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CHAPTER 1
An Overview of Compliance

in Financial Services

“Money plays the largest part in determining the course
of history.”

—Karl Marx

It is a chicken-and-egg story: “Regulation influences banks’ behavior by
shaping the competitive environment and setting the parameters within

which banks are able to pursue their economic objectives.”1 Interestingly,
however, banking crises have been the trigger for many, nay most of the reg-
ulations, more so in recent times. So it is difficult to say whether it is the
regulations that are shaping the behavior of banks or banks breaching the
expected fair business practices that is shaping the structure and content of
regulations. Or it is the interplay of both that has created the complex struc-
ture and behavior of the banking industry and by extension the financial
services and its regulations?

It is not an exaggeration to say financial services is perhaps the most reg-
ulated industry in recent years. There aremore regulations, more expectation
of compliance, andmore supervision to ensure compliance. There is unprece-
dented scrutiny of the industry at national, regional, and global levels. This
scrutiny and the host of far-reaching regulations together are of topical
interest not only for the stakeholders but also to policy makers, politicians,

1“Evolution of the UK Banking System,” Bank of England Quarterly Bulletin
2010 Q4, Vol. 50 No. 4, http://www.bankofengland.co.uk/publications/Documents/
quarterlybulletin/qb100407.pdf.
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6 INTRODUCTION TO COMPLIANCE IN FINANCIAL SERVICES

and media, thus putting the spotlight on adherence or lack thereof to the
set expectations.

“Financial services” is a broad umbrella term that covers different sub-
sectors like banking, insurance, securities, investment management, and so
on. The division into subsectors is more of academic interest, given the
changing contour of financial services industry like:

■ The emergence of financial conglomerates that are growing both in size
and numbers

■ Bank, insurance, and market intermediary linkages that are becoming
commonplace

■ Abolition of barriers/restrictions on investment/commercial banking
combinations2

Unified or stand-alone, these sectors combine to form the economic
vehicle of a country, a group of countries, or the entire globe to facilitate
movement of capital and currency across. They help channel money from
lenders to borrowers and vice versa through financial intermediation. It is
no exaggeration, therefore, to say that they are responsible for the financial
well-being of not just individuals and firms but also countries.

Given the criticality of the industry, it is understandable that the environ-
ment it operates in and its various stakeholders have expectations in terms
of dos and don’ts from the industry. These dos and don’ts are spelled out in
the form of laws, regulations, standards, and codes of conduct. Financial ser-
vices organizations are expected to comply with these requirements in such
a way that there is order in the system and all stakeholders are protected,
including the financial services organizations themselves.

Regulatory change is the only constant across industries. The rate of
change is what differentiates financial service regulations of recent times.
The debate on regulation versus deregulation, market maturity versus too
big to fail, less regulation versus excess regulation, and regulatory gap versus
regulatory overlap continues to rage.

Be that as it may, it has resulted in a tidal wave of regulations, which
some of my banker friends call a tsunami of regulations. Add to this the
increasing stakeholder demands for scrutiny, and one would understand
the colossal challenges that the industry faces in managing its environment.
This also explains why compliance activities have moved from being
transaction-focused to becoming integral elements of business management.

2Adapted from the presentation of Dr. K. C. Chakrabarty, Deputy Governor, Reserve
Bank of India @BCSBI conference for Principle Code Compliance officers, April
2013.
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An Overview of Compliance in Financial Services 7

In spite of the multiplicity of regulations, the paradox of their coverage
is that there are pockets of over-coverage like those for deposit-taking
institutions and for traditional products, typically for the “on–balance
sheet items.” In contrast, there are less regulations of firms that pass under
the radar while dealing in huge volumes of money, value, and instruments.
An example of this category are the hedge funds that deal in innovative
off–balance sheet products or derivatives. This leads to a regulatory
imbalance that affects both ends.

The purpose of regulation is essentially sixfold, and here I use the term
“regulation” broadly to encompass laws, statutes, regulations, standards,
and codes of conduct. They are:

■ To ensure fair market conduct and protect the various stakeholders, par-
ticularly consumers and the markets

■ To reduce, if not completely take away, information asymmetry between
the financial services and the customers who buy products or services
from these organizations

■ To protect financial services from unwittingly becoming conduits for
financial crimes such as channeling money for antisocial activities like
money laundering and terrorist financing

■ To reduce the probability and /or impact of failure of individual financial
services firms, especially the “too big to fail” category firms, which could
trigger a contagion effect

■ To ensure the safety and stability of the financial system
■ To create a level playing field that reduces monopolistic, anticompetitive
situations that would result in less choice and higher price points for
customers

All these seem like noble objectives. If that is so, where is the challenge
in adopting these measures is a question that requires exploring. As busi-
nesses have become more complex, so have the regulations and the resulting
obligations. Interestingly, compliance or noncompliance is the outcome of
an organization’s meeting or not meeting those obligations. The maze gets
multiplied with the multiplicity of regulators. Should a country have a single
regulatory body for all the components of financial services like the United
Kingdom (until March 31, 2013, when it was split into two regulatory bod-
ies with distinct areas of operation, one focused on Prudential regulations
and the other on Conduct), Japan, and Indonesia (Indonesia adopted this
model in 2011)? Or should there be multiple regulators, with the USA being
the lead example? Both have their pros and cons.

