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FROM THE EDITOR

BANK DIRECTOR MAGAZINE GOES MONTHLY

he year was 1991. Banks were reeling from a credit crisis.

Neil Bush, the son of a sitting president and a director of a

failed savings and loan, was on the cover of the first issue of a
magazine whose purpose was informing members of bank boards on
“the serious business of being a bank director.” In a letter to readers
from Bank Director’s first editor, Tom Wood, he says: “In today’s
banking environment, the uninformed director slows the growth of the
bank and puts at risk his own net worth.” Some things don’t change.
Now in its 24th year of publication, Bank Director magazine has seen
periodic credit crises lead to hundreds of bank failures. In the wake
of each crisis have come more regulations for banks. The magazine’s
philosophy about the importance of an informed board remains
no less critical today. But it’s not just personal liability that makes
serving on a bank board a scary proposition. Regulators expect more
these days from bank boards, both in terms of knowledge of the
bank’s business and in providing a credible challenge to management.
Bank Director magazine seeks to meet the challenge by increasing
the amount and accessibility of information it provides. In contrast to
many publications across the country, which are shrinking in size and
in frequency, Bank Director is going the other way. We’re becoming
a monthly publication. We will continue to publish a print magazine

quarterly, just as we have for a quarter century, but will now publish

prinht additinnal icciire nev vear availahle ac an ann far vniir tahlet nr

Tap below to tell us what you think of the digital magazine.

><] Naomi Snyder | nsnyder@bankdirector.com
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Naomi Snyder is
managing editor
for Bank Director
and editor of the
digital issues.
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FROM THE EDITOR

BANK DIRECTOR MAGAZINE GOES MONTHLY

quarterly, just as we have for a quarter century, but will now publish
eight additional issues per year available as an app for your tablet or
mobile device. This first digital issue focuses on legal and compliance
issues in banking. Subsequent issues will focus on topics such as
attracting top talent and on compensation, growing the bank, serving
on the audit or risk committees, handling governance, and overseeing
technology. This new digital version is a downloadable app that takes
full advantage of the interactivity enabled by mobile devices. We can
embed videos, run slideshows, take polls of our readers, and open

up additional windows of information through a touch on a screen.
This is an exciting time for Bank Director as we continue to grow
and provide information for the “'serious business of being a bank

director.”

Tap below to tell us what you think of the digital magazine.

><] Naomi Snyder | nsnyder@bankdirector.com
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BMO offers a wide selection of focused and specialized
solutions from correspondent banking, fixed income
- trading and analytics to interest rate management and
BMO a treasury management. As one of North America’s largest

financial institutions, we have the capabilities and
experience to deliver exceptional service to our clients.

BMO Harris Bank
BMO Capital Markets bmoharris.com/commercial | bmocm.com

BMO Harris Bank® is a trade name used by BMO Harris Bank N.A. and its affiliates. Loan and deposit products and services are provided by BMO Harris Bank N.A. Member FDIC. BMO Capital Markets is a
trade name used by BMO Financial Group for the wholesale banking businesses of Bank of Montreal, BMO Harris Bank N.A. (formerly Harris N.A.) and Bank of Montreal Ireland p.l.c, and the institutional
broker dealer businesses of BMO Capital Markets Corp. and BMO Capital Markets GKST Inc. in the U.S., BMO Nesbitt Burns Inc. (Member - Canadian Investor Protection Fund) in Canada, Europe and Asia,
BMO Nesbitt Burns Securities Limited (registered in the United States and a member of FINRA), BMO Capital Markets Limited in Europe, Asia and Australia and BMO Advisors Private Limited in India.
®Registered trademark of Bank of Montreal in the United States, Canada and elsewhere.
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one are the days when a board and its CEO could focus almost

exclusively on strategy and making money. With the changing

regulatory environment, bank executive teams and boards are Lisa Valentine is a

spending more time on legal and compliance issues in banking. The freelance writer in
Saratoga Springs,
following is a brief compilation of what’s ahead in banking law, liability New York.

and compliance that you need to know as a member of a bank board.

Tap the numbered icons to cycle through topics 1 2 3 4

LIABILITY SHIFTS TO
RETAILERS

To improve fraud protection, U.S. credit card
companies will adopt the EMV (Europay,
Mastercard, Visa) technology, which uses a
built-in microprocessor chip. Each transaction

creates a unique identifying number, so

criminals can no longer steal just a credit card

number in order to make fraudulent purchases.
In October, 2015, banks are liable for fraudulent

trancacrtinne ifthev have not icenied FMYV carde

PULL UP

BANKDIRECTOR.COM
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-':s growing as more states legalize the drug.
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att Walstatter and his wife Meghan are pur-

veyors of dope. But they pay their taxes, follow

the rules and are doing so in a state where medical
marijuana sales are now legal, Oregon. “Our focus is on running a legiti-
mate, compliant business,” Matt Walstatter says. Their problem has been
finding the financial services they need to run their business, pay their
bills, pay their taxes and operate as if they weren’t criminals. At least 10
banks either rejected them or closed their accounts on finding out they
were marijuana retailers. “It’s publicly known [these businesses] deal in
large amounts of cash,” says Taylor West, deputy director of the National
Cannabis Industry Association in Colorado. “It makes these business-
es sitting ducks for robberies and other kinds of crime. There is a real
concern that this situation won’t be taken seriously until someone gets
killed.”

Few banks are willing to even offer a deposit account to a marijuana
business in the growing number of states where marijuana is now legal,
and even fewer are willing to speak publicly about doing so. Marijuana is
still illegal at the federal level, and banks and their officers and directors
could face criminal prosecution for violating the Bank Secrecy Act, which
requires financial institutions to report suspicious activity that might sig-
nify money laundering or other criminal activities. The U.S. Department
of Justice and FinCEN, an arm of the U.S. Treasury Department which S 2

[ BILLION

enforces the Bank Secrecy Act, have issued guidance clarifying their po-

sitions on prosecuting marijuana businesses and the entities that serve

them, but that has done little to swing the financial doors open for an in- 2014 ESTIMATE
OF LEGAL
dustry estimated to have generated $2.7 billion in legalized sales in 2014. MARIJUANA
Twenty-three states and the District of Columbia allow medical use of SALES
NATIONWIDE,
marijuana and four states and the District of Columbia have passed laws al- THE ARCVIEW

lowing for recreational use among adults. Two of them, Colorado and Wash- GROUP

ington, have implemented a commercial structure for the sale of marijua-
na. California’s municipalities all regulate medical marijuana businesses

their own way. But few banks want to have anything to do with those new

BANKDIRECTOR.COM BANKING ON MARIJUANA 20f6



THE LEGAL ISSUE

MARIJUANA LAWS BY STATE

Source: Marijuana Policy Project

/@R

Tap the icons below to view which states have

made changes to marijuana laws.

