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COMPLIANCE FUNCTION

Compliance officer: police officer or counsellor?
The traditional role of the compliance function - in Anglo-Saxon countries - is shifting from “police officer” to ”counsellor”.

There is increasing acceptance that Compliance, as a trusted advisor to the business, both creates value and protects the brand. In some European countries where compliance functions are more recent, the initial emphasis has been on advising business, while Compliance’s “police officer” role - its crucial compliance monitoring and oversight role - is often underdeveloped. Compliance is most useful when both proactive and reactive - helping to ensure that new business is compliant as well as monitoring existing business. However, the right balance needs to be struck between the two roles within the organisational, business and cultural context. As business progressively manifests the right behaviour – embodying both integrity and innovation - the need for the compliance function to police its activities diminishes, and the value-adding counsellor role comes more to the fore. During this evolution, care needs to be taken to ensure that potential conflicts of interest between the two roles are managed effectively.

Segregating compliance responsibilities between Compliance and the business is often difficult to accomplish in dayto-day operations. Today, Compliance is often involved in executing compliance controls over daily business transactions (operational compliance), as well as providing ongoing compliance oversight. This causes another potential conflict of interest that can be mitigated through the “tone at the top” (instilling a compliance culture throughout the organisation); consistent, ongoing performance measures to ensure that business is fully cognisant of its compliance responsibilities; and separate reporting lines.

Evidently, to be able to advise management and the business proficiently, compliance officers need a deep understanding of the business, a detailed knowledge of relevant regulations, and insights into regulators’ expectations, as well as pragmatism. 

RISKS

Compliance risk

A definition of compliance risk, as determined by the Economist Intelligence Unit is:
“The risk of impairment to the organisation’s business model, reputation and financial condition (resulting) from failure to meet laws, regulations, internal standards and policies, and expectations of key stakeholders such as customers, employees

and society as a whole.”

The breadth of this definition was reflected in the definition of a bank’s compliance function set out in the Basel Committee .
Regulatory risk

 “Regulatory risk can be defined as the risk of regulatory sanctions, financial loss, or loss to reputation a bank may suffer as a result of its failure to comply with all applicable laws and regulations, change in business models in order not only to

avoid its failure to comply with all applicable laws and regulations but also to correspond with the change in the expectations of regulators.”

In effect, there are  two clear dimensions to regulatory risk:
 i) breaching regulations and ii) not meeting regulator expectations. Regulatory risk might be interpreted as the risk of not keeping pace with the rising regulatory bar.

This bar was no longer national: Sarbanes-Oxley had demonstrated the potential impact of extra-territoriality. Regulatory risk also lay in the need to adjust business models to comply with new detailed rules, particularly in terms of costs and possible
inappropriateness for the business. There was also risk in not communicating appropriately with the regulator(s). 
Reputation risk

Damage occurred when business behaviour, in any sense, was viewed as inappropriate by stakeholders, whether regulators, customers, other market operators, or – in certain businesses - the public at large.. Reputations could be tarnished by association. There was also the materiality factor: a media “feeding frenzy” could cause serious damage, however minor the incident.
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Definition of compliance function 
 A bank’s compliance function can be defined as follows: 

“An independent function that identifies, assesses, advises on, monitors and reports on the bank’s compliance risk, that is, the risk of legal or regulatory sanctions, financial loss, or loss to reputation a bank may suffer as a result of its failure to comply with all applicable laws, regulations, codes of conduct and standards of good practice (together “laws, rules and standards”)”. 

The applicable laws, rules and standards are principally those relevant to the business activities of the bank. They include those dealing with the prevention of money laundering and terrorist financing, the conduct of business (including issues such as avoiding or mitigating conflicts of interest), privacy and data protection, and consumer credit (if a bank engages in consumer credit business). They may also extend beyond the business activities of the bank to areas such as employment and tax law, depending on the approach adopted by the supervisory authority or the bank itself. 

The applicable laws, rules and standards are likely to have various sources, including primary legislation, rules and standards issued by supervisors, market conventions, codes of practice promoted by industry associations, and internal codes of conduct applicable to the staff members of the bank. They are likely to go beyond what is legally binding and embrace broader norms of integrity and fair dealing. 