The focus should be on how regulation is conducted and not so much
on who regulates or how many regulators. There is a constant debate as to

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



Trim Size: 6in x 9in Ramakrishna c01.tex V2 - 08/04/2015 5:58pm Page 8

8 INTRODUCTION TO COMPLIANCE IN FINANCIAL SERVICES

whether more regulations or a more effective mechanism for implementing
the existing regulations could solve the problem. This is a difficult question
and merits a closer look, something we will attempt in a subsequent chapter.
The relevance of this question is that more the regulators potentially
more the regulations that require more effort at planning and executing
compliance.

A disturbing trend over the past few decades is that the system has gotten
into a vicious cycle of financial services organizations breaching the rules and
regulations both overtly and covertly with serious and negative impact not
just to themselves but also the system in which they operate. Like Newton
said, “Every action has an equal and opposite reaction.” These breaches and
their resultant impact have typically been met with two obvious responses:

1. More and more regulations (the newer regulations are getting broader
and deeper)

2. More supervision (both off-site and on-site) by the lawmakers and
regulators

As a natural outcome of the two responses, compliance over the last
decade has become, or more appropriately been made to become, a funda-
mental component of financial services by taking on amore formal shape and
structure. The challenge that this evolving structure is grappling with is to
“comply” with an ever-expanding plethora of regulations. That leads us to
two interesting questions: What is compliance?Where does it start and stop?
There is apparently a simple answer to the first and a not-so-clear one for the
second. Two definitions or descriptions of compliance provide a good start-
ing point for the conversation. It is important to understand that present-day
compliance, particularly in the regulatory context, has two aspects:

1. The actual adherence to standards and regulations
2. Demonstrated adherence to standards and regulations

The first is an understood and accepted high-level expectation from
the compliance function. It is the second that is worth a closer look. The
compliance universe will be increasingly tasked with the responsibility of
“demonstrating compliance.” Demonstration at a fundamental level makes
two demands on the system. The first is the expectation of transparency and
free flow of information. The second is the tracking and recording of proof
of compliance. It is these aspects that will increasingly challenge organiza-
tions on multiple fronts. Starting from information and people silos, to lack
of proof points, to deficient communication, and to actual noncompliance,
there are many systemic issues that need addressing.

The emphasis is both on increased transparency as well as on greater
enforcement. We will revisit this aspect under the section on real-life issues
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An Overview of Compliance in Financial Services 9

of compliance. The relevance of this definition is to illustrate the point that
the understanding of and expectation from “compliance” is expanding man-
ifold. The Australian standards discussed next add additional depth to the
conversation.

Australian Standard AS 3806—.2006 describes compliance as “adher-
ing to the requirements of law, industry and organizational standards and
codes, principles of good governance and accepted community and ethical
standards.” As a practitioner, I see this as a more appropriate and encom-
passing definition. Particular mention needs to be made of the last part of
the aforesaid description. The specific callout of “principles of good gover-
nance and accepted community and ethical standards” interests me, because
the earlier part is the “letter” aspect of compliance, and the latter one is the
“spirit” aspect. The overemphasis on the first across time has, as we have
seen, not been effective. This definition puts the focus where it should right-
fully be—on the intention to encapsulate principles of good governance and
business ethics at the core of compliance.

The 2012 LIBOR (London Interbank Offered Rate) scandal is an
example where a highly respected body of bankers flouted basic business
ethics and took the entire system for a ride. We will discuss the scandal
itself in some detail under the Real-Life Cases. For now, the reference is to
highlight the fact that the foundation of positive compliance is good gover-
nance and sound business ethics. It is the bedrock of sustained and balanced
growth. The absence of this bedrock could give monetary gains in the short
term but would collapse like a pack of cards when it is discovered that the
“business ethics” foundation was faulty or nonexistent. There are proof
points galore on this from Northern Rock to Bear Stearns to Countrywide
Financial to Washington Mutual to Lehman Brothers, apparently infallible
organizations whose names do not exist anymore because of one crisis.

Impact and acceptance of compliance risk as a critical risk in a short
period of under a decade is evident through the fact that it is today consid-
ered at the top of the risk table. This is because of the challenge of balancing
business objectives and the environmental expectations as detailed through
several laws and regulations. Imbalance leads to compliance risk. Compli-
ance function is tasked with managing the conflict of interest and to ensure
that a win-win situation is created, which is a tall order to say the least.