MARIJUANA POSSESSION HAS MEDICAL MARIJUANA IS LEGAL MARIJUANA IS LEGAL
BEEN DECRIMINALIZED

commercial businesses, leading to a strange legal no man’s land. Marijuana
retailers and growers are shunned by financial institutions, so they can’t
handle credit card transactions, can’t wire taxes to the appropriate govern-
ment agency, or pay bills without sending their employees out with paper
bags stuffed with cash, just hoping they don’t get robbed. Is there a way to
safely bank these businesses? That depends on your tolerance for risk and
your ability to manage your bank without going up in smoke.

One of the few organizations publicly upfront about banking the mar-
jjuana industry, MBank, a $162 million asset, state-chartered bank in

Gresham, Oregon, just outside Portland, plans to quit serving the industry

BANKDIRECTOR.COM BANKING ON MARIJUANA 3o0f6
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atthe end of June. “Compliance was alot bigger than we obviously thought,”
says CEO JefBaker. “My feeling is that it would have to be alarger bank that

could effectively run a compliance program.” For now, Oregon is a medical

marijuana state, but the law will allow recreational use for everyone over

the age of 21 by July of this year, with commercial recreational sales ex-

pected tostartin 2016. The 20-year-old MBank, jokingly nicknamed “mar-

ijuanabank,” also announced plans earlier this year to expand in Colorado,
but nixed plans later. With just three branches, Baker said the bank didn’t

have the infrastructure to meet the overwhelming demand.

Other institutions also are trying to bank the industry while limiting

their risks. Numerica Credit Union in Spokane, Washington, will only bank

licensed growers and processors, not licensed retailers, and won’t let the

use remote deposit capture, credit cards, night deposits, mobile banking or
online bill pay. Don Childears, president and CEO of the Colorado Bankers
Association, estimates that eight banks are providing services in his state
to marijuana business, but only with longstanding clients, as the state’s
voters approved medical marijuana in a referendum 15 years ago. None of

the banks want their names public, he says. Their regulators have allowed

them to continue to serve those businesses, as
long as they don’t try to expand their marijua-
na clientele, he says. “Our one piece of advice
is don’t go into this field until you get a green
light from your legal counsel,” Childears says.
“I frankly don’t know of an attorney who would
tell you to go into this business. It’s quite a mess,
but honestly, it’s [Colorado’s] mess.”

The Department of Justice’s guidance in

"OUR ONE PIECE OF ADVICE
[S DON'T GO INTO THIS
FIELD UNTIL YOU GET A
GREEN LIGHT FROM YO
LEGAL COUNSEL.”

February 2014 for marijuana-related financial crimes did little to alleviate

— DON

Childears’ concerns. The guidance, called the Cole memo, says the depart- CHILDEARS,

ment would focus prosecution on businesses that violate eight principles, iRNiSé];il\g

such as selling to minors or doing business with illegal drug cartels. Plus, THE COLORADO
. . e e s BANKERS

the Department of Justice made it clear that financial institutions could be ASSOCIATION

prosecuted for violations of the Bank Secrecy Act if they fail to follow prop-

er due diligence regarding the Department of Justice’s enforcement prior-

BANKDIRECTOR.COM
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“THE REGULATORY POSITION 1S NON-OBJECTION.

[T'S NEVER APPROVAL.”

— JEF BAKER,

ities. FinCEN simultaneously issued guidance, reiterating that marijuana CEO OF MBANK,

A STATE-
still is illegal under the Controlled Substances Act, and directing banks to CHARTERED
file Suspicious Activity Reports (SARs) on marijuana businesses even in g‘;l;g;:M
states where it’s legal, as well as conduct proper due diligence on customers OREGON

who are engaged in the marijuana industry. The American Bankers Asso-
ciation in a memo warned members that the expectations set forth in the
guidance “are extensive and require financial institutions to adopt proce-
dures to closely scrutinize all activities of a marijuana business.”

Chris Myklebust, the commissioner of the Colorado Division of Finan-
cial Services, which regulates credit unions, says the state is slowly be-
ginning to see banks and credit unions tiptoe into the industry. He recom-
mends that financial institutions do an extensive risk assessment before
banking the marijuana industry, including assessing the reaction of share-
holders and customers. Childears says he got a call from a shareholder of a
bank threateningto sue because the bank hadn’t disclosed its plans to bank
the marijuana industry to its investors. Regulators’ input also is needed.
Clients should sign affidavits that they aren’t violating any of the principles
of the Justice Department’s Cole memo, Myklebust says.

MBank got its clients to sign affidavits and checked with its regulators
before banking the business. “The regulatory position is non-objection,”
Baker says. “It’s never approval.” The board did its own research and con-

structed a plan to mitigate its risks, hiring three extra employees just to

BANKDIRECTOR.COM BANKING ON MARIJUANA 50f6
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conduct Bank Secrecy Act-related due diligence on the new customers.
“It’s a long row to hoe,” he says. “It almost took us a year just to become
knowledgeable enough, developing a program from scratch where none ex-
ists.” In order to pay for the extra employees, marijuana-related business-
es are charged a start-up fee and a monthly maintenance fee, which var-
ies based on the size of their business. Walstatter and his wife were paying
MBank $1,000 per month for a checking account. MBank had 70 marijuana
businesses as of mid-April. But despite the sizable income possibilities, it
wasn’t enough. Baker says regulators never told him to shut down the busi-
ness. But his bank’s story shows the complexity of handling a nuanced reg-
ulatory position. What will it take for more banks to be comfortable in the
increasing number of states allowing for marijuana sales? Until Congress
changes the federal law, it may not be very many, according to Childears
and West. Congress could allow banks to provide services in states where
marijuana is legal, but not legalize marijuana across the whole country. So

far, all such proposals in Congress have been nipped in the bud. |BD|

Share this article

Sharing options are located in the right corner of the top navigation bar.