RESPONSABILITIES

Responsibilities of the board of directors for compliance 
Principle 1 
The bank’s board of directors has the responsibility for overseeing the management of the bank’s compliance risk. The board should approve the bank’s compliance policy, including a charter or other formal document establishing a permanent compliance function. At least once a year, the board or a committee of the board should review the bank’s compliance policy and its ongoing implementation to assess the extent to which the bank is managing its compliance risk effectively. 
13. A bank’s compliance policy will not be effective unless there is a clear commitment by the board of directors to promoting the values of honesty and integrity throughout the organisation. Compliance with applicable laws, rules and standards should be viewed as an essential means to this end. The board is responsible for ensuring that an appropriate policy is in place to manage the bank’s compliance risk. The board should oversee the implementation of the policy, including ensuring that compliance issues are resolved effectively and expeditiously. 

Responsibilities of senior management for compliance 
Principle 2 
The bank’s senior management is responsible for establishing a compliance policy, ensuring that it is observed and reporting to the board of directors on its ongoing implementation. Senior management is also responsible for assessing whether the compliance policy is still appropriate. 
There should be a written compliance policy that identifies the main compliance risk issues facing the bank and explains how the bank intends to manage them. The policy should contain the basic principles to be followed by all staff members (including senior management), as well as a coherent framework for the implementation of more detailed guidance to staff members as circumstances require. Clarity and transparency may be promoted by making a distinction between general standards for all staff members and rules that only apply to specific groups of staff. 

The duty of senior management to ensure that the compliance policy is observed entails responsibility for ensuring that appropriate remedial or disciplinary action is taken if breaches are identified. 

Senior management should: • • • • • • • • 

at least once a year, review the compliance policy and its ongoing implementation to ensure that the policy is still appropriate; 

at least once a year, report to the board of directors or a committee of the board on matters relevant to the compliance policy and its implementation, including recommending any necessary changes to the policy; the reports should assist board members to make an informed judgment as to whether the bank is managing its compliance risk effectively; and 

report promptly to the board of directors or a committee of the board on any material breaches of laws, rules and standards. 

Principle 3 
The bank’s senior management is responsible for establishing a permanent and effective compliance function within the bank as part of the bank’s compliance policy. 
Senior management should take the necessary measures to ensure that the bank can rely on a permanent and effective compliance function with sufficient resources. 

Compliance function principles 
Status 
Principle 4 
The bank’s compliance function should have a formal status within the bank. This is best achieved by a charter or other formal document approved by the board of directors that sets out the function’s standing, authority and independence. 
The following issues should be addressed in the charter or other formal document: 

measures to ensure the independence of the compliance function from the business activities of the bank; 

its role and responsibilities; 

its relationship with other functions or units within the bank; 

its right to obtain access to information necessary to carry out its responsibilities; 

its right to conduct investigations of possible breaches of the compliance policy and to appoint outside legal counsel to perform this task if appropriate; 

its formal reporting obligations to senior management and the board of directors; and 

its right of direct access to the board of directors or a committee of the board. 

The compliance charter or other formal document should be communicated to all staff throughout the bank. 

Independence 
Principle 5 
The bank’s compliance function should be independent from the business activities of the bank. 
The compliance function should be able to carry out its responsibilities on its own initiative in all departments of the bank in which compliance risk exists. It must be free to report to senior management and the board or a committee of the board on any irregularities or possible breaches disclosed by its investigations, without fear of retaliation or disfavour from management or other staff members. 

The compliance function should have the right on its own initiative to communicate with any staff member and obtain access to any records or files necessary to enable it to carry out its responsibilities. 

Independence also requires that the compliance function be provided with sufficient resources to enable it to carry out its responsibilities effectively. Its budget, and the compensation schemes for compliance function staff, should be consistent with the objectives of the compliance function, and therefore should not be dependent on the financial performance of the various business lines. 

The compliance function within a bank may be either centralised or decentralised. In either case, there should be a head of compliance who should have day-to-day responsibility for managing the activities of the compliance function and to whom all compliance staff should report.4 The independence of compliance staff in a decentralised compliance function may be undermined if they report to management within their business unit rather than to the head of compliance. 