The other fundamental challenge of compliance risk is that it cannot
be addressed through a capital cover, a fixed percentage of capital say, the
8 percent prescribed for the traditional risks like credit, market, and opera-
tional risks. There is no “fixed downside” that can be provided for. This is
because it is difficult to both quantify the quantum of compliance risk that
a bank carries and truly provide for a worst-case scenario. This aspect will
be discussed in some detail in the section on risk management.
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10 INTRODUCTION TO COMPLIANCE IN FINANCIAL SERVICES

From an evolution perspective compliance expectations have always
been associated with every passing regulation. In the earlier times differ-
ent disciplines within the organizations would subsume the responsibility of
fulfillment of the related obligations. Formation of a compliance function
can be traced to the late nineties when regulators like Reserve Bank of India
called for the introduction of a “compliance officer,” a trend reflected in
other countries like UK’s MLRO, where it was made mandatory to have a
“nominated officer” in 2007.

But most of these measures were disjointed and sporadic responses, and
both regulators and industry soon realized that the area of operations of
compliance “needed not only to be enlarged but very clearly defined.”3 What
all of the recent regulations topping off with the BCBS 2005 guidelines have
done is to establish compliance and compliance function as a necessary part
of the industry. As one regulator put it, “In a sense, the need for compliance
can, effectively, be equated to the frictional force which, though it impedes
the progress a bit, is still necessary for movement. Compliance works more
as a lubricant which oils the business machinery and keeps it going.”4

A BRIEF HISTORY AND EVOLUTION OF COMPLIANCE

For a better appreciation of the context, it is important to look at both the
past and present events that have shaped the content and structure of com-
pliance in financial services. From there, it will be possible to look at the
possible future more realistically. I must confess that my respect for histori-
ans went upmanifold as I realized how difficult it is to get comprehensive and
objective information chronologically, if at all, as you try to wade through
pages of history and stitch them together in a logical and cohesive way.

Tracing the history of formal compliance initiatives in the financial ser-
vices industry will not take us too far back because compliance as a distinct
subject is fairly young. An attempt at formally defining “compliance risk”
and acknowledgment of its place among the risk categories is as recent as the
BIS definition in 2005. But rules and the expectation that they be complied
with and the breaches thereof are as old as mankind itself. How old? Well,
the first known compliance breach, like I mentioned in the preface, is as old
as Adam eating the forbidden apple!

3K. C. Chakrabarty: “Compliance function in banks—back to the basics,” July 12,
2013; http://rbidocs.rbi.org.in/rdocs/Speeches/PDFs/SIIBF160713.pdf (reprinted
with the permission of RBI).
4Ibid.
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An Overview of Compliance in Financial Services 11

Through history there have been rules as well as people and organi-
zations that have broken them, leading at times to dire consequences. The
concern is that people and organizations have not learned from these conse-
quences. It almost seems like organizations have developed a sense of selec-
tive amnesia with respect to the possible negative outcomes. They tend to do
the same or similar mistakes, both consciously and unconsciously. Later in
the book I will discuss examples of some of the large and prospering organi-
zations that have disappeared from the face of the earth because of breaches
explicit and implicit, under the heading “LessonsNot Learned.” For now the
focus is on gaining a peek into the history of compliance in financial services.

Tracing the word compliance per the Merriam Webster dictionary, the
first known use of the word is circa 1630. The first known use of its base
word comply was 1602. The origin is from the Italian complire and from
Spanish cumplir, which means to complete, perform what is due, be courte-
ous, a modification of Latin complēre. Each of these components is applica-
ble even in today’s organizational context. However, since the effort here is
to trace the concept in the context of financial services, the start date will be
the twentieth century forward.

In financial services, it is not an exaggeration to say that the history
of compliance is closely connected with regulations; and regulations have,
more often than not, been after-effects of scandals or crises, incidents that
shook the economy (call it panic or recession). In a way, tracing financial
crisis points across time gives a fair idea of the development of regulatory
framework and, by extension, implicit and explicit compliance expectations.
The structured regulations for financial services have started evolving from
the 1980s onward. The explicit callout of compliance with a formal structure
is of a more recent origin, essentially a twenty-first-century phenomenon.
This is because compliance is a post-regulation process and hence lags it.

The period from 1980 until now has seen more legislation and regula-
tions affecting financial services industry than all other times put together.
This directly correlates to the growth in complexity of the industry as well
as breaches of expected fair business practices. A consequence, unintended
of course, is the fact that compliance, once considered a dusty corner table
function—dry, soporific, and uninspiring—is now animatedly debated
among not just financial industry and regulators but also political and
media circles as well. The effect is that both the industry and its regulators
have to assimilate and adapt to the rapid changes and intense scrutiny.

