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On behalf of the Anthony T. Cluft Research Fund of The Financial Services
Roundtable, I am pleased to present this study, The Compliance Function in Diversified
Financial Institutions: Harmonizing the Regulatory Environment for Financial Services
Firms.

The events of September 11, 2001, the collapse of WorldCom and Enron, and
several trading scandals have placed legislators and regulators in a reactionary
mode. In their efforts to keep Americans safe and the economy sound,
government officials have enacted laws and regulations that often are unclear. In
addition, the enforcement of these guidelines has at times been inconsistent and
without coordination among key federal and state agencies.

As a result of this uncertain regulatory environment, financial services firms have
struggled with how to structure compliance functions within their organizations.
These efforts have been costly in terms of time and resources. Some have posited
that the current regulatory structure has negatively impacted the United States’
competitive position in the world marketplace.

It is clear that laws and regulations are necessary to ensure the safety and
soundness of financial services institutions and promote the integrity of the U.S.
financial markets. The regulatory structure in the U.S. has long been heralded as
one of the premier systems in the world. However, because of the vast number of
new regulations and the rapidly changing regulatory and business environment,
lawmakers, regulators, and industry officials should continually review the
effectiveness of the system.

To facilitate this process, the authors of this study make a number of
recommendations in areas where positive changes can be made. It is our hope that
these recommendations will lead to the harmonization of missions of regulators,
a review of enforcement practices at both the state and federal level, bridging the
gap between regulator and industry approaches to compliance, and a commitment
by financial institutions to promote ethics and integrity beyond what is legally
required.
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Executive Summary

BACKGROUND

Financial services institutions in the United States
are subject to a multi-layered regulatory regime.
There have been several factors in the last few years
that have led to more stringent regulations and
supervisory scrutiny for financial services firms. In
particular, new laws on anti-money laundering after
the events of September 11, 2001; new financial
accounting/ corporate governance rules following
the Enron and WorldCom failures; and late trading/
market timing and other scandals. Regulatory changes
have been underscored by significant enforcement
actions brought by the federal financial regulators;
the Securities Exchange Commission (SEC), the
Department of Justice (DOJ), and state attorneys
general which resulted in large monetary fines and
penalties.

The legal, reputational, and financial risks associated
with the current regulatory and enforcement
environment are negatively impacting financial
services institutions. On a larger scale, some have
argued that the current regulatory environment is
too severe and is damaging U.S. financial institutions’
competitive position in the world marketplace. On a
more practical scale, business planning, acquisition
strategy, and daily operations are being affected

by additional regulatory scrutiny. It is difficult

for compliance functions to adapt to this rapidly
changing environment, unclear standards and
regulatory expectations, and a lack of coordination
among regulators, which often results in supervisory
overlap or duplication. These challenges are magnified
in larger, more complex financial institutions.

Compliance Functions in Diversified

Financial Institutions

“Compliance” as a mission critical function is a
relatively recent phenomenon. In diversified financial
services institutions, entire departments dedicated

to compliance have been created in response to the
current regulatory and enforcement environment.
Financial services institutions are challenged by

increasing compliance costs and the heightened risks
of noncompliance, including legal and reputational
risk.

The basic goal of today’s compliance
department is to develop policies and
procedures and other compliance program
elements needed to conform to relevant laws

and regulations.

In recent years, financial services regulators, self-
regulatory organizations (SROs), and various
international supervisory bodies have issued
guidelines on how the compliance function should
be structured. These guidelines have not always

been consistent. As a result, the financial services
industry has developed its own best practices on how
compliance should operate within diversified financial
services institutions. Compliance departments

have become more formal and tend to operate as

an independent function that reviews risks on an
enterprise-wide basis. As the risks of non-compliance
have increased, the position of the compliance officer
has gained status, and is now critical to the success of
the firm.

The basic goal of today’s compliance department is to
develop policies and procedures and other compliance
program elements needed to conform to relevant
laws and regulations. This goal is accomplished in
many ways. The compliance function must oversee,
monitor, test, and validate key aspects of a financial
institution’s business and compliance program.

Senior management and the board of directors must
oversee these efforts and assess the effectiveness

of the compliance program. Adequate resources,
including people and systems, must be allocated

for compliance to achieve its goals. Compliance

staff must possess the necessary expertise. Due to



the rapidly changing environment, the compliance
function must stay abreast of developments while
being proactive and anticipating future risks. One
way to be proactive is to build a strong rapport

with regulators and communicate with regulatory
officials on an ongoing basis. Assuming all compliance
functions are implemented effectively, institutions
still run significant compliance risks due to disparate
approaches and expectations of different financial
regulators toward compliance. Until this regulatory
structure is harmonized, any strides industry makes
to improve compliance structures may be inadequate.
The recommendations in this report are intended to

promote such regulatory harmony.

Summary of Recommendations

Following are several actions that may be taken to
address the current regulatory challenges and bolster
compliance functions within diversified financial
services institutions.

1. Harmonize the Missions of All Financial
Services Regulators

Strong regulatory oversight and transparency

are critical for the success of financial services
institutions and the capital markets in general.
However, it is essential to strike the correct balance
to ensure that regulations are effective and achieve
their stated purposes. Duplicative and unclear
regulatory guidance can place a strain on the
compliance function within diversified financial
services institutions. Therefore, it is important that
government officials continue to review the U.S.
regulatory structure for possible enhancements.

* To the extent possible, the government should

harmonize the missions of the multiple state
and federal financial services regulators. This
includes establishing high level principles
which operate as a framework for regulatory
supervision, and provide institutions the
flexibility to build effective compliance
programs instead of having to take a “check
the box” approach to compliance.

The membership of the Federal Financial
Institutions Examinations Council (FFIEC),
which currently includes the federal bank

and credit union regulatory agencies and a
State Liaison Committee (composed of five
representatives of state supervisory agencies)
should be expanded to include the SEC,
SROs, the National Association of Insurance
Commissioners (NAIC), and other state
regulators. The FFIEC should also be given

a more direct role in ensuring consistency
among all regulators; e.g., it would be charged
with reconciling conflicting regulatory actions
and establishing uniform national standards
where appropriate.

The President’s Working Group on Financial
Markets (PWG)! should oversee and work with
groups such as the FFIEC to help establish high
level principles and harmonize the actions of
financial regulators.

More meaningful cost-benefit analysis by
legislators and regulators on current and
proposed regulations could ensure they are
effective and serving their intended purpose.

Detailed prescriptive rule-making should
supplant principles only when needed for
clarity or to avoid other risks.

Congress should consider moving toward a
more productive form of federalism which
properly balances state and federal interests.
Uniform national standards and preemption

1 The PWG was created by Executive Order 12631, signed on March 18, 1988 by U.S. President Ronald Reagan. The Working Group includes the Treasury Secretary
(Chair), the Chairman of the SEC, the Chairman of the Commodities Futures Trading Commission, and the Chairman of the Board of Governors of the Federal Reserve
System, with the Comptroller of the Currency and the Director of Office of Thrift Supervision as ex-officio members.
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of state laws should be considered in certain
areas in order to allow financial services
institutions to operate on an interstate basis
without having to comply with multiple,
conflicting laws. Any national standard enacted
should ensure that consumers are adequately
protected.

 Congress should enact an optional federal
charter for the insurance industry to give
insurance companies the ability to operate
more efficiently in all fifty states.

2. Review Enforcement Practices of State

and Federal Authorities

In this regulatory environment, legal risks are
extreme. It is important that financial institutions
have proper governance and compliance controls in
place. It is also important that government agencies
conducting investigations and enforcing regulations
be transparent in their actions and exercise their
authority discretely, cognizant of the impact of their
actions on the U.S. capital markets.

 The SEC should consider enhancing nascent
efforts to move toward a more prudential
approach to regulation and supervision.
Prudential regulation has been successful in
fostering ongoing communications between
banking regulators and their regulated
institutions. A prudential approach would
require the SEC to focus more resources on
examinations relative to enforcement actions.

* Rules should be made through a process
of notice and comment and not through
enforcement actions. Without losing sight
of their investor/consumer protection
mandates and their ability to uphold the laws,
government officials should cooperate with
financial services institutions in a proactive
manner rather than waiting to bring an
enforcement action.

+ The attorney-client privilege must be
protected. Financial services institutions have
been critical of practices by the DOJ and the
SEC, including pressure to waive the attorney-
client privilege in the course of investigations.

Privileged information shared with the SEC
and DQJ should be adequately protected as

is the case for information shared with bank
examiners. This examination privilege should
be extended to the SEC and safe harbors
should be considered for other privileged
information.

« Federal and state agencies should coordinate
investigations and enforcement actions. This
includes sharing information and limiting
duplicate actions against financial services

institutions.

For the most part, state and federal agencies
do not have an effective forum to formally
coordinate their efforts in relation to their

requlated entities.

3. Bridge the Gaps between Regulator and
Industry Approach toward Regulation and
Compliance

Financial services institutions are subject to myriad
regulators and guidelines. As institutions become
more complex, regulatory scrutiny increases. For
the most part, state and federal agencies do not

have an effective forum to formally coordinate their
efforts in relation to their regulated entities. This
lack of coordination has led to different perspectives
on regulations and major hurdles to the effective
functioning of compliance departments. Lack of
clarity in regulatory guidance has created a divide
between regulatory expectations and how compliance
departments are operating.



There is a need for greater coordination among U.S.
financial services regulators, in particular relating

to agencies that supervise large, complex financial
services firms on a consolidated basis. Regulators
should adopt additional guidance in specific areas to
provide clarity on compliance. Some specific areas
where more regulatory guidance is necessary include:

1. The role of board of directors in approving
policies and procedures

2.'The structure of the compliance function
3. The level and type of testing required

4. Proper methods to assess the compliance
function

5.Regulators’ risk-based supervisory approach.

4. Institutions Should Promote Ethics and
Integrity Beyond the Law

Much has been made of the need for “tone at

the top” when it comes to inculcating an ethical
culture within a financial services firm. The

current regulatory environment, however, tends to
promote a quantitative versus a qualitative approach
to compliance. Regulators should give explicit
encouragement to management actions designed to
promote a culture of heightened ethical standards.

For their part, financial services institutions have a
duty to act as good corporate citizens beyond the law
and apply common sense in determining whether
conduct or a practice is appropriate. If institutions
maintain comprehensive programs and an ethical
culture, corporate misconduct should rarely occur.

11
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[. Background

A. Goals and Objectives of the Study
The primary objective of this study is to review

the state of compliance within diversified financial
services institutions and assess the degree of
harmonization between regulators’ expectations and
industry practices.

This paper will:

 Review the current regulatory environment
and determine what external factors have
shaped today’s compliance departments

* Analyze regulatory guidance that has addressed
these subjects, including the emerging concept
of enterprise risk management (ERM) and
managing compliance risk

 Review how the industry has adapted to
regulators’ expectations, including creating
best practices for the compliance function

« Discuss the elements of an effective
compliance program and will theorize on what
the future holds for the compliance function

Finally, the recommendations will improve the
effectiveness of the compliance function within
diversified financial services institutions and allow
companies to be more competitive in the global
marketplace while continuing to provide innovative
products and services to consumers

B. Methodology

The contributors to this study consist of former
government officials, industry experts, academicians,
and practicing attorneys. In addition to the
considerable background of these individuals,
interviews were conducted with policymakers at
the regulatory agencies and with chief compliance
officers at many diversified firms and institutions.
Assisting in these interviews were several staff
members of the Annual Review of Banking and
Financial Law at Boston University’s Morin Center.



II. Regulatory Environment

A. Background of U.S. Regulatory
Structure for Financial Services

Institutions

The financial services industry plays a crucial role in
the U.S. economy. In 2005, assets held by the financial
services sector totaled almost $49 trillion®. Between
2000 and 2005, the financial sector averaged 5.4
percent of the total U.S. private industry employment.’

The U.S. financial system and markets are by far

the broadest, deepest, and most liquid of any in the
world. One of the primary reasons for this condition
is the high regard for the rule of law and the efficacy
of regulation and supervision. Foreign companies
often choose to do business in the U.S. because of
the transparency and integrity of the U.S. regulatory
structure. In order to achieve this level of integrity,
financial services institutions in the United States are
subject to a complex, layered regulatory regime.

Banks are regulated by four federal banking agencies;
the Board of Governors of the Federal Reserve System
(Federal Reserve), the Office of Thrift Supervision
(OTS), Office of Comptroller of the Currency (OCC)
and the Federal Deposit Insurance Corporation
(FDIC), as well as state banking departments.
Securities firms are subject to regulation by the U.S.

Securities and Exchange Commission (SEC),

self regulatory organizations (SROs) such as the
NASD and New York Stock Exchange, as well as
state securities regulators. In addition, the Federal
Reserve, the OTS and the SEC supervise firms on a
consolidated basis at the holding company level (in
the case of certain large institutions).

Insurance firms are supervised by state insurance

officials in fifty states.

The actions of financial services institutions are also
subject to review by the U.S. Department of Justice
(DQYJ) and state attorneys general.

The financial services industry, and its regulatory
structure, changed dramatically with the passage of
the Gramm-Leach-Bliley Act of 1999 (GLBA), which
permitted a much greater degree of convergence
among banking, insurance, and securities activities.
As a result, diversified financial services institutions
owned by one set of shareholders have the ability to
offer a variety of financial products to the consumer
via one central source. However, GLBA encouraged
innovation, competition, and global expansion as
well as significant merger and acquisition activity
within the industry as new types of financial
services institutions developed. GLBA established a
system of functional regulation that requires each
financial regulator to defer to the regulator primarily
responsible for supervising specific activities of
regulated entities. Thus, even with the passage of
GLBA, diversified financial services institutions
remain subject to supervision by multiple regulators.

Regulatory change and regulatory reform in the U.S.
has traditionally been reactive in nature and impacted
by critical events in history. For example, the National
Bank Act creating the Office of the Comptroller of
the Currency (OCC) was enacted in 1864 to help
finance the Civil War; the Federal Reserve was created
in 1913 to act as a central bank as a result of the
financial collapse known as the Panic of 1907; and

the nation’s first securities laws, the Securities Act of
1933 and the Securities Exchange Act of 1934 were
enacted to restore confidence in the markets during
the Great Depression. Similarly, in 1989, on the heels
of the savings and loan crisis in which over 1,000
thrifts failed at a cost of $150 billion, the Office of
Thrift Supervision (OTS) was established by Congress
as a bureau of the Department of the Treasury as part
of the Financial Institutions Reform, Recovery and
Enforcement Act of 1989.

2 |ns. Info. Inst. and The Fin. Services Roundtable, 2007 Financial Services Fact Book, p. 5 (2007).

31d.
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More recently, and following the passage of GLBA

in 1999, there occurred a “perfect storm” of events,
including the dot-com bust, September 11, 2001, and
a series of corporate scandals, all of which prompted
re-configuration of the regulatory environment and
compliance culture. These events produced legislation
such as Sarbanes Oxley and the USA Patriot Act, as
well as other changes in practices within the financial
services industry. Financial services institutions

are now faced with additional regulatory risks and
are subject to oversight by a variety of regulators
with a diverse set of regulatory missions which

they carry out with varying degrees of zeal. In

the wings are new regulatory capital standards for
financial institutions (Basel I and IA). The marriage
of risk based capital standards with compliance

risk has forged a major shift in the way firms view
compliance. In essence, compliance has gone from
being an ex post function to an ex ante one.

- e

—

B. How Regulations, Litigation and
Enforcement Actions and Preemption
Have Shaped Compliance

Significant Regulations

Various external factors have led to the current
regulatory environment. The war on terror, massive
fraudulent schemes leading to unprecedented
bankruptcies, improper and illegal accounting and
trading scandals, along with other corrupt practices
have contributed to a hyper-conscious compliance
climate. These factors have placed additional
regulatory emphasis on corporate governance and
the need for a strong centralized compliance function
within an organization.

Some of the most significant changes over the

last five years have taken place in relation to anti-
money laundering (AML) efforts. The tragic events
of September 11, 2001 underscored the need for
additional protections against terrorist financing and
money laundering. In the US., Congress reacted

Litigation and enforcement actions have
resulted in new regulations and laws in

other areas.

swiftly by passing the USA Patriot Act of 2001. In
addition, organizations around the world, such as
Financial Action Task Force (FATF), The Wolfsberg
Group, and the Basel Committee on Banking
Supervision (Basel Committee), either updated or
created new guidelines in this area. Among some of
the common themes in these guidelines was the need
to create a strong compliance program that included
written policies and procedures, risk assessments,
monitoring and oversight, board reporting, training,
and a comprehensive review by internal audit

or another independent party. These principles
proposed that financial services institutions appoint
a centralized compliance officer to oversee its anti-
money laundering program. These AML compliance
guidelines have resulted in enhanced scrutiny during
the course of regulatory examinations. Several high
profile enforcement actions and settlements have
underscored the need for strict controls in relation to
AML efforts.

