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Introduction
It is an honor for me to be here today. The Fiduciary and Investment Risk Management Association is a well regarded and important association that does and excellent job keeping fiduciary and risk management professionals current on important issues of industry-wide concern.  I am also honored because this is a gathering of many distinguished professionals in what has become a vital area for financial services firms.
There are several trends at work that have increased the importance and challenge of working in the fiduciary and investment areas. These key trends include:

1. The growing size and importance of pension and retirement funds. 

2. The greater complexity of investment opportunities used by many classes of investors.

3. The more complex investment offerings from a greater number of financial institutions.
4. The increasing interest in investor and fiduciary issues not only by investor and fiduciary activists and regulators, but also by state attorneys general.
I would like to first say a word about these general economic trends and then a word about the trends in regulation that are exacerbated by the size, complexity and importance of this growing financial space.

Discussion
Size of Funds
We hear all the time that the aging of America means profound changes in our economy.  But it is useful to step back and consider the magnitude of the change that has been occurring and will occur over the next 25 years, or so.  Our population has grown so quickly that, today, 54 percent of all Americans who have ever lived are alive right now.  The number of Americans who are over 65 will increase by two-thirds during the first 30 years of this century.  And Americans who are 65 today can expect to live nearly 18 more years.  
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As this astute group knows, these demographic trends mean increased and changing investment needs, larger pension funds, larger trust balances, and greater balances of investable funds.  Assuming that people today have about the right amount of money in pension funds, these funds would need to hold over $18 trillion to support retirees in 2030, or twice what they hold now.  
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Of course, we know that we cannot assume that retirement savings will remain the same as they have in the past.  First, changes in benefit plans are forcing individuals to take more responsibility for their retirement.  The assets in defined benefit plans are starting to tail off.  And IRAs have become the most important retirement investment vehicle.  Hence, individuals must play a larger role in choosing their retirement investments than they have in the past.
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Second, the retirement savings of Americans is becoming less liquid and more concentrated.  Ten years ago the largest contributors to the net worth of households were investments in corporate equities, equity in homes, and pensions.  However, the Federal Reserve’s Flow of Funds data shows that since 1999, investments by household and non-profits in corporate equities has taken a steep dive, while the equity in homes and pensions have continued to rise.  It’s worth noting that the Federal Reserve’s Survey of Consumer Finance paints a somewhat different picture.  It shows that both direct and indirect investment in stocks by households has declined.  Either way, one thing seems apparent, when households moved money out of individual stocks, a considerable amount of the money was reinvested in real estate.  To the extent that a greater proportion of household savings are tied up in people’s homes, they will need mechanisms to convert that asset into more liquid forms of savings and investment when they retire.  As well, they need a way to diversify their greater exposure to real estate. 
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As we drill down into these data further, we see that in 1997, for the first time, pension fund holdings of mutual funds exceeded their holdings of credit market instruments.  And these mutual fund holdings continue to rise at a similar rate to the rise in corporate equities.  
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Increased Complexity of Investments

In addition to the shift in types of investments, retirement savings are being invested in more complex instruments.  A generation ago, most Americans held certificates of deposit, and perhaps a few domestic bonds and large cap stocks as savings and investment vehicles. Today, Americans have moved their savings into domestic equity vehicles and beyond via mutual funds.  

Investment vehicles more commonly used by investors now include such complex investments as structured financial instruments, alternative investment vehicles, and increasingly globalized investment possibilities. For example, I am on the board of a college investment committee. We have moved over the last ten years from a slow growth portfolio of fixed income instruments and some large cap domestic stocks to a high growth portfolio of alternative investments, foreign equities, and structured instruments.  But these investment strategies can raise thorny suitability questions for retirement funds.

