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On May 17th, 1792, 24 stockbrokers 
met in lower Manhattan and signed The 
Buttonwood Agreement. 

Named after the buttonwood or 
Sycamore tree under which the 
agreement was struck, this agreement 
established the parameters for organized 
securities trading effectively creating the 
Stock Exchange.

The purpose of this agreement was two-
fold: 1. To trust each other and therefore 
agree to only trade with each other and 
2. To agree a standard commission rate. 

This agreement was struck in response 
to the financial panic of 1792 which was 
arguably the first liquidity crisis caused 
by a single speculator who was making 
egregious bets with borrowed money. 

When the price of the stock dropped, 
no one knew whom lent to whom and 
panic ensued. Hence this agreement 
was established to restore trust in the 
financial system.

Where it all began

Source: New York Stock Exchange

The Buttonwood Agreement

Let’s start with a history lesson. Although most 
would reference the Tulip Mania that occurred in 
Holland in the 17th century when discussing asset 
bubbles, speculation, and behavior, since we are in 
the financial capital of America, I am going to talk 
about the Stock Exchange.
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Fast forward to today, some 225 years 
later. Certainly financial markets are 
robust and sophisticated, we can trade 
with anyone, anywhere in the world, in 
nanoseconds. Hundreds of thousands 
of trades are executed and billions of 
dollars exchanged each day. 

And as we all know, beginning in 2013 
the actions of certain market participants 
have eroded the very trust and integrity 
that was established on that day back  
in 1792.

In total over $350 billion in fines 
have been paid by the industry due to 
enforcement activity. A whole lexicon 
of malfeasance has arisen—spoofing, 
layering, and “spraying bids” are just a 
few that come to mind.

To make matters worse, these bad actors 
did not limit themselves to just one 
asset class, it was widespread across 
FX, Mortgages, Commodities, and 
benchmark reference rates to name a 
few. The mentality was victimless crimes 
and profit at all costs. 

As we well know, regulators have 
responded and continue to respond by 
not only levying fines on the institutions 
that employed bad actors, but also 
holding the individuals themselves 
accountable. 

Names such as Mark Johnson, Tom 
Hayes, and Michael Marotoma are just a 
few that are well known in our industry, 
and not for good reasons.

In response to this the FCA conducted 
an industry wide review of business 
practices and asserted that “Culture in 
financial services is the key root cause 
of poor conduct” and the conduct and 
culture movement was born. At about 
the same time, a line of defense structure 
was promoted by the Institute of 
Internal Auditors as just that, a defense 
mechanism to govern and manage 
business practices. Although not entirely 
a new concept it was now formalized for 
financial services firms.

Then in 2014 The OCC followed suit 
and adopted this 3LoD model as part 
of its Heightened Standards guidelines 
and most recently the Federal Reserve 
Board proposed supervisory guidance 
incorporating these very same concepts.

Today

$5.7  
billion

In fines paid by 
five global banks 
over currency 
manipulation 
due to lack of 
supervision

>$1.93  
billion

In SEC penalties 
ordered or agreed 
to for misconduct

807 
 

A record number of 
enforcement actions 
brought by the SEC

$350  
billion

In fines for global 
banks since the 
financial crisis
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Within this 3LoD structure, the first 
line is responsible for managing risk. 
This group is to whom the regulators 
are looking to hold accountable to 
manage the risks of the business. Note 
this includes not just financial risk but 
nonfinancial risk as well—specifically 
conduct risk.

This is not a new concept, like any 
business, managers and supervisors 
exist. But in financial services, there 
is no consistent standard, globally. An 
example would be here in the US we 

formally require Supervisors/Principals 
to be Series 24 licensed. There is no 
formal designation anywhere else in  
the world.

As a result of all of this and in an effort to 
improve, functions dedicated to creating, 
executing, or measuring controls have 
proliferated. This responsibility has 
boomeranged from first line supervisors, 
to the second line with the creation of 
compliance business control officers, 
and then again back to the first line with 
newly created FO controls teams.

In today’s world supervisors need help— 
our analysis has shown the average 
number of controls that supervisors have 
to attest to on monthly or quarterly basis 
is somewhere in the neighborhood of 70 
in the equities market. 