The financial accounting scandals associated with
Enron, WorldCom, and others prompted Congress to
pass the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley)
which placed additional emphasis on corporate
governance and controls within corporations.
Sarbanes-Oxley changed the accounting practices

and financial reporting of public companies and
introduced a new regulator, the Public Company
Accounting Oversight Board (PCAOB), for auditing
firms. The most challenging provision for institutions
is Section 404 which requires management to assess
the effectiveness of a company’s internal controls
and requires auditors to attest to the company’s



assessment. This provision and the regulatory risks
associated with it have prompted organizations’
compliance and risk management departments to
closely review internal controls and further assess
risks on an enterprise-wide basis. Companies continue
to struggle with ongoing costs and interpretations
of the law. The PCAOB and SEC have attempted to
mitigate the impact of Section 404 by their recent
changes to Auditing Standard No. 2 and the creation
of advisory committees to conduct ongoing reviews
of rules. It remains to be seen whether further relief
is needed.

Litigation and Enforcement Actions
Enforcement actions have impacted corporate
governance and compliance within diversified
financial institutions. This is particularly evident in the
securities and insurance industries where enforcement
actions have brought reforms to certain practices.
From 1999 to 2007, New York State Attorney General
Eliot Spitzer negotiated more than $7 billion in fines,
restitutions, or disgorgements, and another $671
million of pledges to reduce customer fees.* Most
notably, 14 actions were brought against securities
firms related to late trading and market timing, cases
against analysts for biased research and conflicts of
interest, and charges against insurance companies

for bid rigging and fraudulent practices. The SEC
brought similar actions during this period. Between
2001 and 2005, the SEC brought 3,604 enforcement
actions against securities firms. In 2006, the SEC
brought another 574 actions. Although this was a
decline from previous years, the SEC completed two
of the largest settlements in its history in 2006, which
initiated the departure of senior executives and an
array of criminal charges.’

Litigation and enforcement actions have resulted
in new regulations and laws in other areas. One
example is the impact of court decisions relating to
the retention of documents and other records. In

Zubulake v. UBS Warburg LLC, 2004 US Dist Lexis 13574
(SDNY), there was a $29 million award ($20 million
punitive damages) when a court determined that an
employer had willfully deleted emails relevant to the
litigation despite contrary court orders. In 2002, the
accounting firm of Arthur Andersen was convicted
of obstruction of justice for shredding documents
related to its audit of Enron.® The penalties in both
cases were a result of having destroyed documents.
The real issue was not that the documents were
unavailable, but that they were not destroyed in
accordance with an established records management
program. For this reason, a negative inference was
made against these organizations. As a result of these
cases, new compliance programs have been adopted
in organizations in relation to record retention. In
addition, federal rules have been adopted, such as

the new electronic discovery rules which took effect
on December 1, 2006.” The e-discovery rules remove
the ambiguity surrounding electronic records. These
rules cover the loss of potential evidence in the course
of routine records disposal. Rule 37(f) is a “safe
harbor” which states that it is generally acceptable to
destroy discoverable evidence if it was done in good
faith as part of a record retention program. In this
new regulatory environment, there is more scrutiny
and accountability for organizations. Records must be
properly documented and retained in case questions
arise in relation to transactions and company
practices.

With the new laws and rules has come a new
attitude by enforcement agencies. One example of
the new enforcement approach is the treatment of
the attorney-client privilege during the course of
government investigations. In January 2003, then-
Deputy Attorney General Larry Thompson issued

a memorandum to U.S. Department of Justice
(DOJ) officials (Thompson Memorandum) outlining
guidelines for the federal prosecution of business
organizations.® The Thompson Memorandum set

4 Spitzer Effect: Tabulating His Prosecutions, AMERICAN BANKER, Jan. 10, 2007, available at http://ww.americanbanker.com/article_search.

html?articlequeryid=446310666&hitnum=12

5 Sarah Johnson, SEC Enforcement Declines 8.9 Percent’, CFO.com, (November 6, 2006), available at http://www.cfo.com/article.cfm/8127167?f=search.

6 United States v. Arthur Andersen, 2002 Extra LEXIS 437 (S.D. Tex. June 15, 2002) (No. H-02-121)

7 Amendments to the Federal Rules of Civil Procedure Addressing Discovery of Electronically Stored Information. Fep. R. Civ. P. amendments to Rules 16(b), 26(a), 26(b)(2),
26(b)(5), 26(f), 33, 34(a), 34(b), 37(f) and 45, as well as Form 35 (effective December 1, 2006) see http://www.uscourts.gov/rules/EDiscovery_w_Notes.pdf for details.

8 Memorandum by Larry D. Thompson, Deputy Attorney General, U.S. Department of Justice, to Heads of Department Components, United States Attorneys, on Principles of

Federal Prosecution of Business Organizations (Jan. 20, 2003)
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forth nine factors that prosecutors should consider

in deciding whether to charge a company and to
gauge the level of cooperation provided by business
organizations. The failure to waive the attorney-client
privilege was one such charging factor.

Some in the industry have argued that waiver of
attorney-client privilege is more of a requirement
than a factor in determining the level of cooperation
in these investigations. In December 2006, the

DQ] issued the McNulty Memorandum, which
attempted to clarify the circumstances in which
prosecutors can seek a waiver. Although the issuance
of the McNulty Memorandum was a positive step

in protecting attorney-client privilege, there is still
significant liability for corporations that are subject to
government investigations.

The SEC also has a history of considering the waiver
of attorney-client privilege when determining
penalties against financial institutions. In October
2001, the SEC released a report explaining why it was
not filing charges against the Seaboard Corporation
after investigating the company for accounting
irregularities.® The “Seaboard Report” detailed
factors the SEC considers in determining whether,
and to what extent, it grants leniency to investigated
companies. These so-called “Seaboard” factors include
the level of cooperation by institutions and whether
institutions waived their privilege.

The industry has criticized the SEC and DOJ because
some believe that waiver of attorney-client privilege is
forced in order to obtain credit for cooperation in the
course of an investigation. The industry is concerned
that requiring a waiver may have a chilling effect on
communications between management, boards of
directors, and their attorneys because of the lingering
question about what conversations and work-
product is protected.'® The likelihood that internal
communications are not protected can also act as

a disincentive for financial institutions to conduct
internal investigations. Additional guidance, along
with possible safe harbors for sharing of information,
is needed.

The general approach to enforcement actions

and differences in enforcement attitudes and the

way investigations are conducted have impacted
compliance departments. In the 2003 SEC Annual
Report, then SEC Director of Enforcement Stephen
Cutler stated, “These days, the concept of effective
enforcement necessarily includes ‘seeing around the
corner.” What that means to us is identifying trends,
practices, and risks within our capital markets that
could be exploited to the detriment of investors.
Ideally, if we are able to spot these issues in their
infancy, we can prevent them from growing into full-
fledged, confidence-eroding scandals.” Enforcement
actions have further defined the expectations of
regulators. Regulatory agencies have become more
proactive which means compliance must also adapt
and do the same. As the industry responds to the
changes in the regulatory environment, some
financial institutions have been slower to put the
proper controls in place and have faced high fines and
reputational damages. For the most part, the financial
services industry has responded by dedicating
substantial resources to compliance and by creating
comprehensive programs and systems that monitor
and place controls on these practices.

Preemption and Uniform National
Standards

The debate over states’ rights and national powers
has been a long-standing one in the U.S. financial
services industry. Both state and federal regulators
have a vested interest in retaining regulatory authority
over financial services institutions and have acted
accordingly. The currently besieged dual banking
system offering state and federal charter options
exemplifies the ongoing federalism debate. More
recently, new regulations by federal regulators
preempting state laws and activism within the states
to enact their own rules to fill regulatory voids,
especially with regard to customer privacy and
customer protection, have once again heightened the
discourse and impacted compliance functions within
diversified financial services institutions.

9 See Report of Investigation Pursuant to Section 2(a) of the Securities, Exchange Act of 1934 and Commission Release No. 34-44969, (Oct. 23, 2001); Statement on the
Relationship of Cooperation to Agency Enforcement Decisions, SEC Release Nos. 34-44969 and. AAER-1470 (October. 23, 2001) (the “Seaboard Report”).

10 Statement of John A. Beccia Ill on behalf of The Financial Services Roundtable before the American Bar Association’s Task Force on the Attorney-Client Privilege, New
York, NY (April 2005). Hearing information, hearing information available at http://www.abanet.org/buslaw/attorneyclient/publichearing20050421/schedule.shtml 2004).



In 2004, the OCC issued rulings that preempted
various state laws (i.e. those related to parts 7
(deposit-taking) and 34 (real estate lending) of OCC
regulations) in relation to national banks."" These

preemptions included restrictions on the visitorial
rights by state attorneys general over national banks
and their operating subsidiaries. National banks have
argued that this type of preemption makes it easier
for them to operate in multiple states rather than
being forced to comply with the laws of multiple
states and being subject to review by different state
attorneys general.

The argument for many institutions is that uniform
national standards allow them to operate more
efficiently. In the absence of uniform national
standards, the main issue for compliance is how to
manage institutions that provide services in multiple
states and are subject to numerous different rules
and regulations. The opponents of preemption argue
that allowing states to have jurisdiction over financial
institutions creates more checks and balances and
provides additional protection for consumers.

There are many examples demonstrating how the
lack of national standards challenges compliance
departments. One relates to consumer privacy

laws and, in particular, data breach notification
requirements. Although there are several bills pending
in Congress that would create a national standard,
financial institutions must comply with more than

30 state data breach notification laws with varying
degrees of requirements and complexities. Second,
insurance companies are forced to comply with

fifty different state laws and licensing requirements.
Despite model laws, regulations and guidelines

issued by the National Association of Insurance
Commissioners (NAIC), insurance compliance
professionals must build systems and controls to track
all existing and proposed laws, legislation, regulations,
and opinions of insurance commissioners and
attorneys general for each state where its company
does business. Congress has considered creating an
optional federal charter for the insurance industry to
address these challenges.

C. Impact of Regulations on Capital
Markets, Business Planning, and
Compliance

Recently, several high profile groups and bipartisan
commissions have reviewed the regulatory
environment.'? The reports produced by these groups
stress the importance of the U.S. capital markets

to the American economy. In particular, the U.S.
financial services industry’s GDP is well over §1
trillion and is over 8 percent of the U.S. GDP.”’ More
Americans are investing in the markets. The mutual
fund industry alone currently holds over $11 trillion
in assets." Despite being widely regarded as the
most transparent and well regulated market in the
world, these groups suggest that the U.S. financial
services industry’s position in the world markets has
been compromised due to an inefficient regulatory
structure, regulatory enforcement actions, and civil
litigation. The papers also criticize what is referred to
as a lack of a strategic vision and unified purpose for
the financial services industry.

11 Office of the Comptroller of the Currency; Bank Activities and Operations: Real Estate Lending and Appraisals, Fed. Reg., Vol. 69, No. 8, p. 1904-1917 (January 13,

12 See Reports and Recommendations of the Commission on the Regulation of U.S. Capital Markets in the 21st Century (March 2007) http://www.capitalmarketscommis-
sion.com/portal/capmarkets/default.ntm; Interim Report of the Committee on Capital Markets Regulation (December 5, 2006), http://www.capmktsreg.org/index.html; and
the report on Sustaining New York and the U.S.’s Global Financial. Services Leadership issued by Mayor Michael Bloomberg and Senator Charles Schumer, http://www.
nyc.gov/html/om/pdf/ny_report_final.pdf.

13 Interim Report of the Committee on Capital Markets Regulation, supra note 12 at p. 23.

14 Source: Investment Company Institute, http:/www.icifactbook.org/fb_sec1.html.



18

More regulation and more compliance requirements
have affected the competitiveness of U.S. financial
markets. These recent studies point with alarm at

an array of statistics indicating an erosion of U.S.
dominance over the global capital markets. We would
point out, however, that the maturation of foreign
markets is also a contributing factor. Moreover, it is
encouraging that many of the governance practices
of the U.S,, including key elements of Sarbanes-Oxley,
are being emulated in other developed economies.
Nevertheless, it is apparent that the strain from a
regulatory, litigation, and compliance risk perspective
has slowed potential growth. Boards of directors

and senior management are often overwhelmed by
compliance issues, so business decisions are deferred.
For these trends to change, businesses need to get
more clarity from regulators on compliance rules and
procedures.

Along with the sheer volume of rules and
requlations, compliance departments must
cope with inconsistent interpretations and

overlapping supervision.

Impact of Regulations on Compliance

In the current environment, more focus has been
placed on corporate governance and compliance.
Increasingly, CEOs are engaged on compliance

issues and are in constant contact with chief
compliance officers on key risk areas. Boards and
audit committees are continually updated on these
risks. Compliance risks are managed across the
organization and are part of all business decisions
and discussions. Compliance departments regularly
track and monitor developments in this quick moving
environment. Institutions’ policies, procedures,

and controls are continually adjusted as regulations
change. Institutions are more proactive and anticipate
future risks. Along with the sheer volume of rules
and regulations, compliance departments must cope
with inconsistent interpretations and overlapping
supervision. Compliance departments must also
account for regulatory guidance that comes from

outside the formal rulemaking process. For example,
firms regulated by the SEC are inclined to review
speeches by Commissioners and recent enforcement
actions since these forms of “rulemaking” are given
great weight and authority by SEC examiners and
enforcement officials.

D. Attitudes toward Regulation,

Supervision, and Enforcement

Several themes were evident when speaking to
regulators and industry representatives in the course
of preparing this study. Although there appears to
be some common ground, there are many areas
where regulatory officials believe the industry needs
to improve or where industry believes additional
regulatory guidance and changes need to be made.

Regulatory Environment

Some of the compliance executives interviewed
indicated that a review of current regulatory
requirements is necessary on several fronts. First

of all, some rules are antiquated and do not align
with changes in technology or current practices. For
example, the definition of “local community” under
the Community Reinvestment Act of 1977 (CRA)
does not account for the national scope of business
operations today. Federal Reserve Chairman Ben

S. Bernanke has stated that “for some institutions
the concept of local community is no longer as
clear as it was when the CRA was enacted. Today,
some institutions are not identified with a particular
community but are regional or national in scope,
which inevitably makes the definition of the relevant
assessment areas somewhat difficult”.”” Second,
industry representatives believe regulators have

not attempted to perform an adequate cost-benefit
analysis to determine the effectiveness of current or
proposed regulations. Third, compliance executives
expressed concern over the reactionary nature of
regulations and the lack of collaboration with the
industry in the rulemaking process. In particular,
one compliance officer stated that some agencies do
not seek meaningful input from the industry prior
to proposing a rule. It often appears that regulators
prefer to avoid the rulemaking process except when
clearly required, relying instead on more subjective

15 Federal Reserve Chairman Ben S. Bernanke’s remarks at the Community Affairs Research Conference, Washington, D.C. (March 30, 2007).



policy statements with limited or no opportunity for
public input.

Supervision and Examinations

Most compliance officers and other industry
executives interviewed believe there is a need for
more coordination and communication among
regulators. One compliance executive stated his firm
is subject to 45 regulators. In 2006, the firm had 156
regulatory examinations, not including other general
inquiries and investigations. This represented a 40%
increase over the previous year. The compliance
executive noted that there was no effort to streamline
or coordinate these reviews. In addition, there

are lingering questions on how to interpret rules.
Compliance executives noted that different regulators
seem to interpret the same regulations in a dissimilar
fashion.

One banking official noted that its regulatory agency
focuses on risk-based examinations and supervision.
In many cases where regulatory sanctions were issued
against financial institutions, it was due to the absence
of an effective compliance program, not because

of an individual occurrence or violation of the law.
According to this banking official, an organization’s
compliance program is reviewed in its entirety and
how it operates across the organization. The official
indicates that more guidance would provide clarity on
this approach.

Enforcement Practices

Industry officials are concerned with the enforcement
attitudes of state and federal regulators and
prosecutors. There is a belief that the SEC is overly
aggressive in investigations and enforcement actions
and that a more prudential approach would benefit
the industry and investors. Some in the industry
believe that the SEC is too broad in its enforcement
actions. Industry officials argue that Rule 10b-5, the
rule that prohibits any act or omission resulting in
fraud or deceit in connection with the purchase or
sale of any security including insider trading,'® is
being interpreted too broadly and being used as a
“catch all” for actions brought by the SEC and class
action lawyers. Industry representatives interviewed

also stated that there is a lingering problem with
companies being forced to waive attorney-client
privilege during the course of investigations.