As a representative sample of the evolution I have taken two sample
countries, USA and UK, as they have been frontrunners of newer and deeper
regulatory frameworks, which were largely followed with regional modifi-
cations by other geographies. I have focused on BIS norms at a global level
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12 INTRODUCTION TO COMPLIANCE IN FINANCIAL SERVICES

as indicative of the history of growth of active regulation of the banking
industry. These frameworks are shaping the formal compliance structures
and expectations. I have, for completeness, added one sample each of the
regional and industry bodies to illustrate the point that there are others that
are joining the formal role holders in shaping the narrative of the compliance
landscape globally.

United States of America

Tracing the history of recessions in the United States, their root causes, and
the resultant regulations is a fascinating journey and provides some inter-
esting insights. There have been recessions across time, like the recession of
1818 to 1819 that had claimed the Second Bank of the United States as its
casualty, though how much of it was due to banking crisis and how much
due to disagreement between the then-President of the United States and the
head of the Second Bank is a historical debate. However, since the focus
here is to understand the historical perspectives with respect to the growth
of compliance, I am picking a few that had a direct or indirect impact on the
industry’s compliance culture and processes.

The first one on that list is the Panic of 1907 as it was the genesis
of the Federal Reserve, one of the most important institutions that influ-
ence both regulation and deregulation of financial services. During the 1907
financial crisis the New York Stock Exchange fell by almost 50 percent of
its previous-year peak with runs on banks and trust companies. This crisis
strongly brought home the need for a central banking authority to ensure a
healthy banking system. “The Federal Reserve Act was signed as a law by
President Woodrow Wilson on December 23, 1913,”5 and the rest, as they
say, is history.

The years 1929 to 1935 is the next period I chose as part of tracing
the lineage of financial services regulations, as it had a significant regulatory
impact for the United States with a lag for the rest of the globe. “In October
1929, the stock market crashed and the US fell into the worst depression
in its history. From 1930 to 1933, 10,000 banks failed.”6 As an aftermath,
significant changes in the regulatory landscape came about. The Banking
Act of 1933, better known as the Glass Steagall Act, the establishment of
the Federal Deposit Insurance Corporation (FDIC), the 1935 Banking Act,
and the creation of the Federal Open Market Committee (FOMC) were all
of this period.

5“History of Fed Reserve”—www.federalreserveeduction.org.
6Ibid.
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An Overview of Compliance in Financial Services 13

During the same period, two significant acts to regulate themarkets were
passed. The first, the Securities Act of 1933, often referred to as the “Truth
in Securities act,” had two basic objectives:

1. Require that investors receive financial and other significant information
concerning securities being offered for public sale.

2. Prohibit deceit, misrepresentations, and other fraud in the sale of
securities.7

The second was the Securities Exchange Act, which was enacted on June
6,1934. It established the Securities and Exchange Commission (SEC) that
is responsible for enforcement of the act. “The act empowers the SEC with
broad authority over all aspects of the securities industry. This includes the
power to register, regulate, and oversee brokerage firms, transfer agents, and
clearing agencies as well as the nation’s securities self-regulatory organiza-
tions (SROs).”8 These regulations and the authorities tasked to ensure the
compliance of those regulations played and continue to play a very impor-
tant role in setting and shaping compliance expectations not just of the
United States but the rest of the world as well.

While there have been regulations in the interim like the Foreign Corrupt
Practices Act in 1977 and FIRREA (Financial Institutions Reform, Recovery
and Enforcement Act) in 1989, the next critical milestones were from 1998
onward. This was the period where there was a huge demand for deregula-
tion by the industry. The argument was that efficiency increases with fewer
and simpler regulations and that it should be left for the markets to decide on
organizational structures and their effectiveness. The deregulation of interest
rates and the growth of globalization were among the outcomes of this. The
biggest event that requires mention is the Gramm-Leach-Bliley Act of 1999,
which was also called the Financial Services Modernization Act. It repealed
parts of the Glass-Steagall Act of 1933, removing the barriers of consoli-
dation of commercial and investment banks, securities firms, and insurance
companies. The creation of “too big to fail” financial conglomerates and
holding groups that threaten the safety and soundness of the financial envi-
ronment is the biggest criticism against this act.

The September 11 attacks of 2001, which led to the Patriot Act,
and the Enron fiasco of playing a shell game with corporate accounts,
which led to the Sarbanes-Oxley Act in 2002, are the next landmark
changes. Sarbanes-Oxley can be credited to a large extent with bringing the

7“The Laws that Govern the Securities Industry,” US Securities and Exchange Com-
mission, http://www.sec.gov/about/laws.shtml#secexact1934.
8Ibid.