More Aggressive Marketing
Also, as individuals are forced to shoulder more responsibility for their retirements, a larger number of firms are marketing a growing array of products to attract IRA accounts and money in defined contribution plans.  Products can be tailored to meet every conceivable investment objective.  Many of the products are very complex, with extended periods where money cannot be withdrawn and periodic bonus payments that make it hard to predict the actual rate of return over the life of the investment.  Aggressive marketing of complex instruments almost always leads to excesses.  Recall the marketing of foreign exchange derivatives to rural community banks by Wall Street during the 1990s.
More Interest by Interest Groups, Regulators and Congress
All these trends point to full employment in the pension and investment fund arenas for many years to come.  But as my long-time friend, Alan Greenspan, is fond of saying, the role of the regulators is to take away the punchbowl just when the party is getting good.  As you know, I am a former regulator, too.  I know that the massive inflow of money will allow fund managers to do much good for retirees, but I also know that it will attract fund managers who are more interested in making money than serving the interests of retirees.  A sharp rise in the size of pension and investment funds, coupled with the dependency of the beneficial owners on the income from those funds has the potential for creating the perfect regulatory storm for fund managers.  

So what happens when these investments go awry, or when someone oversells a product to the elderly?  For a variety of reasons it serves to increase oversight and regulation.
Congress is faced with increasingly unpleasant budget choices.  By 2020, unless there are substantial changes, the non-discretionary portion of the federal budget – the payment on debt and entitlements such as Social Security, Medicare, and Medicaid – plus defense, will consume all federal revenue.  Increased regulation will be a very attractive option to politicians because it allows it to respond to problems without increasing the budget.  

Unfortunately, we do not have to look very far to find examples that easily could be the subject of future congressional hearings.  

· This past January, the State of Minnesota filed charges against a life insurance company for selling unsuitable annuities to senior citizens.  The product could tie up their savings for as long as 15 years. 

· A bank put a 91 year old client into a “personalized” account in which she paid more than $35,000 to do four trades in two years.  If she had remained in a traditional account, her fees would have been just $2,000.  

· In another case, a retiree was charged more than 10 percent of her total annual income in fees for just two transactions.

The sum and substance of these trends is that the area of investor protection and fiduciary responsibilities will become increasingly high profile ones, increasingly demanding from a technical perspective, and held to higher standards by governmental bodies and by the institutions for which you work.  More emphasis and more responsibilities will be placed on institutional risk management and compliance operations in this area.
For example, for some time the GAO has been calling for increased disclosure to investors to ensure they fully understand the steps they should take to protect their investments.  

As another example, state attorneys general have become more and more aggressive in pursuing cases involving questions of suitability.

As yet another example, regulators are continuing to take a hard look at hedge funds and the conditions under which investments in them are appropriate given the risk tolerance of the investors.

I want to reserve the remainder of my remarks to focus on emerging regulatory trends where there are outsized risks to your institutions in the investment and fiduciary areas. I also want to focus on tools that risk managers and compliance officers can use to mitigate these risks. 
Disclosures

The area of disclosure is a perennial concern, but with the recent focus by Congress and the agencies on the consumer, it has taken center stage in terms of risk.  We have increasingly seen companies taken to task by the agencies for lack of clear disclosure. We have also seen agencies penalize companies for other wrongs when what really triggered the unhappiness was the quality of a company’s disclosures.
One mistake I have seen more and more companies make is to prepare elaborate policies and procedures and then fail to follow them meticulously. Indeed, the policy creates a standard by which the regulator can judge performance.  When the firm falls short of its own clear standard, it produces, as you might imagine, a toxic result.

We have also seen companies take other well intentioned steps that because of lack of follow through, end up creating problems for them. For example, we have seen mystery shopper programs – a good thing – show that a company’s disclosures come up short in a high percentage of cases, but the company does nothing to fix the problem. We have also seen a company’s sales folks attempt to counsel purchasers in a good hearted way, but the disclosures they made were incomplete or at times just plain wrong.
Finally, we have seen too many companies that have plain English and large type advertisements, but their disclosures are in 8 pitch type that is almost illegible and are much less understandable. In some cases, the discrepancies were criticized directly by regulators; in other cases, the regulators did not say anything but their attitude toward the company was clearly shaped and shaped negatively, by the weak disclosures. 
Legal Obligations