Industry officials believe there is a lack of
coordination between government authorities. And,
there is a lack of clarity on compliance standards,
which sometimes leads to sanctions. In particular,
the SEC’s lack of transparency in rulemaking and
regulating through enforcement makes it difficult for
financial institutions to put proper controls in place.

Regulators interviewed stated that they are
adequately fulfilling their obligations under the law,
particularly the SEC, which is charged with investor
protection. Regulators argue that the ongoing trend
of corporate scandals and abusive business practices
demonstrates the need for action. Some regulators
have noted that the industry’s best deterrence for
aggressive enforcement is proper compliance.
Regulatory officials note that the recent reduction in
significant enforcement actions or formal sanctions
(especially in the banking industry) in the last year
is evidence that financial institutions have bolstered
their compliance programs.

Banking regulators have been adamant that their
enforcement actions should not be used as guidance
for compliance. This differs from the SEC, which
often looks at the precedent created by previous
actions which in turn result in de facto rules and
regulations in relation to certain practices.

One senior official with approximately thirty years

as a regulator for a self- regulatory authority in the
securities industry commented on the escalation of
issues and investigations. This regulator’s observation
was that regulators in the securities area have been
very aggressive in recent years with large fines. As

a result, self reporting in the securities industry is
declining.

For example, the market timing scandals in the
mutual fund industry should have been uncovered
via compliance self-reporting as evidenced by the
wide-spread nature of the abuses. In fact, the first

16 Securities Exchange Act of 1934, 48 Stat. 881 (June 6, 1934), codified at 15 U.S.C. § 78a (1934).
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market timing case arose from an aggrieved employee
who reported the violations to a local SEC office.

The insurance brokerage industry’s “contingent
commissions” scandal offers another example of the
failure to self-regulate.

Compared to the banking industry, the securities
regulators are more aggressive and impose higher
fines. The banking industry seems to resolve more
compliance problems in-house. The banking
regulators have a more collaborative relationship with
the banks that they regulate. From time to time, this
relationship can become too collaborative, as may
have been the case in the Riggs matter. The SEC’s
aggressive posture, in contrast, deters self-reporting
for fear of triggering an enforcement action.

As Treasury Secretary Henry M. Paulson
recently stated, “when it comes to regulation,

balance is key.”

Self-examination by firms is an important tool to
ensure compliance during regulatory examinations.
In the banking context, self-examination and self-
reporting are encouraged by the knowledge that all
books and records are available to bank examiners.
In the securities context, the access of examiners to
the books and records of regulated firms is more
limited and often adversarial. This chills the incentive
to perform self-testing. Firms do not want to provide
SEC with roadmaps for problems.

In some instances, regulators admit that more
coordination needs to take place in the course of
investigations and enforcement actions; however,
regulators also point to successful joint actions taken
by multiple agencies, including the DOJ, in relation to
money laundering violations, as a model on how the
agencies should collaborate. A recent report by the
Government Accountability Office (GAO) suggests
that the U.S. regulatory system would benefit from
collaboration between consolidated and primary bank

and functional supervisors in the oversight of the
largest, most complex firms and among consolidated
supervisors themselves.

Other Compliance Challenges in the

Current Environment

Regulators and industry officials agree that updating
compliance programs on a continuous basis, and in
relation to external events, is difficult. According to
regulators, it is a challenge to keep pace in the areas
of operations, controls, and training. There is also
concern that regulated financial institutions have to
compete with unregulated or less regulated entities,
such as hedge funds or private equity firms that do
not have to comply with regulatory schemes designed
for institutions dealing with the general public. The
effects of more capital moving to less regulated
private markets and the potential impact on the public
markets and the financing of the U.S. economy have
been queried but not yet studied.

In an attempt to address these concerns, the four
federal bank regulators and the SEC recently issued
guidance on complex structured finance transactions
which outlines best practices for underwriting
complex structured finance deals that could pose
heightened risks."® The guidelines describe the types
of internal controls and risk management procedures
that should help financial institutions identify and
manage legal risks associated with these transactions.
These guidelines, although a laudable example of
interagency coordination, serve to highlight the
divergence of potential consequences which may
befall an institution that ignores the guidelines.

Regulators and compliance executives agreed that
it is even more challenging to predict future events
that may impact compliance. Regulators have made
statements that compliance functions must be
proactive and perform scenario analysis that will
anticipate risks. However, the methodologies and
processes to do so are unclear.

17 Govt. Acct. Office (GAO) Report, Agencies Engaged in Consolidated Supervision Can Strengthen Performance Measurement and Collaboration (March 2007) at p. 12.

www.gao.gov/highlights/d07154high.pdf.

18 |nteragency Statement on Sound Practices Concerning Elevated Risk Complex Structured Finance Transactions, Federal Register, Volume 72, Number 7, Page 1372-

1380 (January 11, 2007).



E. Future Regulatory Environment
and Regulatory Risks

It is difficult to predict the future regulatory
environment because most regulations are a reaction
to certain external events, such as terrorism, financial
market collapses, and improper business conduct.
The only control that the government has in this

area is to continually assess current conditions to
ensure the system is working and regulations are
serving their intended purpose. As Treasury Secretary
Henry M. Paulson recently stated, “When it comes to
regulation, balance is key. Excessive regulation slows
innovation, imposes needless costs on investors, and

stifles competitiveness and job creation”."

There have been some recent indications that
adjustments are necessary in order to achieve the
proper regulatory balance that will allow U.S. capital
markets to thrive. For the most part, regulations are
being added while existing regulations are not being
reviewed or scaled back. In the years since the passage
of GLBA, several events have produced a wave of
regulations that has greatly impacted how financial
services institutions treat compliance. The passage of
the Financial Services Regulatory Relief Act of 2006
did provide some relief in the areas such as GLBA
privacy notices, extended cycles on examinations, and
protection of attorney-client privilege (in relation to
information provided to bank supervisors). However,
there is evidence that more radical regulatory relief is
needed. Regulatory relief may come in many forms,
including legislation and agency action. Regulatory
relief can also be achieved through coordination
among financial regulators and the industry to review
the impact of specific regulations.

Financial services institutions believe that regulations
associated with the Bank Secrecy Act and Sarbanes-
Oxley is where the most regulatory relief is needed.?
In relation to AML regulations, banking and other

regulatory agencies have been coordinating through
the Federal Financial Institutions Examination
Council (FFIEC) to reduce redundancies and achieve
consistency in examination and supervision. There
have been indications that these efforts have made a
difference. The 2006 growth rate of suspicious activity
reports (SARs) filings from the previous year was well
below that of previous years.2! In addition, significant
findings and enforcement actions relating to AML
have declined over the past year.

Regarding Sarbanes-Oxley, the PCAOB and the SEC
have worked to coordinate with all financial services
regulators and reach out to the industry through
joint forums and programs. Some of the industry’s
concerns have resulted in proposed changes to
Auditing Standard No. 2, which was proposed by the
PCAOB and the SEC in December 2006.2 The four
objectives of Auditing Standard No. 5, which was
approved by the PCAOB in May 2007 and will replace
Auditing Standard No. 2, are:

1. Promote efficiency by directing auditors to
focus on the most important controls. This
includes allowing information from internal
auditors to be considered by external auditors.

2. Eliminate requirements that are unnecessary
to achieve intended benefit. This includes
less detailed requirements to evaluate
management’s own evaluation process and
clarifies that the audit does not require an
opinion of the adequacy of management’s
process.

3. Make the audit clearly scalable to fit the size
and complexity of any company.

4. Simplify the text of the standard and make it
shorter and easier to read.?

19 Remarks by Treasury Secretary Henry M. Paulson, Remarks on the Competitiveness of U.S. Capital Markets, Economic Club, New York, NY (Nov. 20, 2006).
20 Rob Garver, Charters, Basel, Regulators, Lobbyists, American Banker Executive Forum 2Q '06, American Banker (Aug. 4, 2006) at p. 14, available at www.americanbank-

er.com.

21 Cheyenne Hopkins, Defying Forecasts SARs, Filings Didn't Spike, American Banker (January 12, 2007) at p. 1, available at www.americanbanker.com.
22 PCAOB Release No. 2006-007: Proposed Auditing Standard: An Audit of Internal Control Over Financial Reporting that is Integrated with an Audit of Financial Statements
(Dec. 19, 2006) and SEC Release No. 33-8762, Mgmt's Rep. on Internal Control Over Financial Reporting, amending Rule 13a- 15(c) and Rule 15d-15(c) under the

Securities Exchange Act of 1934 (December 20, 2006).

23 Details on Auditing Standard No. 5 and changes that the PCAOB made from its original December proposal are available at http://www.pcaob.

org/News_and_Events/News/2007/05-24.aspx.
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[II. Enterprise Risk Management (ERM): A New Paradigm

A. ERM Process

The emergence of ERM has greatly impacted how
organizations manage risk and compliance. ERM is
a process of managing risk across business lines and
geographic locations rather than within individual
business units. The evolution of ERM has created

a much broader view of risk management than

had previously existed, and compliance risk is an
important part of any ERM system.

According to former Federal Reserve Governor

Susan Schmidt Bies, ERM is a process that enables
management to effectively deal with uncertainty and
associated risk and opportunity, enhancing capacity to
build stakeholder value. ERM includes:

+ Aligning the entity’s risk appetite and strategies

+ Enhancing the rigor of the entity’s risk-
response decisions

 Reducing the frequency and severity of
operational surprises and losses

+ Identifying and managing multiple and cross-
enterprise risks

* Proactively seizing on the opportunities
presented to the entity

« Improving the effectiveness of the entity’s
capital deployment. 2

In today’s regulatory environment, organizations have
to expand the compliance function and conduct risk
assessments on an enterprise-wide basis. As former
Federal Reserve Governor Mark W. Olson stated, “the
need for an enterprise-wide approach to compliance
risk management at larger, more complex firms is
suggested by the diversity of laws and regulations

that span business lines, legal entities, and geographic
boundaries — for example, in the areas of Bank
Secrecy Act compliance and anti-money laundering
controls, fair lending, information security, privacy,
transactions with affiliates (Regulation W), and
conflicts of interest.”? As financial institutions grow;,
and as technology advances and new products are
developed, the compliance function must adjust for
additional risk exposures.

The supervision of financial services institutions
on a consolidated basis has itself taken on an
ERM approach. For years, federal bank regulators,
including the Federal Reserve and the OTS, have
supervised entities on a consolidated basis by

As the GAO recently stated, consolidated
supervision of financial services firms has
become more important because firms have
grown dramatically and become more complex

in terms of the products and services they offer;

examining the safety and soundness of bank holding
companies, savings and loan holding companies, their
subsidiaries, and affiliates. In addition, under new SEC
rules, in order for broker-dealers to take advantage

of alternative net capital requirements, they must
register as supervised investment bank holding
companies.? These consolidated supervised entities
(CSEs), and their internal risk management control
processes, are subject to consolidated supervision

by the SEC. New regulations and the emergence

of ERM are indicative of a trend of large, complex
firms managing risks (and being supervised) on a
consolidated enterprise-wide basis. As the GAO
recently stated, consolidated supervision of financial

24 Federal Reserve Governor Susan Schmidt Bies speech to American Bankers Association Convention, Phoenix, Arizona (Oct. 17, 2006). Speech available at http://www.

federalreserve.gov/boarddocs/speeches/2006/20061017/default.htm

25 Federal Reserve Governor Mark W. Olson speech to The Financial Services Roundtable and the Morin Center for Banking and Financial Services Compliance Conference,
Washington, D.C. (May 16, 2006). Speech available at http://www.federalreserve.gov/boarddocs/speeches/2006/20060516/default.htm
2% Alternative Net Capital Requirements for Broker-Dealers that are Part of Consolidated Supervised Entities, 69 Fed. Reg. 34,428 (June 21, 2004); and Supervised

Investment Bank Holding Companies, 69 Fed. Reg. 34,472 (June 21, 2004).



services firms has become more important because
firms have grown dramatically and become more
complex in terms of the products and services they
offer; firms increasingly operate on a global basis; and
firms manage risk on an enterprise-wide basis.?”

B. Committee of Sponsoring
Organizations of the Treadway
Commission (COSO)

The Committee of Sponsoring Organizations of
the Treadway Commission (COSO) brought a
different approach to risk management.2 COSO
focuses on internal controls, which it defines as “a
process, effected by an entity’s board of directors,
management, and other personnel, designed

to provide reasonable assurance regarding the
achievement of objectives in the following categories:

« Effectiveness and efficiency of operations
¢ Reliability of financial reporting

» Compliance with applicable laws and
regulations.”?

Under COSO, internal controls must ensure
performance and profit goals, reliable financial
reporting, and compliance with applicable law. The
COSO framework consists of eight interrelated
components, which govern the way risk is managed:

1. Internal environment

2. Objective setting

3. Event identification

4. Risk assessment

5.Risk response

6. Control activities

7.Information and communication
8. Monitoring.

This framework may be applied differently based on
the size and type of institution.

COSO provides the framework for the internal
control and financial reporting requirements under
Section 404 of Sarbanes-Oxley and was also used

as a model for similar requirements for banking
institutions under Section 112 of the Federal

Deposit Insurance Corporation Improvement Act

of 1991. Regulators frequently refer to COSO when
discussing enterprise risk management and how
financial institutions should manage and mitigate risk
€Xposures across an organization.

C. Compliance Risk

Under ERM, financial services institutions review
several types of risk across an organization. Financial
institutions have long measured credit and market
risk. With the dawning of the new Basel II capital
standards, operational risks (the risks of people and
systems) must also be reviewed and assessed. One
crucial type of operational risk is compliance risk.
“Compliance risk can be defined as the risk of legal
or regulatory sanctions, financial loss, or damage to
an organization’s reputation, and franchise value”.3
It is axiomatic that the areas with the greatest

risk exposure should receive additional attention.
Identifying compliance risks and establishing
appropriate controls is paramount to mitigating risk
exposure. With this in mind, financial institutions
carefully evaluate compliance risks, and monitor
compliance risks.

27 GAO Report, supra note 17.

28 Committee of Sponsoring Organizations of the Treadway Commission (COSO) is a U.S. private-sector initiative, formed in 1985. Its major objective is to identify the factors
that cause fraudulent financial reporting and to make recommendations to reduce its incidence. COSO has established a common definition of internal controls, stan-
dards, and criteria against which companies and organizations can assess their control systems.

29 See COSO definition of internal controls, www.coso.org available at http:/www.coso.org.

30 Governor Susan Schmidt Bies remarks at the Financial Women’s Association Washington Briefing, Washington, D.C. (June 12, 2006), available at http://www.federalre-

serve.gov/boarddocs/speeches/2006/200606122/default.htm
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IV. Compliance Measurements

A. Cost of Compliance

Compliance costs clearly have an effect on a

corporation’s bottom line, since a significant

portion of a company’s expenses are earmarked

for the compliance function. A Securities Industry
and Financial Markets Association (SIFMA) report
stated that the securities industry spent $25 billion

in compliance in 2005, up from $13 billion in 2002.3!
In a recent American Banker survey, 99% of the
respondents stated that the percentage of revenue
spent on compliance in the last three years had
increased.® Both the SIFMA Report and the American
Banker survey noted that compliance costs are a
significant percentage of total expense. According to
the SIFMA Report, much of the increased costs were
related to the following: duplication in examinations,
regulations and supervisory actions, inconsistencies/
lack of harmonization in rules and regulations,
ambiguity, and delays in obtaining clear guidance
from regulators.

In general, the most expensive compliance line items
are people and systems. Expenditures on compliance
staff and technology varies significantly depending
on a variety of factors, including the qualifications
of individuals, training, proper implementation

of programs, as well as an ongoing commitment

to these resources. Financial services institutions

have contracted with vendors and utilized software
solutions to meet increasing regulatory requirements.
One major global financial institution is spending
approximately $250 million annually on technology to
address weaknesses cited by regulators.3 The largest
and most complex firms have anywhere from 1,000 to
2,000 employees devoted to compliance worldwide.

Firms either pass on the compliance costs to
individual customers, or their shareholders

absorb them.

Further, compliance costs associated with new
specific regulations have been staggering. The average
first year costs per firm of implementing controls
associated with Section 404 of the Sarbanes-Oxley
Act was $4.36 million.* It has been estimated that

U.S. banks will spend over $14.7 billion on anti-
money laundering compliance between 2005 and
2008.% A Jarge portion of these costs are associated
with technology. As of 2006, it was reported that

94 percent of large financial institutions in the

United States had installed AML software or related
technology®. Securities firms, which had not been
previously subject to AML requirements, spent
around $700 million from 2003-2006 on AML software
solutions.? It is expected that the cost for ongoing
systems will grow.