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



Trim Size: 6in x 9in Ramakrishna c01.tex V2 - 08/04/2015 5:58pm Page 14

14 INTRODUCTION TO COMPLIANCE IN FINANCIAL SERVICES

compliance function to the limelight. That it is a global standard of main-
taining a record of compliance is a valuable proof point. “The Act mandated
a number of reforms to enhance corporate responsibility, enhance financial
disclosures and combat corporate and accounting fraud, and created the
Public Company Accounting Oversight Board, also known as the PCAOB,
to oversee the activities of the auditing profession.”9

Two of the major menaces that the financial services industry unwit-
tingly has become a part of are money laundering and terrorist financing.
Across geographies regulations against money laundering and terrorism
have been passed and the expectations of their compliance are very strict.
The United States covers these under BSA (Banking Secrecy Act of 1970);
the USA Patriot Act (Uniting and Strengthening America by Providing
Appropriate Tools Required to Intercept and Obstruct Terrorism Act of
2001); and through the OFAC (Office of Foreign Assets Control), an agency
of the United States Department of Treasury under the auspices of the
Under Secretary of the Treasury for Terrorism and Financial Intelligence.

The next financial crisis, the crisis of 2007 that shook the western
world, brought its slew of regulations. Notable among them was the
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010,
which is enforced by multiple agencies including FDIC (Federal Deposit
Insurance Corporation), SEC (Securities and Exchange Commission), the
Comptroller of the Currency, and the Federal Reserve. The focus of the
act is to improve accountability and transparency, which would aid in
promoting the financial stability of the United States. Consumer protection
from negative financial services practices is another focal point of the
act. This has created the CFPB (Consumer Financial Protection Bureau)
and FSOC (Financial Stability Oversight Council). Per the US Securities
and Exchange Commission, “The legislation set out to reshape the U.S.
regulatory system in a number of areas including but not limited to con-
sumer protection, trading restrictions, credit ratings, regulation of financial
products, corporate governance and disclosure, and transparency.”10 From
a compliance point, the 848-page bill poses a nightmare as its reach and
expectation is so far and wide.

FATCA (Foreign Account Tax Compliance Act), another 2010 act, while
essentially a tax-related act, brings into its fold a compliance expectation
from banks: foreign financial institutions (FFIs) having to directly report to
the IRS (Internal Revenue Service of the United States) information about
financial accounts held by US taxpayers or foreign entities in which they
have substantial interest. There are obvious deterrents if the FFIs do not do
the expected reporting. This brings forth a distracting but critical aspect of

9“The Laws that Govern the Securities Industry,” US Securities and Exchange Com-
mission, http://www.sec.gov/about/laws.shtml#secexact1934.
10Ibid.
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evolving expectation from financial institutions—that by being the medium
for financial transactions, they become responsible for compliance obliga-
tions that technically need not be in their domain. Paying taxes, for example,
is the responsibility of self-declaration by individuals and organizations with
the onus of ensuring compliance on the taxmanagement authorities. It is into
this world that banks have been co-opted.

FSGO or the Federal Sentencing Guidelines for Organizations (revised
2004) is another important regulation in the US landscape.

United Kingdom
Here, too, the crises and panic history is an interesting read, for example, the
banking crisis of 1824–25 that resulted in bank runs and failure of 93 banks,
which in its turn led to the creation of the Joint Stock Companies Banking
Act of 1857. From a compliance perspective, however, we start our trace of
regulations in the UK from amore recent period, the Competition and Credit
Control Act of 197111 and the Banking Act of 1979, which put banking
regulation on a statutory footing. It required that institutions be licensed in
order to accept deposits from the public. “This act, the first to establish a
regime of supervision, created a two tier system of banks and licensed deposit
takers.”12 The Banking Act of 1987 had its trigger in the Johnson Matthey
bank crisis of 1984, where the bank suffered the consequences of two large
bad debts.

On the securities and investments side, too, prior to the Financial Ser-
vices Act of 1986 that was passed by the parliament of the UK to regulate
the financial services industry, there was no legislation to comprehensively
regulate the markets. All subsequent expansions of the regulatory regime can
be traced to this act. This provided for the creation of FSA’s predecessor, the
Securities and Investment Board (SIB). In 1997 the SIB formally changed its
name to the Financial Services Authority.

Interesting to note is that unlike the United States where the Federal
Reserve traces back to 1913 and the Securities and Exchange Commission
to 1934, the UK’s formal financial regulatory setup is fairly young—Banking
Acts of 1979 and 1987 and Financial Services Act of 1986. Does this mean
that there were lesser scandals? Perhaps not. Perhaps they were handled
though the judicial system or through localized solutions. A formal regu-
latory framework is of a later origin. I pick up the subsequent illustrations
from the nineties.

The 1991 the BCCI (Bank of Credit and Commerce International) scan-
dal that led to its shutdown due to internal fraud and the Nick Leeson

11Evolution of the UK Banking System,” Bank of England Quarterly Bulletin
2010Q4, Vol. 50, No. 4, http://www.bankofengland.co.uk/publications/Documents/
quarterlybulletin/qb100407.pdf.
12Ibid.
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scandal that led to the near collapse of Barings in 1995 created enough furor
in the financial circles to bring to the fore the need for a more comprehensive
regulatory supervision. The Bank of England Act of 1998 that followed had
two objectives, one of which was to transfer the responsibility of supervision
of the deposit taking institutions from the bank to the FSA. The subsequent
FSMA (The Financial Services and Markets Act 2000) created the Financial
Services Authority as a single regulator for insurance, investment business,
and banking, perhaps the single most powerful regulator in the world. This
model was in contrast to the multiple regulator regime of the United States.