The head of compliance may or may not be a member of senior management. If the head of compliance is a member of senior management, he or she should not have direct business line responsibilities. If the head of compliance is not a member of senior management, he or she should have a direct reporting line to senior management who do not have direct business line responsibilities, and should also have the right to report directly to the board of directors or a committee of the board, bypassing normal reporting lines, when this appears necessary. 

In smaller banks, compliance function staff may exercise non-compliance tasks, provided these do not create any conflicts of interest with their compliance responsibilities. 
For example, compliance staff should not have any revenue-generating responsibilities, such as trading, marketing or advising clients. 

Role and responsibilities 
Principle 6 
The role of the bank’s compliance function should be to identify, assess and monitor the compliance risks faced by the bank, and advise and report to senior management and the board of directors about these risks. 
The responsibilities of the compliance function should include most if not all of the following. Any responsibilities which are not carried out by the compliance function should be carried out by another independent function. on a pro-active basis, identifying and assessing the compliance risks associated with the bank’s business activities, including in relation to the development of new products and business practices, the proposed establishment of new business or customer relationships, or material changes in the nature of such relationships; 

advising management on the applicable laws, rules and standards, including keeping up-to-date with developments in the applicable laws, rules and standards and advising management accordingly; 

establishing written guidance to staff on the appropriate implementation of the laws, rules and standards through policies and procedures and other documents such as compliance manuals, internal codes of conduct and practice guidelines; 

assessing the appropriateness of internal procedures and guidelines, promptly following up any identified deficiencies in the policies and procedures and, where necessary, formulating proposals for amendments; 

monitoring compliance with the policy by performing regular and comprehensive compliance risk assessment and testing, and reporting on a regular basis to senior management, and if necessary, the board or a committee of the board, on compliance matters; the reports should refer to the compliance risk assessment and testing which has taken place during the reporting period, any identified breaches and/or deficiencies, and the corrective action taken; the reports should also contain information about compliance training provided to compliance function and other bank staff; 

exercising any specific statutory responsibilities (e.g. fulfilling the role of anti-money laundering officer); 

educating staff with respect to compliance with the applicable laws, rules and standards, and acting as a contact point within the bank for compliance queries from staff members; and 

liasing with relevant external bodies, including regulators, standard setters and external legal counsel. 

As noted above, not all these responsibilities are necessarily carried out by the compliance function. In some banks, for example, legal and compliance are separate functions; the legal function is responsible for advising management on the applicable laws, rules and standards and for preparing guidance to staff, while the compliance function is responsible for monitoring compliance with the policies and procedures and reporting to management. If there is a division of responsibilities between different functions, the allocation of responsibilities to each function should be clear. If appropriate, there should be formal mechanisms for co-operation between each function and for the exchange of relevant information. The results of any test which is not carried out by the compliance function (e.g., an internal audit or a management control self assessment) but which identifies a specific compliance failure, would be promptly reported to the head of the compliance 

The responsibilities of the compliance function should be carried out under a compliance programme which sets out its planned activities, such as the implementation and review of specific policies and procedures, compliance testing, and educating staff on compliance matters. 

Compliance function staff 
Principle 7 
The head of compliance is responsible for the day-to-day management of the activities of the compliance function in accordance with the principles set out. 
This principle requires appropriate supervision by the head of compliance of the activities of compliance function staff. 

The supervisor of the bank should be informed when the head of compliance leaves that position. 

Principle 8 
Staff exercising compliance responsibilities should have the necessary qualifications, experience and professional and personal qualities to enable them to carry out their duties effectively. 
Appropriate professional qualities would include a sound understanding of the applicable laws, rules and standards and their practical impact on the bank’s operations. The professional skills of compliance staff, especially with respect to keeping up-to-date with developments in the applicable laws, rules and standards, should be maintained through regular and systematic education and training. 

Appropriate personal qualities (as for most other bank staff) would include integrity, a questioning mind, neutrality and independence of judgment, good communication skills, discretion and tact, as well as the capability to robustly challenge others in the organisation on compliance issues. 