As the SIFMA report suggests, what cannot be easily
measured are the opportunity costs. “Every time an
employee spends additional time on compliance-
related activities instead of developing business,

31 Stephen L. Carson and Frank A. Fernandez, The Cost of Compliance in the U.S. Securities Industry, Securities Industry Association Research Reports, Vol. 7, No. 2 at p.
3 (February 22, 2006), available at http://www.financialcounsel.com/News/Economics/SIA/2006/SIA-0206.pdf.

32 See Garver supra note 20.

33 John Garvey & Miles Everson, Containing the Cost of Compliance: A Major Challenge for Financial Institutions, Bank Accounting & Finance (Aug. 1, 2006).

34 Interim Rep. of the Committee on Capital Markets Reg. supra note 12 at 5.

35 Dr. Vasant Godse , White Paper on Anti-Money Laundering, L&T Infotech Confidential, at p. 8, http://www.Intinfotech.com/Intinfotech/WhitePapers/AML%20Whitepaper.

pdf
36 Source: TowerGroup
37 1d.



opportunity costs are incurred.”3 Firms have also
spent considerable time and capital on regulatory
and compliance consultants and outside counsel in
attempting to manage risks. Firms either pass on the
compliance costs to individual customers, or their
shareholders absorb them.

The costs of compliance fall most heavily on small
firms that cannot spread the expense over a large
base. There is ample anecdotal evidence that these
costs have been a contributing factor to consolidation
within the financial services industry. Of course, in
addition to costs causing a company’s sale, individual
transgressions can occasion a company’s sale, as was
the case with Riggs Bank.

It is important to note that some of these compliance
costs do serve a useful purpose in creating corporate
governance and standards that lend integrity to the
markets and protect the consumer. However, because
of the lack of balance in the regulatory approach,
there are excessive costs that outweigh the benefits. It
is this disparity that needs to be addressed.

B. Cost of Noncompliance

Regulators have made it clear that compliance should
no longer be considered a cost center. Former Federal
Reserve Governor Susan Schmidt Bies stated, “In
many instances, senior management must move

from thinking about compliance as a cost center to
considering the benefits of compliance in protecting
against legal and reputational risks that can have an
impact on the bottom line.”3

Noncompliance can negatively affect a company’s
bottom line through fines, penalties, sanctions,
legal fees, loss of stock, and brand value. There
are multiple reputational and legal risks associated
with noncompliance. Legal penalty risks can be
easily quantified. In the banking industry, between
January 1, 2003 and January 1, 2006, 800 banks

paid $492 million in connection with 2,500 publicly
announced sanctions.® Some of the most notable
cases involved high-profile violations of the Bank
Secrecy Act. In the insurance industry, significant
actions have been brought against companies for bid
rigging and fraudulent practices, including an $850
million settlement paid by Marsh & McLennan as a
result of an investigation by the New York Attorney
General. AIG paid the state of New York $1.64 billion
in restitution and fines, and the SEC $800 million

to settle claims for fraud/bid-rigging and improper
accounting®. In addition, pre-GLBA, several class
action lawsuits for deceptive sales practices by
insurance agents were brought against insurance
companies. These included two notable settlements
in 1997 involving Prudential Insurance ($410 million)
and John Hancock Financial ($471 million).#? Post-
GLBA, securities class action settlement costs have
increased from $150 million in 1995 to $3.5 billion
in 2005 (excluding the $6.1 billion WorldCom
settlement).®

Reputational risks are also very costly. As seen in the
Arthur Andersen case, a criminal indictment against
a company can be a death sentence. In addition,
enforcement actions, fines, and sanctions can
significantly impact a company’s brand value and its
attractiveness to analysts and shareholders. Because
of the nature of their business, ethics and integrity
are vital for financial services institutions. Once a
consumer loses faith in an institution, it becomes
more difficult to compete with others in the industry.

C. Metrics: How to Measure Costs
and Effectiveness

The Role of Capital

The challenge for a financial services institution’s
board of directors and senior management is

to measure the effectiveness of a compliance
program and determine whether the money spent

38 Securities Industry Association Research Report at p. 8, supra note 31.

39 Governor Susan Schmidt Bies remarks at the Bond Market Association’s Legal and Compliance Conference: Enterprise-Wide Compliance Programs (Feb. 4, 2004), avail-

able at http://www.federalreserve.gov/boarddocs/speeches/2004/20040204/default.htm.

40 Robert Hartheimer, Take a Business Approach to Compliance, American Banker (January 13, 2006).
41 See Spitzer Effect: Tabulating His Prosecutions, American Banker, Jan. 10, 2007, supra note 4.
42 |n re Prudential Ins. Co. of Am. Sales Practices Litig., 148 F.3d 283, 333-38 (3d Cir. 1998); Duhaime v. John Hancock Mut. Life Ins. Co., 989 F. Supp. 375 (D. Mass.

1997).

8 Interim Report of the Committee on Capital Markets Regulation supra note 12 at p. 5.
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on compliance is adequate to efficiently manage
risks. There have been attempts to quantify the
effectiveness of the compliance function. For
example, a General Counsel Roundtable study
found that each $1.00 spent on compliance can
reduce legal liability by $1.37.44 A 2006 survey by the
Risk Management Association reviewed metrics on
more general terms.* When asked how institutions
currently measure the effectiveness of enterprise
risk management, companies stated that the top
measurements were:

* Favorably looked upon by regulators and
market analysts — 67.7%

 Fewer deviations from compliance — 48.4%
¢ Improved audit results — 35.5%.

When asked how institutions plan to measure
effectiveness over a subsequent 18-24 month period,
the top three measurement factors were:

« Improved risk-adjusted profitability — 58.1%
+ Improved shareholder value — 41.9%

* Favorably looked upon by regulators and
market analysts — 41.9%.

Success of compliance programs can be measured
by internal factors, such as self-testing results, risk
assessments, compliance reviews, and internal audit
findings. Success can also be measured externally
though supervisory examinations, external audits,
and company market value. In measuring success,
auditors and analysts place great value on the ethical
culture within a company and the company’s overall
compliance program.

Empirical data can be used to gauge compliance
efficiencies, including the number of customer

Success of compliance programs can be
measured by internal factors, such as self-
testing results, risk assessments, compliance

reviews, and internal audit findings.

complaints, internal ethics hotline calls, suspicious

activity reports, or other reports of irregular

activity. An organization may measure its program

by how well it identifies and resolves compliance-
related issues, particularly breaches. A company’s
compliance program may also be measured against
events that do not occur, such as enforcement actions,
fines, civil litigation, etc.

Under the new Basel II standards, compliance risk

is an element of operational risk. In general, firms
with the highest compliance risks will be required

to hold higher levels of capital while firms with
effective compliance programs will be allowed by
their regulator to operate with reduced capital.
Thus, regulatory guidance as to what constitutes an
effective compliance program could have a profound
impact on the capital, the profitability, and the
competitiveness of all firms.

4 General Counsel Roundtable, Corporate Executive Board, Seizing the Opportunity, Part One Benchmarking Compliance (2003) at p. 27.
45 Risk Management Association, Enterprise Risk Management Survey (2006), available at http://www.rmahq.org/NR/rdonlyres/B9281EB1-8961-4C5A-

B211C0927C870451/0/ERMDistribute2Public. pdf.



V. Summary of Regulatory Guidance on Compliance for

Financial Services Institutions
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The compliance function in an organization is a
product of the current regulatory and enforcement
environment. Compliance is also shaped by a
company’s organic growth and acquisition activity.
As a financial institution evolves, it must pay special
attention to the rules and regulations on compliance.
This guidance may come from several sources.

Some regulations, such as those associated with the
Bank Secrecy Act, outline how to comply with its
requirements. Other guidance, such as the Basel
Committee on Banking Supervision’s paper on
compliance and the Federal Sentencing Guidelines,
focus more on the elements of an effective
compliance program. There have also been a number
of important guidelines on compliance and ERM
issued in the last few years, as discussed below.

A. Federal Sentencing Guidelines
The Federal Sentencing Guidelines (2004), Chapter
8, Part B (Sentencing Guidelines) provide a basis for
prosecutors charging corporations in deciding what
type of penalties to bring against them. There are
several mitigating factors in this decision process.
One of the factors is whether or not a corporation
has an effective compliance and ethics program.
The Sentencing Guidelines outline what constitutes
an effective compliance program. The Sentencing
Guidelines make distinctions for organizations based

on the size of the company and industry practices.
In relation to all organizations, the Sentencing
Guidelines state that each corporation shall:

« Exercise due diligence to prevent and detect
criminal conduct. Due diligence means having
strong oversight, clearly defined procedures,
monitoring and audit processes, and formal
training programs.

 Promote a culture that encourages ethical
conduct and a commitment to compliance
with the law.

On December 12, 2006, the DQJ issued the McNulty
Memorandum.* The purpose was to update the
Thompson Memorandum and discuss the issue

of how waiver of attorney-client privilege is used

in the course of government investigations. The
McNulty Memorandum also updated the Sentencing
Guidelines and expanded upon the elements of an
effective compliance program. The Memorandum
states that compliance programs are established

by corporate management to prevent and detect
misconduct and to ensure that corporate activities
are conducted in accordance with all applicable
criminal and civil laws, regulations, and rules.#” It also
emphasizes the importance of maintaining a program
and that prosecutorial decisions are based on the
effectiveness of the program, not just single instances
or violations of the law. In addition, it stresses

that compliance guidelines should be sufficiently
implemented and not be merely “paper” programs,
and lists the following as factors for effective
compliance programs:#

» Whether the compliance program is well
designed to detect misconduct most likely
to occur in a particular corporation’s line of
business

46 Memorandum from Paul J. McNulty, Deputy Attorney General to Heads of Dep’t Components and United States Attorneys (Dec. 12, 2006), available at http://www.usdoj.

gov/dag/speech/2006/mcnulty_memo.pdf.
47 1d. at p. 12.
48 |d. at p. 14.

49 1d., Part VIII, Charging a Corporation: Corporate Compliance Programs, p. at 12-15.
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» Whether the compliance program works
(is the program effective in preventing or
detecting misconduct?)

» Whether the program is adequately designed
for maximum effectiveness in prevention and
detection of wrongdoing by employees

» Whether corporate management is enforcing
the program or tacitly encouraging employees
to engage in misconduct to achieve business
objectives

« Whether the corporation has established
corporate governance mechanisms (for
example, do directors exercise independent
review of officers’ recommendations?;
are auditors sufficiently independent?; are
management and the board of directors
adequately informed?)

B. Banking

Basel Committee on Banking Supervision
The Basel II Capital Accord has created a new
paradigm for compliance. Operational risk, defined
as the risk of loss resulting from inadequate or
failed internal processes, people and systems, or
from external events, is one of the focuses of Pillar
I, the supervisory pillar. Operational risk includes
compliance risk (i.e. risk of legal or regulatory
sanctions, financial loss, or damage to reputation).

The Basel Committee on Banking Supervision’s
(Basel Committee) goal is to promote safety and
soundness among banking organizations. The Basel
Committee issued a paper in April 2005, Compliance
and the compliance function in banks (Basel Committee
Paper).® The Basel Committee Paper underscores
how organizations should create a culture of
compliance that starts at the top of the organization.
The paper outlines several key compliance principles,

including the structure of a compliance program, the
need for an independent compliance function, roles
and responsibilities (including those of the board of
directors, senior management, and internal audit),
how to manage compliance risks, the resources
needed to effectively manage compliance, cross-
border issues, and the potential outsourcing of risk
management functions. The paper discusses the
differences in the compliance function depending

on the size of the institution. It also touches upon
establishing specialized compliance functions in areas

such as anti-money laundering and data protection.

Federal Bank Regulators and State Banking

Departments

All four federal banking regulators, the Federal
Reserve, the Office of the Comptroller of the
Currency (OCC), Office of Thrift Supervision (OTS),
and the Federal Deposit Insurance Corporation
(FDIC) have issued guidance on compliance programs
and how to manage compliance risk. State banking
departments, as well as their coordinating body, the
Conference of State Bank Supervisors (CSBS), have
communicated formally and informally about their
expectations on compliance. Each agency provides
guidance and validation throughout its supervisory
reviews of institutions.

50 Source: Basel Committee on Banking Supervision, Compliance and the Compliance Function in Banks (April 2005), available at http://www.bis.org/publ/bcbs113.pdf.



C. Securities

International Organization of Securities
Commissions Report on Compliance

Functions at Market Intermediaries

The International Organization of Securities
Commissions (IOSCO) is an organization of
international securities regulators which promotes
the development and integrity of capital markets as
well as the effective enforcement against violations of
securities laws. IOSCO’s three main principles are:

1. The protection of investors

2. Ensuring that markets are fair, efficient and
transparent

3.The reduction of systemic risk.5!

In March 2006, the Technical Committee of the
International Organization of Securities Commissions
(IOSCO Commiittee)® issued a final report on the
Compliance Function at Market Intermediaries
(IOSCO Report). The purpose of the IOSCO Report
was to establish broad international principles in

the area of compliance for securities firms. The
IOSCO Report discusses how these principles can be
implemented by individual firms. The report states
that all firms should have a compliance function
designed to ensure compliance with securities
regulatory requirements although these functions
may vary according to a firm’s size, the nature of

its business, and the risk it undertakes.5 According
to the IOSCO Commiittee, the role of compliance

is to identify, assess, advise, monitor, and report on
a market intermediaries’ compliance with securities
regulatory requirements and the appropriateness of
its supervisory procedures on an ongoing basis. In
order to achieve this goal, the IOSCO Committee
suggests that compliance departments be given the
necessary authority and resources to discharge their
duties.

The other high level principles outlined in the report
include:

1. The role of senior management and the
governing authority

2.Independence and the ability to act
3. Qualification of compliance personnel

4. Assessment of the effectiveness of the
compliance function

5.Regulators’ supervision
6. Cross-border compliance arrangements

7. Outsourcing of the compliance function.

SEC and NASD/NYSE Rules

There are several compliance rules pertaining to
investment advisers, broker-dealers, and mutual
funds, as explained below.

Rules 206(4) — 7 under the Investment Advisers Act of
1940 and Rule 38a-1 under the Investment Company
Act of 1940 require registered investment companies
and investment advisers to adopt and implement
written policies and procedures designed to prevent
the violation of federal securities laws. These policies
and procedures must be reviewed annually by the
relevant regulators for adequacy and effectiveness.
These rules also require a chief compliance officer
(CCO) be responsible for administering the policies
and procedures.

In the case of the investment companies, Rule 38a-
1 requires the chief compliance officers to report
directly to the fund’s board of directors and the
fund’s board must approve all compliance policies
and procedures. In December 2005, the Investment
Company Institute (ICI) published a report which

5L int’l Org. of Securities Comm’ns, Objectives and Principles of Securities Regulation (2003), available at http://www.iosco.org/library/pubdocs/pdf/I0SCOPD154. pdf.
52 Int'| Org. of Securities Comm’ns, Compliance Function at Market Intermediaries (2006), available at http://www.iosco.org/library/pubdocs/pdf/I0SCOPD214.pdf.

53 1d. at p. 5.
54 1d. at 7.
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provides useful guidelines on how a CCO may assess
the effectiveness of a fund’s compliance policies and
procedures and what type of information should be
provided to the fund’s board.5

NASD Rule IM-3013 and NYSE Rule 342.30(e)
require broker-dealers to certify annually that they
have processes in place to establish, maintain, and
review polices and procedures reasonably designed
to achieve compliance with applicable self-regulatory
organizations (SRO) rules and federal securities laws
and regulations, and to modify such policies and
procedures as business, regulatory, and legislative
changes and events dictate. These firms must share
annual reports of their compliance and supervision
programs with regulators. NASD Rule 3012(a)(1)
requires broker-dealers to establish principals who
will establish, maintain, and enforce a system of
supervisory control policies and procedures that
tests and verifies a member’s supervisory procedures
are reasonably designed to comply with applicable
securities laws and NASD rules.

