, and its actual
capacity - not static, but evolutionary - to correctly 'read’ the
events and processes within the company and the group




m HIGH-FREQUENCY,
ALGORITHMIC TRADING AND
MARKET MANIPULATION




MARKET MICROSTRUCTURE AND TECHNOLOGICAL DEVELOPMENTS

v' Technological development and financial innovation have created the incentives and
opportunities for algorithm-based trading

v" The significant weight and growing relevance of algo traders and HFTs in recent years (more acute

in the US than in the EU) have raised increasing attention from regulators on the risks and
potential downsides in terms of market quality

v" Economic studies seek to analyse and determine the potential effects and impacts of increased
use of low latency techniques:

i) systemicrisk in relation to the potential negative externalities of a shock that occurs in one
market and has an impact on other markets

ii) market quality (in terms of price efficiency, volatility and liquidity)
iii) market integrity




‘ MARKET MICROSTRUCTURE AND TECHNOLOGICAL DEVELOPMENTS

MFID Il Review Report
iFID II/MIFIR review report on Algorithmic Trading - 28 September 2021 | ESMA70-156-4572

FIGURE 6: ALGORITHMIC TRADING IN SHARES

Trades - evolution of volumes in shares by type of trading

Percentage of traded volumes

Source: Data collection from RMs and MTFs in the EU Member States




MARKET MICROSTRUCTURE AND TECHNOLOGICAL DEVELOPMENTS
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FIGURE 7: ALGORITHMIC TRADING IN BONDS

Trades - evolution of volumes in bonds by type of trading

Percentage of traded volumes

® algorithmic trading ~ ® high-freque

Source: Data collection from RMs and MTFs in the EU Member States
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FIGURE 8: ALGORITHMIC TRADING IN DERIVATIVES

ntage of traded volumes

Source: Data collection from RMs and MTFs in the EU Member States




Positive effects of HFT on the market

HFT, being a form of algorithmic trading, removes
the human emotion from trading and allows for
immediate speed of execution

HFT firms that use arbitrage strategies contribute
to market efficiency

HFT firms that deploy market making strategies
provide liquidity to the market

However, there is a serious divergence in
the academic literatureregarding the
benefits of HFT

* Liquidity or ghost liquidity?
* Lower costs to execute orders?

 Volatility: preamble to MiFID Il or flash
crashes?



Negative effects of HFT on the market

Market HFT can amplify volatility since all the algorithms tend
- to take the same direction in case of a sudden shock,
stability thus contributing to systemic risk

HFT can lead to the instability and unreliability of the
Order book order book, thus causing uncertainty for other market
participants

Market
abuse

HFT as a form of market manipulation

Strong disagreement amongboth regulators and researchers as to the effects of
HFT on the market
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MIFID I

Definitions of Algorithmic Trading (AT) and High Frequency Trading,
where HFT is considered as a subset of AT and included under a
larger AT umbrella

Requirements forinvestment firms

Put in place effective systems and risk controls, in order to prevent
errors and ensure resilience and proper functioning of their trading
systems

Subjected to scrutiny from supervisory authorities through disclosure
obligations and duty to provide competent authorities additional ad-
hoc information if required

Requirements fortradingvenues

Ensure system resilience, stability and reliability (capacity to deal with
peak order and message volumes, test to ensure continuity of services,
install circuit breakersand carryout stress tests)

Increased role of oversight framework for financial markets (Article 48)

Fair offer and equal access to co-location services as well as ensure
that fee structure do not create incentives for disorderly trading
conditions or market abuse

MAR (Market Abuse Regulation)

Ensure market integrity, broadening definition of market
manipulation in order to capture various forms of HFTs (ex. pump
and dump)

Article 12(2)(c) explicitly refers to a number of strategies based

upon AT and HFT that are regarded as market manipulation if

such behaviors have the effect of:

* giving false or misleading signals as to the supply of, demand for, or
price of, a financial instrument

* securing the price of financial instruments at an abnormal or
artificial level

» affecting the price of financial instruments by employing a fictitious
device or any other form of deception or contrivance

* such behavior is not carried out for legitimate reasons and does not
conform with an accepted market practice

Recital 38 MAR: “the Regulation should provide measures
regarding market manipulation that are capable of being adapted
to new forms of trading or new strategies that may be abusive”



m HOW TO DEAL WITH THE RISK OF MARKET ABUSE BY
ALGORITHMS?




m A developing debate:

m Azzutti, Ringe, Stiehl (2021), MACHINE LEARNING, MARKET MANIPULATION, AND
COLLUSION ON CAPITAL MARKETS: WHY THE 'BLACK BOX' MATTERS

m Azzutti, Ringe, H. Siegfried, THE REGULATION OF Al TRADING FROM AN Al LIFE CYCLE
PERSPECTIVE




m Market disturbances caused by algorithms can be

I . O pe ratl O n a | an unintended consequence of algorithmic
fa u |tS malfunctioning.

m This includes cases such as Knight Capital case in
2012 on the New York Stock Exchange, which was
due to a system bug (and the origin of MiFID
regulation itself).