Cross-border issues 
Principle 9 
The compliance function for banks that conduct business in other jurisdictions should be structured to ensure that local compliance issues are satisfactorily addressed within the framework of the compliance policy for the bank as a whole. 
Banks may conduct business internationally through local branches or subsidiaries, or in other jurisdictions in which they do not have a physical presence. As legal and regulatory requirements may differ from jurisdiction to jurisdiction, compliance issues specific to each jurisdiction should be co-ordinated within the structure of the bank’s group-wide compliance policy. 

The organisation and structure of the compliance function and its responsibilities should be consistent with local legal and regulatory requirements. 

The relationship with internal audit 
Principle 10 
The scope and breadth of the activities of the compliance function should be subject to periodic review by the internal audit function. 
Compliance risk should be included in the risk assessment methodology of the internal audit function, and an audit programme should be established commensurate with the level of risk. The review of compliance activities by the internal audit function should test the controls in place within the bank to ensure compliance with the applicable laws, rules and standards. 

This principle implies that the compliance function and the audit function should be separate, to ensure that the activities of the compliance function are subject to independent review. 

Outsourcing 
Principle 11 
Specific tasks of the compliance function may be outsourced, subject to appropriate oversight by the head of compliance, who should remain an employee of the bank. 
Compliance risk management should be regarded as a core risk management activity within the bank. Specific tasks of the compliance function (eg compliance testing and monitoring) may be outsourced, however, provided the outsourcing arrangement is overseen by the head of compliance. 

Regardless of the extent to which tasks of the compliance function are outsourced, the board of directors and senior management remain responsible for compliance by the bank with all applicable laws, rules and standards. 

4 In some banks, the head of compliance is described as the “compliance officer”, while in others the expression “compliance officer” denotes any staff member carrying out compliance responsibilities. To avoid any confusion because of this distinction, we use the expression “head of compliance”. 
[image: image2.png]Actor Nature of interaction
with compliance

Risk management Collaborative, supportive

Internal audit Collaborative, supportive

Legal department Collaborative, supportive

Corporate social responsibilty (CSR) Collaborative
Qualty assurance Collaborative

Hurman resources Supportive

Corporate communications Collaborative, reports.

Marketing Reports, supportive

Customer service. Reports

Areas of potential interaction with the compl

\ce function

Idertifles and assesses fisks, Including compliance fisk
Contributes to complance risk monitoring & monitoring plans

Enhances awareness of compliance fisk within the organisation

Colaborates with Complance in acvising management (e.g., new products, new markets, efc)

Drives the adoption of automated controls for compliance risk work flow.

Provides input for overall compliance risk assessment

Moritors business practice/processes for compliance, amongst other risks

Assesses the effectiveness of intemal cortrols around compliance risks

Reviews specific areas of compliance risk, at the request of Compliance, as part of annual audit review
Undertakes thematic reviews of compliance-felated issues

Partiipates in investigations into compliance weaknesses and breaches.

Keeps abreast of developments In legisiation and case law and helps Interpret the consequences for the organisation
Collaborates with Complance in advising management (new products, new markets, stc)

Represents the organisation in legal matters and in terms of compliancs incidents

Collaborates with Compliance in cultivating relationship with reguiators

Supports Compliance with raining of, and communication wih, staff

Partiipates in investigations into compliance weaknesses and breaches.

Provides advice on discipinary maters

Links compliance processes to overall CSR responsibilties

Ensuring coherence between qualty assurance and complance

Relnforces the fink between complance and qualty

Helps implement reguiations, codes of conduct, in staff handbooks and induction courses

Assists with the developmert of policy concetning measures {o be taken n the case of compliance incidents
Helps administer/develop compliance training and communication

Supports complance in terms of staff recruitment for sensitive positions

Supports complance i the development of performance appraisal and remuneration systems aimed at stimulating complant behaviour
Leads dialogue with trade unions/labour relations (where relevant)

Supports Compliance n issuing intermal communications supporting complant behaviour

Ensures complant extemal commurications and public disclosures.