D. Insurance Regulations

Although insurance companies often compete

with banks and securities firms, they are regulated
differently. Compliance in the insurance industry is
unique in that the McCarran Ferguson Act, passed in
1945, allows the states to provide exclusive regulatory
authority for the insurance industry. Despite efforts
to create an optional federal insurance charter, each
state insurance department currently has the ability
to offer different perspectives on insurance rates,
market conduct, solvency, and other practices. There
is some level of uniformity offered by the National
Association of Insurance Commissioners (NAIC)
which drafts model rules and laws. These rules and
laws must be passed by state legislatures before being

implemented, and having to comply with a wide
range of state laws provides many challenges for the
insurance compliance professional. Insurers operating
on a national level must:

 Be licensed in all states and territories in which
they operate

« Obtain separate approvals for each new
product in each state and territory in which
they operate

* Annually undergo separate market conduct
examinations in each state and territory in
which they operate

» Meet different sets of administrative and
regulatory requirements in each state in which
they operate.5

Insurance companies’ compliance with market
conduct and other practices is reviewed through state
examinations. In addition, their practices are enforced
by attorneys general in each state where a company
does business.

The landscape for the insurance industry has changed
since the passage of GLBA. With the creation of
diversified financial services institutions, banks

may sell insurance products. This has created new
regulatory and supervisory challenges for bank and
other holding company supervisors. Because of the
risks associated with bank insurance sales, regulators
have stressed that these institutions must focus on
compliance with consumer protection regulations.
This involves issues of suitability, adequate disclosure,
and separation of insurance sales from bank product
sales.

9 |nvestment Co. Institute, Assessing the Adequacy and Effectiveness of a Fund’s Compliance Policies and Procedures (2005), available at http:/www.ici.org/pdf/rpt_05_

comp.pdf.

5 American Council of Life Insurers, Optional Federal Charter, information available at http://www.acli.com/ACLI/Issues/40.htm.



E. Other Guidance on Compliance

Speeches

With increasing frequency, regulators have been
using informal means to communicate their views on
compliance to the industry and to the markets. No
longer can firms look solely to rules, interpretations,
and other official agency communications for the
final word on the regulator’s expectations. Rather,
speeches, testimony and even interviews contain key
“signals” of regulatory attitudes on key compliance
issues.

...speeches, testimony and even interviews
contain key “signals” of regulatory attitudes

on key compliance issues.

Several recent speeches by Federal Reserve
Governors, SEC Commissioners, and other officials
have discussed the importance of a culture of
compliance and the need for a comprehensive
program to implement and promote an ethical
culture. As one SEC official stated, in accordance
with U.S. securities laws, it is necessary to provide
for regulation and control in order to protect
interstate commerce and ensure the maintenance
of fair and honest markets. To achieve this goal it is

necessary to maintain comprehensive compliance
systems.5 Clearly, there has been some consumer
skepticism and additional regulatory scrutiny in the
wake of corporate scandals over the past few years.
Government officials’ remarks have underscored
the role of compliance in maintaining a flourishing
financial services industry and integrity within these
markets.

Compliance Obligations Embedded in
Regulations

In addition to speeches and testimony on compliance,
direction on compliance is embedded in many
regulations, bulletins, and supervisory letters. For
example, AML regulations provide specific guidance
on how compliance with these laws should be
administered. Moreover, under Sarbanes-Oxley,
certain controls must be implemented and the
effectiveness of these controls must be attested to

by senior executives. Implicit in each regulation is
additional guidance and challenges for the compliance
professional who must not only understand the black
letter of the law, but how it will be implemented and
how examiners may choose to interpret subjective
areas of the guidance.

Examination Manuals and Handbooks
Guidance for compliance professionals is also
provided in examination manuals which outline
what examiners are going to inspect when reviewing
an organization. For example, the SEC offers an
examination brochure to broker-dealers prior to
supervisory examinations. These pamphlets outline
the examination process and the SEC’s expectations.
Prior to examinations, examiners discuss the scope
of the examination and list particular areas of
concern that the SEC has uncovered though prior
examinations or industry risk-based investigations
(i.e. sweeps). The federal bank regulators have similar
supervision manuals for regulated institutions and

a manual for expectations at the holding company
level. Bank regulators have handbooks addressing
certain compliance areas, such as the Federal

57 Mary Ann Gadziala, SEC, Associate Director, Sec. Exchange Comm’n, Speech at the Compliance Management and Structure Conference, Washington, D.C.:
Comprehensive Compliance Examinations for Securities Firms, (May 16, 2006), available at http:/ftp.sec.gov/news/speech/2006/spch051606mag.htm.
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The federal banking regulators have stressed
that its enforcement actions are not akin to a
rulemaking and should not be used to create or

validate a compliance program.

Reserve’s Consumer Compliance Handbook, FDIC’s
Compliance Examination Handbook, or the OCC’s
Comptroller’s Handbook, which address consumer
related regulations and the supervisory guidelines.
Some of these manuals are produced jointly by
multiple agencies such as the FFIEC’s AML/BSA
Examination Manual and the FFIECs’ Information
Technology Examination Handbook which is a guide
for conducting information technology examinations
at financial institutions and technology service

providers. Formerly used primarily as a device for
communicating with examiners in the field, these
handbooks are now used to communicate agency
expectations regarding compliance to regulated firms.

Enforcement Actions

Many SEC and state attorneys general actions in
recent years have acted as de facto rules in relation to
certain practices. Often referred to as “rulemaking
by enforcement” these settlements have filled the
void in areas where regulators have not written new
rules. The SEC Enforcement Division has looked

to previous actions and settlements as guidance

in pursuing additional actions. The SEC has also
delineated various compliance procedures and
requirements as part of settlements. For example, in
the market timing settlements with mutual funds, the
SEC required that firms establish internal controls
to review funds’ compliance policies and report to
the audit committee. Breaches of controls were to
be reported by the chief compliance officer.’8 The
industry took note and made the necessary changes.

The federal banking regulators have stressed that its
enforcement actions are not akin to a rulemaking and
should not be used to create or validate a compliance
program. In reality, financial institutions can, and do,
look to these actions to enhance policies, procedures,
and controls and to divine the inclination of their
regulators.

98 See In re Massachusetts Financial Services. Fin. Serv. Co., Investment Advisers Act Release No. 2213, Investment Company Act Release No. 26347 (February. 5, 2004),

available at http://www.sec.gov/litigation/admin/ia-2213.htm.



VI. Elements of an Effective Compliance Program:
Harmonizing Regulator Views Versus Industry Approach

A. Development of Best Practices

As indicated, the focus on compliance has changed
dramatically in the last few years due to increased
regulatory scrutiny. Compliance has become a

more formalized function. Compliance staffing and
resources have been greatly expanded. More resources
and technologies have been incorporated. Additional
reporting is occurring between compliance, senior
management, and the board of directors. Compliance
officers frequently report to the CEQ, audit
committee, and board of directors. Compliance plays
a greater role in business decisions and is less likely to
be folded into a firm’s legal department.

Most regulators agree that there is no standard
blueprint for the elements of compliance programs,
but have stated that compliance programs should
be structured according to the size of the firm and
the risks associated with an organization’s business
model. Programs should include comprehensive
policies and procedures and strong independent
oversight. Compliance’s main function should be
to identify, assess, monitor, educate, and support
business lines” compliance with relevant laws

and regulations. The individual business lines
should ultimately own compliance. The corporate
compliance function should act as a trusted partner
and advisor.

The following outlines some of the key elements
that comprise a successful compliance program as
gleaned from official pronouncements. These are
derived from a combination of written regulatory
guidelines as well as interviews with regulators and
industry compliance officers that provided insight
on the intent of the guidelines and what is needed to
create a successful compliance program. As is evident
from the discussions of each element, in some areas
there is clear harmonization between the regulator’s
expectations and industry’s responses; in other areas,
there is discord and a need for additional guidance.

Elements of an Effective Compliance
Program

Culture of Compliance: Tone at the Top
Structure: Roles and Responsibilities
Role of Board of Directors and Senior
Management

Risk Assessments

Policies and Procedures

Tracking New Regulations and Regulatory
Changes

Oversight and Monitoring

Escalation of Issues and Investigations
Testing and Validation

Training and Awareness

Regulatory Examinations

Strong Rapport with Regulators
Accountability

Adequate Resources and the Use of
Technology

N NANRNANA RN RHAA

Staff Expertise

Culture of Compliance: Tone at the Top
Regulators have made it clear that creating a culture
of compliance is top priority. Former Federal
Reserve Governor Susan Schmidt Bies stated, “A
culture of compliance should establish — from the
top of the organization — the proper ethical tone
that will govern the conduct of business”.® Mary
Ann Gadziala, Associate Director of SEC’s Office of
Compliance Inspections and Examinations (OCIE)
noted that, “a ‘culture’ of compliance at a firm is

an overall environment that fosters ethical behavior
and sensitivities to compliance with the law in all
decision-making.”8 The goal for firms is to establish
parameters of ethical business conduct and have that
be a part of every decision that is made throughout
the organization. By doing so, an organization is
establishing its compliance identity and promoting it
across business lines.

59 Governor Susan Schmidt Bies Remarks at the Bond Market Association’s Legal and Compliance Conference, supra note 39.

60 Mary Ann Gadziala, supra note 57.

33



There are many ways to establish a culture of
compliance within a company. A company’s board
of directors and senior management set the tone

at the top. Companies must ensure that the right
individuals are placed in leadership positions and
compliance executives are committed to corporate
integrity and ethics. The role of senior management
is to understand compliance programs and exercise
oversight over the implementation of the program.
This includes establishing transparency at every level
of the organization by clearly defining roles and
responsibilities and communicating directly with
employees about expectations on business conduct.

An institution establishes an identity in the way it
conducts business and its commitment to ethics and
integrity. The tone for compliance may be established
through a strong compliance charter and mission.
Ethical principles may be defined in a comprehensive
code of conduct policy. A company may also set the
tone for compliance by firmly establishing its risk
tolerance and what types of business it is willing to
accept.

Ethical standards should be applied consistently
throughout the organization, with all employees
taking ownership of compliance rather than relying
on a centralized oversight of compliance risks. Ethics
hotlines and other mechanisms allow employees

to report and escalate issues anonymously and
without retaliation. Incidents that are escalated
should be adequately investigated and wrongdoing
addressed swiftly and in accordance with company
policy. Employees can be held accountable for their
compliance efforts via annual performance reviews.
Bonuses and other rewards for adhering to company
policy can also add value to compliance efforts.
Similarly, compensation plans that provide incentives
for questionable behavior should be rejected.

Communication to employees from management

is important, whether it is through direct
communications or through actions. As one
compliance executive stated, compliance needs to be

“marketed” to employees and branded. One example
of expressly promoting a culture of compliance is
management’s decision at Bank of America to have
all employees’ email communications include the
message, “compliance is everybody’s business at Bank
of America”. Compliance committees and other
working groups involving multiple business lines may
be used to create a forum to discuss emerging risk
areas and to provide training on compliance-related
topics.

As Lori Richards, SEC’s OCIE Director recently
noted, “at its best, a strong culture of compliance
can serve to foster and enhance compliant practices,
and, at its worst, it can result in violations of law by
firm employees and render efforts by compliance
staff meaningless.6! In order to enhance compliant
practices, compliance executives need to continually
monitor and update programs to reflect regulatory
and business changes. The effectiveness of the
compliance program should be assessed at least
quarterly and tested by internal and/or external audit.

The role of corporate compliance is to support
the business units and to provide monitoring

and oversight.

Structure: Roles and Responsibilities
There is no one size fits all approach when it comes to

how a compliance department should be organized.
A compliance department in a large, diversified

61 Lori A. Richards, Director, SEC Office of Compliance Inspections and Examinations, The Process of Compliance, National Sec. Exchange Comm’n , Speech at the
National Membership Meeting of the National Society of Compliance Professionals, (October: The Process of Compliance (Oct. 19, 2006), available at http://sec.gov/news/

speech/2006/spch101906lar.htm.



financial institution will look vastly different than a
compliance function within a community bank or
small investment advisor. Regulators appreciate these
distinctions and have pointed out that smaller firms
can require simpler policies and procedures as long as
the regulatory objectives are being met. Regulators
have warned, however, that as smaller firms grow and
develop new products and services, their compliance
resources should scale appropriately.® There are

a variety of factors to be considered by a financial
institution when establishing its compliance function,
including:

1. The products it offers
2.Its client base

3. The structure and diversity of its operations
(including the geographic areas in which it
operates and regulatory requirements for its
operations)

4.'The number of people it engages to conduct
its business.$3

There are several reporting models for compliance.
The compliance officer may report to the general
counsel, chief risk officer, chief operating officer,

or CEO. Traditionally, compliance has reported

to a top legal executive. However, with the advent

of enterprise risk management, there has been a
trend to move the function to the risk management
departments. The reason for this change is two-

fold. First, it allows compliance to assess risk across
the organization and coordinate with the ongoing
efforts of a risk officer in measuring operational

risk. Second, there are benefits from separating
compliance and the legal function. Legal departments
can more adequately advise compliance on issues
independently, for example. This is especially helpful
in the course of internal investigations. In addition to
day-to-day reporting, regulators require compliance
to report to the board of directors and/or audit
committee on an ongoing basis.

It is important that the corporate compliance
department, and the compliance officer, remain
independent of the business lines. The compliance
officer should be given the ability to seek information
throughout the organization, review possible
breaches, conduct investigations, and report issues
directly to senior management, the audit committee,
and the board of directors without undue influence.
Compliance officers also need adequate resources to
carry out their responsibilities. In some organizations,
the board and/or audit committee determine
compensation for compliance officers to maintain
further independence.

The role of corporate compliance is to support

the business units and to provide monitoring and
oversight. Companies may choose to enhance the
compliance function by placing compliance personnel
within the business lines. This approach is effective
because these individuals will possess first-hand
knowledge about customers, products, and other
business operations. Compliance professionals

within the business lines should report to corporate
compliance in some fashion. This may be a formal
reporting structure or a “dotted line” to corporate
compliance with a direct report to managing directors
in the business units. Institutions may consider
forming compliance committees and other working
groups to ensure that there is proper communication
with the business units.

Roles and responsibilities of compliance must be
clearly delineated. Regulatory guidance, such as the
Basel Committee on Banking Supervision’s paper,
Compliance and the Compliance Function in Banks states
that “the Board of Directors should ensure the
organization has a top-to-bottom compliance culture
that is well communicated by senior management so
that all staff members understand their compliance
responsibilities. Clear lines of communication and
authority help avoid conflicts of interest.”s Policies
and procedures are only effective if personnel
understand who is responsible for implementation
and who is in charge of monitoring ongoing concerns.

62 NASD Notice to Members 04-71 (October. 2004), available at http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_011633.pdf.

63 10SCO Report on Compliance Function at Market Intermediaries supra note 52 at p. 7.

64 Basel Paper on the Compliance Function in Banks supra note 50 at p 12.
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Role of Board of Directors and Senior

Management

The board of directors and senior management may
delegate day-to-day compliance operations, but still
need to be informed and manage compliance issues.
Regulatory guidance states that senior management
must oversee the scope and structure of compliance
and understand the regulatory and compliance

risks impacting the organization. Clear lines of
communication among the business units, compliance
professionals, and senior management should be
established. Ongoing reports and assessments of the
program must be provided to senior management and
processes to escalate and resolve material issues or
breaches must be in place.

Senior executives have numerous responsibilities

in relation to compliance. Under acts such as
Sarbanes-Oxley, top executives must certify to the
accuracy of financial statements and effectiveness
of internal controls. The SROs have formalized
senior management involvement by requiring that
certifications and annual reports on compliance are
provided to senior management and the board (See
NASD Rules 3012 and 3013, and NYSE Rule 342).
Similar regulations in place for broker-dealers require
formal interaction between senior management and
the chief compliance officer.6s

Senior executives must account for compliance and
legal risks when conducting business operations.
As a result, senior management has taken on more
responsibility in monitoring the compliance officer
and the compliance department. According to an
American Banker survey, among those firms that
have a chief compliance officer, nearly 42% have
that individual reporting to the CEO.5 In addition,
an increasing number of compliance officers

are reporting directly to the board or the audit
committee.

There is some confusion about the level of
involvement of the board of directors in the

compliance area, especially in terms of what policies
and procedures must be approved by the board. Some
rules specifically state that a board must approve
compliance policies and procedures.t” However, in
other instances, the regulatory guidance is unclear.
As a result, many compliance policies and procedures
are approved by the board as a defensive measure and
not due to regulatory requirements. There appears
to be a need for additional regulatory guidance to
clarify when board action is required in relation to
compliance policies and procedures. According to
one former general counsel of a diversified financial
institution, there are between 300 and 400 references
in the Bank Holding Company Supervision Manual
alone that require reports to boards of directors

or board approvals of policies and procedures. If
boards of directors were held to each one of these
requirements, it would have a significant impact on
their ability to function. Relevant guidance should be
reviewed and updated periodically.