Let me turn now to a second area of emerging risk: legal obligations. In some cases, problems in this area arise because the law changes and companies fail to keep up. But, it is much more prevalent to find that products are changing faster than the laws are changing and companies get caught out because they have sold the new products in violation of the out-dated laws.
I have seen several versions of this disease. One, which is perhaps most troubling, is where the company recognizes that the new product sale might violate existing law so it modifies the product or the way it is sold to accommodate the situation. However, in practice the company does not uniformly follow through so that sometimes the product is not sold in the fully modified version or is not sold in precisely the way it has to be sold to comply with the law. 
In other cases, we have seen the company convince itself that an overly legalistic interpretation of the law works.  These and other cases try to build their solutions on complying with the strict letter of the law and forgetting about the spirit of the law. 
This just does not work. Ultimately, we have seen the agencies and/or courts in several countries become quite unhappy with the legalistic approach and in some cases severely penalize the companies that have relied on this type of approach. Companies can avoid such catastrophes by having sophisticated third party reviews of their approaches in order to get an independent perspective on whether it is meeting both the letter and spirit of the law.
KYC/BSA/OFAC
Sadly, it is still the case, that one cannot talk about current risks in the fiduciary and investment area without raising Know Your Customer, Bank Secrecy Act and OFAC. This area reminds me of the old aphorism “the faster I go; the behinder I get. “ The fact is that I will bet everyone in this room has done a very great deal in the KYC/BSA/OFAC area over the past several years. Some of your companies have literally spent hundreds of millions of dollars to improve your compliance in this area. And yet, the fact is you are still at risk.

While no regulator will ever say that they are managing to a zero tolerance level, the fact of the matter is that we have seen companies with a handful of violations be severely penalized in this area even though they had a reasonable BSA/AML program in place.

In other cases, we have seen companies penalized even where they were in substance complying with at least the spirit of the law by keeping agencies informed of potential money launderers, but were not complying with the letter of the law and filing all required SARS. In at least one of these cases, the penalties were surprisingly stiff, and they were reasonably serious in the others. 

In sum, following both the spirit and letter of the law is required here. And, a level of precision is required that we do not often see in other areas.  Furthermore, the volume of transactions and needed precision cries out for electronic solutions, which many of you I know have implemented. 

However, one important word about electronic solutions to compliance responsibilities: they are great and in many cases absolutely essential. We ourselves have created extremely useful software tools in the compliance area. Yet, they are a necessary, but not a sufficient condition for a good compliance program. 
It is important in any top-notch compliance program to constantly review whether technology solutions are in fact working as anticipated.  It is important to constantly take into account changes in product and changes in the patterns of suspicious behavior. 
Suitability
Finally a word about consumer protection generally and suitability in particular: this is a growing area of risk. Many bankers not so long ago, even in the fiduciary areas, took the view that if disclosures were accurate, let the buyer beware. After all, they reasoned, this is a free society. If the buyer knows what he or she is getting, that ought to be enough.

In fact, this point of view is more and more passing into history. We have seen a number of cases where the buyer was clearly informed of what he or she was buying, and the product could have been viewed as marginally suitable. However, when times were tough, it was more obvious that the product did not suit the client’s needs and the regulators went after the issuer.

Clearly, the pendulum is swinging in a direction that raises the bar in both fiduciary and investing and non-fiduciary areas.  Congress is focusing considerable attention on whether products being sold to consumers are appropriate, and are suitable for their needs.

In the months ahead, there will be a great deal of back and forth in Congress and among the agencies in respect of these and other consumer protection concepts. It is important for banks to be prepared to change as the rules change. It is also important for bankers to make their views known on these issues to Congress and the regulators.

What can you do about it?

So what can you do to avoid these traps for the wary and unwary? Let me suggest 5 key steps you can take.

1. Set the right “tone from the top” in your organization. Make sure everyone knows your company values integrity; cares about how the client is treated; and will not tolerate poor selling practices. This tone should be set in words and deeds by your top management.

2. Insist upon independent compliance organizations, where the compliance officers report directly to the chief compliance officer, who sets their pay and bonuses.
3. Take action against behaviors that do not comply with law, regulation or company policies.

4. Insist upon periodic independent third-party reviews of not just policies and procedures, but, importantly, implementation of policies and procedures.
5. Work together in industry associations like this fine organization to set high industry standards and to explain to Congress and regulators what works and what does not work to resolve legitimate consumer concerns.
Conclusion 

In conclusion, you are working in a dynamic part of the market both from a business and regulatory point of view.  It is essential for you and your companies to keep abreast of changes in compliance and other obligations and to constantly upgrade your systems as the regulators and congress can be expected to raise the bar for the foreseeable future.
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