




Advance Praise

Enterprise Compliance Risk Management: An Essential Toolkit for
Banks and Financial Services is truly a practitioner’s handbook pep-
pered with appropriate templates, tools, scorecards, and framework
tomanage compliance in a structuredway. The hallmark of the book
is how Ms. Saloni Ramakrishna connects with her readers through
her characteristic flowing and easy to comprehend narration of a lay-
ered, multifaceted, and nuanced subject like compliance. Her deep
understanding of the risks as well as the opportunities for financial
services institutions to better manage those risks for the benefit of
customers, employees, and shareholders is well encapsulated in the
central theme of the book—active compliance management.”

—Peter Hill, Investment Banker and one of Risk.net’s
“Top 50 Faces of Operational Risk”

Through the book Enterprise Compliance Risk Management: An
Essential Toolkit for Banks and Financial Services, Ms. Saloni
Ramakrishna brings to bear her extensive hands-on experience
as a practitioner in detailing how technology needs to be weaved
intrinsically into a compliance program for it to be successful.
Her emphasis on the role and relevance of a well thought out,
appropriately designed technology framework as the bedrock of
creating and perpetuating an active compliance is spot on.

—Stuart Houston, Global Solution Director—Analytics,
Oracle Financial Services Global Business Unit
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Preface

The first known compliance breach and regulation violation is that of
Adam eating the forbidden apple. Since then, multiple compliance

breaches have occurred, with challenging to catastrophic outcomes. Banks
and financial services are more vulnerable to the effect of breaches and their
consequences, given that they deal in the financial well-being of individuals
and the economy. It is slowly dawning on the stakeholders of the industry
that proactive management of compliance and the associated risks will be a
business multiplier.

Compliance risk management, as a distinct subject, in banks and finan-
cial services is young and evolving. Complying with authority, in a narrow
sense, has been in place for ages now, but the many dimensions and nuances
added due to the exponential increase in the complexity of the financial
world have greatly expanded its scope and have brought it to center stage.
The creation and elevation of the role of chief compliance officer—the jour-
ney from a dusty table in a corner of the office to a place at the C level
executives table in the boardroom—speaks volumes about this transition.
However, the systemic integration of compliance into the business and strate-
gic fabric of the organization is yet to happen.

In the face of an anemic global recovery and lack of alignment of
business models with active compliance, this field justly demands that it be
treated as a discipline in its own right—more so now than ever. There is
insufficient literature and a lack of comprehensive references in compliance
risk management. This book is intended to address that gap.

This book seeks to provide an essential toolkit for navigating the compli-
ance universe, aligning itself with and enhancing the fundamental business
objectives of value creation, preservation, and enhancement of organiza-
tions. It provides a broad view of managing compliance and compliance
risk holistically in the financial services space. Multiple facets of the sub-
ject and their interrelationships are explored. Important aspects covered are
the use of active compliance management as a strategic tool, cost benefits of
active compliance management, and connections with other traditional and
evolving risk disciplines.

The purpose is to rise above mere evangelizing and move into the
realm of operationalizing compliance in the real world. The three areas of
focus are: (1) detailing the how of compliance, including discussions on
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compliance framework and operationalizing compliance; (2) the hitherto
largely underexplored life cycle of compliance risk management from risk
definition to regulatory dialogue; and (3) real-life challenges in the world of
compliance such as areas of conflict, myths, gray/overlap areas, as well as
some innovative yet practical strategies that practitioners have developed
to meet these challenges. Templates, tools, and a framework to manage
compliance in a structured way will help readers to jump-start or refine
compliance initiatives in their organizations. Instead of the traditional fore-
word by one expert, this book is peppered with five Practitioner’s Notes—
thoughts and views on the subject of compliance by industry experts,
adding to the real-world perspectives that the book brings to the table.