Risk Assessments

Key to an effective compliance program is the
identification of compliance risks. Risk assessments
and testing ultimately involves more than a checklist
approach. A risk assessment is an evaluation of

the firm’s vulnerability to breaches of legal and
regulatory standards. When undertaken for the first
time, it involves a painstaking inventory of products,
procedures, and policies, department by department,
and a mapping of those products, procedures,

and policies against their corresponding legal and
regulatory requirements. In best-of-breed companies,
this process is elevated to include measurement
against industry best practices as well.

There are several ways that a financial institution
can assess compliance risk across an organization.
A financial institution may develop regulatory risk
matrices that review what regulations apply to its
overall business. Compliance matrices by business
line are often used to determine what areas need
additional controls and monitoring. These matrices

65 NASD IM-3013 (applicable to broker-dealers) (November 2004).
66 See Garver, supra note 20.

67 E.g., Investment Company Act Rule 38a-1 specifically states that fund boards must approve compliance policies and procedures of each investment adviser, principal un-
derwriter, administrator, and transfer agent of the fund, which approval must be based on a finding by the board that the policies and procedures are reasonably designed

to prevent violation of the Federal Securities Laws by the fund.



list the relevant regulations impacting the business
and the procedures, controls, and testing needed to
handle those risks. Similar matrices may be established
for vendors and other third parties with whom firms
have business relationships. As a best practice, these
matrices rank the risks associated with these activities
and an institution will evaluate internal controls,
policies and procedures, and testing and training based
on risk ratings. Higher risks require additional due
diligence, controls, and testing. Gaps in controls are
evaluated and addressed on an ongoing basis.

Financial institutions should be diligent when
reviewing risks associated with new customers and
products. Several factors may be reviewed, such as
customer profiles, transaction volumes and trends,
product type/complexity, and relevant laws and
regulations. Defining high, medium, and low-risk
customers and transactions allows institutions to
determine what types of controls are required and
helps establish an institution’s risk appetite when
soliciting new clients and products.

Policies and Procedures

Strong policies and procedures set the tone for a
compliance program. One of the most important
compliance policies is the code of ethics or code of
conduct, which outlines the organization’s overall
attitude toward compliance and makes employees
aware of these guidelines. The code of ethics need
not reference any specific legal requirements;
however, it should be sufficiently specific and
exhortatory as to convey the firm’s attitude toward
compliance and ethical behavior. Compliance policies,
in contrast, should include all relevant legal and
regulatory requirements. In general, written policies
are necessary to outline specific guidelines and ensure
that roles, responsibilities, and business rules are
transparent. The roadmap for drafting compliance-
related polices may come from the business unit and
from regulatory risk matrices that outline applicable
laws and regulations as well as associated risks and

controls. In an enterprise-wide program, regulators
stress that policies must be consistent across business
lines and geographic jurisdictions (unless otherwise
permitted under local laws). All policies should be
supported by business unit procedures tailored to the
individual functions. Policies need to be continually
updated to address changes in regulations and
business functions, and to ensure there are no gaps
between compliance risks and related controls.

Regulators have stated that a frequent examination
finding is that firms have good procedures, but
don’t follow them.® To be effective, policies must be
backed up by front line procedures and both must
be enforced. Violations of policies and procedures
should be quickly identified, investigated, and dealt
with appropriately. In addition, exceptions to policies
should be weighed carefully against the potential
impact on the effectiveness of the policy’s intended
purpose and results. Institutions should adapt
policies to account for changes in the industry, new
legislation/regulation, evolving business practices
and new customer relationships. According to SEC
Director of Enforcement Linda Thomsen, “this

task requires constantly looking out for potential
conflicts of interest and weak points in your policies
and procedures, and exploring ways in which people
might try to game the system, subverting the rules
and standards to which they are subject. In other
words, your program must be proactive, not just
reactive.”89

Tracking New Regulations and Regulatory
Changes

Another element of an effective compliance program
is the ability to keep abreast of regulations. Regulators
have stated that institutions should be proactive and
anticipate regulatory expectations and current topics.
Former Federal Reserve Governor Susan Schmidt Bies
stated that compliance programs should “constantly
assess evolving risks when new business lines are
added, when existing activities and processes are

68 Lori A. Richards, Director, SEC Office of Compliance Inspections and Examinations, remarks before the National Society of Compliance Professionals 2004 National
Membership Meeting: Instilling Lasting and Meaningful Changes in Compliance (October 28, 2004), available at http://www.sec.gov/news/speech/spch102804Ir.htm
69 SEC Director of Enforcement Linda Chatman Thomsen remarks before the ALI-ABA Course of Study SEC/NASD Compliance (June 17, 2005), available at http://www.sec.

gov/news/speech/spch061705Ict.htm
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Former Federal Reserve Governor Mark Olson
stated, “To prepare for what may be ahead,
organizations should not only draw on past
experience, but employ quantitative and

qualitative scenario analysis and planning”.n

altered, or when there are regulatory changes.”7
Former Federal Reserve Governor Mark Olson stated,
“To prepare for what may be ahead, organizations
should not only draw on past experience, but employ
quantitative and qualitative scenario analysis and
planning.””! Officials from the SEC agree that “the
identification of compliance risks and corresponding
changes to the compliance system should be a
dynamic process designed to ensure that the firm’s
compliance controls remain responsive to changes in
laws as well as in the activities of the firm.””

In a rapidly changing regulatory environment,
financial institutions have a greater need to remain
informed in order to ensure compliance policies and
procedures are effective. This can be accomplished

by creating a system to track regulations in a central
database, interpret the impact of these laws, and

map them against current policies and procedures

to determine if changes are needed. Compliance
executives may choose to coordinate with in-house or
outside counsel to receive updates and interpretations
on new laws. An organization’s examiner-in-charge
or primary supervisor is another valuable resource
for advice and guidance on regulations. Compliance
professionals may choose to become engaged in
industry trade associations or other groups that
provide information and have resources to interpret
new rules. This includes becoming involved in the
front end of the rulemaking process and offering
input on proposed rules as well.

Oversight and Monitoring

Corporate compliance departments are required
to have strong oversight and monitoring of the
compliance program. This includes reviewing
risks associated with all products, customers, and
transactions as well as ongoing compliance with
policies, procedures, and controls. Compliance best
practices require risks to be continually identified
and ranked on an ongoing basis and the areas with
the highest risk be given the greatest attention. In
addition, the compliance function reviews testing
results to determine areas of concern.

The goal is to be able to advance business objectives
while meeting legal and regulatory requirements.
This requires compliance to partner with business
and not act as an obstacle to operations. Compliance’s
role is to advise business supervisors who may

need assistance in determining whether or not to
effect a transaction. The objective of oversight and
monitoring is to identify areas where controls are
needed and to promptly identify, escalate issues to
senior management, and rectify any areas that may
indicate a regulatory breach. Monitoring involves

a continuous review of compliance personnel

and systems. Compliance professionals and senior
management use analyzed data to detect trends and
identify areas where additional resources, controls, or
training is needed due to systematic weaknesses in the
program.

Escalation of Issues and Investigations
The ability to escalate issues to an independent party
strikes at the integrity of a compliance program.
Firms should have formal procedures for escalating
internal compliance issues and customer complaints.
Issues are to be escalated as soon as possible.
Employees within the business lines must be able

to raise issues with an independent compliance

70 Susan Schmidt Bies Remarks at the Financial Women'’s Association Washington, D.C. Briefing, supra note 30.
71 Federal Reserve Governor Mark W. Olson remarks at the Fiduciary and Investment Risk Management Association’s Twentieth Anniversary Training Conference, (April 10,
2006), available at http://www.federalreserve.gov/BOARDDOCS/SPEECHES/2006/200604 10/default.htm.

72 See Gadziala, supra note 57.
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Audit must operate independently of the

business lines and the compliance function.

officer and have the ability to call an anonymous
ethics hotline. In turn, the compliance officer must
be given authority to report issues directly to the
board or audit committee without interference
from senior management.” If issues are escalated,
prompt corrective action should be developed and
documented.

Escalation procedures will produce matters deserving
further scrutiny. Internal investigations must be
thorough and well-documented. It is in the best
interest of the compliance function to communicate
issues to regulators. As evidenced in the Federal
Sentencing Guidelines, the McNulty Memorandum,
and the SEC’s Seaboard factors, self-reporting and
escalation of issues plays a pivotal role in how
examiners review an institution’s compliance
program.

In relation to investigations and inquiries by
regulators and other government authorities,
compliance departments will often work with the
legal department and other groups to investigate the
incident and prepare a report for senior management
and the regulators (if appropriate). Part of this
inquiry could include a review of whether the activity
in question was appropriate and whether the policies,
procedures, and controls were effective. Compliance
may perform some additional testing in these areas or
request internal audit to conduct a review to validate
systems. Compliance should coordinate providing
information related to investigations to regulators and
create action plans for prompt corrective action.

Testing and Validation

Testing is necessary to detect and correct compliance
weaknesses. Regulators require that all elements of a
compliance program, including policies, procedures,
systems, and people are tested on an ongoing basis.
Testing can occur at a high level, including a review
of monitoring and oversight, or can be done on
individual transactions. Similar to the examiners’
supervisory approach, testing should be risk-based
and place additional emphasis on those higher risk
areas or areas where unusual activity is detected.

Several layers of testing may exist in any organization.
Testing should begin at the business line level with
self-testing. Self-testing is a tool to demonstrate the
effectiveness of controls and gets each employee

to understand these controls and be accountable

for the controls’ effectiveness. A risk assessment

may be performed to rank the risk of each business
unit and determine the level and frequency of self-
testing. If the risks are high, the scope of testing

will be broad and occur more often throughout the
year. Self-testing procedures should be consistent
across the organization, well documented, and be
presented to senior management. Work papers

from self-testing (and all testing for that matter) are
useful for internal audit and regulators who will
subsequently review similar controls within the
business unit. The compliance function is responsible
for reviewing and validating self-testing. Compliance
departments monitor and identify key risk areas

that need additional testing either by the business
line, compliance, or audit. Compliance validates any
corrective actions taken by the business line as a result
of the self-testing process.

The role of internal audit in testing compliance
risks is crucial. As the Basel Committee stated,
“compliance risk should be included in the risk
assessment methodology of the internal audit
function, and an audit program that covers the
adequacy and effectiveness of the bank’s compliance
function should be established, including testing

of controls commensurate with the perceived level
of risk.”% The role of internal audit is similar for

73 Basel Committee on Banking Supervision Paper, supra note 50 at p. 5.
74 1d at p. 8.
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any diversified financial institution. Audit must
operate independently of the business lines and the
compliance function. The scope of testing should
be comprehensive and include an evaluation of
ongoing compliance with laws, regulations, and
applicable industry best practices. The scope should
also include a review of the adequacy of policies,
procedures, controls, adequacy of training programs,
and an analysis of compliance’s monitoring of these
elements. The scope may be adjusted based on the
company’s size and risk profile. Internal audit will
share its results with senior management, board of
directors, and audit committees. The compliance
function is responsible for ensuring that corrective
actions on audit findings are properly tracked

and monitored. Regulatory agencies, such as the
SEC and others, review corrective action taken by
management on audit findings during the course of
their examinations and investigations.

Regulatory examiners often rely on the work of
internal audit. For example, in the course of broker-
dealer examinations, the SEC has begun a new
process of leveraging off internal audit departments
when conducting risk management examinations.’s
In gauging the effectiveness of internal audit, the
SEC assesses the internal audit charter as well as
“qualification and expertise of audit management
and staff, the adequacy of resources and systems,
the independence and authority of the internal audit
department, and the adequacy of audit coverage
throughout the organization, with a focus on risk
management audits.’s

In addition to self-testing, compliance testing and
internal audit reviews, organizations may wish to
use external auditors to further review and validate
procedures and controls. Due to limited resources,
smaller organizations often outsource the internal
audit function.

Training and Awareness

Compliance policies are only effective if properly
communicated and understood at the staff level.
Training programs may include annual training for

key compliance areas as well as additional training
for areas with the greatest risk exposure. Regulators
require that training programs be reviewed and
updated based on regulatory and business changes.

Training can be offered during corporate orientations
and via on-line, web-based programs, but must be
ongoing as well. Companies may consider utilizing
newsletters, intranet communications, distance
learning, email, and other forms of communication.
Some training programs may be tailored toward the
business level to provide additional guidance on the
applicability of policies and procedures. All training
should be documented and participation tracked
accordingly. There is no reason why compliance
training and instruction regarding business procedures
cannot occur simultaneously so long as appropriate
stress is placed on compliance.

Regulatory Examinations

Regulatory examinations are a litmus test for the
effectiveness of an organization’s controls, at least in
relation to a certain point in time. Poor ratings and
findings can lead to fines and sanctions. One of the
roles of corporate compliance is to prepare business
lines for examinations. This can be done throughout
the year by implementing the elements of an effective
compliance program. Compliance departments need
to ensure that business lines have been properly tested
prior to examinations; either through self-testing,
internal audit, or by the compliance department itself.
Any comments from testing, or from prior regulatory
examinations, must be addressed and corrective
action taken. A gap analysis should be performed to
determine if additional action is needed.

The compliance department is the central coordinator
during examinations. Compliance schedules

meetings and handles requests for information

and other inquiries from regulators. Compliance
discusses examination findings with management

and determines corrective action. All regulatory
comments must be tracked in a central database and
updated periodically.

75 Mary Ann Gadziala, SEC Associate Director, Remarks at the Annual Conference of the Internal Auditors Industry Association: A Regulatory View — Broker-Dealer Internal
Audit/Compliance Priorities, 2006 Annual Conference of the Internal Auditors Industry Association, Fort Lauderdale, FL (October 17, 2006), available at http://www.sec.

gov/news/speech/2006/spch101706mag.htm
76 1d.



The perspective of regulatory agencies has changed
when it comes to examinations and should be

taken into account by compliance departments
when preparing for supervisory examinations. Most
financial regulators take a risk-based approach during
examinations. Regulators either focus on substantive
areas that pose the greatest risk for all institutions
based on prior experience (i.e. AML, market
trading, financial accounting, sales practices, etc.) or
examiners review risks across an organization based
on factors such as size, customer base, geographic
location, and previous regulatory history. In the end,
regulators use all examinations as “roadmaps for
future exams — focusing on reviews in areas where
controls are weak or lacking.”7?

Strong Rapport with Regulators

Ongoing communication with regulatory officials

is vital to the success of a compliance program.

It is important that regulators understand an
organization’s business model and compliance
program. In turn, compliance officers should fully
comprehend regulators’ expectations, especially prior
to examinations or when there have been significant
regulatory changes that may impact a firm’s business.

Compliance executives have stated that regulators
are a good resource for benchmarking information
and other expertise. Compliance officers should
therefore be proactive and contact regulators if there
is a question prior to conducting a transaction or
establishing a new customer relationship. In addition,
compliance officers may consider providing periodic
reports to supervisory authorities on the compliance
program regardless of whether they are required to
do so by statute.

One of the compliance function’s main duties is

to coordinate all information that is provided to
regulators as part of investigations, examinations, or
routine requests for information. It is also important
for compliance executives to promptly self-report any
issues identified as a potential problem area and to

establish corrective action for regulators. However, it
is noted that the culture for self-reporting problems
varies with banking being more collaborative vis-
a-vis its regulators than securities. As the McNulty
Memorandum suggests, government officials give
positive weight to prompt disclosures of wrongdoing
as well as cooperation during government
investigations.” Compliance departments will often
have more difficulty if they do not fully cooperate,
or if the issue is not reported but later found during
the course of an examination. Maintaining a strong
relationship with regulators will give institutions the
ability to work through these issues.

Accountability

It is somewhat difficult to measure the effectiveness of
compliance programs and determine accountability
at the individual and institutional level. On a business
line level, regulators have suggested a scorecard
approach and periodic reporting to management on
how the controls are working. This can be handled
through the use of a heat map which includes
designations such as red (significant issues that need
corrective action), yellow (areas of concern), or green
(adequate procedures) respectively. Regulators have
suggested that employees’ performance reviews
include a line for effective compliance. Regulators
have stated that compensation and bonuses should

be tied to the ability of employees to follow company
compliance policies and procedures.” This creates
accountability throughout the organization in relation
to compliance.

Although corporate compliance oversees the
program, business units ultimately own compliance
and are responsible for its effectiveness. Compliance
partners with business to help achieve the goal of
earning revenue for the organization.® This means
that compliance has a role in working with business
units in product development and new business
opportunities before they become a potential
compliance risk.

7 Mary Ann Gadziala, SEC Associate Director, Remarks before the 5th Annual Regulatory Compliance Conference for Financial Institutions: Strengthening Investors
Confidence Through Sound Compliance and Risk Controls, 5th Annual Regulatory Compliance Conference for Financial Institutions, Toronto, Canada ,(September 24,

2003), available at http://www.sec.gov/news/speech/spch092403mag.htm.
78 See McNulty Memorandum, supra note 45 at p. 14.