BANKDIRECTOR.COM
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Naomi Snyder is
managing editor
for Bank Director
and editor of the
digital issues.
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Fair Lending Compliance Is Becoming
More Complex and More Challenging

By Paul R. Osborne, Reid S. Simon and Niall Twomey

ompliance with fair lending regulations has become dramatically more

complex over the past several years. Although the underlying regulations

have been in place for decades, monitoring by the Consumer Financial Pro-
tection Bureau'’s (CFPB) Office of Fair Lending and Equal Opportunity, coupled with
vigorous enforcement by the U.S. Department of Justice (DOJ), have increased lend-
ers’ risk factors substantially.

Fair lending forbids discrimination based on “prohibited basis” factors: race, reli-

gion, ethnicity, national origin, gender, marital status, age, familial status, disabil-

ity, receipt of income from public assistance sources, and the applicant’s exercise of

rights under the Consumer Credit Protection Act. Problems can arise when lenders

fail to monitor risk factors:

e Underwriting. Lenders need to monitor and document any disparities in under-
writing outcomes based on a prohibited basis as well as any inequitable applica-
tion of exceptions to underwriting policies.

e Pricing. Statistically significant differences in interest rates, fees, or other charac
teristics offered to applicants by prohibited basis create pricing risk.

e Steering. It is illegal to steer members of a prohibited basis class to less favor-
able—often more costly—loan products. Offering similar if not identical products
with different pricing through different business units can have the same effect
as steering.

e Servicing. Once all the loan documents have been signed and the customer is on
board, posting of loan payments or waiving of late fees needs to be done equita-
bly across a client base.

¢ Redlining. Lenders need to be careful when analyzing where their customers
live to avoid unintentionally redlining, which involves drawing red lines on a
map around neighborhoods where lenders do not want to do business.

Enforcement Trends
Tn Fahriiarir 201N +the NNT actahlichead tha Fair T andinaea T Tnit +a fAari1ie ain natantial

AUDIT COLUMN BROUGHT TO YOU BY Crowe Horwath.

ONIAVIY INNILNOD
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Fair Lending Compliance Is Becoming
More Complex and More Challenging

By Paul R. Osborne, Reid S. Simon and Niall Twomey

Enforcement Trends

In February 2010, the DOJ established the Fair Lending Unit to focus on potential
abuses in the consumer lending sector. Since then, the DOJ has filed or resolved 36
lending matters under the Equal Credit Opportunity Act, the Fair Housing Act, and
the Servicemembers Civil Relief Act. Settlements have provided more than $1.2 bil-
lion in relief for affected communities and individual borrowers.

Although much of this money came from settlements with major lenders, in 2013
the DOJ reached settlements with four community banks that each had less than
$400 million in assets. Many of these settlements—large and small—involved pric-
ing discrimination against minority borrowers.

Proposed HMDA Reporting Requirements

On July 24, 2014, the CFPB issued a proposed rule for the expansion of data that

lenders need to report under the Home Mortgage Disclosure Act (HMDA). The

CFPB wants to use HMDA data to increase awareness of the housing market and,

more broadly, the availability of credit. The most significant changes to the HMDA

would include:

e Mandatory reporting of home equity lines of credit (HELOCs) and reverse mort-
gages

e Quarterly reporting for large institutions

e Changes to reporting thresholds—a 25-loan minimum for depository institutions

¢ Inclusion of an additional 37 data fields, some of which involve qualitative fac-
tors, expanded borrower data, or items related to qualified-mortgage and ability-
to-pay rules

Banks and their boards can begin to prepare for the changes by discussing the fol-
lowing questions:
e How do we currently collect HMDA data?
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Fair Lending Compliance Is Becoming
More Complex and More Challenging

By Paul R. Osborne, Reid S. Simon and Niall Twomey

e How do we currently collect HMDA data?

e Can our existing staff collect and record the required data values?

e What steps are the developers of the mortgage application or underwriting sys-
tem that we use taking to prepare for the changes?

e Do individuals responsible for potentially newly covered areas such as HELOCs
and reverse mortgages have sufficient experience with the HMDA?

e Have we conducted data reviews to confirm accurate recording of HMDA data?

e Are we prepared for the potential implications of the new data disclosures? Reg-
ulators, consumer rights organizations, advocacy groups, competitors, and others
will be looking at HMDA data.

Raising the Ante on Compliance

Compliance with fair lending regulations requires a greater focus on data integrity
and the ability to manage statistical models than in prior years. Lenders that have
not yet made the investment in internal and external resources to handle the new,
expanded and increasingly sophisticated tasks need to consider steps to remain
competitive in a challenging marketplace.

N_¢] Paul Osborne, CPA, CPO, AMLP, is a partner with Crowe Horwath LLP in the
Indianapolis office. He can be reached at 317.706.2601 or
paul.osborne@crowehorwath.com.

L Reid Simon, CRCM, CPA, is with Crowe in the Chicago office. He can be reached
at 630.586.5246 or reid.simon@crowehorwath.com.

N_] Niall Twomey, CRCM, is with Crowe in the Chicago office. He can be reached at
630.574.1806 or niall.twomey@crowehorwath.com.
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CHIEF COMPLIANCE OFFICERS
HAVE A MORE IMPORTANT ROLE

TO PLAY THAN EVER BEFORE.

by John Engen

—

rt Heise became chief risk officer
of Associated Banc-Corp in 2011, and
less than a week later regulatory examiners began
talking to him about the Green Bay, Wisconsin-based
‘company’s anti-money-laundering problems.

A few months after that, the Office of the Comptroller of the Currency (OCC)
slapped $27 billion asset Associated with a consent order and civil money penal-
ties for deficiencies in its Bank Secrecy Act compliance program.

It took nearly three years for Heise to work Associated out of the regulatory
penalty box, leaving one board member last summer to wonder aloud about the
job’s appeal. “He said, “You know, Art, we were talking about you last night and

29

we think you have the worst job at the bank,” Heise recalls.