The FSA (Financial Services Authority) of UK was well known for its
detailing of the regulatory guidelines in various areas. It is often said in the
financial circles that FSA is usually the first to introduce prescriptive guide-
lines, which are then used as a basis for similar guidelines by other regulators
who add the local flavor but retain the core structure as designed by the FSA
intact. So much so that the risk and compliance management teams of global
banks would target compliance and coverage per FSA norms, which, they
believed, would help in automatically complying with requirements of other
countries.

It is paradoxical that the organization that was known for its detail and
clarity in setting out norms and standards has been replaced by two new
bodies, as it was considered to be not very effective in having the regulations
executed by the member banks. In the risk management section, we will
discuss the effectiveness assessments as a combination of design effectiveness
and operational effectiveness. Inefficiencies in either or both would result in
the overall inefficiency.

Due to the perceived regulatory failure in arresting the banking crisis in
the UK in the 2007–2009 period (it was reported that the Northern Rock
was the first bank in 150 years to suffer a bank run in the UK) and con-
sequent to the restructuring of the financial system, the Financial Services
Act 2012 was passed, abolishing the FSA effective on April 1, 2013. This
was succeeded with two bodies: the Financial Conduct Authority (FCA)
and Prudential Regulation Authority (PRA) (Figure 1.1). Following are brief
descriptions of these two agencies:

FCA 2012—The Financial Conduct Authority is one of the two succes-
sors for the famed Financial Services Authority, the other being the Pruden-
tial Regulation Authority. The choice of the word “Conduct” spells out the
fact that financial businesses are expected to follow fair business behavior,
and it would be the job of this authority to step in with corrective measures
if these organizations step out of sync of that expectation.

PRA 2012—The Prudential Regulation Authority is the other succes-
sor to FSA. It is responsible for the regulation and supervision of financial
services firms inclusive of banks, insurers, major investment firms, and credit
unions. The PRA formally assumed its responsibilities on April 1, 2013.
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FIGURE 1.1 Simplified Picture of the UK Regulatory Framework
Source: “The Prudential Regulation Authority,” Bank of England Quarterly
Bulletin 2012 Q4.

For tackling money laundering and countering terrorist activities UK
works primarily through National Crime Agency 2013 (NCA) with an
objective to build a single comprehensive picture of serious and organized
crime affecting the United Kingdom. SOCA 2005 (Serious Organized Crime
Agency), under which the United Kingdom Financial Intelligence Unit
(UKFIU) folds, works with the financial services industry in its effort to
arrest money laundering and terrorist financing. The responsibility FIU
imposes on the financial services is to aid and support them in that effort.
SOCA has been merged into the National Crime Agency since 2013.

Money Laundering Regulations—MLRO 2007 (Money Laundering
Reporting Officer) expects all “Money Service Business or Trust or Com-
pany Service providers” to appoint a “nominated officer” for ensuring
the KYC (Know Your Customer) norms as well as report any suspicious
activity to the FIU. Interestingly, this requirement folds under the HM
Revenue and Customs, who are the UK’s tax authorities. Like we have
seen in the United States, the tax authorities co-opt the financial system to
ensure that not only is there no tax revenue leakage but also that antisocial
activities and wrong siphoning of funds do not happen. There are other acts
like the Bribery Act 2010 of UK, which is considered one of the toughest
anticorruption legislations. Compliance teams need to ensure that the staff
of their organization understand and comply with the requirements of this
act in the spirit of good governance.
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These two representative countries that we have chosen offer a couple
of interesting insights:

■ The vintages of the start of their formal regulatory regimes as we know
them today are more than half a century apart based on the situational
needs but today converge to a large extent on the areas of regulation.

■ One represents a unified twin peak structure and the other embraces the
multiple regulators model.

EXAMPLE OF A SELF-REGULATORY INDUSTRY BODY

A brief note on TheWolfburg Group (WG—2000) illustrates the influ-
ence a self-regulated industry body can have on setting standards. The
Wolfburg Group and the standards it propounds is a good example of
an industry body that has its say on the global compliance landscape.
This group is made up of 11 global banks that have gotten together
to develop standards and policies in the areas of Know Your Cus-
tomer (KYC), Anti–Money Laundering (AML), and Counter–Terrorist
Financing (CFT) (http://www.wolfsberg-principles.com/). Whether the
member banks themselves adhere to these principles in letter and spirit
is a separate conversation, which we will discuss under the real-life
cases topic.