79 Federal Reserve Governor Mark W. Olson speech to The Financial Services Roundtable and the Morin Center for Banking and Financial Services Compliance Conference,

Washington, D.C., supra note 25.

80 See Deloitte White Paper, Global Financial Services Industry Outlook, Shaping Your Strategy in a Changing World (April 21, 2006) at p. 10.
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Adequate Resources and the Use of
Technology

Management is tasked with determining what
resources are necessary to minimize regulatory

and compliance risks. This includes personnel

and systems. Management must be committed to
allocating significant resources to the effort. As
previously noted, these expenses are often a large
percentage of a company’s revenue. Management
must find people with the proper level of expertise
in each business and geographic location in which
the company operates. Compliance executives must
ensure that these resources are distributed efficiently
and that roles and responsibilities are defined and
understood.

It is often difficult to find the right balance of

manual versus technological solutions for meeting
compliance objectives. Because of the risks,
complexity and globalization of organizations,
technology has become a useful tool for compliance.
Technology can be used to create databases, monitor
transactions, review trends, and issue information
reports to management. Technology may also be used
to reach areas not previously accessible to compliance
and track trends in the compliance function. One
compliance executive interviewed for this study
outlined how technology has bolstered his company’s
compliance program. This broker-dealer recently
purchased a program that could monitor transactions
to determine if the purchase of a security deviated
from the customer’s stated investment objectives

and therefore created a potential violation of broker-
dealer suitability rules. If a deviation is found, the
transaction is flagged and a report is generated for
compliance to review. Compliance executives also
reported many similar effective software programs
used to monitor customers and transactions for anti-
money laundering purposes and to evaluate internal
controls as required under the Sarbanes-Oxley Act.

There are issues, however, associated with technology.
In light of significant merger and acquisition activity,
in some cases multiple systems are being used which

Rules-based regulation promotes a “check the
box” mentality toward compliance. This frame
of mind glorifies technical compliance over

substantive compliance.

creates overlap and inefficiency. In addition, there
are challenges in updating legacy systems to meet
new and updated regulatory requirements. Systems
are inefficient if not used correctly and if staff is
not trained on proper implementation. Systems can
create gaps in compliance programs if not properly
managed. Often, systems are not able to interpret
data as well as individuals. In addition, systems are
costly and are prone to technical errors that can
create additional risks. Business continuity planning
and redundancies are critical when dealing with
technology that is associated with compliance.

Staff Expertise

Acquiring the intellectual capital required to
implement compliance programs is essential.
According to the Basel Committee, compliance
function staff should have the necessary qualifications,
experience, and professional and personal qualities to
enable them to carry out their specific duties.8! These
duties include an understanding of compliance laws,
rules, and standards that impact a financial institution.
Most regulators not only review a compliance

81 Basel Committee on Banking Supervision, Compliance and the Compliance Function in Banks, supra note 50 at p. 13.



program, but the individuals implementing the
policies and procedures. Therefore, companies
should exercise extreme due diligence in the hiring
process. This includes formal background checks and
other procedures to ensure the integrity of potential

candidates.

Hiring the right people is difficult in the current
environment because of the competitiveness of

these positions and the lack of qualified individuals
available. As former Federal Reserve Governor Mark
Olson stated, there is a “war on talent” when it comes
to compliance professionals.® Financial institutions
have hired former regulators and individuals with
other specific talents to fill the void; however, since
this area is developing so quickly, the number of truly
qualified individuals is small. Financial institutions
should attempt to attract talented persons who not
only understand rules and regulations, but have a
firm grasp of the business lines they are monitoring.

It is also helpful to attract resources with knowledge
of technology. Compliance staff must possess the
requisite training needed to perform the job. Financial
institutions have developed programs to ensure gaps
in knowledge are addressed by continuing education
and training of compliance staff.

Finally, regulators review financial institutions to
ensure they have adequate resources to carry out their
mission. The number of personnel varies depending
on the size and complexity of the firm. Companies
perform ongoing risk assessments to ensure that

they have the proper number of staff with adequate
expertise to execute the compliance plan. Staffing
presents challenges at all levels. Larger, complex firms
require more staff with a higher degree of regulatory
knowledge. Smaller institutions, subject to many of
the same regulations, have a significant compliance
burden due to the lack of in-house resources. Many
times compliance officials in smaller organizations
also have other responsibilities. In an effort to meet
these challenges, both small and large firms outsource
some of the key functions. Regulators have stated
that certain functions may be outsourced; however,
the compliance officer, senior management, and the
board of directors remain responsible for compliance
with applicable laws and standards and should
maintain supervision and oversight of the outsourced
functions.ss

82 Federal Reserve Governor Mark W. Olson speech to The Financial Services Roundtable and the Morin Center for Banking and Financial Services Compliance Conference,

Washington, D.C., supra note 25.

83 Basel Committee on Banking Supervision, Compliance and the Compliance Function in Banks, supra note 50 at p. 15.
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VII. Recommendations

Inconsistent regulations and uncoordinated
supervisory practices across borders and sectors
diminish regulatory efficiency and create unnecessary
burdens for both regulators and firms.

There are several areas of concern in the current
regulatory environment, most notably the impact of
regulations and enforcement on the competitiveness
of US. financial institutions in international markets.
Strong regulation and enforcement is important for
consumer protection and to ensure the integrity of
U.S. financial markets. Based on the recent corporate
scandals, there is clearly a need to maintain diligence
in these areas. However, excessive and duplicative

regulation and enforcement can stifle competitiveness.

Recent studies have highlighted several areas of
concern in the current regulatory environment, most
notably the impact of regulations and enforcement
on the competitiveness issue. All agree that strong
regulation and enforcement is important for
consumer protection and to ensure the integrity

of US. financial markets. Corporate scandals have
demonstrated the need to maintain diligence in these
areas. However, excessive and duplicative regulation
stifles competition and impedes the very objectives
that regulation seeks to achieve. The authors of this
paper endorse many of the recommendations of
recent studies including those in the report published
by the Commission on the Regulation of U.S. Capital
Markets in the 21st Century, the Interim Report of

the Committee on Capital Markets Regulation, the
Bloomberg-Schumer report on Sustaining New York’s
and the U.S.’s Global Financial Services Leadership, and
the GAO report, Financial Market Regulation, Agencies
Engaged in Consolidated Supervision Can Strengthen
Performance, Measurement, and Collaboration.

Regulatory overlap and inconsistent approaches
to regulation have placed a burden on the
financial services industry in general and the
compliance function in particular. These burdens
are compounded by the conflicting missions of
regulatory bodies and the differing attitudes that

regulators display both inter-agency and intra-agency.
The result of this conflict is high compliance costs and
significant risks associated with noncompliance.

The goal of the recommendations below is to
demonstrate how the compliance function could
benefit from changes in regulatory and enforcement
practices as well as to set forth proactive measures
that can be taken to achieve efficiencies and, more
importantly, regulatory harmony. It is recommended
that:

1. There be an overall harmonization of similar
regulatory missions

2. Current enforcement practices of federal and
state authorities be revamped

3. An attempt be made to bridge the gap under
the current regulatory structure in order
to harmonize the regulator and industry
approaches toward compliance

4. Institutions should create a culture of
compliance that extends beyond the current
rules and regulations and encompass industry
“best practices” and “business rules.”

A. Harmonize the Missions of All

Financial Services Regulators
Regulation of financial services institutions is complex
and multi-layered. Despite the passage of GLBA and
the genesis of diversified financial institutions and
functional regulation, financial institutions are still
subject to supervisory review by multiple federal
regulators and state agencies, including four banking
regulators, the SEC, self-regulatory organizations,
state banking, securities, insurance departments, and
state attorneys general, among others. Each agency
has its own mission and culture. These differing
missions and cultures were tolerable during an era
when the industry was Balkanized. The differences
are counterproductive and anti-competitive, however,

84 |nstitute of International Finance, Inc., Proposal for a Strategic Dialogue on Effective Regulation, (December 2006) at p. 6.



now that previously separate businesses have
converged under one corporate roof.

Among the federal bank regulators, the FDIC is
concerned with protecting the insurance fund
supporting deposits of institutions while the Federal
Reserve, for which bank regulation is a secondary
responsibility, analyzes the safety and soundness of
institutions and the banking system in general. The
SEC’s goal, in contrast, is to protect investors and
promote capital market efficiency. These contrasting
regulatory missions produce staffs and internal
cultures that reflect their missions. The Federal
Reserve, for example, employs more economists

in its role as central banker while the SEC employs
more attorneys in its effort to enforce securities laws.
Despite these differences, there is common ground in
principles that can apply to all regulators.

Establish High Level Principles

As the Bloomberg-Schumer Report suggests, there
should be a shared vision for financial services and a
set of supporting regulatory principles similar to the
approach taken by the Financial Services Authority
(FSA) in the United Kingdom.8 U.S. regulators should
consider moving toward principles-based regulations
similar to the approach taken by the FSA. The FSA’s
website states the following: “The FSA’s intention
behind a move towards a more principles-based
approach is to achieve better treatment of customers
through firms’ own initiatives and actions. As a
regulated firm you will be given greater flexibility to
decide how to meet your regulatory responsibilities.
This means you will have more discretion in how you
do your business.”8

Rules-based regulation promotes a “check the box”
mentality toward compliance. This frame of mind
glorifies technical compliance over substantive
compliance. It has been said, for example, that it

is this lack of attention to substantive issues that
allowed market timing and late trading practices to
take hold in the mutual fund industry. Compliance
departments should proactively manage and assess

risks across the organization, rather than reviewing
for potential individual violations of the law. Although
it is important to understand the regulations and the
laws that impact business, there should be a level of
flexibility that enables institutions to innovate and
evolve. Principles-based regulations allow institutions

to accomplish this objective.

On April 17, 2007, the U.S. Supreme Court
ruled in Watters v. Wachovia Bank, N.A.,
upholding federal preemption of state laws
with respect to operating subsidiaries of

national banks.

Reconstitute and Empower the Federal
Financial Institutions Examination
Council and President’s Working Group on

Financial Markets

The Federal Financial Institutions Examination
Council (FFIEC) is a formal interagency body,
established in 1979 to prescribe uniform principles,
standards, and report forms for the examination

of financial institutions by the Board of Governors
of the Federal Reserve System (FRB), the Federal
Deposit Insurance Corporation (FDIC), the National
Credit Union Administration (NCUA), the Office of

85 Michael R. Bloomberg, and Charles E. Schumer, Sustaining New York’s and the US’ Global Financial Services Leadership, supra note 12 at p. 82.

86 See generally, www.fsa.gov.uk
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the Comptroller of the Currency (OCC), and the
Office of Thrift Supervision (OTS), and to make
recommendations to promote uniformity in the
supervision of financial institutions. Its powers are
severely limited and its membership is restricted to
bank and credit union regulators only. In 2006, the
State Liaison Committee was added to the FFIEC as a
voting member.

To date, the FFIEC has largely served as a forum

for voluntary collaboration among bank regulators.
There are some recent examples that have proven
how coordination among regulators within the
FFIEC and beyond has benefited the industry

and the compliance function. In June 2005, the
FFIEC released the Bank Secrecy Act/Anti-Money
Laundering Examination Manual.#’ The goal of the
manual was to ensure the consistent application

of the BSA to all banking organizations, including
commercial banks, savings associations, and credit
unions. Empirical evidence, such as reduced SAR
filings and enforcement actions against financial firms
for AML violations, demonstrate the effectiveness of
the FFIEC model. In another example of inter-agency
collaboration, the federal banking regulators and the
SEC, at the specific direction of Congress, combined
efforts to propose a rule that details which securities
activities can be conducted directly by a bank and
which activities must be “pushed out” to a broker-
dealer affiliate.®8 Prior to coordination of efforts
among the SEC and banking regulators, this rule had
been in limbo for over six years since the passage of
the GLBA.

We believe that if properly reconstituted and
empowered by Congress, the FFIEC could serve as
the essential vehicle for the harmonization of the U.S.
financial services regulatory system. For it to succeed
in this new and expanded mission:

1. The FFIEC’s membership would be
expanded to include the SEC, major SROs,
and the National Association of Insurance
Commissioners

2.It would be charged legislatively with
reconciling conflicting regulatory actions.

The FFIEC, as reconstituted, should be the driving
force behind effective changes in financial services
regulation as outlined above. The FFIEC could
establish the aforementioned core principles for

the financial services industry and create a singular
purpose for financial services regulators. To ensure it
is fulfilling this purpose, the FFIEC should be subject
to Congressional oversight or report directly to the

President’s Working Group on Financial Markets
(PWG).

Bank examiners have complete and total access
to the books and records of the bank being
examined, while SEC examiners’ access is

considerably more limited.

President’s Working Group on Financial
Markets

The PWG could be a useful forum to review the
coordination efforts between financial regulators and
settle differences that exist among these agencies. The
PWG should oversee and work with groups such as
the FFIEC in an effort to establish core principles for
the financial services industry and create a singular
purpose for financial services regulators.

87 See FFIEC Bank Secrecy Act/Anti-Money Laundering Examination Manual InfoBase, www.ffiec.gov/bsa_aml_
88 Proposed Regulation R, 12 CFR Part 218; 17 CFR Parts 240 and 247; Securities and Exchange Act of 1934— Broker Exemption for Banks; Proposed Rules and Notice

(12/26/06).



The Commission on the Regulation of U.S. Capital
Markets in the 21st Century recommended that the
PWG take the following actions:

« Develop a unified, coherent vision for the
financial sector and a more efficient unified
regulatory structure

* Develop a comprehensive, forward-looking
strategy for the sector and its regulation

« Develop a set of shared values to support the
vision and drive the strategy

* Develop mechanisms and policies regarding
the U.S. interaction with foreign markets and
regulators

* Define the relationship between federal and
state jurisdiction in different aspects of the U.S.
capital markets

* Develop a blueprint for a modern U.S. financial
services regulatory regime that will ensure
our markets remain competitive and globally
attractive. 8

In its oversight role, the PWG should review how
regulation and enforcement practices affect financial
institutions’ business planning and competitiveness
in world markets as well as the potential impact on
consumers, business conduct, and the compliance
function within financial firms.

Review and Update Prescriptive Rules

In some instances, there is clearly a need for
prescriptive rules. In other instances, regulations are
outdated due to the complexity of firms, the role

of technology, or other factors. Examples of overly
prescriptive areas of regulation include exemptions
from the Investment Company Act of 1940, allowance
for loan and lease loss calculations for banks, Basel II
capital rules, and the Community Reinvestment Act.

It is recommended that regulators perform a more
effective cost-benefit analysis on all current and

proposed rules to reassess the original purpose of the
rules and determine the rules’ impact on institutions,
consumers, and the market. In addition, rules should
be reviewed periodically to assess the level of burden
they place on covered firms. Some rules, especially
those with the most direct impact (i.e., Sarbanes-
Oxley Act and the Bank Secrecy Act) should be
reviewed more often and include input from the
industry. Finally, regulators should consider reducing
the volume of regulations or at least controlling the
pace of new regulations to ensure current regulations
have been sufficiently implemented prior to releasing
additional regulations.

Prudential regulation would require the SEC to

examine its culture and personnel.

Create Uniform National Standards Where
Appropriate and Move Toward a More

Productive Form of Federalism

The marketplace for most financial services products,
even at the retail level, is national and in many
instances global. Yet the impact of inappropriate or
illegal activity is felt most intensely at the local level
(witness the fall-out from recent subprime mortgage
lending activities). Local enforcement officials are
generally more sensitive to corporate wrongdoing
and its consequences. However, local officials, when
prompted to action, tend to be less cognizant of

the systemic consequences of their enforcement
actions than are their federal counterparts. Moreover,
financial firms themselves, mindful of reputational
issues, are wary of challenging local actions. The
result is often a toxic brew of misguided settlements,
regulatory one-upsmanship, and an obfuscation of
the original goals of regulation. The OCC’s unilateral
action in asserting its plenary authority over national
banks has tended to aggravate this situation. On April
17, 2007, the U.S. Supreme Court ruled in Watters v.
Wachovia Bank, N.A., upholding federal preemption
of state laws with respect to operating subsidiaries

of national banks. While clarifying the legal position
of one segment of the financial services industry,

the ruling does not further the goal of industry-wide
harmonization.