“But I find the job exciting,” he adds. “I can be working on ALCO one

THE NEW CHIEF COMPLIANCE OFFICER 1o0of5
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credit risk the next and then investment services. I wake up each morning
not knowing what’s going to happen. The events change constantly. It’s re-
ally quite dynamic.”
Not long ago, compliance chiefs sat at the little kids’ table during man-
agement meetings. They had good, almost informal, relationships with ex-
aminers, but were often shunned by business-line brethren, who saw them
asobstaclesto pursuing money-making strategies, and more orlessignored
by the board.
Today, they're the new rock stars of the management team. They typ-
ically have the power to initiate new policies, stick their noses wherever
trouble might lurk, and even modify or veto products that don’t pass muster.
Their relationships with examiners are no longer as cordial as they WHAT'S CHANGED?
once were—a testament to the perceived seriousness of the issues and to ' @

the compliance chief’s higher profile. It’s not unusual to find them sitting

on executive committees, getting direct access to both the CEO and the Tap the
board and even voicing their opinions on strategy. Ee(;g to

“I tell people it’s the second-best job in the organization,” says Paul how the
Osborne, a partner and compliance specialist at Crowe Horwath LLP, an 235\235

accounting and consulting firm, who is presently playing the role of tempo-
rary CCO for three small banks. “You get to know a lot about all the areas of
the bank; you just don’t get to play as much golf as the CEO.”

The post-financial crisis world ushered in a tougher regulatory regime
that includes not only traditional safety-and-soundness and Community
Reinvestment Act (CRA) requirements, but also mandates—overseen by
the Consumer Financial Protection Bureau (CFPB)—to ensure that cus-
tomers are treated fairly. Post-9/11 Bank Secrecy Act (BSA) requirements
to sniff out money-laundering schemes have added layers of reporting de-

mands.

BOARDS ARE RECOGNIZING THE
IMPORTANCE OF GOOD COMPLIANCE.

BANKDIRECTOR.COM THE NEW CCO 20of5



TODAY, THEY'RE THE NEW ROCK STARS

OF THE MANAGEMENT TEAM.

To keep their banks out of trouble, smart boards are making compliance
a cultural imperative, deputizing compliance chiefs to build and maintain
systems that make compliance everyone’s job.
“Boards are recognizing the importance of good compliance,” Osborne WHAT'S CHANGED?

says. “Without it, mergers get stalled, customers get unhappy and reputa-

tions are damaged.”

In his three years at Associated, for instance, Heise has introduced an g%potrs
array of new policies, procedures and guidelines aimed at reinforcing a new read
culture that makes compliance a collaborative venture. how the

Central to the effort is a colleague accountability policy, introduced gi),loﬁvzzs,

two years ago, which makes compliance part of everyone’s job description
and performance reviews. His department also has worked with human re-
sources to incorporate compliance into performance reviews.

“It’s gone along way to building consciousness, awareness and sensitiv-
ity about regulatory compliance,” Heise says. “We provide the guidelines,
but the business lines are primarily responsible for compliance. I'm really
just the central clearinghouse.”

As the primary conduit between their institutions and the alphabet’s
soup of regulatory agencies that oversee various bank activities, they can
find themselves walking a tight wire between the bank and examiners.

“I jokingly say that I get paid by the bank, but I work for the govern-
ment,” says Heise, who has a full-time OCC examiner stationed 20 feet
from his office, and expects to endure three separate CFPB examinations
this year—one each for mortgage originations, mortgage servicing and de-
posit accounts.

“It used to be that examiners came in, wrote their report and left,” he
says. “Today, it’s continuous monitoring, and quite frankly, they're always

right. We always have to do what they say.”
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And if the bank doesn’t follow the rules, the risk of personal liability
for compliance officers is real. In December, FinCEN assessed a $1 million
civil money penalty against Thomas Haider, the compliance chief officer
for Moneygram International, for “willfully” violating a grab bag of BSA
requirements. Experts expect to see more enforcement actions against the
heads of compliance operations.
“All of thisregulatory focusis makinglife very interesting for chief com- WHAT'S CHANGED?

pliance officers,” says Ralph Sharpe, head of the financial services compli-

ance team at Venable LLP, a Washington, D.C. law firm. “They’re getting

more resources and staff, but also face a real possibility of becoming a po- Tap the
. . . ’ CCO to
tential target if something goes wrong. read
To avoid trouble, chief compliance officers are expected to serve as mod- how the
ern-day regulatory soothsayers, peering into their crystal balls to identi- rolel hz;s
evolved.

fy coming risks. “It’s the compliance head’s job to sound an early alarm if
things aren’t going like they should,” Sharpe says.

One emerging area that keeps Heise awake, for instance, is Associat-
ed’s relationships with third-party vendors in areas like identity theft,
debt-protection or mortgage insurance. Providers of those services get ac-
cess to customer data, and must pass regulatory muster themselves or it
can come back to bite the bank.

They also have to manage growing staffs. Smaller banks might have

three or four specialists who focus on areas like lending or deposit oper-

ations and report to the senior vice president of operations. The largest WHAT'S CHANGED?
banks employ thousands of compliance professionals reporting to either ' @ '

|

the general counsel or chief risk officer.

The constant is that everyone is spending more time and money on
compliance. Osborne tells of running a five-person compliance department
at a small bank 25 years ago. “Today,” he says, “a similar compliance de-
partment would have more than 50 employees.”

At Associated, Heise’s 140-person team includes separate BSA and

CRA officers, as well as individual compliance staffers embedded inside Tap the compli-

business lines who serve as Heise’s eyes and ears, and work to help ensure ance officers to
read how their

that products and services meet standards.
role has evolved.

With the numbers swelling, demand for good help is intense, and chief
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TO AVOID TROUBLE, CHIEF COMPLIANCE
OFFICERS ARE EXPECTED TO SERVE

AS MODERN-DAY REGULATORY
SOOTHSAYERNS.

compliance officers spend more time than they want recruiting workers—
and keeping the ones they have. It’s not uncommon for banks to pilfer com-
pliance staff from each other, though it doesn’t always work.

Sharpe tells of one bank client in south Texas that is on its third BSA
officer in the past two years. “The bank is literally forced to go to recruit
people from other parts of the country,” he explains. “And they have to pay
people some multiple of what anyone else at that level would get paid to get
them to come.”