Saloni Ramakrishna
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Opening Notes

When I first thought of writing a book, the advice from a friend (an author
himself) was “Don’t do it!!” Don’t do it: It is not as romantic as it

appears; it is too demanding; you are on your own, plodding through thou-
sands of pages that take you off on a tangent. New ideas fight to find expres-
sion only to have most of your writing and rewriting edited later. Days get
longer and slip from your hands while fighting deadlines. You will become
a recluse as all your time is occupied with digesting the mountain of infor-
mation and plethora of thoughts. Don’t do it if you think there is money or
fame in it—there may not be. Don’t do it, except if the subject interests you
and you are excited about sharing it with others. Thanks, Chris Marshall,
for that sane advice!

Flowing from that advice, I chose compliance risk management, a
young, evolving, layered, and intricate discipline. As a hands-on practitioner
in the financial services industry for almost three decades, I have interacted
with different stakeholders—seniors from banks and financial institu-
tions, regulators, business consulting, technology providers and industry
bodies—and have garnered a distinct canvas of knowledge in the compli-
ance field that needs to be shared through a credible medium (and, thus,
this book). I truly believe that done right, active and positive compliance
is a value multiplier for business. The content is a blend of the body of
knowledge gained through first-hand experience and wisdom from industry
participants though interactions with relevant stakeholders, which gives it
a distinct real-world perspective.

Demystifying a subject like compliance risk management, a fabric with
many hues, at once an art, a craft, and a science, was demanding to say
the least. The task was challenging and therefore creatively stimulating. The
attempt is to go beyond evangelizing the relevance of compliance to bring
real-world experiences in the arena of banking and financial services and to
capture the changing contours of the subject as well as draw out compliance
risk as a distinct risk discipline, thus enriching the dialogue and contributing
to the healthy growth of this young and dynamic subject.

The narrative is shaped by the distinct influences of two of my mentors,
the first one taught me that “all fundamentals are simple and straightforward
and do not need the garb of jargon to claim their rightful place. You resort
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to jargon when you want to camouflage the fact that you are not clear.” The
mantra of the second mentor was “Elevate the debate, energize the dialogue,
and go from what it is to what it can be. That is how growth and progress
happens.” The tone of the book, therefore, is simple and straightforward.
The attempt is to elevate the context of compliance from its current reactive
stance to how a proactive strategy can create a clear differentiator in a largely
undifferentiated market and become a powerful competitive weapon for the
organization.

The main theme underlying the book is that it pays to responsibly grow
business by enhancing stakeholder value. It encapsulates the following sub-
themes:

■ Integrity at the core of responsible business
■ The distinction between business and “healthy” business
■ “Win-Win” approach for all stakeholders as the secret for sustainable
growth

■ Active compliance management as “strategic tool” in value creation,
preservation, and enhancement

This book contains relevant information for all of the stakeholders of
the financial services industry.



Design and Structure of the Book

This book seeks to address three principal objectives:

■ To serve as a practitioner’s handbook by detailing the process, content,
and operations of compliance while acknowledging real-life issues

■ To transcend the rhetoric and move compliance into a business model
and business operations arena by bringing to the fore the role and rele-
vance of positive and active compliance management in value creation
for organizations

■ To contribute to the growth of the narrative of this young, evolving
discipline and serve as a reference literature on compliance and its risk
management in financial services

The book is divided into five parts: To set the real-world context, every
part is prefixed with Practitioner’s Notes, thoughts shared by real-world
practitioners from the financial services on the themes of compliance. Each
of them has experienced compliance from different perspectives. Three of
them have been senior regulators of their respective countries in addition to
other roles, and two of them are senior bankers. They bring their experience
to bear through their notes.

The first part is an introduction to the compliance universe. This section
seeks to set the context of compliance and its risk management in banks and
financial services. It provides a bird’s-eye view of the landscape. It traces the
history through some significant events/accords that have played a pivotal
role in the evolution of formal compliance function as we see it today. It looks
at the drivers, both direct and indirect, that are shaping the contours of this
young discipline. It explores the broad areas of regulation and supervision,
including the major bodies that define boundaries of compliance.