89 Commission on the Regulation of U.S. Capital Markets in the 21st Century, Report and Recommendations, supra note 12 at p. 118-119.
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It is in the long term interest of the U.S. that Congress
develops a systemic solution to this problem. The
elements of any such solution should:

« Take advantage of the resources, sensitivities,
and intelligence that local authorities offer

 Recognize the national scope of the
marketplace for most financial services
products. There are some areas where
complying with laws in multiple jurisdictions
creates challenges for financial institutions.
Congress should consider creating uniform
national standards where necessary to
eliminate the inefficiency of complying with
multiple and often vastly different standards.
For example, pre-empting state privacy laws
would provide firms one uniform set of
privacy laws versus the numerous state laws
that institutions must comply with at this time.
National standards should be at a level that
provides adequate protection to the consumer.

« Provide for an optional federal insurance
charter to further modernize this segment of
the financial services industry. Changes in the
size and complexity of insurance firms, along
with the removal of various barriers post-
GLBA, have made this legislation necessary.
The compliance function within insurance
companies faces cost burdens and operational
challenges under the current regulatory
regime. There is also a regulatory disparity
between banks conducting insurance activities
which are not subject to similar requirements
and restrictions as insurance companies. An
optional federal insurance charter would
provide insurance companies with the ability
to conduct business more efficiently across all
fifty states.

B. Review Enforcement Practices of
State and Federal Authorities

Current enforcement practices and attitudes are
negatively impacting financial institutions and need

to be analyzed. As the Bloomberg-Schumer Report
suggests, the SEC should “conduct an assessment of
the enforcement mechanisms used by federal and
state regulators today, along with state and federal
judiciary agencies, to improve the consistency and
predictability of enforcement efforts.%

SEC and SRO Examination and
Enforcement Practices Should be More

“Prudential”

The contrast in missions and cultures among the
regulatory agencies is not only reflected in the
composition of the agencies’ staffs, it is also reflected
in the way that the regulated firms interact with

the agencies that regulate them. In the banking
environment, bank personnel for the most part

have an open and collaborative relationship with
examiners. In the securities and broker/dealer
environment, however, the relationship with
examiners is more strained. Investment firms have
been largely critical of the SEC’s and SRO’s approach
to regulation in that these agencies tend to react to
reporting of issues by beginning enforcement actions
and investigations.

The causes for this difference in attitudes are at least
two-fold. First, bank examiners have complete and
total access to the books and records of the bank
being examined, while SEC examiners’ access is
considerably more limited. Second, large banks are
examined at least annually and some are examined
perennially while securities examinations tend to

be more episodic. The upshot of these contrasting
environments is that in the banking culture there is
a clear understanding that problems will eventually
come to examiners’ attention and it is far better

to reveal problems than to have them discovered

by examiners. The securities and broker/dealer
environment, in contrast, is less conducive to the early
sharing of problems with examiners.

Recent reports have recommended that the SEC move
toward a more “prudential” and bank-like method

of regulation. We concur in these recommendations;
however, to achieve the full effect of this change we
recommend:

90 Report on Sustaining New York’s and the US’ Global Financial Services Leadership issued by Mayor Michael Bloomberg and Rep. Charles Schumer, supra note 12 at p. 115.



¢ SEC and SRO examiners should have the same
access to the books and records of the firms
they regulate as do bank examiners

» Where appropriate in light of the activities of
the firms they regulate, the SEC and the SROs
should explicitly adopt “safety and soundness”
as one of their core regulatory missions

 An examination privilege similar to that
contained in the Regulatory Relief Act of
2006 should be extended to SEC and SRO
examinations.

Prudential regulation would require the SEC to
examine its culture and personnel. This would
include hiring more economists to properly review
cost, benefits, and risks associated with relevant
regulations. The SEC would have to restructure

its examination divisions, which would include

the possibility of utilizing resident examiners. As

a prudential regulator, the SEC should also seek

to coordinate and communicate with the industry
prior to enacting rules. The SEC and other State
and Federal authorities should not operate under a
“rulemaking by enforcement” mentality. As is the
case with banking regulators, the rulemaking process
should be a thoroughly researched, transparent, and
interactive process.

Protect the Attorney-Client Privilege

As part of the review of enforcement practices,
authorities must ensure that the viability of the
attorney-client privilege is protected. Financial
institutions should not be required to waive privilege
in the course of investigations. This practice places
stress on the legal and compliance departments and
has a chilling effect on internal communications
within a corporation. It also acts as a disincentive
for companies to conduct internal investigations on
compliance-related matters.

The DOJ’s McNulty Memorandum is a positive step
in that it requires federal prosecutors to get approval

from the Attorney General’s Office prior to requesting
companies to disclose privileged information;
however, more needs to be done. It is recommended
that the SEC and other agencies draft similar guidance
and controls on when and how waiver of privilege

is requested. Government officials should consider
safe harbors and other measures to protect internal
communications and allow companies to conduct
these internal investigations which may produce
beneficial information.

It is also recommended that Congress act to protect
SEC-regulated firms in a similar fashion as firms
regulated by banking supervisors which have an
examination privilege. Under the examination
privilege, information shared by institutions with
federal banking regulators is protected from third
parties.%! Because of this privilege, those dealing
with bank regulators are confident that information
provided to these supervisory authorities will

be protected. This fosters better relations and
communication between the industry and regulatory
officials.

Coordination of State and Federal
Regulators

The friction between state and federal prosecutors
has been evident over the past few years. One prime
example is the numerous actions brought by the

New York Attorney General against securities firms.
These actions were beneficial in that they brought

to light and then arrested practices in the securities,
investment management, and insurance industries
that deserved attention. In many instances, however,
the actions were taken without consultation or
coordination with the primary state or federal
regulators. As the Committee on Capital Markets
Regulation (Committee) recently suggested,
Congress should take steps to improve enforcement
coordination between the federal government and the
states.®? This Committee has recommended that states
act when the SEC does not, that states notify the SEC
of all their enforcement actions, and that the states
permit the SEC to take the lead in matters of national
importance.

91 Financial Services Regulatory Relief Act of 2006, (Pub. L. No 109-351), Section 607.

92 |nterim Report of the Committee on Capital Markets supra note 12 at p. 68.
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C. Bridge the Gaps between
Regulator and Industry Approach
Toward Regulation and Compliance

Greater Coordination among U.S. Financial

Services Regulators

Compliance executives interviewed for this study
unanimously agreed that one of the biggest areas

of concern is the redundancies associated with
examination and supervision. These redundancies
apply to institutions of all sizes, but especially

larger, more diverse firms. As diversified financial
institutions become more complex, they become
subject to multiple regulatory authorities. Under
GLBA, the concept of functional regulation was
aimed at reducing overlap by having regulators
examine specific subsidiaries based on their activities.
However, there still is a need to examine institutions
at the holding company level which gives multiple
regulators jurisdiction over each subsidiary. In
addition, certain state authorities have jurisdiction
over subsidiaries in relation to business practices. This
creates a climate where institutions are reviewed and
investigated by multiple authorities. Unfortunately,
these examinations are not coordinated and are often
duplicative in nature.

In order to reduce redundancies, the Government
Accountability Office (GAO) has suggested that
Congress consider alternative regulatory structures,
including consolidating some or all of the current
regulatory agencies or having a single regulator

to oversee complex, internationally active firms.%
Even without Congressional action, there are some
alternative solutions for coordination that could be
considered. Since modern financial services firms
use holding company structures to manage risks, it
is recommended that there be additional regulatory
coordination with respect to large, complex firms
managing risks on a consolidated basis. On the
federal level, the Federal Reserve, OTS, and the
SEC currently oversee firms on a consolidated basis.

It is recommended that compliance
departments review all business practices and
look beyond the law to ask not simply whether
practices are legal, but whether they are in

accordance with the firms’ ethical culture.

The SEC has only recently begun overseeing large,
complex investment firms that elected to become
consolidated supervised entities under its alternative
net capital rules. The SEC oversees five such entities
while the Federal Reserve and the OTS oversee more
than 5,600 entities on a consolidated basis.# The FDIC
Chairman has recently called for similar supervisory
authority for parent companies of Industrial Loan
Companies (ILCs) which may add to the overlapping
oversight.%

In March 2007, the GAO issued a report concerning
the consolidated regulatory supervision of financial
services firms’ (FSFs) programs. In “Financial Market
Regulation: Agencies Engaged in Consolidated
Supervision Can Strengthen Performance
Measurement and Collaboration” (GAO Report),

the GAO reviewed the supervision programs of the
Federal Reserve, OTS, and SEC (collectively, the
Agencies). The GAO Report states that consolidated
supervision of FSFs have become more important
because firms have grown dramatically and become
more complex in terms of the products and services
they offer; firms increasingly operate on a global
basis; and firms manage risk on an enterprise-wide
basis. The policies of the three agencies that oversee
firms on a consolidated basis vary because of the
differences in the activities of the FSFs they oversee.
For example, the Federal Reserve and the OTS focus
on protecting depositors, while the SEC is focused on
investor protection.

The GAO Report suggests that the Agencies improve
their collaboration and exchange information
concerning FSFs. The GAO states that the Agencies

93 GAO Report, supra note 17 at p. 3.
% 1d. atp. 12.

9 Joe Adler, FDIC Asking for Fed-like ILC Authority, American Banker (March 23, 2007).



have made progress by coordinating examination
approaches and by holding joint supervisory
meetings, but this collaboration needs to be
expanded. The GAO Report urges the Agencies to
“take a more systematic approach to agreeing on
roles and responsibilities and establishing compatible
goals, policies, and procedures on how to use available
measures as efficiently as possible”. Furthermore,
according to the report, the “U.S. regulatory system
could benefit from more systematic collaboration,
both between consolidated and primary bank

and functional supervisors in the oversight of the
largest, most complex firms and among consolidated
supervisors themselves”. It is evident that this type of
coordination would provide benefits to the industry
and is needed under the current environment. For
example, the SEC does not have the experience or the
staff needed to review firms on a consolidated basis.
The SEC could benefit greatly from coordinating
with the Federal Reserve and OTS who have the
experience and understanding of the risks associated
with these entities.

Attempts have been made to eliminate overlapping
supervisory authority in other areas. The financial
services industry has largely applauded the decision
of the NASD and NYSE to combine supervision

of their regulated entities. The NASD regulates
more than 5,100 securities firms in the U.S. Almost
200 firms, including many of the industry’s largest,
are also members of NYSE and regulated by both
organizations.% In November 2006, the two firms
signed a letter of intent to combine entities. In
January 2007, members of NASD approved bylaw
changes needed to combine regulatory functions

and form one organization to oversee U.S. securities
brokers and dealers. There will be significant benefits
in merging the activities of the two entities, including
eliminating duplicative examinations and inconsistent
rules, reducing costs associated with unnecessary
overlap, and providing one clear voice for the SROs
regulated firms. Among the supporters of this action
was SEC Chairman Christopher Cox who said,
“Eliminating overlapping regulation, establishing

a uniform set of rules, and placing oversight
responsibility in a single organization will therefore
enhance investor protection while increasing
competitiveness in our markets.”

Other areas of coordination need to occur, including
more communication between state and federal
regulatory authorities in the course of examinations,
investigations, and enforcement actions. As the
Federal Reserve Consumer Compliance Handbook
states, coordination with other supervisory disciplines
and other regulators is sometimes warranted to
ensure a full understanding of an organization’s

risk profile. Federal and state regulators should
routinely enter into information sharing agreements
and memorandums of understanding in order to
effectively supervise institutions without duplication.
The FFIEC could play a crucial role in facilitating
cooperation among all federal and state regulatory
agencies. In addition other joint forums, such as the
Financial and Banking Information and Infrastructure
Committee, could act as a venue for enhanced
communication and coordination.

Adopt Additional Regulatory Guidance on

Compliance to Provide Clarity

It is recommended that regulators continue to
provide clear guidance on their expectations in
relation to compliance. Transparency in relation to
regulatory and supervisory expectations is crucial. As
a senior regulatory official recently stated, “How can
compliance professionals in the industry be proactive
in identifying compliance risk issues, in implementing
policies and procedures, in training employees

and in giving guidance, if they have inadequate
understanding of what the regulatory requirements
are?”¥ More guidance on the framework for corporate
governance and the compliance function would
allow the industry to continue to develop programs
and apply resources needed to achieve high ethical
standards. Conversely, a lack of guidance will make
companies more risk averse and constrain the growth
of the capital markets.

9 See NASD press release, NASD and NYSE Group Announce Plan to Consolidate Regulation of Securities Firms (November 28, 2006), available at http://www.nasd.

com/PressRoom/NewsReleases/2006NewsReleases/NASDW_017973.

97 Lori Richards, SEC Director, OCIE, remarks before the NYSE Regulation Second Annual Securities Conference, New York, NY: Transparency in Regulatory Examinations

(June 20, 2006) available at http://www.sec.gov/news/speech/2006/spch062006lar.htm.
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Regulators could provide more specific guidance in
the following areas:

1. The role of boards of directors in approving
compliance policies and procedures (in
particular when policy approval is required)

2. The structure of the compliance function

3.The level and type of testing required and the
appropriate division of testing responsibilities
between audit and compliance

4.'The proper methods to assess the compliance
function.

If there are areas where regulators believe companies
can be allowed discretion, that should be formally
communicated. It is recommended that regulators
provide additional clarity to the industry about their
risk-based supervisory process and outline what
elements of a compliance program are required
and what elements are subject to review based on
individual circumstances and potential risks. The
regulators’ risk-focused approach reduces burden
on institutions and accounts for those areas where
firms have sufficient risk controls in place. Under a
risk-based supervisory program, the frequency and
depth of reviews are commensurate with a financial
institution’s risk profile.

Finally, regulators and industry compliance
executives agree that the compliance function should
understand and be sensitive to the business operating
environment. One way to achieve this sensitivity is
to redefine the role of compliance to include not just
legal and regulatory compliance but compliance with
the policies and procedures that drive the business,
the so-called “business rules”. This broadened scope

of compliance would serve to improve corporate
governance, make the compliance function itself
more cost effective, and enhance the overall
effectiveness of the compliance function. Two of the
regulators we spoke with indicated that their agencies
were agnostic regarding broadening the mandate of
compliance in this fashion. It is recommended that
the regulators send an affirmative signal that this is an
acceptable practice.

The implementation of an effective compliance
program should benefit a company’s regulatory
capital and earnings and enhance its

prospects.

D. Institutions Should Promote
Ethics and Integrity Beyond the Law

It is recommended that compliance departments
review all business practices and look beyond the

law to ask not simply whether practices are legal, but
whether they are in accordance with the firms’ ethical
culture. Institutions should never allow practices

to continue simply because it is common in the
industry and someone else is doing the same thing.
Good corporate governance and business ethics are
necessary to ensure that financial services institutions
avoid situations such as market timing. If this type
of questionable activity is discovered by compliance
departments, it must be dealt with promptly and
reported to regulators. Compliance departments
should conduct full investigations and management
should hold employees responsible for their

actions. In the end, if the organization has a strong
compliance culture in place, these instances will be
the rare exception rather than the rule.

98 E.g., Board of Governors of the Federal Reserve System’s Consumer Compliance Handbook Overview (January 2006).



VIII. Conclusion: Future of Compliance and Challenges for

Financial Services Institutions

Compliance has become a risk management
function which involves an assessment of legal,
requlatory, reputational, and operational risks

on an enterprise-wide basis.

Compliance is a vital function for all corporations.
Compliance has become a risk management function
which involves an assessment of legal, regulatory,
reputational, and operational risks on an enterprise-
wide basis. The implementation of an effective
compliance program should benefit a company’s
regulatory capital and earnings and enhance its
prospects. Conversely, the absence of an effective
compliance program can lead to significant cost and
reputational damage.

It is difficult to anticipate what the compliance
function in diversified financial services institutions
will look like in the next 10 years and beyond. The
modern compliance function, which measures risks
on an enterprise-wide basis, is still somewhat in its
infancy. New regulations and guidance impacting
compliance are continually being enacted due to
external factors, including:

¢ Natural disasters
¢ War
e Acts of terrorism

¢ The state of the economy and the financial
markets

¢ Technological developments
* Improper business conduct
e New or altered legal mandates

The key challenges for diversified financial institutions
in the near future can be met by:

¢ Nurturing an ethical culture and avoiding
compliance risk through a comprehensive and
effective compliance program

+ Diligently managing risks on an enterprise-
wide basis

 Maintaining adequate staff and resources

* Being proactive and adapting to regulatory
changes

+ Continuously updating the compliance
program and incorporating lessons learned

The financial services industry and its regulators have
made significant strides in a relatively short period of
time in adapting to a new compliance atmosphere.
We hope that this study and its recommendations
serve to draw attention to steps that will continue this
trend of continuous improvement.
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