Compliance specialists saw their total average pay jump 18.5 percent
in 2014 to $59,081, according to Crowe Horwath. Heise was the director
of enterprise risk services at U.S. Bancorp when he was hired as Associat-

ed’s chiefrisk officer. He’s since lost several employees from his 140-person

staff to in-market rivals U.S. Bank and Wells Fargo & Co. JOI\T EngeT Is
a Inneapolis-
“Our people are being solicited constantly,” Heise says. “Managing the based financial
turnover is one of my big challenges.” and business
writer.

But it’s far from the only one. |BD|

Share this article

@ Sharing options are located in the right corner of the top navigation bar.
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WHAT CAN GO WRONG

WITH YOUR
INSURANCE COVERAGE

NN NN RN

When it comes to liability insurance, all too often
the vulnerability of directors and officers gets lost in
the details, and that can lead to big personal losses.

In one scenario, featuring the failed Bank of Lincolnwood in Illinois,
the Federal Deposit Insurance Corp. (FDIC) directly sued some of the for-
mer officers and directors, eventually settling with four of them at vari-
ous dates in 2012 and 2013. The defendants were required to pay amounts
ranging from $65,000 to $125,000, according to agreements posted on the
FDIC’s website. The bottom line is—when a policy comes up short—direc-
tors with any personal assets become fair game for plaintiffs.

“Ifthereisn’tan insurance policy and you have a significant net worth—
guess what—you are the target,” says Tom Vartanian, a partner at the law
firm Dechert LLP in Washington, D.C. “Directors need to understand that

BANKDIRECTOR.COM D&O INSURANCE COVERAGE 1of
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once they go on the board, they have put that money on the table.”

These days, even though the market for directors and officers liability
(D&O) insurance for banks has softened, with ample number of carriers
and declining rates, bank directors must be as diligent as ever with regard
to making sure they are the least exposed as possible. There are always
plenty of issues for directors to consider when renewing a policy or step-
ping on a bank board for the first time, details that might turn into night-
mares many years from now.

Last year, 49 lawsuits related to management and professional liabili-
ty at financial institutions were filed, down slightly from 51 a year earlier,
according to Advisen, a research firm. The cases, mostly in federal court,
included 20 merger objection lawsuits, the most common type of filing in
2014. In addition, there are ongoing D&O lawsuits stemming from FDIC
actions against failed banks. The FDIC had filed 105 lawsuits naming 800
former directors and officers as of Feb. 25 this year, dating back to Jan. 1,
20009.

Meanwhile, cybersecurity breaches have emerged as a new threat, with
afewlawsuits filed against directors over data breaches at their companies,
most notably at Target Corp. and a few others. They have yet to fully man-
ifest themselves in terms of liability case law. In the boardroom, the fear is
there. Directors could be in the crosshairs of plaintiffs’ lawyers, notes Scott
Jenkins, a director for Bryn Mawr Bank Corp., a $2.1 billion asset financial
institution based in Bryn Mawr, Pennsylvania. “Ubiquitous in every dis-
cussion today is cyber,” he says. “It’s like anything else. It spills over and
ultimately it’s the director’s fault.”

On the good side, the D&O market for financial institutions is as stable
as it has ever been since the credit crisis. Premium renewal rates for finan-
cial institutions this year are down about 5 percent, according to Marsh, an
insurance broker based in New York. For those banks that had rates hiked
significantly post financial crisis, prices have come down much more than
that. Large banks can generally purchase up to $1 billion on limits, notes
Thomas Orrico, a managing director and head of the financial institutions
practice at Marsh’s financial and professional liability division. “There is

much more competition to write D&O insurance for banks,” he says. “There

@ Tap to
view
A ANANANANNANANANANANANNNNN

TOP D&0
INSURERS
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THE THREE SIDES
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SIDE A. This coverage kicks
in when a company cannot or
will not indemnify the board
member. It covers the personal
assets of directors, officers
and employees. There’s
generally no retention, or
deductible, since the goal is to
protect the net worth of the
individuals.

SIDE B. This covers directors,
A N N s U RA N officers and employees if the
company is able to indemnify
P 0 ICY A N D them. A retention applies to
YO H AV E A ) this type of coverage.
s
"

SIDE C. This covers the
corporation, and is generally
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GUESS WHAT >

used for insurance claims. The
retention is typically bundled
with Side B.
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TARGET. ”
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is also general willingness to ensure and enhance coverage.”

That said, boards need to dig into the policies written for them, while
leaning on brokers as a key source to guide them, notes Kristin Roger, chief
underwriting officer for Travelers Cos., an insurer based in Hartford, Con-
necticut. “The board needs to be very aware of their risk and that they are
actively trying to manage that risk. These are not easy policies to under-
stand; they are not off the rack.”

Given all the risks a bank faces, here are a few things to consider to bet-
ter shield directors and officers from unforeseeable events:

A Limits

Make surethelimits ofliability are adequate. Policies often are renewed
without much attention to detail, Vartanian notes. “If there is insurance,
it’s basically a negotiation about how much, if not all, of the insurance pro-
ceedsthe FDIC can get,” he says. Alimit such as $5 million could cover legal
fees for as little as six months, depending on the case. “Some people haven’t
rethought the limits of liability in 25 years on their policies,” he adds. “The
question is, “‘Where are you, and how much coverage do you have?””

Also, make sure the limits stand alone, adds Kevin LaCroix, an attorney
and executive vice president at RT ProExec, a division of Chicago-based in-
surance brokerage R-T Specialty. “If the limits are shared with other lines
of insurance, there may not be enough in one of those bad situations where
there are multiple, simultaneous claims,” LaCroix says.

To help determine amounts, brokers can help. Some have been supply-
ing more modeling, using analytics and peer benchmark data, looking for
correlations to lawsuits and variables such as market capitalization and
debt to help predict the probability of a lawsuit over the next 12 months,
giving clients a loss distribution to help set limits. This helps directors see
what aloss would look like and the average settlement given the character-
istics of their bank, Orrico says.

A Regulatory Exclusions

In the current environment, even banks operating under a consent or-
der can get regulatory coverage. An exclusion, however, can do alot of dam-
age, LaCroix notes. “That’s a very harsh term to put on a policy,” he says.