What is indisputable, however, is the fact that this group has set
global standards in fighting financial crime alongwith those enunciated
under FATF (Financial Action Task Force). FATF is an intergovern-
mental body established in 1989 set up with the objectives of “setting
standards and promoting effective implementation of legal, regulatory
and operational measures for combating money laundering, terrorist
financing and other related threats to the integrity of the international
financial system.” The membership of this group is 34 countries and
two regional organizations covering most of the major financial centers
of the globe.

Ensuring that the body of guidelines spelled out in various laws
and regulations are conformed to is an important part of the com-
pliance function; and, therefore, more often than not, in the formal
compliance structures one sees countering financial crime as a sepa-
rate subfunction within its overall structure. This will be discussed in
greater detail in Chapter 6.
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The European Union—Regional Regulatory Structure

The objective of unification of rules and regulations governing its member
countries at a regional level is a noble goal, as it is an effort at simplifica-
tion and rationalization. This makes execution easier as well. The European
Union regulatory structure is a good example of such a structure. Euro-
pean System of Financial Supervisors (ESFS—2009), created as a response
to the 2008 financial crisis, has three authorities: European Banking Author-
ity (EBA—2011); European Insurance and Occupational Pension Authority
(EIOPA); European Securities and Market Authorities (ESMA—2011).

One of the most notable regulations emanating from the European
Union is the Markets in Financial Instruments Directive (MiFID), effective
November 1, 2007. It is a European Union law that provides harmonized
regulation for investment services across the 31 member states of the
European Economic Area and is also applicable in United Kingdom,
formally and informally accepted as a global standard. The main objectives
of the directive are to increase competition and consumer protection in the
investment services. This has since been followed by MiFID II.

An effort toward unification and rationalization by this body that merits
mention is the Common Reporting (COREP—2012), which is the standard-
ized reporting framework issued by the European Banking Authority cover-
ing credit, market, operational risk, own funds, and capital adequacy ratios.
I take the example of COREP to highlight an important aspect of compli-
ance and its area of operations. The reporting at the level of detail expected
is the primary responsibility of the risk and finance groups, but ensuring
that these groups have “complied” with the requirement more often than
not falls on the compliance group unless boundaries are clearly spelled out.
We will discuss boundary definitions and management in the How section.

To illustrate the point of the influence that the regional directives started
to have on other countries, it is pertinent to point out that from January 2013
UK organizations also need to follow the COREP format. As earlier men-
tioned, MiFID is another example of “globalization” of a regional directive.

Globally

Established on May 17, 1930, the Bank for International Settlements (BIS)
is the world’s oldest international financial organization and remains the
principal center for international central bank cooperation.13 It is an impor-
tant organization that has an influence on the global regulatory landscape.

13“BIS History—Overview,” http://www.bis.org/about/history.htm.
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It strives to foster international cooperation in pursuit of monetary and
financial stability. It facilitates agreement on global standards and norms
as illustrative principles and guidelines at the global level that the local reg-
ulators then adapt as regulations for their respective countries.

“After the collapse of Bretton Woods, many banks incurred large for-
eign currency losses. On June 26, 1974, West Germany’s Federal Banking
Supervisory Office withdrew Bankhaus Herstatt’s banking license after find-
ing that the bank’s foreign exchange exposures amounted to three times its
capital. Banks outside Germany took heavy losses on their unsettled trades
with Herstatt, adding an international dimension to the turmoil. In October
the same year, the Franklin National Bank of New York also closed its doors
after incurring large foreign exchange losses.”14 As a consequence, need was
felt to address the challenges in the international financial markets, resulting
in the establishment of the Committee on Banking Regulations and Supervi-
sory Practices, which was later renamed as the Basel Committee on Banking
Supervision (BCBS) under the aegis of BIS. BCBS held its first meeting in
February 1975.

Starting as a G10 body, its membership, as per the BIS publication of July
2013,15 now includes 28 jurisdictions. This organization and its growing
membership has had and will continue to have a major impact on shap-
ing the course of compliance across member countries in terms of standards
accepted, be it capital adequacy standards, credit, market, operational, liq-
uidity risk management standards, or other principles and guidelines like the
ones on compliance, internal audit, and so on. This is so because the central
bankers have come to realize the fact that in addition to monetary policy and
price control, they will need to increasingly focus on financial stability and
that, too, at a global level. BIS provides the required forum for deliberating
and agreeing on aspects that have global impact with respect to stability of
the financial system.

Basel Committee on Banking Supervision’s work in two areas is signifi-
cant with reference to our current context of enterprise compliance risk:

1. Facilitating the development of capital adequacy standards interna-
tionally through Basel I, Basel II, Basel III, and Basel n (I had first
used the term “Basel n” when Basel II came out to represent the many
guidelines that BIS will come out within the series and that the number
will not be as relevant as would be the content, timelines of release and

14“A Brief History of the Basel Committee,” October 2014, http://www.bis.org/bcbs/
history.pdf.
15Ibid.
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implementation expectations. BIS has since released what are referred as
Basel 2.5 and Basel III.)