Ensures compliant marketing information

Supports Compliance In monitoring external envirorment

Provides input to Compliance via reports on customer complaints





Annex I

Overview of regional and national requirements for compliance functions

Asia 
Hong Kong

In Hong Kong, financial institution supervision is shared amongst several regulators. The Hong Kong Monetary Authority (HKMA) is responsible for banking supervision; the Securities and Futures Commission (SFC) is responsible for the market supervision and regulation of the securities and futures markets; while the Office of the Commissioner of Insurance (OCI) supervises the insurance industry. The Mandatory Provident Fund Authority oversees the regulation of the mandatory retirement funds.

The Commissioner of Banking (the former regulatory body for the banking industry) issued a best practice guideline on Duties and Responsibilities of Directors of Authorised Institutions which stated that directors are held responsible for the

institution’s compliance with the requirements under the Banking Ordinance. On 1 April 1993, the HKMA was established by merging the Office of the Exchange Fund with the Office of the Commissioner of Banking. Under the statutory guidelines IC-1

General Risk Management Controls (from the Supervisory Policy Manual) specific provisions address the compliance function. The HKMA website also makes reference to current work on developing more detailed compliance rules.

The SFC regulates the securities and futures market in Hong Kong. In the same way as banks, investment firms in Hong Kong are required to have a compliance function, which implements compliance policies established by management.

The Management, Supervision and Internal Control Guideline broadly describes the compliance duties that may be undertaken by the compliance function.

The OCI issued a guidance note which addresses corporate governance of authorised insurers. The guidance note specified that the board must ensure corporate compliance with all the relevant ordinances, regulations, guidance notes,

industry standards and guidelines. An authorised insurer is encouraged to appoint a compliance officer to oversee compliance by it and its staff with the relevant laws, regulations, guidance notes and industry standards and codes of practice. The guidance note indicates that the compliance officer must also report to the board at regular intervals.

Anti-money laundering

The HKMA issued guidance on AML in 1997, which was subsequently amended to reflect the Organised and Serious Crimes (Amendment) Ordinance 2000 and again in 2004. Current guidelines stipulate that an authorised institution must appoint a

compliance officer as a central reference point for reporting suspicious transactions. This compliance officer should play an active role in the identification and reporting of suspicious transactions.

Japan

The Financial Services Agency in Japan (JFSA) established in 2000, regulates the financial services sector. From 1998 to 2000, the Financial Supervisory Agency played the same role. Previously, the Ministry of Finance had long regulated the

Japanese financial services sector. 
In 1992, the Securities and Exchange Surveillance Commission was set up by an amendment to the Securities and Exchange Law. This Commission was empowered to survey whether rules are observed in the securities market. Under the

Securities and Exchange Surveillance Commission, a self-regulatory body - the Japan Securities Dealers Association (JSDA)

There are no specific rules for appointing compliance officers, however the chief compliance officer is obliged to participate in a training programme organised by the JSDA every year. Firms are encouraged to appoint compliance managers who

have passed the internal control manager certification examination held by the JSDA. The chief compliance officer should be a member of the board. The president of the organisation will determine how often the chief compliance officer will report.

Late in the 1990s, JFSA decided to prepare its Inspection Manual, a guidebook both for its inspectors and financial institutions. This guidebook covers compliance and risk management. The Inspection Manual for deposit-taking institutions was first published in 1999, followed by that for insurance companies in 2000, and the one for securities firms in 2001..

Anti-money laundering

Anti-money laundering efforts were launched in July 1990 when financial institutions were required to identify their customers. The Government also established the suspicious transactions reporting system requiring financial institutions to

file reports on transactions suspected to involve laundering of the proceeds from drug offences, under the “Anti-Drug Special Law” which came into force in July 1992. Under the Anti-Organised Crime Law, effective February 2000, the

Government enhanced the suspicious transaction reporting system. The new law expanded the scope of offences to cover all serious crimes. The law also empowered the Commissioner of the Financial Services Agency to collect and analyse suspicious transaction reports and disseminate the information to law enforcement agencies. The Law on Customer Identification and Retention of Records on Transactions by Financial Institutions came into effect on 6 January 2003. This Law obliges financial institutions to perform customer’s identification procedures and keep records on their transactions.
Europe

European Union

Traditionally, EU legislation focused primarily on requirements for adequate administrative and internal controls systems in financial institutions. With the recent adoption of the Markets in Financial Instruments Directive (MiFID), there is now an

explicit requirement for investment firms and banks to establish a “permanent and effective” compliance function.