“Often the type of claim [excluded] would be something brought by a regu-
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lator.” Directors also need to pay attention to the definition of what a claim
is, Orrico adds. If it’s not broad enough, then the insurance might not pay
for legal expenses relating to regulatory investigations.

A Pending and Prior Litigation

Insurers will also try to exclude events arising from past litigation. Try
to make sure the agreement will include D&O lawsuits from these events.
“Some exclusions can be very broad and knock out everything,” Orrico says.
“You have to be very careful.”

A Run-Off Policies for Sellers

Typically an acquiring institution will want to fold a target bank’s
board into its own policy, under the impression it will save money, notes
Roger. But many policies will include an insured versus insured exclusion,
which precludes claims of one insured against another. That might end up
anightmare for the board of the seller if the acquiring bank decides to later
sue them. “Once you add another board to your policy, you are now insured,”
Roger says. “Now they are all stuck, because the insurance isn’t going to
respond in the event the acquiring company sues the board of the old com-
pany.” To remain covered, boards of the seller should insist that there is a
separate run-off policy that covers them for future events, Roger advises.
A Meetings With the Underwriter

Face-to-face meetings with an insurer before renewing or buying a pol-
icy can help lower premiums, Orrico notes. “You need to be as transparent
as possible, meeting your insurer to tell them the bank’s story, and differen-
tiate its D&O risk profile. That will ultimately benefit the bank when secur-
ing insurance,” he says.

In all, with D&O insurance, make sure the details are covered. “The
board [members] need to be very aware of the risk and that they are actively
trying to manage that risk, and that they are not just sticking their head in
the sand,” Roger says. |BD|

Share this article

Sharing options are located in the right corner of the top navigation bar.

Charles Keenan is
a freelance writer in
Los Angeles.
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Attorney Bill Pitman once spent more than 10 hours sitting
in a Courtyard by Marriott meeting room doing nothing but an-
swering questions from members of a bank’s board of directors.
The goal? To protect the board if a lawsuit followed its planned merger-of-
equals. He wanted to make sure every member of the board asked, docu-
mented and received an expert opinion on any possible question or concern.

“I remember sitting in a chair in the middle, facing a U-shaped table,
just answering questions, nothing else, all day,” says Pitman, an ex-cor-
porate banker and now a securities lawyer in Greenville, South Carolina,
with Smith Moore Leatherwood PLLC. “When I work a deal, I make sure
the board has an outside opinion on everything.”

That bank successfully avoided legal roadblocks related to its merger.
Others haven’t been so lucky. As bank mergers and acquisitions (M&A) ac-
tivity has increased, so has the number of shareholder lawsuits. In 2014,
289 whole bank M&A transactions were announced in the U.S,, a 28 per-
cent increase from 226 such deals in 2013, according to data compiled by
SNL Financial.

Legal challenges to M &A transactions are nearly guaranteed following
the announcement of a deal. Mergers of equals are especially susceptible.
All-cash transactions have less risk, but there still is the possibility of a
lawsuit. Cornerstone Research, a Menlo Park, California-based firm, re-
ports that for five consecutive years, more than 90 percent of all corporate
M&A deals valued over $100 million have resulted in a class-action share-
holder lawsuit. “The few companies that do not get sued are often small
community banks,” Cornerstone Principal Olga Koumrian says. “But it’s
only slightly fewer.”

These lawsuits are often trolling for a settlement that pays attorneys
legal fees and little else. But even nuisance lawsuits are costly as banks pay
legal fees, make additional disclosures or take other steps to resolve the
challenge. Directors and officers who prepare far in advance gain a signifi-
cant advantage if they choose to fight the lawsuit.

I's there any way to make a deal lawsuit-proof? “That’s like asking how
tallisamountain,” says Roanoke, Virginia-based attorney Hugh Wellons, co-

chair of the community banking group at Spilman Thomas & Battle PLLC.
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“It’s a simple question. But it’s a very nuanced answer.”

Legal experts generally agree boards of directors can’t make a deal suit-
proof. “There’s nothing you can do to prevent it, but the advanced prepara-
tion does count,” says Eric Luse, partner at Washington, D.C.-based Luse
Gorman, PC, where he has worked on a number of high-profile M&A trans-
actions in banking and finance. But bank boards can reduce their exposure
to legal trouble following M&A announcements by following sevellal best

practices months and even years ahead of time.

Just like the three keys to real estate, bank M&A often boils down to
three things: “Due diligence, due diligence, due diligence,” Wellons says.
“A bank that prepares its financials conservatively, discloses good and bad
developments as soon as it is sure of them, runs its lending practices with
discipline and rewards management fairly, but not lavishly, should do fine.”

Pitman says he advises his banking clients to hold board planning re-
treats with legal counsel and investment bankers to set and document a
strategy several years into the future. He says that step shows the board’s
action to pursue M&A is part of along-term plan. He encourages directors
to ask the “stupid questions” and document the answers to show their dil-
igence. It’s important for boards to have a paper trail that shows they have
given proper consideration fromthe very beginning to compensation agree-
ments, breakup fees, pricing, conflicts and other common issues.

“Not only must you do a good job and be well-informed as a director,
but it needs to look like you've been doing a good job and staying well-in-
formed,” Pitman says. “Impatience is the biggest sin. You can get deal fe-

ver.” Luse says almost every objection to a deal can be defended if a board
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can prove its diligence. “Ask questions. Don’t take anything for granted,” he

says. “Don’t rush through the process.”

Larry Carroll has been involved in selling and buying banks as a direc-
tor in Charlotte, North Carolina, for the past 20 years. He’s currently on the
board at $2.5 billion assiet Park Sterling Corp., which is based in Charlotte.
He says one of the challenges of M &A negotiations is balancing multiple
interests. “You ask yourself if this is good for the shareholders, but you also
are thinking about the employees and management and where the head-
quarters might be. It’s complicated,” he says. “You will get attacked on the
idea that you didn’t maximize value. The board needs to know that and
build a defense as you go.”