2. Providing one of the first formal definitions of compliance risk as well
as detailing compliance and compliance function in banks through ten
principles in its publication BCBS 113 in April 2005.

Let us look briefly at both of these areas.

Basel Accords The idea here is not to wade through the history of the evo-
lution of all of the Basel guidelines or to explain the guidelines themselves
but to connect it with the history of evolution of formal compliance.

One of the most important contributions of BCBS is facilitating
the International Convergence on Capital Standards. The genesis was
the onset of the Latin American debt crisis in the 1980s. “There was a
strong recognition…of the overriding need for a multinational accord to
strengthen the stability of the international banking system and to remove
the competitive inequality arising from national capital requirements.”16

This started the series of what are known as the Basel accords.
The first one was in 1988 and its primary focus was credit risk. In

January 1996 came the Market Risk amendment to the Capital accord
and, as the name suggests, concentrated on market risk aspects. Originally
released in 2004, the amended and integrated version with the inclusion of
treatment of the trading books was published in 2006. This accord is what
has come to be known as Basel II, which, in addition to credit and market
risks, is credited with bringing into focus operational risk as a formal
risk discipline.

The financial crisis of 2008, about which reams and reams of papers
have beenwritten, was the trigger for the Basel III accord. The disproportion-
ately high leverage and inadequate liquidity buffers hastened and deepened
the crisis. Basel III, which was released in November 2010, addresses the
two areas of liquidity and leverage in addition to high-quality capital with
buffers to cover countercyclical situations.

Basel III is the subject of animated debate across the globe for its
apparent “harsh” response to a crisis, which, the industry believes, the
regulatory community did not see coming. While the focus on liquidity
and the need for a more balanced leverage as well as better quality capital
as fundamental requirements of a sound financial system is very relevant,
the discord is on the stringent quantitative and qualitative requirements

16“A Brief History of the Basel Committee,” Oct. 2014, http://www.bis.org/bcbs/
history.pdf.
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of the accord that challenges the business objectives of organizations; but,
without a doubt, it needs to be acknowledged that the convergence on
capital adequacy standards across the globe, which the BCBS facilitated, is
a laudable achievement.

A fundamental argument as to whether the crisis could have been
avoided or the impact reduced had the implementation of the existing reg-
ulations been effective is still on. The approach of coming out with a slew
of new regulations “post” every crisis with each of the passing regulations
becoming more broad and deep, leading to regulatory fatigue, is a major
concern of the industry. Regulators on their part feel that compliance is
seen as a check-the-box activity by the industry and the approach is largely
declaration based as opposed to action based with strong internal processes
to check the veracity of actual compliance. As opposed to expecting the
regulators to be responsible for intrusive verification, it would be better for
the industry to be self-regulated and follow the requirements both in letter
and spirit. This is a separate debate and will be dealt with in subsequent
sections with real-life situations.

Basel Guidelines on Compliance The Basel Committee on Banking Super-
vision issued the consultative document on “the compliance function in
banks” inOctober 2003 and called for comments by January 31, 2004. After
receiving the comments and consultations, it issued the final document enti-
tled “Compliance and the Compliance Function in Banks” in April 2005. If
you note the change in the title, it lists compliance and compliance function
as two distinct terms. This is the first and the base document of authority on
formal compliance function in financial services. Any document, discussion,
or material on compliance in financial services automatically refers to this
document. We will delve into the contents of this document as well as its
forerunner consultative document in the subsequent sections.

For now, two important observations on the contribution of this doc-
ument from a history of compliance in banks perspective: First, it calls out
and defines compliance risk; second, the 16-page document is designed on
a principles-based structure and details its guidance in a set of 10 principles
on the expectations from the compliance function of a bank, thus becoming
the frontrunner for giving both a formal definition to compliance risk as well
as a formal structure to the compliance function. These have been used as a
foundation by both the industry and the regulators in shaping the course of
the compliance universe.

The evolution of compliance has mirrored the evolution of financial
regulation, and a lot of financial regulation has its roots in financial crisis.
Tracing the history of some of the financial crises that had a major impact on
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the regulatory landscape and thereby the gradual evolution of compliance
as a formal discipline has several lessons for those inclined to learn from it:

■ First, connections between crises, regulations, and the resultant compli-
ance obligations are unvarying across time and geographies.

■ Second, a spate of regulations followed every crisis.
■ Third, the root cause of most of the crises across time can be traced to
a few sectors like real estate, equities, mortgages, derivatives, and com-
modities. The vulnerabilities and arbitrage possibilities of these sectors
have provided room for greed that has endangered many an organiza-
tion that looked invincible at a point in time.

■ Last, there is a lack of serious examination of how much the impact of
the crises could have been reduced had the focus been more on effective
implementation of the existing regulations.
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