MiFID, however, also establishes high-level organisational and conduct of business standards, covering issues such as managing conflicts of interests, best execution, pre- and post-trade transparency, customer classification and suitability requirements for customers.

There are no similar requirements, as yet, at the EU level for insurance companies.

Anti-money laundering

Two community directives have been adopted in the field of anti-money laundering, the first in 1991 and the second in 2001.

The first directive made the reporting of money laundering an obligation and required financial institutions to identify and know their clients, to keep appropriate records, and establish anti-money laundering training programmes. 
The second directive extended the scope of the directive beyond the financial sector (i.e. asset managers, insurance undertakings, investment firms and credit institutions) to embrace professions such as accountants, external auditors and lawyers.

In June 2004 the Commission proposed a third AML directive, which is currently being considered by the local governments. The European Commission issued the draft directive in order to align EU standards fully with the Financial Action Task Force on Money Laundering (FATF) 40 recommendations. Inter alia, it subjects insurance intermediaries to equivalent requirements to those imposed on other financial services intermediaries.

France

The Autorité des Marchés Financiers (AMF, formerly CMF), the French regulator of investment firms, was the first regulator in France to establish requirements regarding compliance arrangements. The General Regulation requires that a “déontologue” is appointed in each entity who is responsible for the definition, and implementation, of conduct of business rules throughout the institution. Recently, the Commission Bancaire, the French banking regulator, issued a series of proposals on compliance arrangements. Those proposals apply to both banks and investment firms, as the Commission Bancaire supervises both groups of institutions. These form part of the current regulation on internal controls (Regulation 97-02).

The proposals introduce a definition of “non-compliance risk”, based on the Basel Committee’s definition as set out in the October 2003 consultation paper. AML is included within the scope of non-compliance risk although not explicitly. The main proposals are the following:

• Appointment of a dedicated and independent compliance officer

• Implementation of a compliance monitoring programme

• Implementation of specific procedures with respect to new products approval

• Implementation of specific procedures in terms of breach identification, escalation process and record-keeping

• Implementation of a non-compulsory whistle-blowing process (i.e. each employee must be given an opportunity to blow the whistle if he/she deems this necessary, but must be under no compulsion to do so).

In addition to the above, the new proposals (due to come into force on 30 June 2005) include specific requirements on outsourcing and introduce a requirement to split internal controls and internal audit functions (internal controllers being now referred as “permanent controllers”). The compliance function is a permanent control function, compared with internal audit which is now referred to as a “periodic control function”.

A series of specific AML-related regulations - beyond definitions of money laundering practices and related sanctions that are of a legal nature - are in place (see table above), but no recent change as been introduced.

No compliance regulation exists for insurance companies at that stage. However specific AML requirements are in place.
Germany

Germany’s financial services regulators merged into a single entity during 2002, forming the Federal Financial Supervisory Authority (BaFin). BaFin is responsible for the supervision of financial institutions, including insurance undertakings and pension funds, and the regulation of securities trading and the investment business (investment companies). The supervision of financial services institutions is dual faceted, split between solvency and market supervision.

Financial services institutions

Market supervision

Looking at the financial services industry in Germany the term “compliance” is closely linked to all issues regarding the securities sector and investor protection. The basis for supervision, and the groundwork for investor protection, is provided by the rules of business conduct for investment services enterprises set out in the Securities Trading Act (WpHG).

A further fundamental component of market supervision is supervision in accordance with the Safe Custody Act (DepotG). For financial services institutions, whose regular business is the provision of investment services (investment firms), the compliance function has been a part of the regulatory regime since 1994 when certain rules for staff transactions came into force. The role was further developed in the Securities Trading Act (WpHG) and corresponding supervisory guidelines covering organisational requirements and rules of conduct. Since 2002, BaFin also monitors securities analysis provided by investment firms. In October 2004 Germany transposed the European Directive on insider dealing and market manipulation

(Market Abuse Directive) establishing organisational duties and rules of conduct for all kinds of financial analysts creating and distributing investment recommendations.