You see, regulatory mandates and fines 
breed more people, and people breed 
more controls, and controls breed 
written supervisory procedures, and 
written supervisory procedures breed 
attestations. And candidly supervisors 
are drowning. 
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So what has been the solution to date? 
Hire more people!! Throw bodies at  
the problem!! 

Our analysis has shown that over six 
years headcount in the front office 
dedicated to a control function has 
grown by about 21% while sales and 
trading headcount has declined by 

approximately by -4%. No wonder cost 
to income ratios continue to hover 
north of 65%.....revenue decreasing and 
operating expense increasing.

If this keeps up, in five years, headcount 
will grow even further still. This is clearly 
not sustainable. 

The other issue to mention here is we 
are inherently backward looking in this 
regard. Risk and control environments 
currently in place as well as enforcement 
activity addresses yesterday’s issues and 
not tomorrow’s risks.

Headcount has grown 
considerably
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Today, we have a tremendous amount 
of compute power available to us. 
Tasks and algorithms that used to take 
days now take seconds. Modern day 
computing makes nearly anything 
possible and is driving lots of innovation 
in our industry. 

In any case, my point here is technologies 
such as blockchain, artificial intelligence, 
natural language processing, machine 
learning and algorithmic trading 
routines are increasingly being used to 
model risk, measure risk and manage 
risk. The risks these new tools present 
are not yet fully understood however. 

Remember the flash crash of 2015 when 
trading was halted and the machines 
were literally shut off?? We certainly do 
not want to face a scenario where the 
machines are operating against us.

The rise of the machines

5

The 1st Macintosh The Terminator
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So, I am sure you are sitting there saying 
“So Chris, what’s PwC’s point of view?” 
How do we address this issue?

Well we have worked with many of the 
institutions represented in this room, 
on a variety of different topics in and 
around this issue and have seen a wide 
variety of standards and approaches to 
addressing conduct risk.

Based upon our experience we believe 
the answer is two-fold, the first is, 
instead of reacting to issues, fines, or 
mandates on an ad-hoc basis, take a 
stand, be proactive and define what good 
conduct means to your institution, your 
clients and the market; and the second 
is to use technology in an effective 
way based on current capabilities. As 
an example you can’t apply any data 

analytics if you are still working off 
of excel spreadsheets. You need data 
before you can extract meaningful 
information!!

It should be noted, in my personal 
opinion the reactive benavior I have been 
referring to has only been reinforced by 
the 2nd line, 3rd line, and regulators 
applying normative approaches when 
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assessing behavior. i.e., a behavior or 
action is deemed either good or bad 
and assigned a “grade” as if a right 
answer existed. What should happen is 
a positive approach should be followed 
where an issue is diagnosed by seeking 
an understanding of the benavior in 
question and recommending actions to 
address it. 

On the technology front, using 
technology in a meaningful way 
also includes surveilling holistically, 
providing greater insights to supervisors 
in managing their business, limiting 
false positives that take way too much 
time, and automating controls to avoid 
operational risk. 

In fact based on a survey we recently 
conducted, 10 out of 12 of the top global 
banks by trading revenue have a FO 
dashboard to assist in providing non-
financial risk management insights. 

While these supervisory platforms 
continue to be a work in progress—
with those we surveyed feeling they 
are no more than 70% complete in 
functionality and coverage—we believe 
these dashboards are just one step in the 
right direction to assisting supervisors in 
effectively and efficiently managing their 
business by leveraging analytics and 
automation capabilities.

Regarding conduct and fair and ethical 
business practices, whether it’s DF T7’s 
External Business Conduct Rule, or the 
SEC’s Market Access Rule 15c3-5, an 
institution should not have to look to 
a regulatory mandate to dictate how it 
should be treating its customers. Market 
participants are accountable and have 
responsibilities and obligations to each 
other, the market, and their clients. 

In closing, there are three 
characteristics of a healthy first line 
of defense: sustainable risk/return 
thinking; usable, up-to-date risk-
related information; and respect for 
limits and other basic controls.
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