m Consequences: similar to those for organisational
failures, (GENERALISED IN THE FINANCIAL

CONTEXT - see MIFIDII)




ll. Intentional use ab
origine

m Between June and December 2009, Athena Capital,
an HFT company in the US, used an algorithm
(‘Gravy’) to explicitly manipulate the closing prices of
thousands of publicly traded securities on the
NASDAQ by trading book order imbalances.

m These cases are already covered by MAR.

m Intent may be proved, and thus these cases can
also be (in general) covered by criminal law



lll. Intentional use by subsequent
learning

m Variation of the previous case, but more difficult to understand/frame.

m HOWEVER, this case seems to be in line with case Il




IV, Autonomous
decisions by
artificial
intelligence

Most new and challenging scenario

Autonomous trading systems using Al can devise,
thanks to self-learning, trading strategies that go
beyond what was originally foreseen and
reasonably predictable by human experts.

A new 'black box' problem: i.e. the impossibility of
fully understanding the Al's decision-making
process or assessing the validity of its results.



What about intent ? (I)

In the field of market abuse, most legal systems generally require - more or less
explicitly - that law enforcement authorities prove the manipulator's 'intention' (or
other relevant state of mind) to cause harm, in order to impose any criminal or civil
liability.

For Al systems, it might be increasingly difficult to prosecute cases of market abuse,
because «intent» must be detected within the opaque components and processes of
Al — again the black box



What about intent ? (1)

m As to the clear, intentional use of Al to manipulate markets, the system might (?
require additional rules (see criminal liability)

m As to a non-intentional market abuse «committed» by Al....




What about intent ? (lll)

m HOWEVER, whereby intent is essential in relation to criminal liability, it is not always
such for administrative sanctions where an objective test is accepted (at least in
some Member States - see Italy)

Also:

m MAR is built around a system of reference values, clearly drawn from the ECMH

m Searching for «intent» applying traditional interpretative tools may lead to a dead
end.

m An alternative is to consider MAR as a system centered on Generalkalusen that refer
to an external system of evaluations, i.e. the markets efficiency theory.




Some open issues...

m |s it reasonable to blame the Al system? : probably not, and probably unnecessary

m At present one cannot recognise algorithms as a separate legal entity category,
despite some academic proposals to this effect: probably unnecessary, because

directors’ liabilities (and the MiFID approach) may be sufficient..

m Should one establish legal liability in relation to Al misconduct ? why not look at the
Al «<malfunctioning»? (in relation to an «efficient markets test»)?

m Al and causation... (to be developed...) NO TIME HERE!




Another profile concerns the foreseeability of the damage.

In various systems, liability can only arise for what is reasonably foreseeable.
Applying this text, the question is then whether a reasonable person could have

foreseen the effects of the alleged conduct in order to determine whether it can be
considered a tort.

The question is what outcomes and behaviour can be reasonably expected.

MiFID Il approach is a good example (2014!!), maybe to be refined - proportionality
test (suggested by Azzutti and Ringe)



Doubt... is MiFID Il a regime of algorithmic
governance already 'outdated'?

m |n the current system, algorithmic trading systems are required to be largely
‘explainable’ (see MIFID lI).

m However, the 'black box' nature of specific machine learning methods (e.g. deep
learning) makes it difficult to follow this approach.

m Moreover, current rules address the explainability of 'strong' Al only to a limited
extent (e.g. most compliance exercises are based on self-assessment reports by
investment firms and trading venues).

m A more in-depth understanding of Al systems is necessary — proportionality required




New rules??

m Some advocate that an outright ban should be imposed on Al activities whenever
the risks involved outweigh the relative benefits.

m Others have advocated the application of a form of 'strict liability' for damage
caused by Al.

m Introduction of a new authorisation regime for Al (a proposal also envisioned in the
context of MiFID I, later discarded)

m Introduction of new ex-ante screening mechanism for Al trading (Regtech-Suptech)




OTHER WAYS AHEAD....

m Supervisors are clearly at odds with the new dimensions of tech development and

Al, an increasing role should be given to the trading venues themselves, as
indispensable watchdogs.

m Inreviewing MIFID Il and/or MAR further rules might be considered in order to test
the capacity of the venue to identify cases of market abuse and take corrective
actions (including, naturally, the reporting of suspicios transactions).




| A) In the disclosure regime, artificial intelligence can bring benefits, but raises risks that,

ultimately, impact on directors’ duties. IS A REVISION OF MAR NECESSARY IN RELATION TO
Il AND DIRECTORS’ DUTIES TO ORGANISE THE COMPANY PROPERLY?

B) In the operation of trading venues, Al can have positive effects on liquidity BUT raises
issues of new fors of Market Manipulation and its identification

MiIFID Il addressed the issue with a pioneering approach - but limited to the sub-B)
dimension - stimulated by market failures and which can provide a first general framework.

MiFID Il approach should not be necessarily changed, but rather improved with additional
monitoring requirements imposed on TVs




Finally...

m Do we need need to integrate MAR analysis
into the forthcoming AIR and Al Liability
Directive (to be developed...)
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m SHORT SELLING




mNEXT conference.... Sorry !
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