Compliance function structures, and compliance processes, are governed by the BaFin guideline on organisational duties pursuant to Sec 33 WpHG. These include, for example, obligations for companies to maintain the necessary level of resources for the compliance function, and obligations for addressing conflicts of interests. The compliance function should fit to the nature and structure of the investment firm’s business(es). Detailed minimum requirements are stipulated. The compliance function should be a standalone department. Irrespective of the functions of the compliance officer, the overall responsibility for compliance remains with the management.

BaFin monitors compliance with the rules of business conduct and the Safe Custody Act. External auditors undertake annual audits of financial institutions, checking compliance. BaFin evaluates the resulting audit reports.

Beyond the securities sector, there are only few specific requirements relating to compliance, but more extensive requirements relating to internal control.

Solvency supervision

The groundwork for internal control and compliance (in a broader sense) is provided by sec. 25a of the Banking Act (KWG) supplemented by several BaFin guidelines. The three major ones i) Minimum requirements for the Trading Activities of Credit

Institutions (MaH, 1995), ii) Minimum requirements for the credit business of credit institutions (MAK, 2002) and iii) Minimum requirements for the internal audit function of credit institutions (MaIR, 2000) will be merged in 2005 into the Minimum

requirements for Risk Management (MaRisk). The new MaRisk will implement the second pillar of Basel II (Supervisory

Review Process and Internal Capital Adequacy Assessment Process, Sound Practices for the Management and Supervision

of Operational Risk).

Insurance

The basis for supervision of the insurance industry is the Insurance Supervision Act (VAG). BaFin circular 29/02 deals with the

requirements regarding investment of insurance undertakings. This circular requires, amongst other things, a “compliance

report” regarding investments of an insurance undertaking confirming compliance with the legal, regulatory and internal

regulations and guidelines.

Investment Companies

According to German law, investment companies are specialised credit institutions. The Investment Act provides a catalogue

of permissible assets that may be freely combined within the investment limits. The Derivatives Ordinance (2004) governs the

specific risk management and risk measurement policies, required under the Investment Act, when using derivatives in funds.

Reporting obligations are designed on exceeding investment limits, statement of assets and material transactions to intensify and improve the market supervision of funds.

Anti Money Laundering

The Money Laundering Act (GwG) and the “Guidelines of the BaFin concerning measures to be taken by credit institutions to combat and prevent money laundering” are the main regulations designed to combat money laundering. The Money

Laundering Act, which entered into force at the end of 1993 and was updated in 2002, specifies statutory duties for credit institutions and other businesses (financial services institutions, as well as some kinds of insurance business). The guidelines

of the BaFin clarify the main statutory duties. These regulations represent minimum requirements. Credit institutions are called upon to make additional organisational and administrative arrangements.

Italy

The Bank of Italy and CONSOB regulate the banking and securities sectors in Italy. The insurance sector is supervised by ISVAP. The three supervisory bodies, especially Bank of Italy, have clearly defined the internal control framework for the Italian companies, but requirements regarding the compliance function are not stipulated in current regulations. Both Bank of Italy and CONSOB regard compliance monitoring as an activity within the internal audit function and related processes.

Bank of Italy is about to issue a new Circular which will regulate the Investment and Asset Management companies operations in accordance with UCITS III directive. The draft circular states that the internal audit function has to perform the activities connected with the “compliance function”.

Switzerland

The Federal Banking Commission (SFBC) is the licensing and supervising body in Switzerland for banks and securities firms.

The Swiss Banking Law is the main legal basis in regulating compliance. More guidance is included in SFBC circulars.

Compliance, as part of internal controls, was first mentioned in the circular on internal controls issued by the Swiss Bankers Association in 2002. In a SFBC circular, expected by mid 2005, banks and securities dealers will be required to establish a

compliance function. However, the implementation of compliance functions is common practice nowadays in Switzerland.