Carroll’s Park Sterling in 2012 bought Citizens South Banking Corp. in

_ Gastonia, North Carolina, and faced a shareholder lawsuit that ended in
a settlement requiring Citizens South to disclose additional details about
the M&A negotiations and how the deal favored stockholders. “With com-
munity banks, the directors cannot help but think of the employees, people
they live and work with,” Wellons says. “It is a tough balance, because their
first duty is to the shareholders.” Luse says directors need to show them-
selves responsible and patient as shareholders, too. Large positions or sales
will be scrutinized after a transaction is announced. “Directors should be

long-term,” he says. “Don’t be an active player in the stock.”

Banks will be attacked in court filings for everything from conflicts of
interest to sale price and negotiation tactics. But directors will have a bet-
ter defense when they point to evidence that they relied on the advice of
third-party professionals, Luse says. “You must have experienced advisers,
both legal and financial, every single step of the way,” he says.

Pitman says one M&A deal he worked on featured a bank with several
directors that held huge stock positions or employment ties to the bank. So

the board carved out a special committee of directors without conflict and
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hired additional investment bankers and legal experts to advise the special

29

committee. “You need to hire advisers who will tell you, ‘no,” Pitman says.
“A small community bank doesn’t need to go to Wall Street. But they’ve got
to have recognized and credible advice.”

Of course, lawsuits are likely even for the most prudent bank transac-
tions, making defensible practices of utmost importance, and victory for
directors worth watching. New Jersey’s ConnectOne Bancorp and Center
Bancorp orchestrated a $243 million merger in early 2014 to create a com-
bined lender with $3 billion in assets. Shareholder plaintiffs filed at least
three class action lawsuits, arguing Center (the legal acquirer) wasn’t pay-
ing enough for ConnectOne. But the legal complaints, in a rare occurrence,
were voluntarily withdrawn after the bank decided to fight. The two banks
and their boards had bullet-proofed the transaction.

“We were lucky, or we were brilliant,” quips attorney Peter Bray of Bray &
Bray PLLC, who represented Center Bancorp. “A lot of these complaints don’t

have much substance. Sometimes the plaintiff would rather surrender.” |BD|
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August 2014

u

NEWPORT,

has assumed $39.2 million in deposits and
purchased two branch locations from

_ e RANDOLPH
L1 SAVINGS BANK

Griffin Financial Group served as exclusive financial
advisor to BankNewport

March 2014

®
FINANCIAL

/
GRIFFI GROUP LLGC

A STEVENS & LEE/GRIFFIN COMPANY

Joseph M. Harenza
CEO and Senior Managing Director
610.478.2160 « jmh@griffinfingroup.com

Mark R. McCollom

Senior Managing Director and Co-Head,
Financial Institutions Group

610.478.2106 - mm@griffinfingroup.com

Richard L. Quad

Senior Managing Director and Co-Head,
Financial Institutions Group
646.254.6387 - rig@griffinfingroup.com

Richard A. Vader
Senior Managing Director
610.205.6119 « rav@griffinfingroup.com

www.griffinfingroup.com
MEMBERFINRA | MEMBER SIPC

N

MeridianBank

has issued Tier-2 qualifying subordinated notes in
a private placement to accredited investors

Griffin Financial Group served as financial
advisor and placement agent to Meridian Bank

September 2014

PHEAd)

$2.0billion

Purchases of Auction Rate Bonds, purchases of
student loans and issuances of floating rate notes.

Griffin Financial Group served as structuring
agent to PHEAA

July 2014

First National Community Bank

has sold certain loans and deposits of two
branch locations and one branch facility to

ESSA(

Griffin Financial Group served as financial advisor
to First National Community Bank

Bank & Trust

January 2014
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A BOARDROOM CONVERSATION

Bank CEO Says It’s Time to Change Regulations,
Not Malign the Regulators

tress testing has heen an enormous cost burden, but

some aspects of new regulations have improved risk manage-

ment and internal controls processes, says John Hairston,
president and CEO of Hancock Holding Co., a nearly $21 billion asset
banking company based in Gulfport, Mississippi. Hairston also serves
as vice chairman of the American Bankers Association’s American
Bankers Council, which drives the organization’s policy and advocacy
efforts for midsized banks. He answered Bank Director magazine’s

questions recently about his approach to regulation and regulators.

What is your philosophy about how to handle the relation-
ship with your bank’s regulators?

In general, we practice professional respect between regulators
and our team. Regulators get a peek inside the best-run and worst-
run organizations in the U.S., so they have a great knowledge re-
source from which to draw constructive concepts. We haven’t enjoyed
every regulatory interpretation since Dodd-Frank was passed; but the
vast majority of all the work we’ve done—some of which was directly
suggested by regulators—has led to better risk management and in-
ternal controls practices.

Dodd-Frank added a great deal of burden not only to banks, but
also to regulators. Regulators are sometimes maligned for simply do-
ing what they are compelled to do, given the language in hastily en-
acted legislation. The right path forward is to spend less time hand-

wringing and more time constructively working with regulators and

Cnanarvecc tn reamediate lanniiane that ralicad 1inintended and harm$iil

BANKDIRECTOR.COM

John Hairston
is president and
CEO of Gulfport,
Mississippi-based
Hancock Holding
Company.
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A BOARDROOM CONVERSATION

Bank CEO Says It’s Time to Change Regulations,
Not Malign the Regulators

Congress to remediate language that caused unintended and harmful

consequences. Working trumps whining every time.

What has changed about the regulatory or compliance struc-
ture at your bank in the last few years?

We are certainly more proactive. The stakes are higher, and regu-
latory failures have higher consequences. We have more lawyers to
interpret regulation faster, and the corporate risk organization is

many multiples larger than before Dodd-Frank.

How many employees have you added to your compliance
framework in the last five years?

It’s difficult to put a number on the additional employees added to
comply with Dodd-Frank. Every job in the bank touches an element of
requlatory compliance. The increased burden means increased hours
spent by bankers on regulatory disclosure and file documentation
required for regulatory examinations. Additional staff is necessary
either to help relieve that burden or assist bankers in doing other as-
pects of their jobs. We’ve also built up our audit department and built
out an enterprise risk management (ERM) department. Our outside

counsel and consultant budgets have increased as well.

As the CEO, what percentage of your time, on average, do you
spend on regulatory or compliance issues?

