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Cultural-Prudential Regulation

Micro and macro have company

Findings:
• Banking regulators
globally are linking firm culture and
employee behavior,
launching a third
wave of regulation
that goes beyond
macro and micro
• Recognizing a connection between
culture and conduct,
banks are increasingly focusing on cultural initiatives that
curb risk and improve
performance

S

ince the Financial Crisis, we have seen three
distinct waves of regulatory activity in the financial
sector. An initial focus was
placed on micro-prudential
rules targeting individual
institutions, such as setting
higher capital standards
and liquidity levels. This was
followed by an emphasis on
macro-prudential tools targeting the financial industry,
including guidance on leveraged lending and the countercyclical capital buffer.

ry wave is that it goes well
beyond ensuring that their
employees do not engage in
bad acts. Rather, the goal is
“good compliance, not mere
compliance,” and Members
of Congress appear more
than ready to hold regulators
accountable for delivering
results.
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Regulators across the globe
have taken up this line of
thinking, and similar arguments have come from Janet Yellen at the Fed, SEC enforcement director Andrew
Ceresney, FINRA chief Richard Ketchum, IMF Managing
Director Christine Lagarde,
and Bank of England Chair
Mark Carney.

peers.
Companies with good internal trust dynamics are able
to act more nimbly; permit

...cultural prudential
regulation is not like
macro or micro. The
central challenge to
cultural prudential regulation is the lack of
Macro And Micro Versus Cul- acceptable metrics,
tural-Prudential Regulation
derived from credible
Culture is not a new concept data. There is no cultural capital ratio.
in business. Countless academic research papers and
management books endorse
the value of a strong company culture, and data suggests
that companies with a “hightrust culture” outperform

more effective, decentralized decision-making; foster
greater knowledge sharing,
collaboration, and innovation; and promote greater

cohesion around a shared
purpose pursued through
common values and without
rules-driven management.
Bank leaders themselves
recognized the relationship
between culture and conduct prior to the Financial
Crisis, but recent trends
highlight a ramped-up focus
on this dynamic. Eleven of
the 16 largest banks defined
conduct risk in their 2014 annual reports. For instance, as
Risk.net recently observed,
“Barclays did not mention
conduct risk in its 2011 annual report … but in 2014,
the term was mentioned 97
times.” Further, at least 11 of
the 16 banks were found to
have board or senior-level
committees with a mandate
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that includes conduct. JPMorgan launched a culture
and conduct risk program for
EMEA in 2014. Efforts such as
these, with the aim to “operationalize” culture, are clearly
driven by more than just optics or regulatory concern.2
However, cultural-prudential
regulation is not like macro
or micro. The central challenge to cultural-prudential regulation is the lack of
acceptable metrics, derived
from credible data. There
is no cultural capital ratio.
One cannot easily stress
test culture or compare one
institution to another at the
end of each quarter. In such
an absence, success today
appears to be defined in the
negative: firms with few infractions of laws and norms
may be presumed to have
good cultures. Yet, this conclusion isn’t so straightforward, as the lack of a symptom doesn’t confirm the lack
of a disease.

At the same time, institutions can benefit from measuring their culture strategy
so they can understand
developments at their companies and
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value risk-weighted capital requirements for similar
reasons.
Culture Versus Compliance
Increases in micro- and
macro-prudential regulation
have resulted in a spending
binge for compliance officers. Notably, JPMorgan has
had to add 8,000 compliance
jobs since the crisis. Those
holding such jobs also saw
significant pay increases and
greater scope as regulators
demanded more independence from business operations. However, in recent
months, fears of legal consequences, including personal
liability, for compliance failures are on the rise (Figure
3).4
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Cultural management may,
in fact, be a more desirable
approach as compared to
the compliance needs of the
current regulatory environment. And if cultural management can solve problems
of risk management, then
heavy investment in compliance may not be as necessary in the future. Recent
regulatory commentary
suggests two broad views
on compliance vs. culture.
One view emphasizes a topdown approach, the other
one from the bottom-up.
SEC enforcement director
Andrew Ceresney has persistently urged firms to work
toward a “culture of compliance.” Ceresney posits compliance officers as the Commission’s de facto agents
a concern – but more on the
within companies, counting
“quality of the barrel” itself.
on them to serve as “good
The NY Fed sees culture
partners,” and sanctioning
them personally should they as essentially an “internal”
matter, operating from the
fail. In this context, “culture”
inside-out.6
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to be “a possible source of
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sized going forward.
the firms.” His approach
From grillings at hearings to
is less concerned with the
public shamings, politicians
behavior of a few “bad apapply pressure on regulators
ples” – which will always be
in an attempt to bend to

their will and to shape the
regulatory landscape. Regulators are called before Congress to answer questions
– including ones concerned
with culture – and they will
continue to focus on this
issue.
For Sen. Elizabeth Warren (D-MA), it is now business-as-usual to release a
report denigrating an agency, a letter questioning the
resolve of a particular regulator, or even to hold agency nominations hostage to
her views. Clearly, financial
institutions must engage
with regulators on their own
approach to improving their
firm’s culture.
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Legislators and regulators
should understand the limits
of this third phase of regulation. Culture is not like
capital. It cannot be assessed
industry-wide with a broad
brush stroke, nor standardized to apply across different businesses. At the same
time, culture represents a
critical business interest, and
is a top priority for virtually
all senior leaders in banking and finance. Fortunately, technology companies
in the so-called “RegTech”
space are bringing to market new tools that address
the relationship between
culture, behavior, risk, and
performance, and are doing
so in way that is data driven
and unique to each firm. This
is a welcome development,
allowing financial services
firms to become quantitative and proactive as they
undertake culture-initiatives
aimed at reducing risk and
boosting performance.
Citations
1 Bill Dudley, “Opening Remarks at Reforming Culture
and Behavior in the Financial
Services Industry: Workshop
on Progress and Challenges,”
New York Federal Reserve,
11/5/2015.

4 Emily Glazer, “The Most
Thankless Job on Wall Street
Gets a New Worry,” WSJ,
2/11/16.
5 Andrew Ceresney, “Keynote
Address,” National Society
Of Compliance Professional,
11/4/15.
6 Ibid.
About Us
Hamilton Place Strategies is
a consulting firm founded on
the philosophy that a better
understanding of business
and economics leads to
more effective communications and ultimately better
outcomes for the global
economy and its participants.
Starling is a predictive behavior analytics company.
Its tools produce data-driven
and actionable insights into
employee behaviors, allowing customers to work proactively to mitigate conduct
risk and to optimize organizational performance.

2 Paige Long, “UK Banks Take
Lead In Tackling Conduct
Risk,” Risk.net, 1/26/16.
3 Paige Long, “Banks Take
Various Approaches To Tackling Conduct Risk,” Risk.net,
2/23/16.
Hamilton Place Strategies 5