The second part covers the What, Why, and Who of compliance. The
What section breaks the understanding of compliance free from the narrow
confines of merely being “compliant” to take it to its higher potential of
being a critical element of holistic and healthy growth of the enterprise.
It addresses the semantic maze in the space and delineates the oft-used
terms and their relevance within the overall context of subject. It explores
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interconnections with other related aspects of the organization like ethics,
governance, and risk management.

The Why section makes a strong business case for active compliance
management, as its positive alignment with the organization’s business
model will enhance both the top line and the bottom line. The attempt
here is to unveil the umbilical cord between the success of the business
objectives and proactive compliance as a strategic intervention. This leads
to a conversation on cost-benefit analysis as also the relationship between
the business model, strategy, and compliance.

The Who section looks at the canvas of players in the financial services
space. It covers the entire ecosystem of stakeholders of the industry, not just
the designated compliance officers. The discussion covers the expectations
from these players—their responsibility, accountability, and the interrela-
tionships. It rounds off the conversation with the lines of defense an organi-
zation has for proactive compliance management.

The third part addresses the importantHow question: How dowe create
a positive and active compliance management (PAC-M) program? It covers
the entire gamut of such a program, starting from defining the policy state-
ment. Various compliance models, training, communication plan, boundary
definitions, and compliance reporting are discussed. It explores the strategic
and structural framework inclusive of structure and content of the compli-
ance charter.

The book then dovetails the various aspects of operational framework
like the compliance masters and compliance maps with indicative templates
for each of them. Operations and management of various aspects like
breaches, complaints, remediation, and more are discussed. The “multi”
maze that large organizations have to handle, like multiple jurisdictions,
multiple laws and regulations, and multiple regulators and authorities, is
briefly explored. The third part addresses the entire life cycle of compliance
right up to building a learning organization.

The fourth part examines the concept of compliance risk, one of the
youngest forms of risk in the family of risks. This section takes a compre-
hensive look at the manifold aspects of the concept. It endeavors to expand
the scope and depth of compliance risk definition, exploring the range of
subrisks under its umbrella.

This conversation then covers the complete life cycle of management
of compliance risk. Various aspects like risk appetite, risk identification,
risk measurement, mitigation, monitoring, action tracking for remediation,
and regulatory dialogue are examined. Sample scorecards and the process of
building them are detailed with examples.

The fifth part of the book covers the real-life aspects and challenges of
compliance management within financial services organizations. The focus
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is to succinctly bring in the real-world issues that industry participants strug-
gle with while translating an ostensibly foolproof plan into practice. I have
drawn from my own experience and that of other practicing professionals
to share challenges being faced as they are, without sugarcoating any of
the issues.

The conversation delves into the various challenges and their ramifica-
tions: the gray areas, overlaps, conflict zones, and myths associated with
compliance. Lessons the industry has not learned are examined through a
sample of actual incidents and experiences that shook the industry. Practical
solutions to some of the operational challenges are also explored.

The last three parts (How, Compliance RiskManagement, and Real-Life
Issues) together are the essential toolkit of the book. These parts with their
templates, score cards, models, formats, and real-life examples will, I hope,
help practitioners both in realistically understanding the field and in effective
execution of their responsibilities.

In the closing notes I share my thoughts on how compliance risk man-
agement is likely to evolve and my views on what will aid in the healthy
growth of the discipline.
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PART

One
Introduction to
Compliance in

Financial Services

PRACTITIONER’S NOTE: THE UMBILICAL CORD
BETWEEN BUSINESS MODEL AND COMPLIANCE

As a regulator and practitioner I have seen that organizations that miss
or ignore the vital link between business model and compliance have
had higher cost of compliance and lower return on investment, not to
mention reduced business opportunities. LikeMs. Saloni Ramakrishna
persuasively articulates, it is vital to understand the umbilical cord
between business model and compliance.

There are two critical aspects to the business model (BM) of a
bank. The first is the strategic business model defining what products,
markets, customers, and regions the bank would like to be in subject
to the Board’s risk appetite. The second underpinning is the target
operating model (TOM), which covers governance, decision making,
recruiting, technology, human capital, legal structure, and operations.