From 2011-2013, close to half of my time was focused on regula-

tmnmis Ammmanliaman Ac uwalatAd tAammar That civimnlhAac lhanc AuAawan Adta AlhAat
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John Hairston
is president and
CEO of Gulfport,
Mississippi-based
Hancock Holding
Company.
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A BOARDROOM CONVERSATION

Bank CEO Says It’s Time to Change Regulations,
Not Malign the Regulators

From 2011-2013, close to half of my time was focused on regula-
tory, compliance or related items. That number has dropped to about
10 percent, depending on the time of the year. I believe banks and
requlators are all finding their cadence in the new environment. We

are all headed to a better place.

What have been some of the biggest impacts on your bank of
all the regulatory changes in the last few years?

Stress testing, and especially model validation, added a huge cost
burden. Now, that said, there is great value in stress testing with re-
gard to capital and risk planning. But, midsized banks that do not
pose a systemic threat should be running stress scenarios applicable
to the specific risks in our markets and balance sheets versus the pre-

scriptive tests provided by regulatory agencies.

BANKDIRECTOR.COM

John Hairston
is president and
CEO of Gulfport,
Mississippi-based
Hancock Holding
Company.
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WITH FIVE DECADES OF EXPERIENCE IN COMMUNITY BANKING

We're preparing our clients
for the next wave of M&A.

Peoples Bancorp, Inc.
Marietta, Ohio

has acquired

Midwest Bancshares, Inc.
Wellston, Ohio

Closed May 30, 2014

Austin Associates, LLC served as financial advisor to
Midwest Bancshares, Inc.

First Federal of Northern
Michigan Bancorp, Inc.
Alpena, Michigan

has completed its merger with

Alpena Banking Corporation
Alpena, Michigan

Closed August 8, 2014

Austin Associates, LLC served as financial advisor to
First Federal of Northern Michigan Bancorp, Inc.

Community Bancshares, Inc.
McArthur, Ohio

has acquired

Citizens Bank of Ashville, Ohio
Ashville, Ohio

Closed November 14, 2014

Austin Associates, LLC served as financial advisor to
Community Bancshares, Inc.

First Midwest Bancorp, Inc.
Itasca, lllinois

has aquired

Great Lakes
Financial Resources, Inc.
Matteson, lllinois

Closed December 2, 2014

Austin Associates, LLC served as financial advisor to
Great Lakes Financial Resources, Inc.

Citizens National Corporation
Paintsville, Kentucky

has acquired

Peoples Security Bancorp, Inc.
Louisa, Kentucky
Closed December 22, 2014

Austin Associates, LLC issued a fairness opinion to
Peoples Security Bancorp, Inc.

LCNB Corp.
Lebanon, Ohio

has announced its intention to acquire

BNB Bancorp, Inc.
Brookville, Ohio

Announced December 29, 2014

Austin Associates, LLC served as financial advisor to
BNB Bancorp, Inc.

Edgar County
Banc Shares, Inc.
Paris, lllinois

has announced its intention to acquire

Sidell Bancorp, Inc.
Sidell, Illinois

Announced January 23, 2015

Austin Associates, LLC served as financial advisor to
Sidell Bancorp, Inc.

Talmer Bancorp, Inc.
Troy, Michigan

has acquired

First of Huron Corp.
Bad Axe, Michigan

Closed February 6, 2015

Austin Associates, LLC served as financial advisor to
First of Huron Corp.

Inter-Mountain
Bancorp, Inc.
Bozeman, Montana

has announced its intention to aquire

Teton Bancshares, Inc.
Fairfield, Montana
Announced February 24, 2015

Austin Associates, LLC served as financial advisor to
Inter-Mountain Bancorp, Inc.

Level One Bancorp, Inc.
Farmington Hills, Michigan

has acquired
Lotus Bancorp, Inc.
Novi, Michigan
Closed February 28, 2015

Austin Associates, LLC served as financial advisor to
Lotus Bancorp, Inc.

Austin

Trusted Advisors in Investment Banking, Strategic Planning,
Financial Management, Risk Management, and Technology Solutions.

For more information about Austin Associates,
visit our website at www.austinassociates.com or contact us at 419.841.8521.

Join the 2015 Austin Webinar Series to discuss relevant topics for community bankers.

Go to www.austinassociates.com/news-publications/ to register for this month’s presentation.
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On All Things Bank Board-Related

View these articles and more at BankDirector.com
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WHAT IS5 MOST LIKELY
TO KEEP YOU UP AT
NIGHT WORRYING?

BANKDIRECTOR.COM



22nd Annual Event Highlights Include:
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PREPARE. EDUCATE. DEVELQOP.

BankDirector

ONLINE TRAINING
SERIES

A Series of Board-Focused Videos
Presented By Industry Experts

For more information, please visit BankDirector.com or call 615.777.8461.




Bank

Digital Magazine

THE LEGAL ISSUE

President
Al Dominick

Senior Vice President
Mika Moser

Managing Editor

Bank Director
Senior Leadership Team

Board of Directors:
Chairman Joan Susie, Al Dominick,
Mika Moser, Kelsey Weaver

and Founder and Chairman of
the Executive Committee

Naomi Snyder

Publisher

Bill King
Kelsey Weaver
. i Editor
Client Relations Manager Jack Milligan

Laura Proffitt
Vice President of Conferences

Art Direction and Design Laura Schield

Robertson Design
Vice President of Marketing

Digital Production Associate Michelle King

Daniel Bell

Data Marketing Manager
Robert Phelps

Circulation Associate
Claire Kennedy

Controller
Ryan McDonald

Bank Director is published eight times per year digitally and four times per year in print by DirectorCorps Inc.,
201 Summit View Dr., Suite 250, Brentwood, TN 37027.The entire contents of Bank Director are copyright
©2015 and may not be reproduced in any manner without written permission. All rights are reserved.

Contact us
To get on the mailing list to be notified about new digital issues or subscribe to the print magazine, contact:
B> Circulation | circulation@bankdirector.com

For editorial inquiries, contact:
<] Naomi Snyder | nsnyder@bankdirector.com

For advertising opportunities, contact:
> Kelsey Weaver | kweaver@bankdirector.com

Watch educational

. Join the private Follow .
Like us on . . i videos on
Bank Director @BankDirector : ,
c Facebook @ LinkedIn Group on Twitter Bank Director’s

YouTube Channel