Due to its large community of international banks, national standards are strongly influenced by international best practice and the work of international standard setters.

The SFBC views compliance as a staff function: it should independent and should not have operational responsibilities.

It should have direct reporting lines to the board of directors.

The Anti-Money-Laundering Ordinance was due to be totally implemented by 30 June 2004. The implementation was audited and a separate report must be filed to the SFBC by 15 March 2005.

United Kingdom

The Financial Services Authority (FSA), the UK regulator, an integrated regulator set up by the Financial Services and Markets Act 2000 (FSMA 2000), was established in 1997 and assumed full responsibility for the financial services sector in 2001, succeeding the Securities & Investments board which was established in 1985.

Since the late 1980s, the vast majority of financial services firms in the UK have been required to have a compliance officer. An investment firm must allocate a director or senior manager as having responsibility for the oversight of the firm’s compliance and should report directly to the firm’s executive board. The compliance function is a “controlled function” in the United Kingdom, which means that a candidate proposed as head of compliance cannot be appointed until approval has been given by the FSA. The FSA must be satisfied that the person is fit and proper in accordance with the “fit and proper test for approved persons”. Outsourcing compliance to external consultants is allowed, but responsibility rests with one or more directors or senior managers of the firm as head of compliance.

The compliance officer consults all business lines, and does not solely have a control function. Compliance generally means respecting the Principles for Businesses and Senior Management, and rules for Conduct of Business (COB), the Collective Investment Schemes (CIS) and Money Laundering (ML). Heads of compliance will normally have responsibility for overseeing a firm’s relationship with the FSA.

Compliance is defined by the FSA Handbook section “Senior Management Arrangements, Systems and Controls”Chapter 3 and the Money Laundering sourcebook.

United States

Investment Management Companies

The Securities and Exchange Commission (SEC) has adopted rules under the Investment Company Act of 1940 and the Investment Advisers Act of 1940 which require each investment company and investment adviser registered with the SEC to

adopt and implement written policies and procedures reasonably designed to: (i) prevent violation of the federal securities laws, (ii) review those policies and procedures annually for their adequacy and the effectiveness of their implementation, and (iii) designate a chief compliance officer to be responsible for administering the policies and procedures. In the case of an investment company, the chief compliance officer reports directly to the fund board. The rules are designed to protect investors

by ensuring that all funds and advisers have internal programmes to enhance compliance with the federal securities laws.

Broker-Dealers

The National Association of Securities Dealers (NASD) and the New York Stock Exchange (NYSE) have rules regarding the supervisory system, supervisory control and certification procedures of their member firms which have been approved by the

SEC. Rule 3010 requires the establishment of a supervisory system which includes policies and procedures reasonably designed to achieve compliance with rules and regulations. Rule 3012 specifically requires that firms identify principals who will be responsible for establishing, maintaining and enforcing a system of supervisory control policies and procedures which test and verify a firm’s supervisory procedures. Rule 3013 requires CEO certification that there exists a process to ensure the controls required by Rules 3010 and 3012 are in place. NYSE Rule 342 requires NYSE member firms to create verification procedures for supervisory procedures over specific areas and a method to test those procedures.

Banks

While banks, like other US financial institutions, must establish an anti money-laundering compliance programme, US banking law and regulation does not mandate general banking law compliance programme requirements for US banks.

The US bank regulators, through regulation, supervision and on-site examinations, seek to ensure that US banks operate in a safe and sound manner. In this connection, US bank regulators expect banks to have a compliance risk management system that is designed to be effective within the context of the size, scope, complexity, and nature of a banking organisation’s business activities and legal structure. Compliance with these expectations is assessed and enforced largely

through the bank examination and supervision process.

Insurance Companies

Under the McCarran-Ferguson Act, the regulation of the business of insurance in the US occurs at the State level. Insurance companies are regulated by State Insurance Commissioners, which coordinate their activities through the National

Association of Insurance Commissioners. Any compliance programme requirements or expectations for insurance companies would thus be assessed and enforced by State Insurance Commissioners. It is beyond the scope of this survey to identify possible requirements at the State level.