(Continued)



2 INTRODUCTION TO COMPLIANCE IN FINANCIAL SERVICES

The objective of the bank is to execute its business strategy with
an optimal TOM. Compliance lies at the heart of the TOM. The
BM/TOM constrained by regulation must maximize its risk-adjusted
return on capital (RAROC).

Compliance costs have spiraled upwards across the globe. The esti-
mate is that over 30 percent of costs are spent on compliance. This has
lowered revenue/cost ratios significantly, and it is estimated that com-
pliance costs drive down ROE (Return on Equity) by a full six percent-
age points among the GSIFIs (Global Systemically Important Financial
Institutions) and DSIFIs (Domestic Systemically Important Financial
Institutions). Hence, it is critical as a long-term strategic imperative to
get these costs down through changing the BM and ensuring that a
firm has selected the most cost-effective TOM.

There are three core channels of impact on the financials. In simple
terms, risk-adjusted profitability equals (R − C)/K, where R is rev-
enues, C is costs, and K is a measure of risk-weighted assets (RWAs).
Spending on projects drives up C. Furthermore, if the control frame-
work and risk management are still poor, then the firm will suffer a
drop of revenue through fines, penalties, licenses revoked, and lost cus-
tomers. Firms that are found to have weak governance structures and
incompetent risk management will be hit by both pillar one and pil-
lar two capital charges. Finally, the valuation of share price will be
lower if any of the aforementioned impacts are volatile. For example,
continual penalties (like PPI (Payment Protection Insurance) or AML
(Anti–Money Laundering) violations) will create excessive volatility,
and profits will not be perceived as sustainable. The proactive compli-
ance driven by business integrity thatMs. Saloni Ramakrishna strongly
advocates as the vehicle for value creation is rooted in the impact it has
on all of the three variables (R, C, and K) that have a bearing on the
risk-adjusted profitability.

Given that compliance is in itself expensive, it makes sense to
ensure that money is spent wisely so that major risks are avoided
before they become a problem. Prevention is much cheaper than
remediation, so choose the areas that give rise to the biggest risks
and do not assume that the TOM is a given. It always pays to
create a specific blueprint for the industry and firm and implement
projects once! The three lines of defense model has its drawbacks.
Often, the front office takes no responsibility for operational failures.
Regulators are forcing changes in compliance where senior managers
are being held accountable and have to self-attest that systems and
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controls are in order. For example, see the senior managers regime
(SMR) in the UK: It is important that every control has an owner,
a challenger, and assurance that this process is implemented. The
blueprint that Ms. Saloni Ramakrishna details in the How part of the
book captures these principles elegantly and fleshes them out through
actionable templates.

Firms should adopt compliance as a core strategy, and expendi-
tures should be targeted in the areas that have the largest breach risks
such as mis-selling. In a compliance strategy the following three fac-
tors are critical. Firstly, a firm must account for compliance in their
TOM and the knock-on impact on the BM. Secondly, compliance must
not be executed as a box-ticking exercise, but rather project budgets
should be aligned with the greatest risks to the bank in an optimal
control framework. Finally, given the huge drain of resources, banks
should prioritize projects. A bank that desires a stable profit stream
needs to ensure that this can be delivered by a compliant target oper-
ating model. The new agenda for compliance is to ensure that it is in
sync with the risk appetite of the firm, the conduct strategy, and the
axis of the BM/TOM. “Active and positive compliance” is the core of
sustained healthy growth of a financial organization and the theme of
this book.

—Dr. Colin Lawrence

Dr. Colin Lawrence has a PhD in Economics from the University of
Chicago. He is a partner with EY LLP, UK; former director of the Risk
Specialists Division (FSA and PRA); and former strategic risk advisor to
the Deputy Governor, Bank of England. Dr. Lawrence is a well-known
practitioner with varied experience as a regulator, a banker (he was
managing director in derivative trading at UBS and Global Head of
Risk at Barclays), a consultant, and an academic.





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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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
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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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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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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.

http://rbidocs.rbi.org.in/rdocs/Speeches/PDFs/SIIBF160713.pdf
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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



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.

http://www.federalreserveeduction.org

